NOTES ON THE IMPACT OF THE CRISIS IN LATIN AMERICA, WITH SPECIAL ATTENTION TO ANDEAN CASES
Eric Hershberg, American University

1. Defying Predictions: “All of Latin America did not come down with Pneumonia”

Conventional wisdom prior to the global crisis that began to unfold during 2008 anticipated that the impact of financial crisis in emerging economies, including Latin America, would be highly negative, as had been the case during previous crises (Claessens et al. 2010; Pineda et al. 2009). Claessens et al. (2010), for example, anticipated that emerging economies would suffer financial crises more deeply than advanced economies.  Pineda et al. (2009) argued in March 2009 that the current crisis would bring the same devastating effects to Latin American economies that previous crises had unleashed. They called this crisis “Old Wine in New Goatskins,” and predicted that the particular conditions of each country would not help mitigate the effects of the crisis (ECLAC 2009b). 

The recent global crisis, however, seems overall to have had a bigger impact in the advanced economies, while Latin American countries, particularly in South America, experienced softer repercussions, and performed much better than in previous crises. During the crisis, the region did not confront the dramatic balance of payments adjustments and banking collapses that were typical of the past (Ocampo 2010: 1).  And while the impressive growth rates of 2003 – 2007 were interrupted abruptly during 2008 and 2009, by 2010 most of the region was once again growing very rapidly.

Many observers argue that Latin America was able to mitigate the effects of the crisis because its governments learned the lessons from previous crises and had made adjustments necessary to minimize vulnerability to external shocks (Porzecanski 2009; Botero & Cavallo 2010). These lessons included dealing with inflation, diminishing reliance on external debt, reducing protectionism, maintaining fiscal and monetary discipline, and assuring liquidity in international reserves and in private banks (Botero & Cavallo 2010, 16). Economists seem to agree universally on the importance of four major conditions that helped mitigate the effects of the crisis across most of Latin America: Exchange rate flexibility; High levels of liquidity; Development of domestic capital markets; and Reduction of external debt.
With regard to the latter, Latin American countries in general had shifted the composition of their debt during the decade prior to the crisis. Whereas foreign-currency debt was about 40% of the total at the beginning of the decade, it accounted for less than 20% in 2008. Less reliant on foreign currency debt, Latin American countries mitigated the effects of the crisis in the international currency and capital markets (Porzecanski 2009, 21). Clearly the significant reduction of Latin American public external debt gave governments more leeway to play a stabilizing role for private markets, where the external debt actually remained uncomfortably high (Jara et al. 2009).  (Interestingly, however, and in contrast with Porzecanski and others, Ocampo argues that in the Andean countries the reduction of external debt was not, the result of responsible policies, but instead an effect of booming terms of trade (Ocampo 2010). 
2. Decoupling of Latin America’s Economic Performance from that of the U.S.?
The notion that sound economic policies would inoculate the region against the effects of developed economy crises was compelling to some Latin American policy-makers on the eve of the crisis.  Mexican authorities, for example, were persuaded that their country’s fate had largely been decoupled from that of the United States, and that the country was relatively immune to a serious downturn in the U.S.  Even when the U.S. Federal Reserve began easing rates rapidly in 2008, the Mexican authorities persisted in the conviction that inflation was a greater risk than recession, and held rates steady until the harsh effects of the crisis were already resonating throughout the Mexican economy (Esquivel, 2010: 369-371). 
And while that confidence proved misplaced – Mexico’s GDP was flat in 2008, declined by more than 6.5 per cent during 2009, and still has not recovered to pre-crisis levels  -- Latin America’s speedy recovery overall from the effects of the crisis has led some observers to assert categorically that the region’s economic fate has been de-coupled from that of the U.S. and of the developed economies more generally. By this account, we should not be surprised if, nowadays, when the U.S. catches a cold Latin America comes down with merely a sniffle.  Three factors are cited as responsible for de-coupling.  The first is the aforementioned adoption of sound economic policies.  The second two factors are closely intertwined: the diversification of trade partners, on the one hand, and changes in the sectoral composition of exports, on the other, with the latter portrayed as having brought about improvements in Latin America’s terms to trade.

We have already outlined the argument with regard to the first of these factors.  The second and third explanations are closely intertwined in that they are based on the notion that the thirst for commodities from China and the BRICs more generally, along with rising economies elsewhere in Asia, has brought about diminished significance of the U.S. economy for Latin America.  By this account, Asia’s demand for commodities, and the manufacturing boom that it fuels on the Western shores of the Pacific, are the principal source of growth in the world economy, and are thus especially critical to propelling  development for Latin America (Giugale and Canuto, 2010). 
Yet for Latin America the evidence is mixed.  Arguably, there has been no significant decoupling in Mexico, Central America or the Caribbean, where regardless of the soundness of macro-economic policies, and despite a modest but real diversification of Central America’s trade over the past two decades, the state of the U.S. economy remains an overwhelming determinant of performance.  For these countries the U.S. is still the predominant destination for exports -- e.g. over 80% in the Mexican case, manufacturing remains more significant than commodities as a percentage of exports (Mexico because of oil exports is a partial exception), and migrant remittances are key drivers of national economies. 
Based on developments since the onset of the crisis it seems to me that decoupling is pronounced in the Southern Cone and Brazil, where both the diversification of trade and an improvement in the terms of trade are evident, and in most of the Andes, although not in Venezuela, a country that is virtually entirely dependent on petroleum exports and where the percentage going to the U.S. has remained at more than 50 per cent for the past 20 years.  

And while Asia’s growing importance should not be dismissed, it also should not be exaggerated.  It is true that exports to Asia have increased as a percentage of total exports: from 13% to 21% for Argentina, 33% to 41% for Chile, 20% to 26% for Peru.  In the case of Bolivia, the numbers are impressive: from 2% to more than 14%.  But for Brazil and Colombia the percentage has remained unchanged (granted, it is a percentage of a higher overall volume of trade), and for Uruguay, Venezuela and Ecuador the percentage has actually declined – dramatically in the case of the latter.  

Indeed, my initial reading of the data – and this has surprised me to the extent that I hope to discuss this with Latin Americanist economists in the seminar and examine this question in greater detail subsequently -- is that since the early 1990s a more important source of diversification is intra-regional trade within Latin America.  According to INTAL/IDB data for Andean countries, the percentage of total trade that involved Latin American counterparts increased between 1992 and 2007 from 40 % to 62 % in Bolivia; 27% to 36% in Colombia; 19% to 33% in Ecuador;  and 18% to 23% in Venezuela (the numbers for Chile and Peru, and for Brazil, are roughly unchanged).
In conclusion, it is easy to exaggerate the extent to which there has been a de-coupling.  Indeed, as Jose Antonio Ocampo has noted, for Latin America as a whole this turned out to be the worst regional recession since the debt crisis of the 1980s, although South America fared better than Mexico and Central America (Ocampo 2010). For the Andean countries, with the exception of Venezuela, the impact of the crisis was far weaker than in the core countries of Central America or Mexico (see figure below).

Figure 1. (reproduced from Ocampo, 2010).
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It should be noted that even if this crisis was not as severe or as longlasting as previous ones, it did have strong negative consequences for regional exports, output, employment, incomes and wealth, although again less in South America, including all but Venezuela among the Andean countries.  It’s impact was extremely pronounced in Mexico (where GDP declined by nearly 7 per cent in 2009) and the core countries of Central America (ECLAC 2009a; 2009b). 
3. The Andean Countries in Regional Context
The crisis affected all of the Andean countries but to differing degrees, and policy responses varied considerably. Chile, Ecuador, and Peru experienced an exceptionally heavy drop in export earnings between the last quarter of 2008 and the first quarter of 2009.  Chile and Peru also experienced heavy reversals in capital flows during the last quarter of 2008. It is noteworthy that despite being hit by these two different albeit related exogenous shocks, neither Chile nor Peru experienced a major financial crisis, or an even worse deceleration in economic growth (Porzecanski 2009, 17). The same can be said of Colombia.  Having pursued highly orthodox macro-economic policies for extended periods of time prior to the crisis, all three countries had considerable room to implement counter-cyclical monetary policies and, in the case of Chile (much more than in Peru or Colombia), counter-cyclical fiscal and social policies. 
Bolivia’s earnings were also adversely affected, but because monetary policy had not been tight previously there was little scope for loosening, and efforts to counter the crisis focused on increases in social expenditures.  As for Venezuela and Ecuador, neither country had room to pursue counter-cyclical policies.  Among Latin American countries Venezuela has been the worst performer in terms of growth rates since 2008, and its recovery has lagged behind that of the rest of the region.  Indeed, there has been no recovery.  Chavez’s government has failed to maintain macro-economic equilibria, with monetary policy a shambles and an inflation rate exceeded only by that of Argentina.  In Ecuador, in turn, dollarization had eliminated the possibility of resorting to exchange rate or monetary policies, and high levels of public debt precluded more than symbolic fiscal and social policy measures in response to the crisis.  
Chile, Colombia, and Peru had adopted flexible exchange rates, which permit external shocks to be absorbed by the economy without the slow and costly process of adjustment of fixed exchange rates. During the crisis, Chile and Colombia allowed their currency to increase by as much as 50% from March 2008 to March 2009, while Peru allowed the Sol to increase by 20%. In Ecuador, a country where dollarization meant that there was no exchange rate flexibility, official international reserves collapsed by 70% from March 2008 to May 2009 (Porzecanski 2009, 24). 
Chile, Colombia and Peru demonstrated the capacity to undertake counter-cyclical monetary policies (Rojas-Suarez 2010). Indeed, a high level of liquidity made it possible for these and most other South American countries to adopt adequate monetary policies during the crisis (this was so even in Mexico, though there the adjustment was too little too late). For those policies to be viable, three levels of liquidity were critical: international reserves at the central bank, liquidity of financial intermediaries and a manageable composition of public debt in terms of its average maturity and currency composition (Quispe & Rossini 2011, 299)
 Figure 2 (reproduced from Ocampo, 2010: 11)
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For this reason, among Andean countries Chile, Colombia and Peru, unlike Ecuador, were able to adopt a monetary policy that enabled them to avoid the the initial spike in interest rates that was characteristic of previous crises (Ocampo 2010). As evidenced by Figure 2, these three countries were able to stimulate their economies through sharp reductions in interest rates.   Chile, Colombia, and Peru were able to undertake measures that Ecuador could not, including changes in mandatory bank reserves, provision of liquidity in local currency, increased spending, support for the housing market, the industrial sector, and small companies, as well as modifications in labor and social policies (ECLAC, 2009). 

Chile, Colombia, and to a lesser extent Bolivia and Ecuador managed to stimulate their economies by lowering taxes and expanding subsidies. While Ecuador lowered tariffs, it also imposed a series of non-tariff barriers, including quotas and safeguards. These measures diminished Ecuadorian imports by more than 50% (Lima et al. 2010, 17)

Ocampo (2010: 11) has distinguished Latin American countries among those that adopted full countercyclical measures, including Chile and Peru; those that adopted persistent rapid growth of spending, such as Colombia; and those that adopted procyclical policies, including Bolivia, Ecuador,and Venezuela (and notably, in light of its especially weak performance, Mexico).

Table  2, reproduced from Ocampo, 2010
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I will return to a discussion of this table in the concluding section of this note, which puts forth a highly tentative argument about the political sources of distinct responses to the crisis by governments in the Andes and beyond.

Before doing so, to conclude the discussion up to this point: all analysts agree on the importance of the countercyclical measures taken by several of the Andean governments to mitigate the effects of the crisis. There is agreement as well that such measures were only possible because of exceptional conditions of liquidity during the crisis, together with a healthy financial system and the evolution of domestic capital markets.  Yet scholars disagree as to whether those initial favorarable conditions where the result of responsible macroeconomic policies or whether they came along as a result of temporary favorable conditions in world markets. 

Porzecanski argues that Latin American countries took the findings and policy recommendations of previous crises to heart, and thus implemented the correct policies to prevent further damage from new crises (Porzecanski 2009).  In contrast, Ocampo maintains that the softer impact of the crisis is not associated only with the region’s own efforts (Ocampo 2010, 1), but instead reflects temporary favorable conditions of trade for the region, especially the high demand for commondities. 

4. The Politics Beneath Diverse Trajectories and Policy Responses. Very Preliminary Hypotheses:
I would suspect that the degree to which Latin American countries had assumed the path advocated by Porzecanski, Rojas-Suarez and others, hinged in large measure on policy-making institutions, political processes, and the socio-political coalitions underpinning governments.  Moreover, the extent to which governments pushed the full-range of counter-cyclical measures advocated by observers such as Ocampo – that is, how far their efforts to stimulate the economy went beyond monetary policy to encompass fiscal stimulus -- was at least in part a reflection of the socio-political coalitions in power and, at least indirectly, differences in modes of exercising Executive authority.

First, in those Latin American countries where economic expertise located in relatively autonomous policy-making institutions had consistently been in place, the economy was in a better initial position to weather the storm. Among the Andean cases, as evident in Table 1, this included Chile, Peru and, to a lesser extent, Colombia.  Where by contrast economic authorities were not insulated from short-term pressures from spend-thrift executives, there was less space to adopt counter-cyclical measures when the need for them arose.  In the Andes, this would apply to Bolivia, Ecuador and Venezuela.
Second, all things being equal, the latter situation is less likely to arise in countries where the rules of the political game and governing coalitions are relatively stable.  The correlation is not perfect – note that Guatemala and Paraguay figure among the counter-cyclical cases while Brazil and Mexico acted pro-cyclically.  Yet keep in mind here that in Guatemala and Paraguay the growth in primary spending during 2009 was from a very low starting point, that Brazil had been increasing spending rapidly for several years and continued to do so during 2009, albeit it at a reduced pace, and that Mexican authorities simply failed to understand what was going on around them.  With regard to the Andes, it is no surprise that Bolivia, Ecuador and Venezuela all ended up pursuing pro-cyclical policies.
Third, sociopolitical coalitions influenced whether governments responded counter-cyclically.  This would account for the measures adopted in Chile (with the Concertacion government) and Uruguay (governed by the Frente Amplio) but also in the unlikely cases of El Salvador (Funes had just been elected) and Paraguay (under Lugo).  Conversely, countries such as Panama, Mexico and Honduras, with conservative governing blocs, were more apt to respond pro-cyclically, as were those, like Bolivia, Ecuador and Venezuela, but also Brazil and Nicaragua, where governments that had been responding to their social base by boosting spending at rapid levels lacked leeway to continue doing so once hard times came upon them.
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