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FOREWORDFOREWORD

This presentation is based on work carried out at the This presentation is based on work carried out at the IDBIDB’’ss
Research Department and CERES under the leadership of Research Department and CERES under the leadership of 
Alejandro Alejandro IzquierdoIzquierdo and Ernesto and Ernesto TalviTalvi.   .   

The views expressed here do not necessarily coincide with thoThe views expressed here do not necessarily coincide with those of se of 
the management of the IDB, its Board of Directors, or its Board the management of the IDB, its Board of Directors, or its Board of of 
Governors.Governors.

The analysis does not refer to any individual country in the RegThe analysis does not refer to any individual country in the Region, ion, 
nor do the numbers constitute forecasts by the IDB; rather, theynor do the numbers constitute forecasts by the IDB; rather, they are are 
simulations of potential scenarios with the purpose of contributsimulations of potential scenarios with the purpose of contributing ing 
to the assessment of policy alternatives.  No countryto the assessment of policy alternatives.  No country--specific specific 
suggestions are offered.   suggestions are offered.   
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Between 2003Between 2003--2008.II LAC enjoyed an exceptional 2008.II LAC enjoyed an exceptional 
economic and financial period, and a notable economic and financial period, and a notable 
improvement in macroeconomic fundamentalsimprovement in macroeconomic fundamentals

Moreover, the first phase of the US financial crisis Moreover, the first phase of the US financial crisis 
(2007.II(2007.II--2008.II) exacerbated rather than attenuated 2008.II) exacerbated rather than attenuated 
the expansionary cyclethe expansionary cycle

SUMMARY
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End of the Good Times: International Financial Conditions
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End of the Good Times: International Financial Conditions

Corporate Bonds: MaturityCorporate Bonds: Maturity
(LAC-7, issuances with maturity less than 1 year, % of 

total issuance)
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End of the Good Times: International Financial Conditions

Sovereign Bond SpreadsSovereign Bond Spreads
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End of the Good Times: International Financial Conditions
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End of the Good Times: Economic Performance

(LAC-7; real GDP, annual variation)
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MACROECONOMIC MACROECONOMIC 
POLICIESPOLICIES

End of the Good Times (2008.II-Present)

Countercyclical fiscal Countercyclical fiscal 
and monetary policiesand monetary policies

ECONOMIC PERFORMANCE ECONOMIC PERFORMANCE 
IN LATIN AMERICAIN LATIN AMERICA

EXTERNAL FACTORSEXTERNAL FACTORS

Drastic downward revision Drastic downward revision 
of growth forecasts in of growth forecasts in 
industrial countriesindustrial countries

Drastic collapse in Drastic collapse in 
commodity prices and commodity prices and 
terms of tradeterms of trade

Severe deterioration of Severe deterioration of 
international financial international financial 
conditionsconditions

Sudden Stop (SS) for Sudden Stop (SS) for 
EM corporates EM corporates 
Financial Precarization Financial Precarization 
(FP) for EM sovereigns(FP) for EM sovereigns

Drastic downward Drastic downward 
revision for 2009 growth revision for 2009 growth 
forecasts, with a   forecasts, with a   
rebound expected for rebound expected for 
20102010



THE END OF THE GOOD TIMES (2008.II-PRESENT): 

SUMMARY

Drastic deterioration of the external environment Drastic deterioration of the external environment 

Sharp downward revision in Latin AmericaSharp downward revision in Latin America’’s s 
growth forecasts, with a recession expected in growth forecasts, with a recession expected in 
2009 and a rebound in 20102009 and a rebound in 2010

A countercyclical monetary and fiscal policy A countercyclical monetary and fiscal policy 
response, generally with support from the response, generally with support from the 
international communityinternational community
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MOTIVATIONMOTIVATION

To assess perspectives for the Region in the face of To assess perspectives for the Region in the face of 
the global crisis, we proceed as follows:the global crisis, we proceed as follows:

i.i. Trace the macroTrace the macro--dynamics of a key set of variables dynamics of a key set of variables 
under alternative hypotheses on how the global under alternative hypotheses on how the global 
crisis unfolds, to go beyond a snapshot of the region crisis unfolds, to go beyond a snapshot of the region 
and see the motion picture right to the endand see the motion picture right to the end

ii.ii. Develop a simple framework emphasizing liquidity Develop a simple framework emphasizing liquidity 
issues as a key element in evaluating the regionissues as a key element in evaluating the region’’s s 
risks and policy traderisks and policy trade--offsoffs



Hypotheses on the Global EconomyHypotheses on the Global Economy
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Economic Activity under Two Hypotheses on the 
Global Economy
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ECONOMIC ACTIVITY UNDER TWO HYPOTHESES 
ON THE GLOBAL ECONOMY

Under both hypotheses, output performance for the Under both hypotheses, output performance for the 
next five years will be substantially below the 5.5 next five years will be substantially below the 5.5 
percent average growth rates of the 2003percent average growth rates of the 2003--2008.II 2008.II 
periodperiod

CONCLUSIONSCONCLUSIONS

Moreover, in the LMoreover, in the L--shaped scenario average growth shaped scenario average growth 
will be close to zero in the next five years (and will be close to zero in the next five years (and 
maybe negative in per capita terms), indicating that maybe negative in per capita terms), indicating that 
collateral damage of the global crisis could be felt collateral damage of the global crisis could be felt 
for years to comefor years to come
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Fiscal Position under Two Hypotheses on the Global 
Economy
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Fiscal Position under Two Hypotheses on the Global 
Economy
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FISCAL POSITION UNDER TWO HYPOTHESES 
ON THE GLOBAL ECONOMY

Although the region starts from a strong fiscal position, the Although the region starts from a strong fiscal position, the 
combination of declining economic activity, the fall in commoditcombination of declining economic activity, the fall in commodity y 
prices and the rise in financial costs, could lead to a gradual prices and the rise in financial costs, could lead to a gradual and and 
possibly large deterioration (even if primary expenditures remaipossibly large deterioration (even if primary expenditures remain n 
constant)constant)

Fiscal deterioration could result in potentially exponential dynFiscal deterioration could result in potentially exponential dynamics amics 
of public debt under the Lof public debt under the L--shaped scenarioshaped scenario

CONCLUSIONS CONCLUSIONS 



Banking IndicatorsBanking Indicators



Banking Indicators under Two Hypotheses on the 
Global Economy
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BANKING INDICATORS UNDER TWO HYPOTHESES 
ON THE GLOBAL ECONOMY

Although initial conditions of banks in LACAlthough initial conditions of banks in LAC--7 are sound, the decline 7 are sound, the decline 
in economic activity leads to a gradual deterioration in banksin economic activity leads to a gradual deterioration in banks’’ loan loan 
portfolios, resulting in relevant capital losses in the Lportfolios, resulting in relevant capital losses in the L--Shaped Shaped 
scenarioscenario

CONCLUSIONCONCLUSION
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Liquidity Indicators:  Simple Analytics

Liquidity Indicators Liquidity Indicators 

DefinitionDefinition
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B B t+1t+1
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wherewhere
ILRILRtt = International Liquidity Ratio in t= International Liquidity Ratio in t
RRtt = International Reserves in t= International Reserves in t
BBSTST

t+1t+1 = Public Debt Amortizations in= Public Debt Amortizations in t+1t+1
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Liquidity Indicators:  Simple Analytics
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Liquidity Indicators:  Simple Analytics



Liquidity Indicators:  Simple Analytics

Threshold

ConclusionsConclusions

The likelihood of a liquidity crisis as The likelihood of a liquidity crisis as 
determined by ILRs determined by ILRs will depend on external will depend on external 
factors (i.e. duration of the global crisis) factors (i.e. duration of the global crisis) 
and idiosyncratic factors (i.e. and idiosyncratic factors (i.e. 
determinants of ILRs dynamics).determinants of ILRs dynamics).

Not every country may hit a critical threshold Not every country may hit a critical threshold 
in the relevant period of the global crisis and in the relevant period of the global crisis and 
for those that do, they may not do so at the for those that do, they may not do so at the 
same time. same time. 

Liquidity problems may Liquidity problems may evolve gradually but evolve gradually but 
materialize suddenlymaterialize suddenly when a critical when a critical 
threshold is hit. Therefore, problems may not threshold is hit. Therefore, problems may not 
be immediately evident.be immediately evident.
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Liquidity Indicators under Two Hypotheses on the 
Global Economy
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LIQUIDITY INDICATORS UNDER TWO HYPOTHESES ON 
THE GLOBAL ECONOMY: CONCLUSIONS

Under a VUnder a V--shaped global recovery, the dynamics of liquidity shaped global recovery, the dynamics of liquidity 
indicators suggest that the region will suffer a recession in 20indicators suggest that the region will suffer a recession in 2009, 09, 
but no major financial turbulencebut no major financial turbulence
Under an LUnder an L--shaped recovery, liquidity ratios could gradually evolve shaped recovery, liquidity ratios could gradually evolve 
towards critical thresholds, increasing the likelihood of financtowards critical thresholds, increasing the likelihood of financial ial 
turbulence and larger output lossesturbulence and larger output losses
A key feature of the LA key feature of the L--shaped scenario is that the deterioration of shaped scenario is that the deterioration of 
fundamentals is gradual, and therefore problems may not become fundamentals is gradual, and therefore problems may not become 
immediately evidentimmediately evident

Against this backdrop it is crucial to anticipate gathering Against this backdrop it is crucial to anticipate gathering 
problems early on to act in a timely fashion, and to design problems early on to act in a timely fashion, and to design 
policies that prevent countries from entering into financially policies that prevent countries from entering into financially 
fragile territory  fragile territory  
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CONFRONTING THE GLOBAL CRISIS IN 
LATIN AMERICA: POLICY TRADE-OFFS

Under precarious access to credit markets, liquidity Under precarious access to credit markets, liquidity 
considerations become paramount.  In particular, the considerations become paramount.  In particular, the 
benefits of alternative policies should be balanced benefits of alternative policies should be balanced 
against their cost in terms of the liquidity position of against their cost in terms of the liquidity position of 
a country and how they affect the vulnerability to a a country and how they affect the vulnerability to a 
liquidity crisisliquidity crisis

MOTIVATIONMOTIVATION



Confronting the Global Crisis in LAC: Policy Trade-Offs
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A similar analysis follows for monetary and other policies.
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Policy SuggestionsPolicy Suggestions



Precarious access to credit markets for many emerging Precarious access to credit markets for many emerging 
market countries calls for multilaterals to step in and play market countries calls for multilaterals to step in and play 
for these countries the role that  governments with better for these countries the role that  governments with better 
access to credit, such as the US government, play access to credit, such as the US government, play 
domesticallydomestically

Thus the question is not whether multilaterals should Thus the question is not whether multilaterals should 
play a key role in the current crisis, but which is the most play a key role in the current crisis, but which is the most 
effective way to channel their interventioneffective way to channel their intervention

POLICY SUGGESTIONS 



With current resources, With current resources, MDBMDB’’ss cannot provide full support to cannot provide full support to 
refinance stocks ofrefinance stocks of public debt coming due public debt coming due andand large large 
countercounter--cyclical fiscal programs in LAC.  In consequence, cyclical fiscal programs in LAC.  In consequence, 
the question is how to target limited resources to get more the question is how to target limited resources to get more 
““bang for the buckbang for the buck””

The analysis of the relevant policy tradeThe analysis of the relevant policy trade--offs, particularly offs, particularly 
under the Lunder the L--shaped scenario, points in the direction of shaped scenario, points in the direction of 
switching from financing switching from financing additional additional expansionary policies, to expansionary policies, to 
financing policies oriented to minimize the risk of a liquidity financing policies oriented to minimize the risk of a liquidity 
crisis, typically associated with more severe output crisis, typically associated with more severe output 
contractionscontractions

This suggests the following set of policy principlesThis suggests the following set of policy principles……

POLICY SUGGESTIONS FOR LAC



Multilateral support is vital to avoid financial precarization, Multilateral support is vital to avoid financial precarization, more more 
so if one believes that the global downturn will be longso if one believes that the global downturn will be long--lastinglasting

In this context, multilaterals should shift from shortIn this context, multilaterals should shift from short--term term 
emergency financing to longemergency financing to long--term financing term financing in order to partially in order to partially 
““completecomplete”” markets in terms of maturitiesmarkets in terms of maturities, ensuring that financial , ensuring that financial 
precarization does not put countries in a liquidity collision coprecarization does not put countries in a liquidity collision courseurse

((In this light perhaps we could see the new Flexible CreditIn this light perhaps we could see the new Flexible Credit
Line announced by the IMF on March 26Line announced by the IMF on March 26) ) 

In parallel, multilateral assistance should contribute to a gradIn parallel, multilateral assistance should contribute to a gradual ual 
convergence to sustainable structural fiscal positions while convergence to sustainable structural fiscal positions while 
protecting social programs and enhancing productivityprotecting social programs and enhancing productivity

These principles need to be considered on a countryThese principles need to be considered on a country--byby--country country 
basis, as conditions vary importantly between them basis, as conditions vary importantly between them 

POLICY PRINCIPLESPOLICY PRINCIPLES



Confronting the Global Crisis in LAC: A Stocks 
Financing Policy Suggestion

Simulated ILR Dynamics: Refinancing Public Debt Stocks Simulated ILR Dynamics: Refinancing Public Debt Stocks 
vs. Financing Fiscal Deficits in the Lvs. Financing Fiscal Deficits in the L--shaped Scenarioshaped Scenario

Both policies assume a 250 bn financial assistance package for the region in 2009 and 2010.
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Confronting the Global Crisis in LAC: The Role 
of Multilaterals
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Approvals and DisbursementsApprovals and Disbursements

OC Approvals 2004-2009* 
(billions of US$)

OC Disbursements 2004-2009* 
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The Bank is realizing an unprecedented effort in 2009 which, nonetheless:
•is insufficient given the magnitude of the problem, and
•cannot be sustained in 2010 with its current resources.



Liquidity Facility for Growth SustainabilityLiquidity Facility for Growth Sustainability

Approved by IDB Governors in October of 2008 with up to US$ 6 biApproved by IDB Governors in October of 2008 with up to US$ 6 billion from llion from 
Emergency Lending Resources, and implemented in close consultatiEmergency Lending Resources, and implemented in close consultation with on with 
the IMF.the IMF.

Objectives::
to partially and transitorily to partially and transitorily substitutesubstitute for the reduction in the flow of foreign for the reduction in the flow of foreign 
commercial credit to LACcommercial credit to LAC

to support domestic production, foreign trade and protect employto support domestic production, foreign trade and protect employmentment

rapid response : Costa Rica (500 m); El Salvador (400m); Jamaicarapid response : Costa Rica (500 m); El Salvador (400m); Jamaica (300m); (300m); 
Dominican Republic (300m); others under study.Dominican Republic (300m); others under study.

However, amount of assistance (up to US$ 500 million However, amount of assistance (up to US$ 500 million 
per country) can be useful for small and some per country) can be useful for small and some 
medium size countries, but not large ones.medium size countries, but not large ones.



IDB Response in Social SectorIDB Response in Social Sector

Policy instrumentsPolicy instruments::
Employment Retention Programs (training) in formal sector.Employment Retention Programs (training) in formal sector.
Temporary Employment Programs, with emphasis on poor.Temporary Employment Programs, with emphasis on poor.
Intermediation Services for unemployed.Intermediation Services for unemployed.
Strengthen and expand Conditional Cash Transfer Programs.Strengthen and expand Conditional Cash Transfer Programs.
Provide budgetary support to protect public spending in key healProvide budgetary support to protect public spending in key health and educational th and educational 
intermediate inputs.intermediate inputs.
Distribution of micronutrients.Distribution of micronutrients.
Temporary suspension of user fees.Temporary suspension of user fees.
Careful monitoring of school attendance, health and employment oCareful monitoring of school attendance, health and employment outcomes.utcomes.
Overall expenditures in the context of fiscal constraints.Overall expenditures in the context of fiscal constraints.
TailorTailor--made to individual country administrative capabilities.made to individual country administrative capabilities.

Overall strategy:

Strengthen or redirect existing loans and prepare new ones in the 
social sector in the space given by IDB’s overall lending limits and 
country’s fiscal space, and in the context of country dialogue.



HoweverHowever……....

Social policies to protect the poor and other vulnerable Social policies to protect the poor and other vulnerable 
groups must learn from previous experiences to:groups must learn from previous experiences to:

Ensure that Ensure that ““transitorytransitory”” measures are credibly transitory, measures are credibly transitory, 
andand

Avoid perverse incentives, particularly in the labor market, Avoid perverse incentives, particularly in the labor market, 
that may increase informality, with negative implications for that may increase informality, with negative implications for 
productivity and medium term growth. productivity and medium term growth. 





In sum, the policy challenge for LAC is very complex:In sum, the policy challenge for LAC is very complex:

Social policy needs to be strengthened in a context of fiscal Social policy needs to be strengthened in a context of fiscal 
scarcity to protect the vulnerable and, in parallel, to help makscarcity to protect the vulnerable and, in parallel, to help make e 
prudent economic policies politically sustainable, until the oveprudent economic policies politically sustainable, until the overall rall 
world environment becomes less adverse.world environment becomes less adverse.

In turn, economic policy needs to be facilitated providing LAC In turn, economic policy needs to be facilitated providing LAC 
countries with sufficient access to international credit to avoicountries with sufficient access to international credit to avoid more d more 
precarious debt profiles and minimize the risks of liquidity criprecarious debt profiles and minimize the risks of liquidity crisis, sis, 
and support expenditure switching policies (and, when warranted,and support expenditure switching policies (and, when warranted,
expenditure increasing policies). expenditure increasing policies). 



Two critical and urgent tasks:Two critical and urgent tasks:

Find immediate sources of funds to bolster the possibilities of Find immediate sources of funds to bolster the possibilities of the the 
IDB to act counterIDB to act counter--cyclically, with a focus on the social front.  This cyclically, with a focus on the social front.  This 
becomes all the more important as the frontbecomes all the more important as the front--loading of loading of 
disbursements in 2009 may imply an absolute reduction in IDB disbursements in 2009 may imply an absolute reduction in IDB 
flows to LAC in 2010, andflows to LAC in 2010, and

Provide the IDB with a capital base commensurate with the  Provide the IDB with a capital base commensurate with the  
medium term development objectives for the Region. This task is medium term development objectives for the Region. This task is 
equally urgent given the large uncertainty that characterizes thequally urgent given the large uncertainty that characterizes the e 
world economy at present, and the possibility that this crisis mworld economy at present, and the possibility that this crisis may ay 
persist for some time. persist for some time. 

THANK YOU
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