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. Introduction !

This paper analyses the relation between macroeuonituctuations and fiscal policy
in Latin America, in order to identify structurahd behavioural factors relevant to
formulating fiscal stabilization policies (countgetical and macroeconomic adjustment
policies). Empirically, the study draws on expecerin the region during the second
period of globalization, which began in the laterQ9. Analytically, the main point of
reference is the literature on countercyclicaldlgeolicy and macroeconomic volatility
in Latin America’ Although the present focus goes beyond specificaons and
circumstances, it is important, in the contexthsd turrent international crisis, to devote
particular attention to evaluating the new demaandd constraints that are likely to
affect fiscal policy as a consequence of the macmoemic imbalances associated with
the crisis.

The negative forces associated with the finanaiaiscthat originated in the developed
world are being transmitted through all of the alela that connect Latin America with
the global economy: capital flows, foreign diresvestment (FDI) and remittances. At
the same time, the price and volume of exportsdaatining, risk premiums are rising,
access to capital markets is either nonexistentimited, and flows of FDI and
remittances are decreasing. As is inevitable irhsticcumstances, the simultaneous
effect of these factors, as they move through thréous channels, creates substantial
macroeconomic imbalances. Recessive forces areawaggd, since the decline in
exports directly depresses aggregate demand, videcial constraints and the decline
in FDI have indirect effects, inasmuch as theydffievestment demand and the demand
for durable consumer goods, while limiting govermt’® capacity to adopt
countercyclical measures. Although remittances waiynportance from one country to
another, they represent, for some countries, ataoftes portion of disposable income,
and thus a reduction in their flow can cause a dnapomestic demand and weakness in
the current account balance.

Initially there was speculation that the region htige able to remain detached from the
turbulent events affecting the United States anehja1 Today, however, no one doubts
that the governments of the region will face sesiomacroeconomic challenges. This
applies to both overall fiscal policy and stabitiaa policy. Although, at the start, the
central banks made strenuous efforts to injecidityinto the financial systems to try to
ensure the normal functioning of local credit méskéhe nature of the crisis, the sharp
drop in confidence, as well as significant diffezes in the degree of monetization and
in the depth of individual financial markets, hawade it necessary to adopt other types
of measures. While liquidity must be ensured anerast rates kept as low as possible,
liquidity itself does not necessarily guaranteeatge access to credit, nor does a greater

! The authors are grateful to Ramiro Albrieu for &ssistance and to Rafael Lopez Monti and Leandro
Cabello for their comments.

2 0On volatility in the region, sefeconomic Survey of Latin America and the Caribbean, 2007-2008 and the
accompanying annotated bibliography. On counteicgicfiscal policy, see Bello and Jiménez (2008} an
Perry and others (2008).



supply of credit guarantee increased demand fodgjoAlthough monetary, and even
exchange rate, policy must be part of an orderly emherent set of measures, fiscal
policy is the strongest tool in cases such as tlesemt one. In crafting solutions,
authorities will likely confront additional pres&s due to tensions between the different
policy-making segments of government, as well asvéen government and specific
social and productive sectors—all of which will iege efforts to stabilize the economy
through the implementation of coordinated and effit countercyclical fiscal policies
and budget adjustments. In the fiscal realm, thestnooitical tensions are likely to
involve (i) ensuring the sustainability of publielt vs. mitigating the social and
financial effects of the global crisis; (ii) protew the liquidity of the settlements system
through monetary or fiscal supports vs. maintainimgernational reserves and
controlling inflation; (iii) fostering macroeconomstability vs. providing subsidies to
specific sectors in order to prevent sectoral amcias conflicts with major political
consequences; and (iv) subsidising sectors with bigposure to the international crisis
Vvs. resorting to protectionism.

Not surprisingly, intense efforts are underway tigloout Latin America to identify
effective measures to buffer the region’s econorfrims the macroeconomic effects of
the crisis. If these are successful, imbalancekshgilminimized and potential conflicts
will be averted. Given these concerns, it seemBibigeconsider past experiences in the
region with regard to countercyclical fiscal poliemd crisis management. A deeper
understanding of the relation between volatilityd discal policy may provide useful
guidance in designing policies that take optimalaadage of what, at least for some
time, may be a rather limited policy space.

The remainder of the opening section of this papérbriefly examine the available
evidence regarding the effects of the crisis, stoagssess the present turbulence and
determine the types of demands and challengesniaabe expected to arise in the wake
of countercyclical fiscal and macroeconomic adjwsttmpolicy. The operative notion,
here, is that the perturbations created by thernatenal crisis are primarily taking the
form of exogenous trade shocks and sudden stopagital flows® In addition, it is
argued here, the form and intensity of the pertisha in each of the region’s
economies depend on structural factors such asizkeof the economy, the volume of
the flows, and the particular areas of trade spetiof the country. Section Il adopts a
more analytical approach, presenting a numberyoizetl facts regarding volatility in
Latin America, in an attempt to understand theibssantive implications for fiscal
stabilization policy in Latin America. A centralguament proposed here is that the usual
assertion—that one function of fiscal policy, ind@mn to its role in allocation and
distribution, is to stabilize the economic cycle-sobres the ambiguities in how one
interprets “stabilize”, a word whose meaning cary\greatly depending on whether the
situation being described is normal or exceptiolmathe former case, as we shall see,
“stabilization” involves implementing countercydicpolicy, while in the latter case it
refers to adjustment. Here, it is argued, this gumby has led to failures in both
designing and coordinating policy. We thereforepms®e the notion of “policy space” as
a means of avoiding these traps, and opt for a mgeise definition of the stabilising
function of fiscal policy (section 1ll). Section lgxamines the anatomy of two different
types of exogenous international shocks: trade kshoand sudden stops of capital
inflows, in an attempt to analyze how these twoetymf shocks interact with the

% On sudden stops and their effects on macroecondyniamics, see Calvo and others (2006).



countercyclical fiscal policy space. The two tymé#sshocks were selected because of
their importance during the second globalizatiomiqek and because the available
evidence indicates, as has been mentioned, thaefteets of the current crisis are
similar in nature to those that accompany suchkshokhis paper, in line with its overall
objective, focuses on the challenges confrontingntercyclical fiscal policy, as well as
on the problems of coordinating the types of potigically employed in Latin America
to deal with the macroeconomic consequences ofkshdte final section of the paper
discusses the specific elements of fiscal stalidimapolicy that should be included in
attempting to curb volatility in the region and, tihe context of the current crisis,
delineates the factors that constrain, and placeadds upon, fiscal policy with regard
to its stabilization function.

A. Transmission of the crisis to Latin America, and tle associated fiscal policy
challenges

In the five years preceding the current crisiswghorates in Latin America—as well as
in the global economy—were good. Increased growts warticularly strong in
countries that export natural resources, as thesgitipns were enhanced by major
improvements in the terms of trade. Economiesdkepended on energy imports, on the
other hand, felt the effects of rising oil pricethough for many countries the problem
was balanced by increased remittances resultimg fh@ high level of economic activity
in the United States. As figures 1.a and 1.b shbwe,growth rate in South America
(which is a major exporter of natural resources$ g@eater than in other countries of the
region. In the five-year period from 2004 to 20€& region’s median annual growth
rate was 5.7%. This contrasts significantly witke fireceding five years (1999-2003),
when there were episodes of financial crisis in rgng countries and the median rate
barely exceeded 1%. The current crisis put an endhis positive scenario, and
projections for this year are for negative growth.



Figure 1 a

SOUTH AMERICA: REAL GDP GROWTH
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Figure 1 b
REST OF LATIN AMERICA: REAL GDP GROWTH
(In percentages)
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The financial channel has clearly played a centbd in transmitting the crisis to the
region, as reflected in the quantity of capitalawfs, as well as in risk premiums. The
margin between the risk-free rate and the averatgs rfor the region has increased
noticeably (approximately 500 basis points, as mweas by the EMBI) between the
trough of early 2007 and the first quarter of 200&vertheless, the current level
remains far below the peaks reached during the i&ussd Argentine crises (1,100
basis points and 1,400 basis points, respectively).

This more moderate risk-premium response is camiswith the fact that Latin
America’s macroeconomic fundamentals are solidan tiney have been at other times
of international turbulence. In early 2008, a numblethe region’s largest countries—
Argentina, Chile, Ecuador, the Plurinational StateBolivia, Paraguay, Peru and the
Bolivarian Republic of Venezuela, among others—Ibhath central-government and
current-account fiscal surpluses (see figure 2).



Figure 2
LATIN AMERICA (19 COUNTRIES): CURRENT ACCOUNT BALA NCE AND
FISCAL BALANCE, 2006-2007
(In percentages of GDP)
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Source: Prepared by the authors, on the basigafefs provided by the Economic
Commission for Latin America and the Caribbean (BC).

Note: The data refer to the central government gixeethe cases of Argentina,
Brazil, Colombia, Ecuador, the Plurinational StatéBolivia and Mexico, where

they refer to the non-financial public sector.

In this context, it is not surprising that the imjamce of the public debt as a risk factor
also declined. The factors that most convincinglgoaint for these variations are the
sharp fluctuations in the macro variables (chanigeshe exchange rate and high
volatility in the level of economic activity), theesence of debt restructuring initiatives,
and the recognition of contingent liabilities ($iegire 3)*

* Figure 3 shows a debt-financing exercise. In tdise, the variation in public indebtedness has five
components. The first term on the right side of ¢lg@ation represents the contribution of the prymar
fiscal balance; the second represents the effettteointerest rate; the third represents the doution of
economic growth; the fourth represents the effdcthe exchange rate on that portion of the debt

denominated in foreign currency; and the final tésra residual amount (stock flow).

i n
dt - dt—l =-Ip, + dt—l'ﬁ - dt—l-m + df—l'(st - St—1) + Sft

For further details on the variation of the delnigl ahe calculation method used, see Aliaga, Jiménez
Tromben (2009).



Figure 3
LATIN AMERICA AND THE CARIBBEAN: VARIATION IN NON-F  INANCIAL
PUBLIC SECTOR DEBT
(In percentages of GDP)
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Source: Prepared by the authors, on the basisgafefs provided by the Economic
Commission for Latin America and the Caribbean (BC)L.

Although the generation of fiscal and current act@urpluses was not always the result
of fiscal and monetary policy decisions, there ¢ doubt that sudden stop episodes
between 1998 and 2002 were followed by a tendencydcumulate international
reserves as insurance against these types of shocks

Figure 4, showing net capital flows for Latin Anmearis seven largest economies,
indicates that the change in net flows occurredigethe growth rate droppé&dThis
suggests that financial constraints have playeshdihg role in the economic slowdown.
With the increased uncertainty created by the grigvestors’ emphasis shifted toward
high-quality assets, to the detriment of riskieegnincluding real estate. Thus, the fact
that the change in flows coincides with key evantshe banking crisis in the United
States and Europe, and that the change occur@dontext not only of high growth but
also of greater macroeconomic stability in the @agisuggests that the event is
exogenous to Latin America and has the charaatayiggpical of a contagion-induced
sudden stop. The major way in which the contagias twwansmitted was through a flight
to quality, and through a very sudden increas#iquidity in developed markets, which
led investors to liquidate positions in emergingruies.

® Net capital income is defined as gross capitadiime minus interest payments.



Figure 4
LATIN AMERICA (7 COUNTRIES): NET CAPITAL FLOWS
(In millions of dollars)
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Trade has also been a very active channel, witmélgative trade shock being reflected
in both price and volume. figures 5.a and 5.b stimwecent changes in export volumes
and terms of trade. The shock seems to have beravdmat stronger for the region’s
small countries than for the large ones, and thmes of the seven largest countries
declined less than those of the other countries.t€ms of trade plummeted from their
peaks of 2007 and 2008, and are now at the sarakds\at the beginning of the above-
referenced five-year period—a level that, in angegacould be considered relatively
satisfactory. Indeed, some products seem to hawedf@a floor, possibly due to the
increased structural presence of China and Indigh@ international market (cf.
Lederman and others, 2006).



Figure 5.a
LATIN AMERICA (7 COUNTRIES): TERMS OF TRADE
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Figure 5.b
RECENT CHANGES IN EXPORTS
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Despite the importance of the trade shock, the Gi@hmparameter is probably the major
factor in the sudden economic slowdown. There ik lifbubt that recessive pressures
created by the slowdown in trade will intensify. Aguie 5.b shows, we are seeing a
rapid decline in the rate at which export volumes iacreasing, in tandem with the

sharp downturn in world trade. At the same time, thera danger that protectionism

will increase, and that the countries most affedigdhe sudden stop will implement

aggressive real depreciations of their currenaiesrder to shore up their foreign trade
positions. In fact, as a result of increased uadet, a number of the region’s large

countries have implemented significant nominal deg@tions in response to the

financial crisis (see table 1).

Table 1
LATIN AMERICA (7 COUNTRIES): RECENT CHANGES IN NOMI NAL
EXCHANGE RATES

marzo de
enero de 2008 2009 Devaluacion (%)

Argentina 3,16 3,66 15,81
Brasil 1,78 2,33 30,69
Chile 481,56 603,28 25,28
Colombia 2.012,42 2.498,02 24,13
México 10,93 14,71 34,67
Peru 3,00 3,22 7,43
Venezuela 2.148,80 2.152,03 0,15

Source: Prepared by the authors, on the basisfmimation provided by the Centre of
International Studies at Argentina’s Ministry of Emn Affairs, International Trade and
Worship.

An intensification of the trade shock would have mdiscal consequences, on top of
those already present, for countries in which gawemt revenues are tied to natural
resources. TheéPreliminary Overview of the Economies of Latin America and the
Caribbean, 2008 (ECLAC,2008b) and the subsequent updating by Gémez Sabaini and
Jiménez (2009) project a decline of fiscal resasiorethe order of 3.4% of GDP, and a
drop of approximately 0.5% of GDP for other revenwesh figures expected to vary
widely from country to country and according to whasumptions are made regarding
growth rates, prices and the elasticity of tax ressn Thus, the overall impact on public
revenues caused by shrinking demand and fallingepris projected to be on the order
of 3.8% of GDP for the group of countries stronglpeledent on natural resources.

Remittances, tourism and FDI have also been affdayethe crisis, but the importance
of these factors varies significantly from one doyrio another, with the effect of the
crisis (as a proportion of GDP) being inversely edato the size of a country’s
economy. For example, while FDI in 2008 moved withilband of 1% to 3% in the
largest countries, it reached 6% in Costa Rica, tance that figure in the Dominican
Republic. In the case of tourism, the situatiosimilar, though the differences are less
pronounced. In terms of remittances, Mexico is|trgest recipient in absolute terms,
but even as a proportion of income, remittance nmeaon the seven largest economies
does not, in any instance, come close to what igdlfor the Central American and



Caribbean economies. Therefore, the impact of mdluemittances, in terms of foreign
trade balance and level of economic activity, wal ilmuch more severe in these latter
economies, and will have the strongest effect onphechasing power of low and

middle economic strata. In cases where governmegyisediate their currencies, this
effect will be mitigated, but a similar effect wilbhbe possible in dollarized economies.
Moreover, the impact on the external sectors ofllserergy-importing countries has

been partially buffered by the reduction in oilgas.

In short, although the perturbations act throudifiedint channels, the effects of the
international crisis on national economies arelyike take forms similar to those seen in
the case of sudden stops and negative shocks iaffeciternational trade. Thus,
although the effects of the crisis differ from wiais been seen in past exogenous trade
and financial shocks, the resulting imbalances Widtneed to be addressed, through
countercyclical fiscal and adjustment policies, ,shgre a number of features typical of
such shocks. Thus, distributive tensions, as welteasions in the area of political
economymay also be expected to show similarities, andwiilismost likely affect the
space available for fiscal policy.

These facts suggest that constraints on fiscatypohll be aggravated for two reasons.
The first of these is the drop in fiscal revenuebgther due to a decline in export-
related economic activity or to falling internatadnprices for natural resources. The
second factor is the increased difficulty in acoegsoluntary financing in the market—

financing that could dry up entirely. The effecttbé international crisis on tax revenues
in the region will vary from country to country, witihe scope of the fiscal impact

depending on the nature of a country’s economytargystem—more specifically, its

structure, the revenue levels, and the sourceshefrévenue (Gomez Sabaini and
Jiménez, 2009).

Gobmez Sabaini and Jiménez (2009) review the relestzamacteristics—e.g., whether a
significant portion of a country’s resources iskéd to exploitation of natural
resources—and examine how they vary from one coutttrgnother. The authors
develop an index of the degree of each countryfsosure to the present crisis based on
its revenue-raising capacity, analysing the impmdctarious macroeconomic factors on
fiscal revenue to make this determination. In ordeimportance, the variables they
examine are:

Role of natural resources as a proportion of dvénancing.
Degree of institutional rigidity.
Taxes as a percentage of imports.

a. Proportion of exports destined for the Unitede3ta
4. VAT as a proportion of all revenues.

a. Productivity of the VAT.

b. Revenue from remittances.
Social security contributions as a percentagetaf tax revenue.
Income tax as a percentage of total tax revenue.

a. Distribution of income tax (firms vs. individuals).

wn e

o a

According to this index developed by Gomez Sabaidi iménez, the countries most
exposed to the crisis are Ecuador, the Plurinati@tate of Bolivia, Mexico and
Panama. Based on their analysis, these countrigstha most important of the above

10



attributes: revenue highly dependent on naturalue®s exploitation; low tax burden;
and imports that represent a significant proporttbriax revenues (Mexico excepted).
For Ecuador, 38% of tax revenues are derived froen YAT and 28% from social

security, categories previously identified as beihghly sensitive to economic

slowdowns. Accordingly, Ecuador is the region’s mogiosed country, with an index
of 95/100. The countries that may be consideretiaasng moderate exposure, with
indices between 40/100 and 60/100, include Parafpf)y the Bolivarian Republic of

Venezuela (54), Chile (50), Guatemala (49), Colonrg and the Dominican Republic
(46). The region’s least exposed countries incl&tieSalvador (39), Argentina (38),

Uruguay (36), Costa Rica (36), Peru (32), Nicarad@itg and Brazil (21). The average
for the region is 47/100 (see figure 6).

Figure 6
LATIN AMERICA (17 COUNTRIES): EXPOSURE RATIO OF LA TIN
AMERICAN TAX COLLECTIONS TO THE INTERNATIONAL CRISI S
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Source: Juan Carlos Gémez Sabaini and Juan Pablo JiméBepapel de la politica
tributaria frente a la crisis global: consecuengigmerspectivas, 2009”, Santiago, Chile,
Economic Commission for Latin America and the Casolb (ECLAC), 2009,
unpublished.

By way of reference, or as a framework for comparisath the developed countries,
the same exercise was performed including the ageshghe Economic Cooperation
and Development (OECD) countries, resulting in a rafid 3/100, the lowest in the
sample. This result is justified, since, comparethuhe Latin American countries, the
OECD countries are not dependent on the exploitatioratural resources or on import
taxes for their revenue, and have much lower levet®nsumption taxes.

There is increased demand for fiscal policies tngate economic activity, with

government expected to buffer recessive forcesnoyeasing spending or reducing
taxes. The fact that a country may have accessotopensatory financing from

11



multilateral and regional institutions can help make reduction of funds less abrupt.
Nevertheless, consideration of the present case aissstake account of the fact that, as
the trade consequences of the crisis are incrdgdielty in the region, there will be an
increase in recessive forces, unemployment, poveigyributive conflicts and financial
constraints. The projected sudden downturn in regignowth will have a negative
impact on income distribution. ECLAC projects anrease in unemployment from
7.5% in 2008 to around 8% in 2009, as well as irsgdanformality. The increase in
unemployment will have a greater impact on lower imeohouseholds, while the
increase in informal employment will reduce the naedincomes of informal workers.
At the same time, the reduction in remittances afiiect low- and medium-low income
households—this in an environment in which poor ebo#ds have been most severely
affected by increased inflation (food prices) dgriB008. Moreover, the pressures
associated with these factors are not yet beiny felt, given the fact that the region has
been in a period of growth that featured increasedpl@yment, declining
unemployment, and somewhat improved income distabut

The authorities’ initial reaction to the crisis hagen to institute countercyclical
programmes to mitigate the effects of the recessis ECLAC (2009) shows, the
dominant initiatives selected have been ones tnatur spending over tax cuts, and
social spending over jobs programmes. In the fisgalm, governments have increased
spending (investment projects) while lowering taxasincreasing subsidies. Only
certain countries have imposed restrictions or haeeeased tariffs on imports. An
analysis of discretionary measures directly relaiediscal policy indicates, on the
spending side, that most of the countries have @amrerl packages of measures that
include plans to support small and medium-size@érenses (SMEs) and agricultural
sectors, in addition to increasing spending orastiiucture and housing. On the tax side,
less than half of the region’s countries announegtlictions in the income tax, while
several others announced reductions in businessi@¢axes. Thus, governments have
attempted to use the space gained previously ierdodadopt a fiscal policy based on a
more orderly macroeconomy.

Nevertheless, the space for fiscal policy may shragkdly if the international situation
does not improve. This pressure arises not oninfitee decline in resources, but also as
a result of the fact that in crisis situations, vehe&ew priorities emerge, previously
available policy instruments tend to disappear. Dyrdifficult financial periods,
ensuring the sustainability of the public debt gahy takes on special importance, thus
competing with the goal of stabilising the economycle. This competition between
stabilising the debt and stabilising the economdewas very apparent during the most
recent period of sudden stops in the region. As b@ageen in table 2, the link between
public debt and average GDP in the region increaggufisantly between 1998 and
2002; thus, it is not surprising that the most highdebted countries have opted to first
generate general and current account surpluses+ategt that proved effective in
achieving stabilization—and only afterward work emluce debt levels. It is clear that
having a lower debt-output ratio helps create mawieg room for countercyclical

policy.
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Table 2
LATIN AMERICA AND THE CARIBBEAN: GROSS PUBLIC DEBT BALANCE
OF THE NON-FINANCIAL PUBLIC SECTOR
(As percentage of GDP)

América Latina y el Caribe: Saldo de la deuda pulita bruta del Sector publico no financiero
(En % de PIB)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Argentina 415 394 426 493 53.1 64.8 1844 1569 1433 876 763 66.7 64.3
Bolivia 65.8 61.0 604 643 658 76.7 802 895 839 783 526 400 359
Brasil 319 329 394 485 477 508 59.6 53.7 493 46.7 46.0 46.1 38.7
Chile 183 168 17.4 190 186 20.2 221 195 16.8 13.0 106 9.1 121
Colombia 204 239 26.1 345 395 429 495 46.7 424 389 365 326 315
Costa Rica ... 418 432 451 456 469 43.0 384 319 298
Ecuador 64.4 56.6 625 94.0 817 627 543 492 437 386 323 300 261
El Salvador ... 283 300 336 386 403 405 39.7 39.7 366 352
Guatemala 183 185 194 227 212 217 196 220 224 215 219 219 203
Haiti 43.3 453 411 427 491 507 665 635 51.1 475 381 344 352
Honduras 75.7 678 628 660 554 535 551 599 594 448 302 183 188
México 356 293 312 283 253 241 257 261 242 230 227 230 276
Nicaragua 129.4 122.4 125.4 120.2 114.7 111.3 134.1 138.0 100.7 92.8 69.1 430 374
Panama 735 671 648 672 665 711 694 670 704 66.2 610 537 454
Paraguay 165 232 235 335 353 440 63.0 469 417 328 248 203 182
Peru 47.8 32,6 43.0 481 452 442 457 474 417 382 312 272 238
R. Dominicana ... 19.0 207
Uruguay 279 278 286 309 359 46.7 106.0 1004 78.9 70.4 627 54.0 527
Venezuela 474 30.8 294 293 268 304 424 463 381 328 239 193 142

América Latinayel Caribe 473 435 448 486 474 496 6 45 622 553 475 399 33.0 309
Fuente: CEPAL sobre la base de informacion oficial.

Source: Economic Commission for Latin America anel @aribbean (ECLAC), based
on official information.

While it is certainly true that countries that toa#tvantage of good times to lower their
debt and strengthen their fiscal sectors will hareater room for policy measures, the
reality is that the current crisis is deep and glah scope, which, other things being
equal, increases the size of the fiscal stimuleslad to stabilize the cycle. This is due to
the fact that the current trade shock depressesgatg demand by reducing exports. In
today’s circumstances, the region’s countries camaly on the expansive effect of
increased export volumes or on an improvement é térms of trade, which aided
greatly in overcoming the consequences of the gerfccudden stops between 1998 and
2002.

These circumstances highlight the importance oésephing the international financial
architecture to improve access to financing, thusviding increased room for fiscal
policy to operate without jeopardising debt sustailityg. The recent agreements among
the Group of 20 (G-20), in London, to increase alality of funds for the International
Monetary Fund (IMF) are a positive sign. To be diffee, however, this must be
accompanied by a fiscal policy approach that empbasusing funds to increase the
space for countercyclical fiscal measures. Othervitsere is a risk that compensatory
credits will be used to finance capital flight dyriperiods of financial instability, rather
than to stabilize economic activity. Viewing the peob from this perspective, it
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becomes clear that it is essential to coordinate uke of fiscal instruments with
monetary, exchange rate and financial policy.

In short, experience with trade shocks and suddgrs Suggests that the authorities may
be compelled to:

Make adjustments in the policy targets, in ordedéal with the fact that
funds that were previously available have evapdralée need to lower
targets because of reductions in tax and finamernues will produce
conflicts. For example, if less money is availalhe following questions
arise: To what extent should subsidies to produdeetors be adjusted
during a recessive period? What poverty reductioagyare realistic? In
attempts to promote growth, at what pace should strirature projects
be pursued? One key challenge will be finding waysmiake these
adjustments so that the conflicts they engender alVe a minimal
impact on macroeconomic balance, business climaig jaridical
security

Make difficult choices among alternative fiscal edijves, reallocating
available resources towards macroeconomic objectiC@untercyclical
policy and anti-crisis adjustments require monbystcreating dilemmas
such as the following: Should adjustments be magribilic investment,
in social spending, or in both areas in order &sprve a balanced budget
and protect debt sustainability, even at the cbst decline in economic
activity and jobs? How can transfers to subnatiog@ernments be
adjusted to maintain the solvency of the federalegoment and ensure
financial stability, even if the social policies plemented at the
subnational level provoke resentment?

Compete for the use of scarce instruments, andhsifjedemands for
coordination between fiscal, monetary, financial apdblic debt

management policy. For example: Should the empHaesien inflation

objectives or on achieving exchange rate staltititpugh intervention in
the exchange market? Should short-term fiscal Gimgnbe emphasized
in order to minimize the cost of the debt, or skddohger-term and more
expensive financing to be favoured? Should grgaterity be placed on
price stability or on currency depreciation aimgdcampensating for
depreciations in neighbouring countries and foitgmtionism on the part
of client countries?

Depending on the particular country, the relevamakimportance of these imperatives
will vary. There will also be country to country difences based on the previous
behaviour of the respective governments during esipaary and recessive phases of
the economic cycle, since this will determine thteekto which saving has occurred in
good times. The availability of financing and thetians of international lending
institutions will also be important factors. Below, a@alyse the relation between
macroeconomic volatility and the stabilization ftion of fiscal policy in Latin
America. If the looming policy challenges are toduecessfully met, there must be an
understanding of how these two elements interadtarcontext of the region.
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[I. Volatility and fiscal stabilization policy

The amount of policy space that government hasatoyout its stabilising function is

determined by three key variables: the amount cbueces available to finance
countercyclical and adjustment initiatives; the ib@m of independent instruments
available to meet the proposed objectives; and dibgree of competition between
countercyclical fiscal policy and other policiesa@hg claims on the use of funds and
instruments. One distinctive characteristic of tkgion’'s policy space is that it can
shrink or expand rapidly when perturbations occunocEs alter the policy space not
only because they affect funds, but also becawesedbtermine the intensity with which

other policies compete with stabilization policy.rFexample, in cases of negative
shocks such as the present one, sectoral dematrésise, intensifying competition for
the use of both funds and policy instruments, whiehstructurally scarce in the region.

These facts create a two-way relationship betweerfigbal stabilization function and
macroeconomic shocks and imbalances. While fisadicyp seeks to remedy the
imbalances created by the shocks, the very samekstamd imbalances, by changing
the amount of manoeuvring room available, resttie¢ policy-making ability of
authorities. This is evident in the case of fispalicy, where decreased output is
accompanied by decreased tax collections. At theedame, the procyclical nature of
access to capital markets affects the public sscability to borrow®

Below, we attempt to deploy the concept of fiscaksp® clarify this issue. By way of

preface, however, it may be helpful to mention twotid points of the argument being
presented here. First, the way in which the two-wagtiaiship between shocks and
policy space operates depends on the particulaacteaistics of the shock. Exceptional
shocks, whether trade-related or due to sudden sibpmancial activity, can have

effects on the policy space that are qualitativéifferent from those associated with a
normal shock. Second, very similar shocks can gseeto different interactions between
policy and macroeconomic spaces when the economiggestion differ in their degree

of vulnerability. Many case studies provide evidenicat both the degree and form of
the imbalances caused by perturbations, and thigyai implement policy responses,

depend essentially on the degree of vulnerabibtyhie specific shock occurring. The
fact that vulnerability depends on a number of figktors that may or may not be
present, and that combine in different ways, intice$ an idiosyncratic element that
must be taken into account in the analysis.

It follows from this that the degree of freedom #afale for decisions on fiscal policies
varies according to the specific shocks and imlzaannvolved. From this perspective,
it may be a mistake, in certain situations, to assuthat the number of policy
instruments and their degree of independence as&iamt throughout the economic
cycle. Case studies indicate that authorities lshiave less space to manoeuvrdha
trough of the cycle, and that the space can bemmainiwhen production slumps in the
wake of a sudden stop. Indeed, it is precisely dlok bf instruments and funds to deal

® Some econometric work on countercyclical fiscaliqyo given the reciprocal causality between the
variables, places special emphasis on controllmgtercyclical initiatives (spending or primary ghus)
and aggregate income. The treatment of failureheffinancial market, on the other hand, has reckiv
less attention. See, for example, Jaimovich andzPar(2007), Fatas and Mihov (2007) and Kaminsky
and others (2004).
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with a slump in output that tends to lead to a srishich, in turn, has more than
transitory effects on the economy (ECLAC, 2008a).

Given the econometric limitations posed by problemhsdentification and reduced
capacity to share experiences (see Durlauf and 9tBe06), many analysts choose to
analyse episodes in a manner akin to case studijon@bgy (see ECLAC, 2008a,;
Spilimbergo and others, 2008). The idea behindapoach is to identify stylized facts
that complement econometric studies, making itiptesso develop richer guidelines for
policy design and implementation. While not negtegteconometric findings, this
method more closely resembles an episodic apprdiagbes stylized facts to analyse the
interaction of shocks, macroeconomic imbalanceschiatiges in the fiscal policy space,
in an attempt to understand the meaning of thalstaly function of fiscal policy in a
volatile context such as that of Latin America. Asl wé seen, confusion arises from the
fact that the term “stabilization” is used in mdin@an one sense. Here, it is proposed that
the approach to countercyclical fiscal policy mbetreformulated to account for all of
the dimensions in which the fiscal stabilising fuoctmanifests itself in the region. In
order to detail these ideas more fully, the remairaf this section will present a set of
stylized facts relating to volatility, showing theonnection with the stabilising function
of fiscal policy.

A. Volatility in Latin America

In recent years, knowledge of the region’s aggreffatéuations has improved. Among
the most important findings regarding the relatimiween fiscal policy and volatility
are the following:

» Perturbations with more than temporary effects eanebonomy are frequent in
Latin America. Those that lead to lasting changes agsociated with crisis
episodes, changes in the economic structure (ettarrd institutional shocks),
and random perturbations that influence long-terends (ECLAC, 2008a;
Aguiar and Gopinath, 2004).

* Macroeconomic volatility in the region is high, afat greater than is usual in
the developed countries. Measured as a functioranénce in growth between
1951 and 2008, volatility in Latin America is 50%egter than in Europe and the
United States. In addition, there is evidence thatgreater volatility itself has an
effect on the performance of the economy in terimgrowth, consistency in
consumption patterns, and the vulnerability of gpegroups. Thus, researchers
have emphasized that reducing excessive volatgipuld be an integral
objective of growth policy (ECLAC, 2008a; Catdo, 200Foayza and
Hnatkovska, 2005).

» Crisis episodes are very frequent, and are usaatpmpanied by a slump in
production or, at least, by an interruption in fh@cesses that foster growth
(ECLAC, 2008a; Goyal and Sahay, 2006).

« External shocks—changes in access to externalrigndnd changes in the terms
of trade—are closely related to national macroeouoofluctuations, both
normal ones and those associated with exceptionatigis episodes (ECLAC,
2008a, Edwards, 2007; Catao, 2007).
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* The sudden reversals of capital flows associated eatttagion phenomena tend
to create periods of turbulence that affect manythed region’s countries
simultaneously (a phenomenon seen a number of tiduesg the second
globalization period, which began in the late 1970shis suggests that the
current global crisis will be one of the decisivectéas in determining the
macroeconomic dynamic of the region overall—thouigbhould be borne in
mind that certain consequences may prove to beeirsile (Calvo and others,
2006; Catéo, 2007; Fanelli, 2008).

» Aggregate fluctuations are often accompanied by quooed changes in the
sustainability of public and foreign debt, and haeges in the fragility of the
financial system. Evidence indicates that the i@ships between balances and
flows, the interrelationships among the balance tsheekey aggregate agents,
and capital losses and gains, are central detemtsinaf sustainability and
financial fragility, and hence of macroeconomicctluations (Fanelli, 2008;
Easterly, 2000; Heymann, 2007).

 The reformulation of governance structures (comgtaproperty rights and
regulations) habitually plays an important roletive adjustment process that
follows a perturbation, especially if the shock ltasised a crisis or slump in
production. Modifications in governance range frohanges in the composition
of public spending and redesign of labour contragtel rules governing
distributions among central and subnational govemis) to refinancing, and
reform of banking regulations, capital movemertig, pension system and tariff
structures (ECLAC, 2008a; Fanelli, 2007).

This list of stylized facts shows that macroecononutatility involves a variety of
stochastic processes that can affect the economiyoih the short and long term.
Therefore, the authors believe that “fiscal meckasi for filtering macroeconomic
perturbations” is a more apt description than “d¢etsyclical fiscal mechanisms”. This
phrasing highlights the fact that the perturbatitmest require policy responses are not
necessarily stationary or cyclical, and do not ssagly represent deviations within a
corridor of stability around a trend. The treatmehphenomena such as perturbations
that affect the trend, structural changes, and aamvergent trajectories requires a more
complex battery of fiscal responses. Notably, mamwnemic imbalances may be
associated with trend shocks and structural chatiggsserve to accelerate growth. If
the nature of the perturbation causing the fluobmats not precisely identified, it is
difficult to judge whether the increased volatility good or bad. Attempting to
artificially reduce volatility may have undesirednsequences, reducing growth by
eroding incentives to take risks, or aborting acpes of structural change. In speaking
of filtering mechanisms, it should be emphasizeat the objective of fiscal policy is to
filter out the negative effects of the perturbasipwithout affecting the positive ones
associated with structural changes that result fierdisappearance of obsolete sectors,
increasing sectoral differences in productivity,tibe reform of inefficient governance
structures. One consequence of this analytical agpras that it promotes stronger
efforts to identify the characteristics of shocksl dhe responses that follow, in varying
contexts—a largely unexplored field of analysis.
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There is another major difference between the agmbréhat emerging economies take to
the fiscal stabilization function and the narrowegre short-term approach taken by
developed countries. In emerging economies, redusxcessive volatility (both cyclical
and trend volatility) is regarded as an independéjective that is valuable, in itself, for
two reasons, both of which concern long-term gbdfirst, this type of volatility is
detrimental to growth (Easterly and others, 2000nBaand Ramey, 1995). Second, the
risk associated with excessive income volatilitypdiportionately affects the vulnerable
segments of the population that lack the meangdtegt themselves from such risks;
thus, repeated recessions ultimately generate Iseg@usion, low accumulation of
human capital, structural duality and poverty tréggsFatas, 2002; Barlevy, 2004).

Based on these facts, it is understandable thantbsetion of fiscal stabilization policy
is rarely limited to smoothing out temporary fluatiwns from the trend. In supporting
policy, arguments are frequently put forth invokitng need to ensure the solvency of
the public sector, stabilize the economy in ordepromote growth, achieve investment
levels that ensure access to foreign credit, onielite regressive inflationary taxes that
stand in the way of financial deepeninihese fiscal policy objectives seem directed
more at the factors affecting the economic tremdatocorrecting a dangerous course,
than at correcting temporary deviations with reg&rdpotential output. It would
therefore seem wrong to group, under the countéceycubric, policies that have quite
different contents and objectives, and that thusade different instruments and types
of coordination.

Much can be learned in Latin America about the ditgrof tasks involved in the
stabilising function of fiscal policy, precisely dmise, unlike the developed world,
where excessive volatility and macroeconomic crigess probabilistically rare, such
events, although exceptional, have been more freque Latin America. This is
reflected, for example, in the far more complexrfan which fiscal stabilization policy
is conceived and practiced. Except in special ¢as@bilization in the industrialized
countries involves adopting countercyclical polgiwith the objective of smoothing out
fluctuations around a trend (see, for example, Aagtb 2002). In addition, it is
implicitly assumed that, with or without stabilizatigolicy, the economy will always
move within a narrow corridor around potential outpwhich is always difficult to
define) and will by itself tend to return to thertd® Not surprisingly, given this view,
automatic stabilizers are relied upon as the predlamh tool for making countercyclical
policy® In Latin America, automatic mechanisms are muchs leslevant, and
discretionary initiatives are therefore more commbime components normally defined
as automatic stabilizers are income tax (on theermeg side) and unemployment
insurance (on the spending side). Both, howevery plavery minor role in Latin
American budgets.

" For a definition of excessive volatility, see F#ir€008) and ECLAC (2008a).

® Here, the notion of “corridor” is used in Leijorfliud’s sense (1981). According to that author, witen
economy is outside the corridor that is preserdrinenvironment of full employment, economic agents
have difficulty coordinating their plans, becauséadures of effective demandhis is due to the fact that
when the economy is far short of full employmehgre are no mutually consistent rules or expectatio

to bring the economy quickly back to full employrhen

° In the literature, automatic stabilizers are dafiras those mechanisms in public accounts that act
countercyclically, independent of any governmenénvention, reducing variations in output (Suescun,
2007; Auberbach and Feedberg, 2000).
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In Latin America, stabilization—in the sense of sthmdog out the cycle—is only
applied in normal times, when the economy is mowwithin the corridor. When a
sufficiently large perturbation occurs, or when thechanisms that propagate the shock
automatically destabilize the economy, threatetmgut it on a dangerous course, the
“stabilization” that typifies normal periods is, tmeurprisingly, replaced by the
alternative meaning of the term. This usually oscwhen the public debt becomes
unpayable, or when the financial system’s net wodtomes negative. If the economy
violates the condition of transversality and, withptior indication, adopts a dangerous
course, “stabilization policy” comes to mean maco®mic adjustment policy, making
it necessary to reform some economic parameter l{taglen, elimination of public
spending programmes, or financial or other propediits) in order to deactivate the
mechanisms that are causing the danger. Becausrititgat situation in the developed
world is exceptional, there is greater interest mdarstanding the policy challenges
associated with “stabilization” in this second semd$ethe term (see, for example,
Spilimbergo and others, 2008). Thus, a mandatosy $tep should be to more precisely
define the use of the word “stabilization” in thentext of countercyclical policy, since
the interpretation of the term changes policy coniie an essential way.
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lll. Countercyclical fiscal policy

The stylized facts regarding volatility indicateattcrises and shocks with lasting effects
are very frequent in the region, and the notiora diltering mechanism underlines the
need to distinguish between two distinct types ofckbo Thus, in designing fiscal
stabilization policies in Latin America, one musftfelientiate normal shocks, which
induce stationary fluctuations around a trend, femeptional shocks, which may have
irreversible effects.

One well-known obstacle to designing fiscal measuoesekceptional events is that
measures for dealing with non-stationary shockstnmase a significant degree of
discretionality. In the case of a non-stationargrey it is impossible to know precisely,
beforehand, how the trend will evolve—much less hoavstinucture of the economy and
its forms of governance may change as a resulh®fshock. Thus, it is impossible,
beforehand, to answer with any precision questiangdmental to the success of fiscal
policy in its stabilising function. These includeesgtions such as: How will the size and
distribution of fiscal revenues and the tax basange? What sectors will merit
assistance once the consequences of the shock@mmkin terms of relative effects on
sectoral productivity, international competitivesemd income distribution? What type
of spending, and what sectoral distribution of spemdvill most effectively address the
shock? Which agents will be impacted most in terfbBgaidity and solvency? How
should regulations be changed to reflect the néwason? What new forms of private
sector contractual arrangements will emerge, withpibtential to expand or shrink the
policy space—e.g., when term reductions for congrdeprive the public sector of long-
term financing instruments?

Since the region has greater exposure to exceptiand non-stationary shocks,
discretionary fiscal responses are frequent. Magayiven the weakness of institutions
and the major constraints in terms of political remmy, it should be no surprise that
these discretionary responses have not been of daghre, and that, therefore, the
question of discretionality has remained at thereeof the debate on fiscal stabilization

policy.

One proposal put forth repeatedly in recent yeasdtiress this issue has been to limit
discretionality, to the extent possible, in makidgcisions on policy responses. The
proposed method for accomplishing this was to imgmeeletermined rules on fiscal
policy (cf. Perry, 2003). In practice, this meaasouncing the use of special measures
to manage the consequences of exceptional evanéssuone simply assumes that such
events will not occur in the future—an assumption jostified by available evidence
concerning volatility. The empirical evidence oachl policy in the case of both Latin
America and the European Union, suggests that ati#eofind the cost of inaction in
the face of exceptional events to be greater thanbenefit of avoiding discretionary
responses. When macro circumstances are deemegtioret the rules are modifiéd.
Indeed, this has been explicitly recognized by udilg escape clauses in fiscal
regulations. Beyond a recognition of these fattsyg must be a better understanding of
the relation between normal and exceptional conutiGpecifically, there needs to be
greater clarity on how this relationship operateslifferent stochastic and institutional

2 0n the question of fiscal rules and discretiogabee, for example, Dos Reis and others (200T)y Pe
(2003) and Perotti (2007).
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contexts, along with a determination of what the prdiscal responses would be to the
occurrence of different types of stationary or rstationary shocks.

Governments, as well as the overwhelming majorityraflysts, agree that the current
crisis in the United States and Europe is an exaegatievent. Thus, analysis of the fiscal
stimulus policies being implemented to prevent aression will produce valuable

lessons on the relationship between rules, autorstdhulizers and discretionary fiscal

responses. From an analytical perspective, onentatya is that this exceptional event
has occurred in a context in which moderation of tiyele and the operation of

automatic stabilizers were the norm rather thanetkeeption. In this sense, the crisis
resembles a natural experiment. Taking these matdo account, we shall use some of
the events that are presently occurring to identifye points considered central to

understanding the macroeconomic challenges fa@uoglfpolicy in Latin America.

First, when perturbations of exceptional size antlineaoccur, uncertainty about the
effects of fiscal stabilization policies increasaAs.is clear from Spilimbergo and others
(2008), policy makers today face serious diffi@dtin assessing one element that is
essential in calculating the necessary fiscal dtisyjinamely, the value of the associated
multiplier. Existing estimates of the value of thmultiplier under normal conditions
differ significantly. Moreover, it remains uncleahether the value of the multiplier
calculated under normal conditions applies to skoakd fiscal responses of the
magnitude of the present circumstances (cf. Spéigb and others, 2008).

Second, during a crisis situation, the demand for coordidatpolicy increases
exponentially, due largely to increased policy cefitpn for the use of funds and
instruments. This applies particularly to the camation of countercyclical fiscal policy
vsS. monetary, public debt and financial crisis ng@ment policy (Togo, 2007).
Government is allocating enormous fiscal resouroestabilize the banking system and
stimulate the economy, and as a consequence,sited fieficit and the debt-GDP ratio
will rise above the goals established prior to theck. Thus, anti-crisis policy may
supersede the objective of maintaining debt susality, thereby placing rigid
limitations on the fiscal policy space available foture governments. These
countercyclical fiscal actions may also dominatenetary policy objectives. Many
analysts suggest that the significant increaseemtoney supply and in public spending
will lead to a sharp upturn in inflation further dostrteam. The shift from inflation
objectives to quantitative easing merely descrithess dominance of countercyclical
policy over inflation objectives. Obviously, shoeHtn measures to prevent the economy
from falling prey to high unemployment seems weldadd, but it will undeniably
make it more difficult in the future to coordindtscal policy with monetary and public
debt policy.

Third, debt sustainability takes on a major role whbere is a shock of unusual
magnitude. The quantitative effects of the fisdahsli being implemented are highly
dependent on the course of the financial marketiscanthe uncertainty factorhis is
reflected, above all, in the discussion concersingtainable levels of public debt. Many
analysts believe that a large fiscal stimulus, ddtie the enormous resources being
required to stabilize the banking system, could endlve public debt-to-GDP ratio
toward unsustainability" This produces a rather paradoxical situation thatself,

1 For a view that emphasizes the question of the, éelol coordinating it with other policies or regisn
see, for example Cochrane (2003), who has perflisfesused on the issue of whether fiscal polices
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constitutes a source of uncertainty. Given a pddicdiscal policy, the task of
calculating the sustainable debt level requiressing what long-term interest rates and
growth rates will be, yet these variables will onlykn@wn once the economy stabilizes
around a new equilibrium, following the sha@kThus, short-term attempts to stabilize
the economy and revitalize private spending reqthet economic agents assume that
the increase in the public debt is sustainable agents to invest and commit themselves
for the long term, it must be clear that the ecopawil converge toward a new stable
equilibrium. However, it is precisely the difficultyat economic agents confront in
ascertaining which way the economy is heading thatqgkes uncertainty, puts a brake
on spending, and threatens to coalesce expectaifansegative equilibrium, similar to
the liquidity trap. Evidence from the developed wlonmhdicates that the difficulty in
using fiscal stimuli is a function of the indebteds of the public sector, and an inverse
function of the degree of monetary autonomy tostessimassive outflow of capital.

Fourth, fiscal stabilization measures are beingoaganied by initiatives that, in

addition to being countercyclical, encompass magborms of governance structures
(contracts, regulations). A prerequisite to coortingaexpectations on an equilibrium

outside the trap of high unemployment is ensurimgt there is not a collapse in the
financial system or in production. To achieve thggvernments have committed
themselves rather explicitly to a policy of res@uentities that are too large to fail, an
approach that entails the ex post reformulatioregtilations and contracts. A side effect
of such reformulation of governance mechanism#as it increases moral hazard and
the perception that the rules of the game are blestén these situations, the need to
stabilize the economy takes precedence over thel neehave stable economic

institutions—a situation that affects incentivesirtwest. It is not clear that fiscal and
other stimuli will have the same effects on privapending in such an environment as
would be true under normal circumstances. This idiquéarly the case in smaller

countries that are more deeply affected by thescris

The fifth and final point relates to how the poltieconomy dynamic of the crisis can
affect fiscal stabilization policy. As has been mbhtgearing expectations toward
equilibrium—achieving full employment and avoiditige trap of high unemployment—
requires that the government give clear signal$ tha public debt is sustainable,
particularly in the case of small countries. Thersgest way of signalling this is to make
it clear that future taxes will be raised to servibe debt. This creates a problem of
political economy: if a private investor today hasound project and the liquidity to
carry it out, why should he invest and demonstrateéhe government his ability to
generate profits, when he knows that political econoonstraints will very likely cause
the government to ultimately increase taxes onetwaso have profited, rather than lost,
in the crisis? This expectation of future apprajwia of private gains depresses
investment and makes it difficult to coordinate esations of a positive equilibrium. A
problem similar to that of potential appropriatipplies to the uncertainty regarding the
rules of the game and the moral hazard associatidfiwancial rescue operations. This
does not mean that the economy will be unable todioate on an equilibrium outside
the trap; it does, however, assume that busineskpedp demand a higher profit

effective in the current situation. The alternatiwew is represented by the International Monefaupd.
See, for example, IMF Fiscal Affairs Departmentq2pand Freedman and others (2009). Also relewant i
the discussion of debt sustainability in Buiter@2n

2 This is especially the case if one considers shate consequences of the crisis will be irreveesitsid
will therefore affect growth and yields in the lotegm.
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margin for investing (given the greater risk inemde institutional environment)—a
situation that will delay the revitalization process

The purpose of this brief discussion of the proldesh countercyclical policy in the
industrialized countries is to illustrate how crisesd major shocks transform and
increase the problems that countercyclical poliyitably faces. This transformation is
no surprise, of course, to those familiar with flggeblems in Latin America, where,
because of the frequency of crises, problems ofipdebt sustainability are common,
as is uncertainty about the effects of fiscal stiMack of coordination among different
policies, changes in the rules of the game, asagethanges in allocating the tax burden
as a result of macroeconomic adjustment and pre$sam distributive conflicts.

Whether in relation to Latin America or to the csign the developed world, these five
points highlight the need for a comprehensive amnkistent view of the set of fiscal
tools for dealing with the fluctuations, in orderuse them in a coordinated fashion and
be able to assess the constraints that limit tleesfor policy making. The fact that
policies with very different objectives are oftenrmied countercyclical creates
confusion. It seems reasonable, at a minimum, gongjuish between fiscal policies for
normal situations and fiscal policies for excep#ibrtircumstances—e.g., between
policies that seek to coordinate expectationstumtbns where there are two equilibria,
and policies that seek to smooth out fluctuatiormuad an equilibrium; or between
discretionary adjustment policies designed to esdithe economy from a dangerous
course, and marginal discretionary policies thaksenly to complement the normal
function of automatic countercyclical stabilizer§he evolution of fiscal policy
regulations in the European Union suggests thabdoting the distinction between
normal and extraordinary situations and studyirg e@ffects of discretionary responses
to unusual shocks can be highly useful (cf. Faté@sNihov, 2009).

Notably, general interest in countercyclical fispalicy was driven in the 1930s by the
search for discretionary fiscal tools to bring #mnomy out of the high unemployment
trap created by exceptionally intense shocks. Hyuadtable is the fact that, after
relying on discretionary fiscal policies, stabilima was diluted in tandem with changes
in the economic structure of the developed world. &othe public sector grew in size
(while income taxes and unemployment programmes giew), automatic stabilizers
became more important; as financial markets deepegesater space for monetary
policy developed; and, finally, the absence ofwargl in production led to a period of
very moderate cycles in which fiscal activism seemednachronism. The corollary of
this evolution was the formation of a new consenswsnotion that discretionary fiscal
policy should not be used for countercyclical pwg® since this function was covered
by the automatic stabilizers (cf. Auerbach, 2008)] that monetary policy should focus
on ensuring that any temporary perturbations rajigedize price stability. Indeed, many
writers attributed the apparent stability of theremmy to the quality of monetary policy,
dismissing the argument that it could be simply tésult of good luck, i.e., a long
period of time without extraordinary perturbationsf. (Stock and Watson, 2003;
Blanchard and Simon, 2001). A paradoxical side & #@volution in fiscal thinking is
that the consensus reached its peak just at theemtowhen authorities were forced to
act with great discretionary force to address aregtonal shock, in a context of
relatively ineffective monetary policy in the indualized countries.
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Although this reference to the industrialized cowstiis intended to highlight the need
for an approach to countercyclical fiscal policyathemphasizes both the specific
characteristics of particular perturbations and ané&matic-discretionary relationship,
any analogy between the emerging world and the dpedloworld has limited
applicability, due to the inherent structural diéfeces.

A number of differences are particularly notewortRiyst, as will be seen below, there
was no significant moderation of the cycle in Lalimerica. Second, access to capital
markets is distinctly procyclical and, at leastilutite current crisis, sudden stops of
capital flows did not occur in the wealthy countri€be fact that capital markets remain
open even in recessionary times is clearly beraftoi the developed countries, since it
prevents a shrinking of the space available forntengyclical fiscal policy precisely
when it is most needed. It should be borne in minad tiscal deficits must be financed
regardless of whether they are generated by autoratdiscretionary mechanisms.
Third, automatic fiscal mechanisms to stabilize ¢asenomic cycle play a much larger
role in economies with a large public sector. Faurgtoblems regarding the
sustainability of the public debt are not compagablthough debt-to-GDP ratios are not
necessarily higher. In particular, changes in tlkerance on the part of investors in
Latin America, and variations in the real exchangte,rhave very pronounced effects
(Blanchard, 2004). Finally, as is well known, the lpen of unstable governance
structures and potential appropriation of investtmgrtaces much tighter constraints on
the effectiveness of fiscal stimulus policy in ltatAmerica. This means that the
expected increase in the profit margin requiredring the economy out of a low growth
trap is much greater, because the risk discoumtteneby the business climate will be
greater.

In light of these differences, it is not surprisitigit the “Great Moderation” consensus
that originated in the developed countries has yvpaioven somewhat abstract for Latin
American policy makers. Regional authorities opefiat@an environment in which a
slump in production is an ever-present threat, rtaogepolicy freedom is limited or
nonexistent, and automatic fiscal stabilization hagisms are weak. Thus, it is hardly
surprising that, for Latin American authorities, aletionary fiscal measures have
always occupied centre stage. This means that drer@robably important lessons to
learn from Latin America’s experience, in terms lo¢ relation between discretionary
policies and cyclical fluctuations.

In summary, from the perspective of the presentlyaiza the more traditional
conception of countercyclical fiscal policy has tprmnounced weaknesses. The first is
that, while countercyclical policy essentially inves initiatives designed to smooth out
temporary deviations from long-term trends, muclhef volatility in Latin America, as
noted here, derives from perturbations that chawmomic trends, not from cyclical
deviations around a trend. Thus, structural chaage®ften associated with reforms and
with international or political events that put teeonomy on a dangerous course,
outside the corridor of normalcy. It therefore seeimappropriate to focus solely on
stationary phenomena. Indeed, such a focus wouiddppropriate today, even for the
developed countries, given that the crisis may haegersible effects (for example, on
the banking system and the level and distributibwealth among families) and that it
threatens to ultimately put public indebtedness aangerous course that will require a
profound adjustment of governance structures. Tihwgould seem more appropriate to
include, under the rubric of fiscal stabilizatiomlipy, the entire set of initiatives
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designed to address the aggregate fluctuations, wmesdrve the concept of
countercyclical fiscal policy to situations in whiatnly stationary phenomena are
involved. Under this scenario, the stabilizationdtion of fiscal policy would involve
the following elements:

Countercyclical policies, in the strict sense, e designed to deal with the economic
cycle, i.e., temporary deviations from an existirgnd.

* Macroeconomic adjustment policies to manage thesexmuences of lasting
shocks by changing the rules. Here, the objectivg beato structurally reduce
excessive volatility, or (in the case of multipgudibria) to coordinate decisions
in order to put the economy in a particular equililn deemed to be superior to
another.

* Anti-crisis policies, whose objective may be to cotr¢he direction of an
economy that is on—or is in danger of embarking amnstable course, or to
correct situations in which no equilibrium exists.

Strictly speaking, anti-crisis policy is a type adjustment policy, but because of its
importance it has been classified as its own typealicy. This distinction is apt,
inasmuch as it shows how policies with differing contend objectives, and requiring
different instruments, appear together under thbralia of stabilization policy.

If anti-volatility policy is conceived as risk magement policy, with the policy designer
playing the role of risk manager, the three typépdicy can imply action in three

different dimensions: risk prevention and mitigatiomeasures to moderate the
consequences of shocks by taking precautions betoeg occur; and rescue or
assistance measures implemented once the perturliakies place.

Finally, three further points: First, each of thagpes of policy, because of the very
nature of the problems it must address, requiré®nly a different magnitude of space,
but a consideration of the specific context, whicH affect the size of the space, since
structural and political constraints vary accordioghe characteristics of the situations
involved. Second, in addition to the three typepalicy already cited, there are other
anti-volatility structural reform policies that areuch longer-term in scope, and that
may be designed to alter the structure of the eaognm order to reduce volatility
directly or increase policy space. Examples of sigfbrms are: adopting measures to
increase the diversification of trade so as to cedexposure to terms of trade shocks;
increasing trade openness as a means of aligniegetonomy with international
inflation; promoting financial development to creagreater independence between
fiscal and monetary policy; and reforming economistitutions to reduce
macroeconomic volatility by extending the duratioh contracts. Lastly, like any
classification that attempts to identify the eletseof a complex phenomenon such as
anti-volatility policy, this classification merebttempts to impose a degree of analytical
order, not to draw arbitrarily strict lines betweefiedent types of policy. For example,
it is difficult to separate adjustment policiesrfrgtructural reform or anti-crisis policies.
This is especially true in view of the fact that gowments often take advantage of the
room that a crisis provides for autonomy, in teraispolitical economy, making it
possible at times to temper the demands of spadi@test groups and successfully
launch reforms that would meet resistance in moreabperiods.
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The following section shows how fiscal authoritieghe region, in attempting to bring
about stabilization, use the three policies: apthlcal policy, adjustment policy and
anti-crisis policy. Given the hypotheses that tratlecks and sudden stops of capital
flows have accounted for the most important exogemqauturbations and play a central
role in crisis situations, the following sectiordisvoted to these shocks.
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IV. External disruptions and fiscal policy: the anaomy of two shocks

Next is an examination of how sudden stops of cafittals and exogenous trade shocks
relate to the amount of space available for fisstabilization policy. The analysis
follows three lines. First is a discussion of aruangnt outlined in the foregoing section:
that the fiscal policy space must not be conceistdically, since shocks affect its
central components, i.e., the resources and insintsravailable to authorities, as well as
pressure from competing policies. Second, the arsafgcuses on vulnerability to trade
shocks and sudden stops, underlining the factahatconomy’s starting point at the
time a shock occurs affects its subsequent coargkthereby affects the components of
the policy space. It will be seen that lack of spixdiscal stabilization policy when a
shock occurs is, in itself, an element of vulneigbt® Third, it will be shown how
difficult it can be to solve the problems of poligoordination that arise from
exceptional trade or financial shocks—problems daatt lead to situations in which one
policy predominates over another, or directly daat@s the response to crisis situations.

To illustrate the importance in Latin America of tigpes of shocks being analyzed here,
table 3 shows past periods of trade shocks and sustdes in the largest countriés.
This draws on information from Calvo and others @0f@r these countries. A similar
methodology was used to identify trade shocks.

13 On the fiscal situation in the context of the prescrisis in Latin America, and the policy spasee
Barcena and others (2009).

* For a recent discussion of the observed effecttheftrade and financial shocks in the region, as
compared with previous shocks, see Pineda andsothe09).
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LATIN AMERICA (7 COUNTRIES): TRADE SHOCKS AND SUDDEN STOPS

Table 3

Crunches'de Sudden stops
Comercio
Argentina 1986-87; 1993; 1980-84;1994-96;
9 2002-03 1998-2004
Brasil 1986;1999-2003 1981-85
Chile 1985-86; 1981-86; 1998-
2002-03 2000
México 1986;1992-94; 1982-85; 1994-
2003 97
. 1983;1985;
Colombia 2002-04 1998-2002
Perd 2001-04 1981-86; 1997-
99
1986-88;1998;
Venezuela 2002-03 1980-86

Source: Prepared by the authors, on the basisgafes provided by the Economic
Commission for Latin America and the Caribbean (BCLL

A. Sudden stops, trade shocks and their effects dne primary deficit

First, as a general indicator of the changing fispace, an overview of the features of
sudden stops and trade shocks is presented, im twdehow how they relate to

vulnerability and provide a description of the chels through which they affect the

public deficit. The main objective here is to ilikege the way in which these factors
create conflicts between different fiscal policy eijves. The following section draws
on these conclusions to discuss the problems aypobordination and predominance
that arise in the case of exceptional shocks, dsasdhe dilemmas they create for the
fiscal stabilization function, particularly as reda countercyclical policy vs. adjustment

policy.

Sudden stops or reversals of capital flows will becdssed first. To stylize these
perturbations, we shall draw on facts that appeaeateylly in the literature (e.g., in

Calvo and others, 2006; Kaminsky and others, 2004z @nd others, 2007; and Bordo,

2006). Diagram 1 provides an overview of this typslmck, the imbalances provoked
by it, the risk factors that determine vulneragjliand the channels through which the
shock affects the fiscal position, as represenetthé primary fiscal deficitdefgp).
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Diagram 1
SUDDEN STOPS AND FISCAL POLICY
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The first box on the left shows an important featofréhis type of shock: its exogenous
nature, associated with contagion or portfolio deoss that are correlated because of the
illiquidity of international investors. This typef shock is systemic, inasmuch as it
affects all components of the banking system anthefcapital markets. According to
Calvo and others (2006), two of its distinctive teas are the increased risk premium
that must be paid by the country affected, anddirdein capital flows. As was seen in
section I, both of these phenomena were presertierpériods following crises in a
number of the region’s countries, although the misthe risk premium was less intense
than the decline in capital flows. The effect onitddlows was greater in the larger
countries, which have more access to capital marketshe smaller countries, the
reduced supply of foreign funds took the form prilyaof a drop in FDI, which was
closely linked to increased financial uncertairgy,well as being a reaction to the trade
shock.

The box in the upper centre of the diagram lises ghncipal effects that the literature
associates with sudden stops: a reversal in theruaccount, declining investment and
real depreciation. Nominal depreciation is an imgartinstrument for achieving real
depreciation in countries that have a degree of etay autonomy. In dollarized
countries such as Ecuador and El Salvador, on tier thand, the change in relative
prices can only take the form of price deflationhieth itself can provoke new
macroeconomic imbalances, as (evidence suggestsyred in Argentina during the
convertibility period (Fanelli, 2008). Beyond thgjdden stops regularly lead to marked
declines in the demand for domestic financial a&ssé@b soften these pressures,
authorities are generally forced to intervene imrency markets, though this usually
entails conflicts with established monetary rulasclSis the case currently in countries
like Chile and Mexico that were following an inflatiotarget regime and found
themselves compelled to alter their currency mankietrventions in order to alleviate
some of the pressure and prevent excessive defoecia

As the dotted box on the right shows, the severitthefimbalances depends largely on
how vulnerable an economy is, which in turn depenushe status of the risk factors
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generally cited in the literature, and listed ie tiox. Their importance varies, of course,
according to the structural features of both trenemy and the particular situation.

The first of these factors is the degree of bothlipiand private debt dollarization. This
has played an important role in Latin America sitioe debt crisis of 1982. The most
recent traumatic episodes occurred between the &usssis of 1998 and the Argentine
crisis of 2002. Since sudden stop episodes prowwkier changes in the real exchange
rate, debtors with dollar-denominated liabilitiesialty experience a sharp rise in their
real debt as a percentage of assets. As this preduggeneral increase in financial
leverage (i.e., in the debt-asset ratio), systdmancial fragility rises as well. Thus, the
greater the depreciation-induced upward correctiorthe value of the debt, as a
percentage of assets, the steeper is the riseyanalge and fragility. It also follows that
firms operating in the tradables sector will be ledfected, since, in that case, the value
of assets will tend to rise with the depreciation.

The second factor in the list is the ratio of paldiebt to output. This is important
because the greater this ratio is, the more prarenlithe effects under examination here
will be. Note that even if the public debt is notldaked, a reversal of capital flows will
increase interest rates, and correspondingly iiftetiee demand for money to service
the debt. This effect was very pronounced in Briawzthe first half of the 2000 decade,
as Blanchard (2004) demonstrates.

A third risk factor is associated with the level abeomic openness. The more open the
economy, the greater the size of its tradablesoseahd hence the smaller the effect of
the increased leverage produced by the real degi@ti This is true for both the public
and private sectors. If a major portion of pubkcter revenue derives from the tradables
sector—either because this is the tax base or becte revenue includes dividends
from public enterprises that export—there will bsslerulnerability associated with the
dollar-denominated public debt. Thus, in assesHuegfiscal effects of a sudden stop,
one must consider the characteristics of the asisatserve as collateral for dollar debts
(Caballero, 2000). Evidence on the decline of fiseaources, estimated by ECLAC
(2008b) to be on the order of three percentagetp@hGDP in 2009, suggests that the
financial position of a number of the region’s goweents will be impacted. In this
connection, note that the conjunction of a tradeckhwith a financial shock imparts
greater force to both. In the context of a suddep alone, the tradables sector (which
may include the State) remains capable of leadingcavery, since it is less affected
financially. This is not the case, however, whenaalérshock accompanies the sudden
stop.

An additional reason for the relation between thenopss of an economy and its
vulnerability is that, other things being equale ttmaller the tradables sector is as a
percentage of the economy, the greater is the piiopoof domestic absorption that
must be sacrificed to gain an extra dollar througtuced imports—this being the
typical form of short-term external adjustment (€iin2008). Thus, a lack of openness
may ultimately exacerbate the economic slowdown thaties compensate for the
sudden stop of financial flows by reducing impo@sse studies suggest that, to achieve
a slowdown of imports, authorities must implement reater real exchange rate
correction (cf. Fanelli, 2008). A major correctiori relative prices and level of
economic activity aggravates the problem—for bottvegnment and business—of
excessive financial leverage. However, the greatramount of dollarized revenue that
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the State has, due to either imports or naturalureges, the smaller this effect will be
(Jiménez and Tromben, 2006; Sabaini and Jiménég)20

An economy’s financial openness also has an effactunerability: the greater the
vulnerability, the greater the capital flows, anch¢e the more risks the economy faces
if flows are reversed (Ocampo and Griffith-Jones, 2008ote that this argument
assumes that capital flows are procyclical—as ismadly the case in the region,
especially in the impermanent environment of sudsteps (Fanelli, 2008). If there were
fewer failures of capital markets, access to foresgpital markets could be used to
smooth out the cycle, since domestic agents (bobligpand private) could borrow at
the trough of the cycle, and generate surplusesepay the loans at the peak. The
procyclical behaviour of flows is facilitated whemdncial contracts are short-term.
When bad times loom, it is easy to jettison insteats with domestic risk and flee to
higher-quality assets. It is a stylized fact thamtcacts tend to become shorter in direct
relation to inflation and volatility of quantitiegpm which it follows that this risk factor
is particularly important in the most unstable doss (Fanelli, 2008). This factor tends
to influence fiscal authorities to the extent thad, liquidity is abruptly reduced, the
private sector postpones meeting its tax obligatiar resorts to evasion, to finance
short-term working capital. This effect can be digant, and in fact acts as quite a
powerful automatic stabilizer, since, when risingeiest rates affect working capital in
emerging countries with short contracts (Cavalld;7)9the normal effect that increased
interest rates have on aggregate demand is aggdabgt the negative effect on the
supply of goods, due to the greater difficulty afahcing working capitalDelayed
payments to government soften this effect — aettpense, of course, of aggravating the
public sector’s problems in obtaining credit in twntext of a sudden stop.

Other vulnerability factors that were identified iretanalysis of sudden stop events are:
a poorly regulated and supervized banking systewessive short-term bank deposits
and loans, and fixed exchange rate regimes. Moredhese factors may interact
perversely, since, if financial assets are shaomtat is easier for investors to flee to
higher quality at signs of weakness in the bankiygiesn. This generates a process of
deleveraging that makes banks illiquid and leavesinesses without credit for
investment or working capital. This latter factonde to add supply problems to
aggregate demand problems. Also, capital flightaases the likelihood that authorities
will be forced to devalue the currency to proteatstantly falling reserves. In a number
of countries, this pattern of vulnerability factowdtimately provoked twin crises:
exchange-rate and financial (Kaminsky and Reinh&@R9). This type of crisis usually
threatens the sustainability of public debt, siabeng with any effects that the real
depreciation has on the real weight of the publistdeand in addition to the slump in
economic activity, which reduces the denominatothef debt-GDP ratio—the public
sector faces the problem of finding funds to shgrehe financial system, at the same
time as its revenue is reduced by the working cheitact mentioned above.

Since, in general, the public sector acts not asly lender, but also as an insurer of last
resort (see Fanelli, 2008), it follows that the cambon of factors most threatening to
the sustainability of the public debt is a highbitldr-indebted tradables sector combined
with a closed economy, a weak banking system, slomtracts, a fixed exchange rate
and a public sector whose revenue is highly depénolerthe non-tradables sector—
precisely the factors that were so notably presergnwArgentina experienced the
sudden stop of its recent crisis, and found itsetlefault. To a greater or lesser extent,
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these factors were also present in other recesg<rin the Dominican Republic, where
financial crisis led to a sharp increase in publebt (Fanelli and Guzman, 2008); in
Brazil, where increased interest rates, in an enuient of political uncertainty as Lula
Da Silva took office, led to a very significant iease in the public debt (cf. Blanchard,
2004); and in Chile in the 1980s, where it took savgears to escape from a course of
low debt sustainability,although this was eventually achieved with great ss&c
(Magendzo and Titelman, 2008).

The four lower boxes of diagram 1 show the imbalamedsced by sudden stops. The
slump in output, the lack of sustainability of gmeblic debt, and financial crisis are the
three most visible and important imbalances, betdistributive conflicts that inevitably

accompany these phenomena and express themselties amea of political economy

must also be taken into account.

The sudden stop is an exceptional situation, amtéh@ good way of illustrating how
imbalances create demands and constraints thagehhe fiscal space, and how their
nature makes it essential to distinguish betweemteocyclical policies and adjustment
policies associated with the two meanings of “stabilon” discussed above. To
underline this fact, each of the four boxes represg the imbalances includes the
primary fiscal deficit equation défgp') with the superscrigtadded (= cd; cp; rf; sus)

to indicate that this is the deficit associated with imbalance represented in the box.
Asterisks have been added to some of the variablg®iefgp' equation to indicate that
the imbalance represented in the box affects tlasable directly, apart from any
controls and measures by fiscal authorities. Thay neflect new demands (pressures for
subsidies in the context of the imbalance), autamasponses (e.g., VAT, or postponed
payment of taxes to finance working capital) or lo§san instrument because of the
exceptional situation (rationing of credit).

The collapse of output box has an asterisk forctymical component of spendingf
and the collections componertf)( which are affected by the terms of tradeT) and
change in the gap between actual and potentialubytap). On the other hand, the
discretionary components of spendimfj) (and taxationtf) are not necessarily affected
by the shock. These effects determine the sizehefdlump in production deficit
(defgp™). If public debt is available as an instrumeng filacement of new debt will
provide sufficient fiscal space to finance thisiciéfIf government has been following a
constant structural deficit rulé’¢ g° = constant) because it considered such a level of
discretionality optimal, it presumably was not expecing problems in obtaining
financing to cover occasional increases in theicgtcldeficit. This additional cyclical
deficit is equal tod" - t°. A sudden stop is not a stationary cyclical moveimbut an
exceptional event that produces a collapse. Ibtsannormal recession, and the size of
the cyclical deficit to be financed will be very gte

To this high cyclical deficit are added the polfieconomy pressures associated with
the collapse (as the box at the left indicates)hyaressures might be cited, but that will
not be done here, since they depend in great nmeasurthe political environment.
Nevertheless, there is one that is highly relevantlie present purpose, concerning the
relation between central and subnational governm&iten the economy is subjected
to a financial shock, subnational governmdmse more difficulty obtaining credit (if
they are permitted to borrow) in a context of dentincollections. Thus, they lobby for
more transfers, and this affects the discretioragnponent of central government
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spending ¢%), or the tax componentf) if there are demands to increase taxes in ooder t
finance the transfers. Accordingly, asterisks hagenbplaced on those variables. The
political economy pressures lead to a deficit deiteed by the distributive conflict
(defgp™) that such pressures create.

We now turn to imbalances of a financial nature. Thie boxes at the lower right
indicate that sudden stops produce instabilityhim banking system and can jeopardize
the sustainability of the public debt. As a restitp objectives of stabilization policy
will compete with countercyclical objectives: maimiag financial stability and
ensuring the sustainability of the public debtfilfancial imbalances destabilize the
banks, a probable market reaction will be to rawoedit for the public and private
sectors. Thus, when there is instability in the lraglsystem, government can, at most,
generate a deficit ocﬂefgp”. This means that the maximum financing governnozimt
obtain will be determined by the amount of rationingposed by the market. This
amount will be equal to the difference between tbeptacements of public deb1dg)
and interest payments on that de), (@n amount that may even be negative. Since the
loss of public debt placement as an instrumentd#&ect result of financial instability,
these two latter variables appear with an asteriskhan banking instability box.
Experience in the region indicates that the levieldeficit defgp” allowed by the
financial restriction tends to be negative. In thigy, an exceptional shock can
endogenously and markedly reduce policy space.

In situations of financial instability, the publgector in general is forced to provide
subsidies that are not necessarily budgeted, ssideraral bank rescue operations that
will appear on the central bank’s balance sheetpndhe government’s. However, since
investors assess the government’s ability to pay\&hole, risk premiums may rise even
if government adjusts the deficit to the availdapibf funds, and the cost of servicing the
debt ¢) will simultaneously rise, because of doubts regardhe sustainability of the
debt once the central bank cost of the rescue&kentato account. Similarly, a collapse
of output may lead to a reassessment of the cgpfsitiong-term growthy), which
also affects sustainability. To reflect this fabg last box at the right presentgp™® as
the maximum primary deficit permitted by the facatt the public debt-GDP ratio may
not be greater than it was in the previous permq).( Since the sudden stop affects
growth and interest rates independently, asterisk® Hbeen placed on the variabtes
andg. Revised market expectations regarding long-terowth and interest rates may
ultimately put the debt in an unsustainable positiegardless of governmental
decisions. If the debt becomes unsustainable &wsetheasons, the objective of reversing
the situation by increasing the primary surplustite level required bylefgp™® will
compete strongly with the countercyclical objectiviscal adjustment policy to stabilize
the debt will compete with countercyclical fiscal ipgldesigned to stabilize the level of
economic activity.
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Diagram 2
EXOGENOUS TRADE SHOCKS AND FISCAL POLICY
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Source: The authors.

Diagram 2 provides an overview of the imbalances\arnderability factors associated
with a trade shock As may be seen in the upper right box, a varietgwents can
trigger a trade shock, and all have occurred innLAmerica. In the current situation,
however, global recession is clearly the cause. Algrto a recent IMF study
(Terrones and others, 2009) on the developed deanit is the consequences of this
type of shock that tend to be most lasting and dwirtb reverse. Diagram 2 also shows
that the global recession can be felt in differarays: worsening terms of trade,
declining export volumes, decreased remittancdspja in tourism and declining foreign
investment, especially in countries where free zports play an important role. All of
these effects are present today. The terms of teffget is particularly important in
South America. In other subregions, such as CeAtnatrica and the Caribbean, the
falling price of oil is having a positive effect dhe smallest countries, which are net
importers.

In terms of macroeconomic imbalances, the effeesanilar to those of a sudden stop.
However, this observational equivalence hides diffees that are significant for our
present purpose, principally because the relevalnievability factors are not necessarily
the same, and because the effects on the fiscables, and hence on the policy space,
are different.

The upper right box in diagram 2 shows the riskdecthat determine vulnerability.

Although some of the macroeconomic vulnerabilitytdas are shared by the two types
of shock—e.q., dollarization and high public deble-teal factors are more important
in the case of a trade shock. Economies that dpecexcessively in a few products, as

15 On trade shocks, see Terrones and others (2008keFand others (2008), ECLAC (2008a) and Pineda
and others (2009).
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is the case of most of Latin America’s economiess @articularly vulnerable
macroeconomically, both to terms of trade shockktarexternal demand in general. In
a shock of this type, macroeconomic adjustment detwd require very significant
changes in relative prices. Thus, price inflexipiiis a second risk factor, particularly
important in economies with fixed or dollarized eaohe rates. Structural duality is also
a vulnerability factor that impedes rapid adjustirianmesponse to a shock. For example,
if there is a very large difference in productivitgtween export sectors and traditional
sectors, it will be difficult for an exchange raterrection alone to increase the
production of tradable goods. Adjustment is alsdidalift when the production of
exportable goods is regionally very concentrated| when there are strong political
economy pressures to avoid the adjustment.

As for the case of sudden stop, the four lower bafedsiagram 2 show the most
important macroeconomic imbalances associated vattetshock, and each box shows
the defgp' corresponding to the particular imbalance involvedriables that tend to
move independently are marked with asterisks. Naie/ever, that although the effects
on the primary surplus may operate through the sean@bles as they do in sudden
stops (the asterisk appears on the same variabéejprm in which this occurs may be
very different, and thus the stabilization policiexjuired may differ. As diagram 2
shows, three imbalances of major importance thataks®@ present in the sudden stop
scenario are declining output, debt sustainaljpirgblems and the imbalances associated
with distributive conflict. A fourth important sourcaf imbalances, characteristic of
high-intensity trade shocks, is the structural geanormally provoked by shocks with
these features.

The structural change box has asterisks for spgratia discretionary taxes, since such
change tends to create specific demands for seissattid tax exemptions on the part of
the sectors affected by the trade shock. From aenpmsitive perspective, public
investment in infrastructure and human capital #&swls to be necessary as part of the
effort to adapt the country’s trade specializagoofile to the new circumstances. This is
most applicable if the effects are highly conceetitaregionally or sectorally. These
pressures determine a level of defidifgp™. In their effects relating to pressure for
discretionary policies, structural changes are lamio the demands that arise in
distributive conflicts in general. However, the latt@re broad, and are mutually
reinforcing because of changes in relative priegdsch usually aggravate the problem
of poverty and income distribution that is struatun the region. Thus, after a severe
trade shock, there will be a deficit associated withdistributive conflictdefg™), and it
may be very sizable. The features of the curreisiscsuggest that the demand for
policies to mitigate its social effects will be metspotlight in the near future.

In the financial area, two realities that differrfrahose of the sudden stop scenario have
important consequences for the fiscal policy spate. first is that a trade shock does
not destabilize the banking system, for this ocaumyyy in cases where the banking
system is in a vulnerable situation that is furtaggravated by the illiquidity created by
the shock. Therefore, the box for banking instabtioes not appear in this diagram. A
benign financial scenario can be a very positivediain increasing policy space to
stabilize the economy after a trade shock. In gole¢c a country with a good credit
history can obtain financing to maintain its leeéleconomic activity and thus prevent a
collapse in the growth rate. This means that, dapgnon the circumstances, the net
financing variable {dg -g') may or may not have an asterisk. In any case, sadoes
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credit today is very limited due to the sudden stopd credit can only be relied upon
from the multilateral institutions. Even in a lesdverse financial situation, a large trade
shock may affect the sustainability of the publebt In particular, if the shock is very
strong and judged to be of lasting effect, sustality will be affected by the expected
decline in the economy’s growth rate. As a resul ytirariable in the equation for the
maximum primary deficit compatible with a constaabtiappears with an asterisk here.
Whether the variable will have an asterisk or not depends enctburse of the financial
factors already cited.

B. Exogenous shocks, policy space and coordination

The stylized facts analysed here show that a grgatdity of elements independently
affect government’s primary deficit in situationstade shocks and sudden stops. The
facts also indicate that only by chance will themary deficit levels compatible with the
state of the cycledgfg®™), the distributive conflictsdefg™), the sustainability of the
public debt @efg™), the structural changeldfg™) and financial stability defg”) be
equal. If this occurs, the scarcity of funds andtrmments would force a choice of
priorities regarding objectives (and, accordinghs to the amount of the primary
deficit). The process of establishing prioritiescang objectives and allocating the use of
scarce instruments among different policies reguarsignificant degree of coordination.
Moreover, to be successful, policy coordinationuregs that incentives for the agents
that will be responsible for implementing the paiiin a decentralized fashion be in
line with the objectives. This is difficult to ackiewhen decentralized agents have very
different amounts of political power, and are aldeatt for their own interests and
objectives, or can make use of instruments that wegerved for other policies. When
this occurs, some policies prevail over othersdileg to failures in the coordination
sought by the central government. Worse yet, whmamep is highly dispersed, lack of
coordination can lead to a fiscal crisis that présethe government from taking
initiatives to stabilize the economy, thus aggrangathe effects of the shock. Diagram 3
presents a stylized view of the relation among sboickbalances and coordination.
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Diagram 3
IMBALANCES AND POLICY COORDINATION

Conflicto distributivo Cambio Estructural Colapso del Productd |Inestabilidad Bancarig | Deuda Insostenible
defgg? defgpst defgp? defgpf defgpsUst

defgpd £ defgpust# defgpr £ defgp® £ defgpes

RECURSOS e INSTRUMENTOS
defg = ¢ — t + o (gap; i) — ©(gapid) = Adg — g

Coordinacion Dominancia @

Source: The authors.

Diagram 3 underlines three points. The first is fdet, already cited, that each type of
imbalance affects the government budget differendllyd creates a need to define
objectives and assign instruments so as to defimeique value for the primary fiscal

surplus, which appears in the central box. The skgmint is that rules established
beforehand for the use of funds and instrumentsneil necessarily be practiced during
the actual event. This will depend on governmendigacity to coordinate policy. The

lower part of the diagram shows that, based on thpadty, the three possible results
are coordination, policy predominance and crigisplinciple, the coordinated result
should be the best, although it is not difficultcmnceive of situations in which policy

predominance could work effectively. The problem witlle predominance scenario is
that it is never clear whether it is, in fact, thgextives of the executive branch that
ultimately prevail, rather than those of societylaje. The crisis case is worse yet,
because in such cases the situation is over-detedniand the final result of

inconsistently applied measures will be indeterngnat

Naturally, the greater the existing policy spaces tireater will be the ability to
coordinate policy. As has been pointed out, howeaber policy space is not invariable
with respect to the type and size of shock and tom@my’s vulnerability to it. It is to
be expected, therefore, that the greater the fation, the more competition there will
be among policies, both in terms of appropriatibaailable resources and in terms of
the use of scarce instruments. Below, it will be de®n the fiscal space is changed, and
the types of coordination problems that appeahédontext of the two types of shocks
being examined.

As noted, during a sudden stop episode, the au#t®iiiave less resources they can
allocate to stabilize the economy. In particultse tombination of a slump in output
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with a reversal of capital flows is extremely difit to manage. In these cases, external
financing disappears precisely when tax revenuesdaminishing. Resources must be
allocated to sustain the banking system, and theuabof interest that must be paid on
the public debt tends to increase. The latter isiquaarly true when short-term debt
constitutes a high proportion of total public dehgking it necessary to refinance major
maturities in a context of increasing risk premiynas occurred in Brazil at the
beginning of the 2000 decade (Blanchard, 2004) iandrgentina in the period that
began in 1999 (Fanelli, 2008).

As to the amount of competition between differebjeotives, sudden stops tend to
create significant dilemmas: the goal of softertimg collapse of output is pitted against
other objectives, such as stabilising the bankiygiesn to revitalize credit, ensuring a
minimum of liquidity to protect the settlements t&ym, ensuring the sustainability of the
public debt, providing incentives for the compettess of the tradables sector, and
cushioning the effects of the crisis on the poosegments of the population. Case
studies and episode studies provide evidence of homractice, the authorities resolve
these conflicts between countercyclical policy adjustment policy, designed to
prevent the economy from embarking on a dangerousse. Specifically, given the
need to increase the deficit in order to stabibpgregate demand and bring it to the
defgp® level, while at the same time ensuring the suatality of the debt by generating
a deficit equal talefgp™®, the second objective tends to prevail. When fiarésneeded
to sustain the banking system, resources to stimth@ economy are pulled back. Thus,
financial stabilization and public debt policy tetm prevail over the stabilization of
aggregate demand. This predominance is not nedgspegsent in cases where the
intensification of the financial constraints does meach the level of a sudden stop,
when neither financial stability nor debt sustailigb is jeopardized, and when
government can therefore finance a countercyclaficit. If the shock does not
eliminate financing as an instrument, governmentioglement a level of deficit equal
to defgp®, thus regaining its ability to adopt countercyclipalicy. This level of deficit
does not necessarily entail discretionary measufidse current deficit may be
compatible with a constant structural surplus rule.

In the case of financial shocks, the ambiguityhedf termstabilization tends to become
evident. If the financial shock takes the form afualden stop, debt markets close down,
production collapses and interest rates increagdfisiantly. If, as a consequence, the
public debt becomes unsustainable, stabilizatioh mean implementing anti-crisis
policies to keep the public debt, and hence then@ny, from taking a dangerous
course, even at the expense of deepening the sellepproduction. If, on the other
hand, the financial shock does not become a sudtign and only takes the form of
increased cost for short-term financing in publebdmarkets, then to “stabilize” will
involve acting countercyclically to soften the deelin production, even at the cost of
increasing the deficit and the public debt. Thistidction between adjustment policy
and countercyclical policy is useful as an illustna of the fact that the size of the
available fiscal space is not independent of tipe tyf shock occurring. In the case of
fiscal measures to stabilize the economy afterdalen stop, it is by no means correct to
state that the discretionary decisions of the aittbe were procyclical. Rather, one
must recognize that the policy of shoring up thekisaor the public debt, or both, takes
precedence over the objective of stabilising prtida¢ notwithstanding pressure from
other parts of the public sector for coordinatetioacto mitigate the effects of the shock
on the productive structure and on vulnerable ssabthe society.
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This only reconfirms the point made by Tobin (198®d Togo (2007), namely, that
failures of the market intensify a lack of poliaystruments. Here, we put forward a
corollary to that argument: if the sudden stop aggtes the failures of the market,
eliminating the public debt market through ratiapint is logical that this should
intensify the scarcity of instruments. And if tlgsthe case, it is also logical to suppose
that the size of the policy space is not invarialith respect to the shocks. From this
perspective, it is not appropriate to measure thecyglicality of fiscal policy
econometrically, assuming that the space, and hdrealegree of freedom to make
discretionary decisions, remains constant over t@me is independent of the type of
shock affecting the economy.

In reality, a sudden stop can significantly chatigesize of the fiscal space by reducing
the number of policy instruments. Due to marketufass, different policies tend to
compete to use the same channels to influence tolgec This effect, which Tobin
(1999) has dubbed the “common funnel”, producesetations among the instruments,
and this reduces the possibility of having a sidgfit number of instruments to meet the
policy objectives. For example, central banks aneegally expected to use the domestic
short-term bond market to carry out monetary polanyd in the absence of a domestic
long-term bond market treasuries are expectedntnée the fiscal deficit in external
foreign markets, so as to prevent fiscal policynrfroteracting with monetary policy.
When a sudden stop closes the markets, howevertrdhsury is forced to resort to
domestic short-term markets. This leads to the comfannel effect: while the central
bank intervenes in the market to meet inflatioreobiyes, the treasury seeks to finance
the deficit that arises from the countercyclical aajustment objectives. Another
common case of competition for use of instrumertsuss when balancing the budget
requires a marked nominal depreciation, but thdérakbank is fearful of floating the
exchange rate because of the need to maintain fzarstability, and postpones the
depreciation by sterilization operations. (On ttype of problem, see Kaminsky and
others, 2004). In this case, the exchange-rateuimgint cannot meet two objectives
simultaneously, and the result tends to be procgcheductions in spending to prevent
greater depreciation. If the central bank is hesita float the exchange rate and the
treasury hesitates to implement adjustments, thaltrevill be a failure of coordination
that will lead, first, to a rapid loss of reservasd then to a disorderly depreciation and
problems of public debt sustainability. This is eg@ted when the exchange rate is
unavailable as an instrument, as is the case witd £xchange-rate regimes.

The stylized facts relating to exogenous trade lsha@tggest that the effect of these
shocks on the size of the fiscal space can beest gs that of sudden stops. However,
because of the differences in the macroeconomicustadpnt dynamics and the
vulnerability factors mentioned above, the problemfisstabilization and competition
between policies for use of the fiscal space alfferd One important point is that the
effect of sudden stops on the fiscal space takesfohm, above all, of financial
constraints, while trade shocks primarily affectsaerces for formulating fiscal
stabilization policy. In addition, the specific forin which this occurs is highly
dependent on the structure of the economy.

One paradigmatic case is variations in resouraiscied by terms of trade shocks. There

are three possible scenarios: (a) countries wHezeptiblic sector owns a significant
proportion of the natural resources (e.g., coppeChile, or oil in Mexico and in the
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Bolivarian Republic of Venezuela); (b) countrieatttax exports, such as Argentina; and
(c) economies that subsidize energy consumptiooh € the Dominican Republic.
While negative shocks from natural resources priedsice resources in the former two
cases, they increase them in the third. This diffeal effect is important for the
countercyclical policy space. In the case of gowents whose revenues are positively
correlated with natural resources prices, the pdmace moves procyclically in relation
to the global cycle. When the global economy slaesvn, the funds available for
countercyclical policy also diminish, and it becamaore difficult to obtain external
credit since, as Caballero (2000) points out, wimnéernational prices fall, the value of
debt collateral follows suit. These facts have twplications. First, in defining the
relationship between the cyclical and structurdilcds it is essential to take into account
not only the gap in output but the terms of tra@econd, even when a government is
sufficiently solvent to make debt payments, a traldeck can create serious short-term
liquidity problems as the value of collateral drops

When there is a trade shock without a sudden gtepgovernment’s resources diminish,
but the option of borrowing does not. If the tratheck is transitory, the government has
more possibility of implementing countercyclicallipg and financing a larger fiscal
deficit. It is also probable that the increased deds for assistance by sectors suffering
from the shock will be addressed to a greater degned that pressure from distributive
conflicts will be correspondingly reduced. This gibdity shrinks considerably when
the sustainability of the debt is in doubt. In fa€tsustainability is not a problem, the
groups affected by a shock may exert very stroegqure—not only because they enjoy
political representation, but because if they pgecthat the government has some room
for countercyclical policy they will exert pressui discretionary initiatives to soften
the external shock.. In reality, when there is rdomcountercyclical policy and sectoral
pressures are strong, such that the deficit reduivesatisfy these demanddefg™) is
high, the central issue is preventing the realimatf such a deficit from ultimately
jeopardising the sustainability of the debt. Intssttuations, a structural deficit rule can
be a great help, because it is a functional instntnfor rationalising discretionary
spending. The government may argue that althoughciapable of making and funding
countercyclical policy, the primary deficit shoutbt be far from the amount of the
cyclical deficit @efgp®). Obviously, it can also invoke the argument thatexcessive
increase of the deficit in a context where the ®abf collateral has fallen as a
consequence of the shock could put the governnmeiat position of illiquidity. This
second argument, however, will probably carry l@sgght in the political arena. Since
structural deficit and liquidity management polisyinvoked to ensure the sustainability
of the debt and satisfy the demands for discretiospending coming from the most
vulnerable sectors and from domestic producers ftot surprising that the technical
need to better coordinate adjustment and countiézal/policy becomes, in the political
arena, a struggle between national interests aodupers on one hand, and domestic
rent-seekers and global financial capitalism on titeer. Nevertheless, political
economy issues prevail over the objective of tagkt The point being put forth here is
that distributive conflicts have a role in determghnhow problems of policy dominance
are resolved, and also, therefore, in determirhegsize of the policy space.

Trade shocks are not always negative, and thuad gimes, government resources
increase significantly, especially in countries vehthe State receives some of the profit
from natural resources. Jiménez and Tromben (280&lyse this issue in Latin America
and show that the magnitude of the increase carebesignificant. In these cases, the
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best option seems to be to accumulate a sovererghih good times, which can be used
to finance initiatives that soften the effects df/arse situations. Accordingly, thinking

regarding the fiscal space should have a significatertemporal dimension. The

example of Chile, which is the country in the regitbat has advanced furthest on this
path, suggests that better intertemporal distroutbf resources could contribute to
structurally increasing the fiscal stabilizationasp. One particularly important effect
would be a contribution to mitigating the impactfofancial constraints in bad times,

and thus preventing adjustment policies from pilegiover countercyclical ones. At

the same time, we have seen that one stylizedfdatin American macroeconomics is

that consumption is highly volatile, and this isrtmalarly detrimental to the most

vulnerable sectors. It follows that more stable stonption levels could significantly

improve wellbeing (ECLAC, 2008a).

However, it should be emphasized that creatingnd fof this sort does not obviate the
need for policy coordination, since such funds dobhhve negative side effects in

countries exposed to sudden stops and procyclagatat flows. The existence of such a
fund could ultimately create incentives to takefinial risks in good times, if it is clear

that it will always be possible to flee to quality bad times. Thus, the creation of a
stabilization fund must be accompanied by apprégriimancial regulations to prevent

this. Appropriate economic policy must also compebthe existence of the fund. New
governments will always be tempted to draw on aadatad resources to increase
discretionary spending. However, Latin America pasgressed in its macroeconomic
management during the goods times that ended gthigh-risk mortgage crisis, which

suggests that it may in the future be in a positooaddress the complex tasks involved
in structural enlargement of the fiscal space.

V. Final remarks

Viewing the region’s situation from the perspectofethe analysis set forth here, an
abnormally sharp recession induced by trade shocksidden stops, or both, is a very
concrete threat. As regards financial imbalances pmblic debt sustainability, the
situation for the time being appears better thavas during other episodes of contagion,
such as those of 1998-2002 (cf. Barcena and otRR&39). There is little room for
optimism, however, since the constraints alreadyrating have been sufficient to create
major recessive forces, and financial balances seebe occurring in a razor's-edge
context. In reality, the fact that the financial ttas been less severe in the current crisis
than in the last episode of contagion could haw#otavith the hypothesis put forward at
the beginning of the crisis regarding Latin Amescdecoupling. The hope at that time
was that progress in controlling the risk factorgtt determine vulnerability—
accumulation of international reserves, reductidn poblic debt levels and de-
dollarization of liabilities—had driven an effeativdecoupling process. Some progress
had also been made in controlling the weaknesséelkeofinancial system—though to
certain countries these were not a problem, sinfj@gause their lack of financial
development prevented over-leveraging. Despite etheslvances, however, the
decoupling did not materialize. As we have seepjtahflows flagged, a number of
countries were obliged to use their reserves, hadeavel of economic activity has been
falling. A view of this situation appears in tablle which shows the distance that
separates the region’s largest economies from egpéwnal trade shock or sudden stop,
or a simultaneous occurrence of both.
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Table 4
LATIN AMERICA (7 COUNTRIES): DISTANCE FROM A TRADESHOCK OR
SUDDEN STOP
(Percentages)

Distancia al crash  Distancia al sudden

de comercio stop @

Argentina 6,90 39,11
Brasil 55,21 -159,21
Chile -11,83 97,05
México -127,54 na. @
Peru -85,60 -5,43
Venezuela -293,96 39,19
Colombia -25,78 n.a. @

Notas: (1) Toma como referencia el trimestre 11-08/01-09;

(2) toma como referencia el 4T de 2008;

(3) corresponde al 3T de 2008; (4) no registra salida de capitales
Source: Prepared by the authors, on the basigufes provided by the Economic
Commission for Latin America and the Caribbean (BCL

These figures represent percentages of the deviegguired before the shock would be
considered exceptional. A positive number represéme percentage of the deviation
that remains before that point. For example, Angenis closer to a trade slump than is
Brazil. Negative numbers mean that the economyalraady travelled further than the
threshold level, and is in fact suffering from ttgock. As may be seen, this yardstick
shows Chile, Colombia, Mexico, Peru and the BolaraRepublic of Venezuela to be
suffering from a trade shock, and Argentina vemysel Although Brazil seems better
protected, it is experiencing the effects of a smddtop, as is Peru. Naturally, this
evidence should be considered cautiously, sincédgheess are subject to change.

It emerges from this analysis that fiscal policyaggs are not invariant, and, more
important, that they are sensitive to pre-shockabietur and tend to undergo significant
changes with large shocks. There is no doubt treattirrent shocks have reduced fiscal
policy space and will create challenging dilemmgsiritreasing competition between
policies for existing resources and instrumentsuslThthe ability of the States to
coordinate policy will depend critically on factasach as the organization of the public
sector and the effectiveness of the bureaucracyretitutions in managing conflicts in
reduced spaces. For example, it will be more difficco coordinate policy in
decentralized countries where subnational govertsnbave a great deal of political
weight, or where there is more demand for job ara@ssistance policies. Moreover, as
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is well-known, the proper use of resources andcgofistruments depends on the quality
of the bureaucracy and the credibility of instibuis.

One point to underline is that, above all, the suidstop puts forces in motion that tend
to restrict the fiscal space precisely when thé@uties most need it. In this sense, the
fiscal space behaves procyclically: it shrinks wikgative shocks, and increases once
capital movements recover and the sudden stopdsis@ast. Therefore, it is crucial to
create incentives to increase the fiscal spaceoombtimes. One question confronting
fiscal stabilization policy is: what factor can egge the conditions that come together to
create a sudden stop? This is a key element imidgcihere to focus fiscal efforts in a
situation of very limited policy spaces and exoceqdl shocks. Although it is beyond the
scope of the present paper to explore this questiom authors believe that the
distinction made here between the different meanioig“stabilization” in relation to
fiscal policy is central, as are the distinctiom$vieen adjustment policy, countercyclical
policy and anti-crisis policy. One example will Boé to illustrate the complexity of the
dilemmas involved.

The stylized facts discussed here underline theoitapce of changes in governance
(regulations, ownership, contracts) that lead ¢oigis, and the way in which this creates
a need for higher private-sector profitabilitydompensate for institutional risk (i.e., a
poor business climate). Escaping the exceptionadss@on trap requires exceptional
increases in profitability. In Latin America, sualindfall profits generally appear after
sharp currency depreciations in the wake of shobkgreciation works to reduce real
wages and the cost of non-tradable inputs for ridgables sector. Although the decline
in non-tradable sector wages and income can irffterstession in the short term, the
recovery of profits in the tradable sector is calicfor reversing the negative
expectations of some key investors in the case slump in production. Thus, the
reversal of profit expectations in the short teemds to be more important in the export
sector than in the import substitution sector, doethe presence of low domestic
demand. In Latin America, the traps are most oftenaped in this way, when the
tradables sector succeeds in regaining its prafittad/Vhen this recovery is insufficient,
as it was in the lost decade of the 1980s, whezdrnternational situation provided no
help, recessions are prolonged and economies rezaaght in the trap.

Since many governments in Latin America represegbed portion of the tradables
sector, and tradables are a key factor in the sem@&xpansion dynamic, it is surprising
that the literature on fiscal affairs, which attémfp assess the cyclical behaviour of the
public sector, devotes so little attention to tipigint. For example, States whose
revenues are linked to natural resources typiaadilyfront the dilemma of whether to
depreciate the currency to re-establish debt swidity and obtain resources in a
situation of rationed credit, or avoid depreciatiororder to protect wages and the level
of economic activity in the short term. Thus, forample, a sudden stop poses the
dilemma of whether to re-route what is probablyaagerous course, in terms of debt, by
generating a primary surplus, or to implement cergykclical policy in the traditional
sense. In light of these facts, it is hardly swipg that one should often see recovery of
the fiscal surplus precede an economy’s escape framductive collapse in Latin
America. By ensuring the sustainability of the déimough depreciation, the public
sector simultaneously restores the profitabilityttod tradables sector, and reduces the
likelihood that property rights will be violated asresult of the public sector finding
itself without funds. Thus, acting countercycligalin the short term succeeds in
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stabilising the economy. It is clear that, as a&sson deepens, the economy becomes
unstable, then stabilizes either by avoiding a e&gon trap or by ensuring that the
public debt does not embark on a dangerous courséeth simultaneously. Once the
private sector's perception that the State is Viked appropriate profits subsides,
investment increases sharply and begins, along exports, to help pull the economy
out of the trap. In the new environment, fiscalippkpace expands, and government is
likely to be pressured into compensating those whee losers in the crisis. One must,
of course, take account of the fact that the péimep of private interest groups, as to
the latitude that the public sector has availableneet their demands, also changes with
the cycle, and may vary procyclically.

If the current situation is viewed from this persipee, the most serious problem is the
fact that a sudden stop is coinciding with a tradeck generated by global recession.
Under these conditions, it appears unlikely thatoets will provide the traction that the

economy needs. Thus, although the tradables sextst not be neglected, all available
credit margin must be used to prevent a deepetititeacycle. If the recession worsens,
international trade cannot be relied upon to atletrecession trap. In such situations,
countercyclical financing from international instibns is essential.

The analysis here shows that the diagnosis anditituations where procyclical fiscal
decisions are discretionary and politically automosh must differ from what is called
for in situations where procyclical discretionanjtiatives are designed to adjust the
needs to the funds available, or to serve the iatper of protecting the sustainability of
the public debt. When the decisions are autonomihgs problem is one of political
economy, but when financial constraints compel slens, the problem becomes the
lack of instruments, in conditions that intensifidires of the financial markets. It is in
the latter case that the assistance of interndtiasatutions is most important. Greater
access to credit, with funds and instruments beiryided at a critical moment, can
temper the financial constraints and expand thentewayclical fiscal policy space,
reducing the need for excessively severe adjustipeinties. If the problem is one of
political economy, and the need for adjustmentwvasrifrom excessive spending, it
becomes more likely that the new resources wilubed ineffectively. Since it is clear
that the sudden stop we are seeing today is exageand originated in the developed
world, the increased availability of multilateralnding will be of great assistance.
External support makes even more sense consid#éraigthe combination of sudden
stop and trade shock aggravates failures of thé&ehagenerating an endogenous and
procyclical contraction of the policy space.

Currently, major efforts are being made to adaptititernational financial architecture
to the needs of the moment. In this context, tltapialization of the IMF, the greater
role of the emerging countries via the G-20, aredrdformed Financial Stability Forum
are auspicious signs. Nevertheless, a long roacinsnio be travelled. For example,
little progress has been made in articulating ratéiral initiatives with regional ones

along the lines suggested by Ocampo (2008) and R&08). From a Latin American

perspective, it seems obvious that the region showdke use of institutional structures
and draw on successful experiences of collaborggan, the Latin American Reserve
Fund) to test regional responses to global prohlems

From the perspective of the analysis presented, litei® clear that one of the central
issues requiring further thought is the relatiopgbetween international efforts and the
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national policies that accompany them. What shtwtdcontent of these policies be, and
how can they best be coordinated with internatiafgdrts? It is in the interest of the
global economy to prevent the recession in LatireAioa from deepening to a point that
the decline in the region’s exports aggravatesralai decline in the rest of the world.
One key challenge for fiscal policy in Latin Amexics to update the content of policies
to take account of findings on volatility and oretleurrent exceptional trade and
international finance situation. However, examinting content of anti-volatility policies
only makes sense if government has sufficient sp@geds and instruments) to
formulate macroeconomic policy and coordinate thvather policy areas.
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