Readiness Indicators for Latin America
and the Caribbean

The FTAA negotiations should help reinforce the ongoing process of eco-
nomic integration in the Western Hemisphere, but the success of the trade
initiative depends importantly on efforts underway throughout the hemi-
sphere to sustain and augment domestic economic reforms initiated over
the past decade. Without continued progress in these domestic initiatives,
most countries in Latin America and the Caribbean (LAC) will have diffi-
culty in adhering to, much less implementing, obligations of a hemi-
sphere-wide free trade agreement. In other words, countries must do their
homework if they are to pass the FTAA test.

Why is the continuation of domestic economic reforms so important?
Bluntly put, it is a critical economic response to the globalization of eco-
nomic activity. Countries can no longer afford to protect their industries
from foreign competition; the world will simply pass them by.! Countries
must now adapt quickly to changing conditions in world markets or fall
sharply behind in the global competition for market share and investment
resources. Integration arrangements like the FTAA must be part of the
development strategy of countries in Latin America and the Caribbean
to promote economic growth and higher standards of living for all their
people.

Barbara Kotschwar helped draft this chapter and compile the tables.

1. Even temporary protection via safeguard measures such as Section 201 of US trade law
may be counterproductive if not conditioned on industrial restructuring during the period
of import relief.
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To be sure, as countries engage in economic integration initiatives, local
industries will face heightened competition from foreign firms that both
export to and invest in their home market. Such competition is beneficial;
it can spur innovation and productivity growth and push local firms to
shape up to maintain market share. Some will need to produce more effi-
ciently; others will need to restructure their operations and possibly enter
into corporate alliances. Domestic economic policies should both promote
these competitive forces and help mitigate the adverse effects of the re-
sulting adjustments on firms, workers, and communities.

The ongoing FTAA negotiations add urgency to the domestic economic
reform agenda but also provide instruction on what needs to be done at
home to meet prospective FTAA requirements. For participating countries,
trade barriers must be significantly reduced or eliminated within a decade
or so; government administration must be modernized so that implemen-
tation of regulatory policies is transparent; and economic policies must be
designed to strengthen and ensure competition and the rule of law in the
domestic marketplace. To meet these challenges, national officials must ac-
celerate the pace of reform while managing adjustment to new trade ini-
tiatives and rapidly changing global market conditions. Sustaining public
support for these policies will be a critical test of each country’s willingness
and ability to meet the obligations of a reciprocal free trade agreement.

To help gauge the flexibility of economies to meet the challenges of
globalization and integration initiatives, Hufbauer and Schott (1994) de-
veloped a set of readiness indicators in their study, Western Hemisphere
Economic Integration. The readiness indicators were designed to guide pol-
icymakers in managing both economically and politically the restructur-
ing of their economy that would inevitably result from more open com-
petition with foreign suppliers. As demonstrated by recent problems in
Ecuador and the backlash against reforms in Venezuela in the early 1990s,
if economic reforms create adjustment burdens that the political process
cannot accommodate, the policies are unlikely to be sustained.

Though the indicators are a benchmark for gauging relative economic
performance with potential free trade partners, they do not assess entry
criteria for such arrangements. Each country must determine in the
course of the negotiations the commitments it can undertake and imple-
ment over an agreed transition period. The readiness indicators provide a
useful tool for that self-examination.

This chapter updates the indicators published in July 1994 to reflect re-
cent economic data and policy developments. These new indices better
address factors that underpin the ability of countries to open their mar-
kets to foreign competition. Data are provided on economic activity in the
32 developing countries participating in the FTAA process.? Revisions en-

2. The indicators are based on the best data available as of early 2001. The data sources for
each indicator are provided in the tables at the end of this chapter.
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compass both additional indices (e.g., gross national savings) and data
sources (particularly regarding policy sustainability), reflecting comments
received from academics and government and business officials since the
publication of the original Institute indicators.

About the Readiness Indicators

The readiness indicators comprise a series of macroeconomic and micro-
economic variables that, in the aggregate, provide a broad picture of eco-
nomic conditions in each country. To be sure, these statistics do not con-
vey the complex developments unique to each country that affect
economic performance, but they do provide a solid factual base for eco-
nomic analysis and for cross-country comparisons. In brief, the readiness
indicators tell a simple yet important story of the capacity of a country to
compete in the global marketplace.

The macroeconomic indicators cover price stability, budget discipline,
national savings, external debt, and exchange rate stability. Modest infla-
tion and public sector deficits and manageable debt-servicing burdens are
traditional signposts of economic well-being; real currency stability is an
important element of a healthy investment climate. We have added gross
national savings to our original list of indicators to help analyze the extent
to which a country is dependent on foreign funds, and in particular the
extent to which domestic policies are vulnerable to fluctuations in short-
term capital flows.

The microeconomic indicators examine the central government’s reli-
ance on market-oriented policies and on trade taxes for its current tax rev-
enue. In many Latin American countries, a history of statism and govern-
ment intervention in the marketplace—and the threat of its revival—still
casts a shadow over economic policies and prospects. Market-oriented
policies help dispel those concerns by reducing government participation
in commercial activities that too often in the past favored political rather
than economic objectives. Judging progress in this area is admittedly sub-
jective, but wherever possible we have tried to quantify progress made in
each country in reducing tariff and nontariff barriers to trade as well as
privatization and deregulation of important sectors of the economy. In
that regard, our indicator measures what has already been achieved, not
what is proposed. For example, important privatization ventures cur-
rently being vetted are not yet reflected in the scores.

The trade taxes indicator presents major challenges for many LAC
countries, especially those that are smaller and more trade-dependent.
For many countries, tax reform is a necessary complement to trade liber-
alization because government revenues rely heavily on import levies and
other trade taxes. Fiscal reforms, which underpin a successful develop-
ment strategy, are often necessary to broaden the tax base and provide
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greater incentives to savings and investment in the economy. In calculat-
ing this indicator, we have been careful not to include one-time privatiza-
tion proceeds that may cause wide swings in the revenue stream from
year to year; such transactions should be regarded as an exchange of as-
sets that in most instances should not be diverted to current expenditures.

Finally, we include a hybrid indicator, “policy sustainability,” to mea-
sure the ability of the domestic political process to allocate the gains from
trade so as to maintain support for economic reforms. This indicator com-
bines both an index of political rights and civil liberties based on Freedom
House rankings, and an index that measures health, education, and per
capita income based on the United Nations Human Development Index.?
The first component seeks to evaluate how freely citizens participate in
the political process and can promote ideas and institutions independent
of the state. The second component assesses social welfare based on mea-
sures of life expectancy, adult literacy and school enrollment, and in-
dividual income. To be sure, these indices are imperfect proxies for
measures of governance and the rule of law. However, they do capture
important political and social developments that influence the political
process in each country.

Policy sustainability is in many respects the most important indicator,
since it seeks to gauge the durability of domestic economic reforms. Over
time, continued support for economic reforms will depend on whether
the average worker receives tangible benefits—improved living stan-
dards and freer participation in the political process.* These factors in turn
enhance the attractiveness of an economy to international investment,
which makes an important contribution to the virtuous cycle of reform
and economic development.

While our readiness indicators canvass a broad range of economic ac-
tivities, they have two notable limitations. First, they do not factor in the
state of the economic infrastructure (roads, rail, ports, telecommunica-
tions, etc.), except to the extent that countries have privatized state-owned
enterprises and attracted foreign capital to help build national or transna-
tional transport, energy, and telecommunications networks. Although the
indicators do not fully capture infrastructure constraints, the ability to ex-
pand economic infrastructure depends greatly on stable macroeconomic
conditions and on market-oriented policies, which are encompassed by
other indicators.

3. The methodology used to construct these indices is set out in Freedom House (1997) and
UNDP (2000). The policy sustainability indicator gives equal weight to the UN index and
the average of the Freedom House rankings.

4. That is why strengthening democracy in Latin America is a core objective of the summit
process and critical to the success of the FTAA. It gives citizens a voice in determining the
content and pace of reforms, which in turn should help promote public acceptance of the
new free trade regime.
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Second, the indicators do not address the so-called “second generation”
of reforms needed to consolidate the political and economic gains of the
past decade and to distribute them more equitably.? Such reforms aim to
strengthen the rule of law and improve the administration of national
policies—in other words, to make government more open and transpar-
ent, and thus more accountable to its citizens. These reforms help spread
the wealth generated by the market-oriented policies of the first genera-
tion of reforms more broadly to citizens, and thus reinforce public support
for continued economic and political liberalization.

Because we do not have an adequate proxy for administrative capacity
or judicial competence, our readiness indicators do not capture the prob-
lems many countries face in implementing and enforcing regional and
multilateral trade obligations. Depending on the substance of the integra-
tion arrangements, countries may need to upgrade their administrative
capabilities or build regional institutions to complement or supplement
them. These problems can be particularly vexing when countries must
deal with complex regulatory issues such as competition policy and the
protection of intellectual property rights.

Several countries participating in the FTAA talks already face chal-
lenges in meeting the obligations of the intellectual property accord in the
World Trade Organization. The hemisphere-wide talks on competition
policy may raise similar institutional problems. In some cases, LAC coun-
tries will need technical and financial assistance from developed coun-
tries to train officials and modernize administrative procedures (see Wein-
traub 1999). Such assistance should be extended during the course of
FTAA negotiations to ensure that the administrative infrastructure and
legal system of participating countries can accommodate their FTAA
obligations.

The indicators are constructed on the basis of a three-year moving av-
erage of the latest data. Because this average is designed to capture trends
in economic performance, it does not fully credit economic reforms until
they have been sustained for a reasonable period. Three years provide a
good indication of political commitment to continued reform without un-
duly taxing countries for past policy failures.

The indicators are evaluated on a five-point scale, with five being the
highest achievable score. The scales have been calibrated to reflect the de-
velopment experience of a wide range of countries that have engaged in
liberalization episodes (Hufbauer and Schott 1994, chapter 5).

In constructing each country’s score, we assign equal weights to the av-
erage of the five macroeconomic indicators, the average of the two mar-
ket reform indicators, and the policy sustainability indicator. The earlier
methodology gave each indicator equal weight and thus assigned a large

5. For insightful and varied comments on the importance of the second generation of re-
forms, see Camdessus (1997), McLarty (1998), and Rhodes (1997).
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aggregate weight to macroeconomic policies. The new weighting thus
lowers the scores of several small economies, more accurately reflecting
the key challenges, especially tax reform, that confront their participation
in the FTAA. Similarly, giving added weight to the policy sustainability
indicator better reflects the problems posed by the different degrees of
social development and democratic governance among FTAA countries.
The new weighting recognizes that other initiatives, including tax and ju-
dicial reforms, are also critical to continued growth; without them few
Latin American countries will be able to participate in a free trade agree-
ment with their industrialized neighbors in North America.

Developments since the Miami Summit

LAC countries have generally recorded solid gains in their readiness in-
dicator scores since the Miami Summit in 1994, despite two major finan-
cial crises. Of the 32 FTAA participants in Latin America and the Carib-
bean, 27 recorded higher scores in 2001 than in 1994. Both the Mexican
peso crisis in 1995 with its subsequent “tequila effect” on other South
American countries, and the 1999 region-wide recession generated by the
aftershocks of the Asian and Brazilian financial crises, have tended to re-
inforce rather than roll back economic reforms, softening the initial down-
turn and accelerating the recovery. Indeed, the constructive policy re-
sponses to the 1995 financial crisis helped put Mexico and Argentina in a
stronger position to address the “samba shock” emanating from the Bra-
zilian crisis of 1998-99.

Nonetheless, Brazil, Colombia, and Ecuador fell sharply down the
rankings as the recent turmoil in currency markets depressed their scores
on several macroeconomic indicators. Two small eastern Caribbean na-
tions, St. Kitts and St. Vincent, also received lower scores due to lax bud-
get discipline and a higher debt-servicing burden, respectively.

To be sure, if one calculated the readiness scores each year for the Latin
American countries, it would be clear that progress has been achieved by
taking one step back for every two or three steps forward. For some coun-
tries, the overall score fell during the mid-1990s to levels below the 1994
score before recovering to new highs in 2001. For example, Mexico’s score
dropped from 4.00 in 1994 to 3.78 in 1997—due primarily to the inflation-
ary surge after the peso crisis and the subsequent period of currency in-
stability, but recovered to 4.11 in 2001 as those problems abated and
growth rebounded. For others, recent economic shocks have temporarily
reversed the progress since 1994. Brazil’s overall score rose from 3.38 in
1994 to 3.59 in 1998 before falling back to 3.14 after the financial crisis of
late 1998-99, which lowered the score for the macroeconomic indicators
from 3.40 to 1.80. However, if the robust recovery can be sustained and its
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macro results mirror those achieved in 2000, Brazil’s score in 2002 will
jump back to 3.56.

Aggregate 2001 readiness scores for each country are reported in table
2.1. To make comparisons easier, we have recalculated the original
Hufbauer-Schott 1994 readiness indicators to conform to the updated se-
ries (see table 2.2). The country rankings for both years are arrayed in
table 2.3.

Each region benefited from ongoing reforms mandated by both the
Uruguay Round and free trade pacts among hemispheric neighbors. As a
result, the 1994 scores—which had in many cases been burdened by the
weak economic performance of the early 1990s—increased markedly. The
most pronounced progress came from curbing inflation. The average un-
weighted score for the 32 countries in the 2001 index was 4.22, compared
to 2.97 in 1994; inflation in the region as a whole fell from an annual av-
erage (December to December) of 111 percent in 1994 to 9 percent in 2000
(ECLAC 2000a). The region also significantly reduced the external debt-
servicing burden, raising this indicator from 3.48 in 1994 to 3.97, and im-
proved on the market-oriented policies indicator, from 2.80 in 1994 to 3.38
in 2001. More troubling, though, the high scores for budget discipline in
1994 weakened appreciably in several countries (Brazil, Colombia, Ecua-
dor, and Jamaica), bringing the average regional score down from 4.22 in
1994 to 3.88 in 2001.

For the region as a whole, the real currency stability indicator received
the highest marks. In most countries, exchange rate volatility was limited.
Notable exceptions were Brazil in 1999, Ecuador in 2000, and to a lesser
extent Colombia in 1999-2000. However, these three cases brought down
slightly the average score for the region, from 4.53 in 1994 to 4.47 in 2001.

The two main problem areas are overreliance on trade taxes for gov-
ernment revenue and depressed national savings. The tariff revenue prob-
lem is particularly troublesome in the Caribbean, where, if we exclude
Barbados and Trinidad and Tobago, the average score is only 0.46. The
low readiness scores for this indicator underscore the need for additional
fiscal reforms in those countries to facilitate their participation in a
hemisphere-wide free trade pact. By contrast, all the Mercosur countries
except Paraguay receive high scores and the Andean region posts an av-
erage of 3.8. Central American countries lag in this area with an aggregate
score of 2.5—up from 1.7 in 1994.

The savings problem is more endemic. Compared to the savings record
of East Asian countries, few in the Western Hemisphere score well on this
indicator (including the United States and Canada).® However, the indus-
trial countries have a richer array of financing alternatives than their Latin

6. The average annual ratio of US gross national savings to GDP was 18.6 percent for the pe-
riod 1998-2000, which translates into a score of 3 (CEA, Economic Report of the President, Jan-
uary 2001).
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Table 2.3 Comparison of 2001 and 1994 rankings of Readiness
Indicator scores

Rank
2001 Readiness 1994 Readiness difference,
rank indicators rank indicators 1994-2001

Barbados 1 4.38 4 3.80 3
Chile 2 4.30 1 413 -1
Uruguay 3 417 8 3.57 5
Costa Rica 4 415 5 3.65 1
Trinidad and Tobago 5 413 3 3.83 -2
Mexico 6 411 2 4.00 -4
Argentina 7 3.84 7 3.59 0
Bahamas 8 3.75 9 3.50 1
El Salvador 9 3.69 24 2.62 15
Venezuela 10 3.65 10 3.48 0
Panama 11 3.63 11 3.45 0
Bolivia 12 3.59 20 2.99 8
Grenada 13 3.53 12 3.45 -1
Paraguay 14 3.51 17 3.08 3
Peru 15 3.50 27 2.23 12
Colombia 16 3.42 6 3.62 -10
Belize 17 3.40 18 3.07 1
Honduras 18 3.33 28 2.15 10
St. Lucia 19 3.23 16 3.15 -3
Dominican Republic 20 3.18 25 2.58 5
Dominica 21 3.17 19 3.07 -2
Brazil 22 3.14 14 3.38 -8
St. Kitts and Nevis 23 3.12 13 3.43 —-10
Jamaica 24 3.08 23 2.69 -1
St. Vincent and the Grenadines 25 3.08 15 3.17 —-10
Guatemala 26 3.08 26 2.42 0
Guyana 27 3.07 29 1.93 2
Antigua and Barbuda 28 2.89 22 2.79 -6
Ecuador 29 2.51 21 2.93 -8
Nicaragua 30 2.37 30 1.75 0
Suriname 31 2.22 31 1.67 0
Haiti 32 1.97 32 1.02 0

American neighbors, so the relatively low level of savings in the region is
cause for concern. The average score of the 32 countries for national sav-
ings is only 2.19 (up slightly from 1994); the Mercosur and Central Amer-
ican countries average 2.2 and the countries in the Andean region 2.6.
Overall, Barbados receives the highest readiness score in the region with
an overall score of 4.38 out of 5, followed closely by Chile at 4.30 (see table
2.3). Haiti remains at the bottom of the table, reflecting its general state of
political and economic disorganization. Suriname and Nicaragua score
only slightly better, although all three countries have made significant
progress since 1994. Also noteworthy is the progress made by some coun-
tries formerly in the lowest quartile of the list: Peru recorded the greatest
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improvement, raising its overall score by 1.27 points to 3.50; Honduras im-
proved by 1.18 points to 3.33; and Guyana added 1.14 points to reach 3.07.

The scores of the Mercosur countries except Brazil have shown strong
improvement. The entire region initially benefited from the success of
Brazil’s Plano Real, although none has recovered from the crisis of late
1998-99 as quickly or strongly as Brazil. Uruguay’s progress on seven of
the eight indicators, and the accompanying increase in its overall score
from 3.57 to 4.17, is particularly notable; it is now third in the overall rank-
ings. Though Argentina’s score increased to 3.84 (ranking it seventh over-
all), with weak growth, an overvalued peso, and high unemployment, it
remains vulnerable to new financial shocks that could knock its score
down. Paraguay also recorded progress in all areas, raising its score from
3.08 to 3.51. As noted above, Brazil fell at least temporarily to the bottom
of the regional group but should rebound substantially next year.

In contrast, progress in the Andean region has been more erratic. Polit-
ical turmoil in Colombia involving drug cartels and armed insurrections
and unstable governments in Ecuador contributed to a significant decline
in their rankings; their readiness scores fell to 3.42 and 2.51, respectively.
Venezuela’s score might also have suffered had it not been bolstered by
the sharp increase in oil prices in 2000, which helped bring it up from 3.48
to 3.65. On the other hand, Peru improved twelve places in the rankings
with a score of 3.50; those results seem to be resilient despite Fujimori’s
tumultuous final years in power and abrupt resignation. Bolivia made
good progress as well, moving up eight places in the rankings with a
score of 3.59.

The Central American economies seem to be growing at three separate
speeds. Costa Rica leads the pack at 4.15, followed by El Salvador and
Panama with relatively high marks of 3.69 and 3.63, respectively. Hon-
duras (3.33) and Guatemala (3.08) showed marked progress but lag some-
what on market-oriented reforms compared to their regional partners.
Nicaragua’s score increased significantly to 2.37, but it continues to trail
its neighbors because of low savings, high external debt, and insufficient
liberalization.

The Caribbean region has some of the highest scores in the hemisphere
(Barbados, 4.38, and Trinidad and Tobago, 4.13) and some of the lowest
(Haiti, Suriname, and Antigua and Barbuda). The small economies of the
Eastern Caribbean States rate particularly well on the macroeconomic in-
dicators but their scores suffer due to their heavy reliance on trade taxes.
Each of those countries fell in the rankings, earning a score between 2.89
(Antigua and Barbuda) and 3.23 (St. Lucia). Several larger countries still
have a lot of work to do to raise their scores, although the Dominican Re-
public (3.18) and Jamaica (3.08) have made substantial progress since 1994.

The following appendix looks more closely at developments in each re-
gion as well as for individual countries. Aggregate tables with data for
each indicator are at the end of this chapter.
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Appendix 2.1
Readiness by Region

Readiness of the Mercosur Countries

Argentina, Brazil, Paraguay, and Uruguay have gone through two boom
and bust cycles since the creation of their Southern Cone Common Mar-
ket, or Mercosur, a decade ago. Argentina and Uruguay were hit the hard-
est by the tequila effect of 1995 but recovered robustly; they then re-
gressed during the 1998-99 Brazilian crisis and their growth remains
anemic. Since the Miami Summit, average annual growth for Argentina
has been 1.9 percent and for Uruguay 1.6 percent. By contrast, Brazil
recorded positive if unspectacular growth in every year during that pe-
riod, growing by an average of 2.5 percent annually.

Trade among the Mercosur partners has grown rapidly since the bloc’s
inception in 1991, when intraregional trade totaled $5 billion and repre-
sented 11 percent of total exports of the four countries. Spurred by re-
newed growth in the region, the adoption of a common external tariff
(CET) in 1995, and increased intraregional investment, intra-Mercosur ex-
ports increased to $20.4 billion in 1998 before contracting to $15 billion
when the depreciation of the Brazilian real prompted a sharp drop in eco-
nomic activity in the region. However, Mercosur trade rebounded in
2000, with intraregional exports up about 20 percent to $18 billion, ac-
counting for more than 20 percent of total exports from the region (IDB
2000).”

The impressive progress over the past decade in promoting macro-
economic stabilization, financial and trade liberalization, and regulatory
reform has boosted foreign investment in the region. Over the period
1995-99, Brazil and Argentina registered the largest FDI increases in
South America, with cumulative inflows of $94.6 billion and $50.3 billion,
respectively (UNCTAD 2000). Foreign funds have been attracted in part
by the extensive privatization programs in both countries.

Brazil dominates Mercosur, accounting for approximately 70 percent of
the bloc’s GDP, almost 80 percent of its population, and two-thirds of its
total trade with the world (table 1.1 and IDB-INTAL 2000). Brazilian re-
forms have contributed significantly to regional growth by spurring new
investment in critical transport and telecommunications infrastructure
and in energy resources, and by reducing the fiscal drag of inefficient
state-owned enterprises on the public accounts.

7. To be sure, consolidation of the Mercosur is far from complete. Exceptions to the CET
granted to each country in 1995 will not be fully phased out until 2006, and coordinated
policies on tough trade-related issues such as antidumping, government procurement, and
services trade are still under development.
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If Mercosur is to continue to succeed, Brazil must sustain its reforms
and the region must avoid a new currency crisis. The Argentine economy
was hurt badly by the depreciation of the Brazilian real in 1999. Argentina
continues to suffer due to its overvalued peso, which erodes its trade com-
petitiveness and deters to some extent new investment in manufacturing.
The appreciation of the US dollar, to which the Argentine currency is
pegged, has caused the peso’s steady ascent. A new bout of macroeco-
nomic instability in Brazil would harm the economies of its partners,
straining intrabloc relations and possibly unraveling political support for
Mercosur. If the real floats lower, it will increase pressure on Argentina to
abandon its currency board regime or to revise the terms of its integration
arrangement with Brazil.

Unemployment is another problem area. Since its 1995 recession, Ar-
gentina’s annual urban unemployment rate has fallen from 17.5 percent
in 1995 to 15.4 percent in 2000, but in 1998 it had actually dropped to
12.9 percent before rising again. Uruguay’s unemployment rate increased
from 10.8 to 11.9 percent over the same period (ILO 2000). The unem-
ployment rate in Paraguay more than doubled since 1994 to 9.4 percent in
1999. In Brazil unemployment reached a 14-year high of more than 8 per-
cent during its financial crisis; it has fallen only slightly since then, to
7.5 percent in 2000.

Price Stability. All four Mercosur countries have shown impressive re-
ductions in inflation since the Miami Summit, with Brazil’s by far the
most dramatic (table 2.4). Brazil’s score of 4 on our scale, up from 0 in
1994, demonstrates the country’s tremendous progress in this area. The
drop in inflation since Plano Real was introduced in mid-1994 is the cor-
nerstone of Brazil’s economic revival. Brazil’s annual inflation rate plum-
meted from 2,477 percent in 1993 to 1.7 percent in 1998 before the finan-
cial crisis. The surge of inflation after the currency depreciation in early
1999 was remarkably well contained and Brazil’s inflation rate fell back to
6.6 percent in 2000.

Argentina’s annual rate of inflation since 1995 has been among the low-
est in the world, and earns the country a score of 5. However, consumer
prices actually fell in 1999-2000—not a sign of economic well-being—dur-
ing its extended recession. Uruguay and Paraguay also have reduced in-
flation since 1994, and both earn a score of 4. Uruguay’s recent progress
has been noteworthy. The Uruguayan consumer price index fell from 44.1
percent in 1994 to 5.7 percent in 2000; Uruguay’s three-year average of 6.2
percent earns a score of 4 (up from 0 in 1994). Paraguay also has cut its in-
flation rate substantially, down to an average of 9.8 percent from 1998
through 2000 despite fluctuating erratically from year to year.

Budget Discipline. Except for Brazil, budget discipline in the Merco-
sur economies has been relatively strong (see table 2.5). Paraguay and
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Argentina both recorded average budget deficits of 1.7 percent of GDP for
the 1998-2000 period, earning scores of 5 for budget discipline. By con-
trast, Uruguay’s deficits have grown through prolonged recession and the
three-year average deficit has widened to 2.7 percent of GDP, reducing its
score to 4.8

Brazil earns a score of 2 for its 1998-2000 average deficit of 5 percent of
GDP. Skyrocketing interest costs on government debt in the run up and
ramping down of the financial crisis in 1998-99 contributed to the sharp
deterioration in Brazil’s fiscal health. Nonetheless, Brazil has made no-
table progress since the crisis in early 1999 to rein in spending through ex-
tensive reforms of the pension system and civil service payrolls. As a re-
sult, the nonfinancial public sector deficit fell from 7.4 percent of GDP in
1998 to 3.4 percent in 1999.°

Gross National Savings. Low domestic savings is a critical problem for
Latin America as a whole, and particularly for the Mercosur region (table
2.6), which relies heavily on investment-led growth. Weak savings per-
formance has increased the region’s vulnerability to reductions in FDI.
Three-year average gross national savings rates of 16 percent in Brazil, 14
percent in Argentina, and 12 percent in Uruguay earned each of these
countries a score of 2. In each case, the savings to GDP ratio is down from
earlier in the decade. By contrast, Paraguay has markedly increased its
savings, which averaged 21 percent of GDP over the period 1997-99, earn-
ing it a score of 3.

External Debt. The external debt record of the Mercosur economies is
mixed (table 2.7). Argentina and Brazil remain two of the world’s largest
debtors. Argentina runs the second highest debt-to-exports ratio in Latin
America; its three-year average external debt-to-exports ratio of 482 (com-
pared to 424 in 1994) earns a score of 0. Brazil’s situation also has dete-
riorated since the mid-1990s due to the debt build-up during the recent
crisis. Its debt-to-exports ratio averaged 401 over the period 1998-2000,
earning a score of 1.

During the debt crisis of the 1980s, Uruguay and Paraguay accumu-
lated significantly smaller magnitudes of external debt than their Merco-
sur partners; they have had few problems in maintaining low average

8. Moreover, these figures do not include social security expenditures, which have long ab-
sorbed an overwhelming proportion of federal revenues. Uruguay has by far the largest so-
cial security budget (as a percent of GDP) of any country in Latin America as well as the
largest percentage of elderly population (IDB 1997).

9. If we counted the consolidated public sector deficit, which includes state-owned enter-
prises, the budgets of the 27 states and several hundred municipalities, the social security
system, the treasury, and the central bank, Brazil’s deficit would be significantly higher.
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levels of external debt as a percentage of exports over the past decade.
Paraguay has one of the lowest debt ratios (59 percent) in the hemisphere,
having significantly reduced its external debt in the late 1980s. Paraguay
and Uruguay, with three-year average debt to exports ratios of 59 percent
and 140 percent, respectively, earn scores of 5 each.

Currency Stability. Argentina, Uruguay, and Paraguay fare well on the
currency stability indicator (table 2.8), earning scores of 5. Brazil’s score
plummeted as a consequence of the large real depreciation of its currency
in 1999; its three-year standard deviation was 26, substantially higher
than in the 1990s, resulting in a score of 0.

Market-Oriented Policies. As a group, the Mercosur countries have un-
dertaken significant market reforms over the past three years pursuant to
implementation of the Uruguay Round agreements and the deepening in-
tegration arrangements in the region (see table 2.9). However, progress
has been in fits and starts; the Mercosur countries have taken two or three
steps forward for every step backward.

Of the four Mercosur members, Brazil has progressed the most in this
category since 1994. Privatization in Brazil took off in 1997 with the sale
of state-owned power distributors, cellular telephone concessions, and
the giant mining group, Companhia Vale do Rio Doce. Brazilian lawmak-
ers also have passed legislation eliminating the distinction between for-
eign and domestic firms, reduced many restrictions on foreign invest-
ment, and significantly improved protection of intellectual property rights.
Together these factors have helped raise the country’s score since 1994
from 3 to 4. It might have risen further but for Brazil’s numerous excep-
tions to Mercosur’s common external tariff, as well as incentives, tariff
hikes, and investment performance requirements affecting the automo-
bile sector.

Argentina rates a high score in this category. The country maintains a
generally open market for imports and has eliminated nearly all price
controls on goods and services. The financial market reforms undertaken
by Argentina in response to the 1995 tequila effect have put the country in
a stronger position to adjust to financial turmoil. New prudential controls,
supervision, and mandatory public disclosure, as well as broader partici-
pation by foreign financial service providers, have helped strengthen the
country’s financial sector. Argentina has also gone further with the priva-
tization of state-owned enterprises than most other Latin American coun-
tries, including the $13 billion sale of the oil company YPF in 1999. How-
ever, Argentina has slipped from our (in retrospect) overgenerous score of
5 to 4.5 over the past three years for raising a series of ad hoc, protection-
ist trade barriers—including the reintroduction of the “statistical tax” on
imports—in response to recurrent trade deficits. Political resistance to
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reforming intellectual property law also has contributed to the reduction
in Argentina’s score.!?

Uruguay and Paraguay score somewhat lower than their neighbors.
Uruguay’s progress in reducing the size of the public sector and liberaliz-
ing foreign investment has raised its score from 3 to 3.5. Paraguay’s slow
progress in privatizing and its long history of smuggling and commercial
piracy have kept its market-oriented policies score at 3 (see, for example,
Washington Post, 10 April 1998, A16).

Reliance on Trade Taxes. Argentina, Brazil, and Uruguay have consis-
tently relied on trade taxes for only a small percentage of their revenues
(table 2.10). Moreover, in Argentina and Uruguay the percentage of rev-
enue from trade taxes has shown a downward trend since the early 1990s.
Argentina, which earns a 4 for the 1996-98 period, saw revenue from
trade taxes drop from 15.8 percent of current revenues in 1990 to 6.6 per-
cent in 1998. Similarly, Uruguay’s reliance on trade taxes fell from 10.3
percent in 1990 to 3.6 percent in 1999, earning the country a score of 5.
Brazil has long relied on trade taxes for less than 5 percent of current rev-
enue, hence its score of 5.

Paraguay, on the other hand, relied heavily on trade taxes, which
reached 18 percent in 1995, but the percentage has fallen steadily. In 1999,
trade taxes comprised 10 percent of Paraguay’s revenues—good for a
score of 3.

Policy Sustainability. This indicator, which gauges the social welfare,
political rights, and civil liberties of a country’s citizens, measures the sus-
tainability of political support for domestic reforms. Here Uruguay earned
a policy sustainability score of 4.25 and Argentina a score of 3.88, due in
large part to their high scores on the UN Human Development Indexes
(HDIs). The United Nations has designated them as “high human devel-
opment” nations. In fact, Argentina ranks 35th and Uruguay 39th among
all nations. This reflects their relatively high living standards, life ex-
pectancies, and access to education. Furthermore, both countries are char-
acterized by fairly strong political rights and civil liberties, although con-
cern has been mounting about corruption at federal, state, and local levels.

Brazil and Paraguay receive relatively lower scores (3.13). Their HDI
rankings—Brazil 74th and Paraguay 81st overall—make them “medium
human development” countries. Moreover, Brazil earns a low score for
civil liberties because of its weak judiciary, frequent instances of police
brutality, and need for education reform (Freedom House 1997). Paraguay
earns a low score on political rights, due to recent election fraud and the
military’s influence on the civilian government.

10. Argentina’s law offers considerably less protection for rights holders than Brazil’s, and
has tended to inhibit foreign investment in specific sectors, especially pharmaceuticals.
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Readiness of the Andean Countries

After the Miami Summit, the Andean countries—Bolivia, Colombia,
Ecuador, Peru, and Venezuela—experienced several years of dynamic
growth, followed by a slowdown in 1998-99 from which they began to re-
cover in 2000. The deceleration was spurred by declining oil and com-
modity prices, infrastructure damage related to the El Nifio weather phe-
nomenon (especially in Ecuador and Peru), and political instability. In
turn, these factors contributed to a sharp decline in FDI throughout the re-
gion, except in Bolivia (ECLAC 1999).

Peru and Bolivia have averaged almost 4 percent growth during this
period, despite Peru’s slump in 1998-99 due to weak commodity prices.
By contrast, a major recession in 1999 pushed GDP down in Ecuador by
7.3 percent, in Venezuela by 6.1 percent, and in Colombia by 4.3 percent.
While the region recovered somewhat in 2000, the rise in unemployment
generated by the previous slump has not yet abated. Except for Bolivia,
urban unemployment rates in the region ranged from 10 to 20 percent in
2000 (ECLAC 2000a, table A-5).

Ecuador has been particularly unstable since 1994, both economically
and politically. The country has suffered through armed conflict with
Peru, domestic uprisings, and a major change in exchange rate policy—all
compounded by falling oil prices, an external financial crisis, and El Nifio,
which disrupted fishing and flooded farmlands. In January 2000, the new
government abandoned the sucre, adopting the US dollar as legal cur-
rency. A new package of economic reforms was introduced, but imple-
mentation has been hampered by uprisings against the removal of expen-
sive subsidies, especially for gasoline and cooking gas. In addition, there
have been five different presidents between 1996 and 2000. In February
1997, Congress ordered the removal of President Abdala Bucaram on
charges of corruption and mental incapacity; his successors, however,
have been unable to restore political stability or to hold office for long.

In Venezuela, the election in 1998 of President Hugo Chavez, leader of
a 1992 coup attempt, increased both political and economic uncertainty.
Constitutional reforms have provoked concerns about the concentration
of presidential powers; populist economic policies, including wage hikes
for military and civil servants, have raised questions about the durability
of Venezuela’s economic reforms (Financial Times, 16 November 1998). In
1999 the downturn in oil prices, coupled with a devastating mudslide,
caused Venezuela’s economy to shrink by 6 percent. With the sharp re-
bound in oil prices in 2000, Venezuela’s economy recovered to 3.5 percent
growth.

Colombia’s erratic economic performance has taken place against a
complicated political backdrop of conflict between the army and guerrilla
groups, the threat of US drug policy decertification, and presidential cor-
ruption scandals. The economy was also buffeted by the Asian and Brazil-
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ian financial crises of the late 1990s, and by a 1999 earthquake that dis-
rupted economic activity in the coffee-growing regions.

Price Stability. Bolivia and Peru have made substantial progress in
combating inflation since the early 1990s (table 2.4). Their inflation rates
for the period 1998-2000 averaged 4.5 and 4.7 percent, respectively, earn-
ing scores of 5 on our readiness scale. In Bolivia, inflation has been
brought under control since the mid-1990s due in part to a decline in the
government budget deficit and good harvests. In Peru, a tight monetary
regime initiated in mid-1995 has tamed inflation, in stark contrast to the
hyperinflation at the start of the decade.

Colombia’s performance has improved significantly since 1997, with
the inflation rate falling to single digits by 1999 and 2000 from an average
of about 20 percent in the mid-1990s.! The three-year average of 12.2 per-
cent earns Colombia a readiness score of 4.

Venezuelan performance early in the post-1994 period was dismal, with
annual inflation in 1996 exceeding 100 percent due to the removal of ex-
change and price controls and the depreciation of the bolivar. Since then,
the rate has dropped each year, although progress has been slowed by the
1998 wage hikes of about 75 percent to military and civil servants (Finan-
cial Times, 27 February 1998, ECLAC 1999). Venezuela’s score improves
from 1 in 1994 to 3.

Ecuador started off the decade with serious inflation and has seen a
steady deterioration since 1996 due to higher food prices, import duties,
and public utility rates. Since the introduction of dollarization in January
2000, inflation has begun to trend down. Nonetheless, in 2000, Ecuador
had the highest inflation rate (more than 100 percent) among the FTAA
countries; it retains a score of 0.

Budget Discipline. The governments of the Andean countries generally
maintained fiscal discipline over the period 1995-97, but budget deficits
subsequently widened as a result of increased outlays related to civil in-
surrection (Colombia), El Nifio damage, and other factors (see table 2.5).
The 1998-2000 average budget balances of 0.6 percent of GDP in Peru and
—1.5 percent of GDP in Venezuela earned them scores of 5 each. Peru’s suc-
cess results from both restrained government spending and steps taken in
1994 to broaden the tax base and improve the efficiency of tax collection.
Venezuela also has achieved a notable improvement over its 1992-94
average deficit of 7 percent.!? Fiscal policy in Venezuela is largely influ-
enced by oil prices. In 1996 and 1997, Venezuela ran a budget surplus as

11. Note that in 1999 Colombia’s methodology for calculating the CPI changed, with the
basket of items increased from 195 items to 405.

12. Support for Venezuelan banks following the 1994 financial crisis contributed to a jump
in the government budget deficit from 1.3 percent of GDP in 1993 to 13.8 percent in 1994.
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the 1996 currency devaluation boosted oil receipts in local currency terms;
in 1998, falling oil prices resulted in a large deficit. In 1998 and 1999 the
effects of the Brazilian financial crisis compounded the impact of the de-
clining oil price. Rising oil prices in 2000 again moved the budget into sur-
plus, but the gain was moderated by a 20 percent rise in pensions and
wages.

Bolivia’s fiscal position has improved since the early 1990s as the gov-
ernment has undertaken reforms such as the privatization of loss-making
state-owned enterprises. However, it worsened starting in 1997 due in
large measure to higher public spending on a new pension reform plan
with an estimated cost of 4 percent of GDP per year (ECLAC 2000b, 143).
The coca eradication program also strained the budget. Bolivia’s three-
year average deficit of 4 percent of GDP earns a score of 3.

In Colombia, expenditures resulting from mandatory outlays to local
governments have contributed to a slight deterioration of public finances
since 1995. External financial shocks, lower tax receipts, and a major
earthquake in the coffee-growing region increased the public sector deficit
to 6 percent in 1999. While the deficit moderated in 2000 to 3.6 percent, the
three-year average was 4.3 percent, earning Colombia a score of 3, down
from its 1994 score of 5.

In 1994 Ecuador received a budget discipline score of 5. However, in the
mid-1990s, its fiscal balance deteriorated due to wage hikes for public em-
ployees and subsidies for electricity and gas. In the late 1990s, the effects
of El Nifio combined with the fall in oil prices to push up the fiscal deficit.
Reforms introduced in conjunction with dollarization, as well as higher
oil prices, have helped lower the deficit to 1 percent of GDP in 2000. For
its three-year average deficit of 3.7 percent Ecuador also receives a score
of 3.

Gross National Savings. Bolivia earns a score of 2 for its 1998-2000 sav-
ings rate of 12.4 percent, the lowest in the region (table 2.6), but replacing
the corrupt and nearly bankrupt social security system with a private
pension system should help raise the savings rate over time. In Peru,
adoption of a private pension system and the government’s fiscal disci-
pline have contributed to a rise in the three-year average savings rate
from 13.0 percent of GDP in 1991-93 to over 18 percent in 1998-2000, in-
creasing its score to 3. With three-year average savings rates of 17 percent
and 15 percent, respectively, Ecuador and Colombia both rate a 2 on this
indicator, although Ecuador’s savings-to-GDP ratio has increased steadily
to 19.2 percent in 2000. Venezuela has improved dramatically since the
government’s profligate response to the 1993-94 crisis. The country’s
1996-98 average savings rate of 24 percent earns it a score of 4.

External Debt. Except for Venezuela and Colombia, the Andean coun-
tries are still recovering from the debt crisis of the 1980s (table 2.7). In
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1997, Bolivia qualified for debt relief as a heavily indebted poor country
(HIPC). Under this program, Bolivia’s public external debt will be re-
duced by about $448 million in net present value terms (World Bank 1998,
57). As a result, net foreign debt decreased slightly; coupled with im-
proved debt service capability, Bolivia now earns a score of 2—a marked
improvement from the 1994 score of 0.

Both Peru and Ecuador also receive a score of 2. In July 1996 Peru
rescheduled its debt with the Paris Club and was granted substantial re-
lief over the next three years, significantly easing its debt-servicing bur-
den. Ecuador’s efforts to negotiate debt relief have been more difficult. It
failed to complete an IMF standby agreement in 1998, complicating the
country’s renegotiation of arrears with the Paris Club (finally completed
in 2000).

Colombia’s debt ratio increased slightly, reducing its score from 4 to 3.
Venezuela, which by Latin American standards has traditionally had a rel-
atively small debt burden, receives a score of 5.

Currency Stability. Bolivia and Peru both earn a score of 5 for currency
stability. Others in the region have not fared so well (table 2.8). Colombia
devalued its peso late in 1997. Soon after, however, Colombia’s central
bank had to adjust the exchange rate band for the peso several times in re-
sponse to speculative attacks during the financial crises of 1998-99. After
its loss of investment grade status in the third quarter of 1999, Colombia
abandoned the currency band on 25 September—but not before the peso
had lost a third of its nominal value. For the peso’s standard deviation of
11 percent in 1998-2000, Colombia receives a score of 3.

Ecuador has suffered similar but broader problems. Like Colombia, it
expanded its currency band in the face of speculative attacks during the
1998-99 financial crises. In February 1999 Ecuador dropped the currency
band and allowed the sucre to float. In January 2000 the government de-
cided to abandon the sucre and adopt the US dollar as its currency. Its
standard deviation of 34 percent is the highest in the region and merits a
score of 0.

Venezuela’s bolivar was quite volatile in the mid-1990s, when the cen-
tral bank devalued the currency by 41 percent in December 1995 and then
adopted a 15 percent floating-band system. Currency volatility has stabi-
lized somewhat since 1998. The bolivar’s standard deviation of 5.2 per-
cent over the 1998-2000 period earns Venezuela a score of 4.

Market-Oriented Policies. Most of the Andean countries continue to in-
troduce market-oriented reforms. Bolivia earns a high score of 4.5 for its
open foreign investment regime, steady progress in liberalizing trade, and
comprehensive privatization program. Since 1994 the Bolivian govern-
ment has capitalized the largest state-owned enterprises, including the
national oil company, YPFB, for $834 million in December 1996 (Associ-
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ated Press Newswire, 6 December 1996) and ENTEL, the telephone com-
pany.!3 Bolivia has also implemented policies aimed at attracting invest-
ment to the hydrocarbon, electricity, and telecommunication sectors. In
1998, with IMF help, it began to overhaul its customs system, in part to
stem the high rate of customs-duty evasion. The Sanchez de Lozada ad-
ministration also enacted mining and hydrocarbons laws, improving
openness, transparency, and tax provisions for foreign investors in two of
the economy’s main sectors.

Colombia, which earns a score of 4.0, with a few exceptions maintains
a liberal foreign investment regime. Its privatization program accelerated
in 1996 with the sale of several hydropower plants. In 1997 the govern-
ment sold the two major electricity companies, Emgesa and Codensa, for
a total of $2.18 billion; the gas distribution company, Gas Natural; and
a concession to operate part of the national railway (Financial Times, 17
September 1997, 18). In late 1997 the government deregulated the tele-
communications sector, ending the monopoly enjoyed by state-owned
Telecom, but it continues to limit competition by maintaining stringent
conditions on market entry.

Peru has made the most dramatic improvement in this area, increasing
its score from 2 to 3.5. While Peru maintains some restrictive trade mea-
sures, it has taken substantial steps to eliminate price controls, improve its
investment regime, and privatize state-owned enterprises. While there
have been some delays in privatizing two electricity companies and units
of Petroperu, in 1996 the government privatized EGENOR and the La
Pampilla oil refinery and sold its remaining stake in Telefonica del Peru;
together, the sales raised approximately $1.6 billion (World Bank 1998).

Venezuela’s market-oriented policies receive a score of 3, down from 4
in 1994. Venezuela has one of the longest-running privatization programs
in the hemisphere. In recent years, however, several factors—political
opposition, poor administration, and the need to restructure the over-
whelming debt burdens of many state-owned enterprises—have caused
long delays in some of the largest privatization projects, most notably the
sale of aluminum plants held by the state holding company, Corporacién
Venezolana de Guyana (CVG).

Ecuador’s score also has fallen since 1994, from 3 to 2.5. Ecuador has
made little progress in privatization of state-owned enterprises and con-
tinues to limit or exclude foreign investment in many sectors. Corrup-
tion and administrative inefficiency, as well as lack of transparency in
the legal and regulatory systems, have contributed to the deterioration
in the investment climate. In 2000, as part of its Economic Transforma-

13. Capitalization involves giving a strategic investor a 50 percent stake in the privatized
company in return for management control and direct investment in the enterprise; the
other 50 percent is distributed to the public in the form of stock placed in the accounts of
the newly privatized pension system.
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tion Act, Ecuador committed to increase its value-added tax and reform
its labor laws; however, as of April 2001, these reforms had not yet been
implemented.

Reliance on Trade Taxes. Except for Ecuador, the Andean countries de-
rive just under 10 percent of current tax revenue from taxes on interna-
tional trade (table 2.10). This ratio has remained virtually unchanged since
the first half of the decade and earns each country a score of 4. In contrast,
Ecuador’s dependence on trade taxes has increased and probably is higher
than the latest published data (1997), so its score of 3 is probably inflated.

Policy Sustainability. Among the Andean countries, Colombia with
.764 and Venezuela with .770 have the highest HDI rankings. Both are
considered in the upper scales of “medium human development” coun-
tries, reflecting their relatively high life expectancy, literacy, school enroll-
ment, and per capita GDP. However, Venezuela’s score is downgraded
due to two coup attempts in 1992, suspensions of constitutional rights in
the mid-1990s, and political and economic volatility; Colombia’s score
suffers due to narcotics-related corruption and political violence. As a re-
sult, each receives a score of 3.25.

The highest overall score, 3.38, goes to Ecuador. However, its current
rating exaggerates the present state of political and civil liberties in that
country. Recent events, including demonstrations in response to eco-
nomic reform measures, banishment of the president, and broad accusa-
tions of corruption undoubtedly will worsen this score in the future.

Bolivia has the lowest HDI score because approximately 70 percent of
the population is living in poverty. However, Bolivia earns higher marks
for political and civil liberties. The government of Bolivia has taken mea-
sures to expand inclusion and transparency in decision-making through
programs such as National Dialogue 2000, in which representatives of
civil society analyze the allocation of debt relief funds (ECLAC 2000a, 33).

The lowest overall score in the region, 2.75, goes to Peru. Its HDI clas-
sifies it as a medium development country, but it gets low marks for civil
and political freedom under the former Fujimori administration.

Readiness of the Central American Countries

Since the Summit of the Americas in 1994, the five members of the Cen-
tral American Common Market and Panama have taken further positive
steps to strengthen their economic growth and improve their overall
readiness for economic integration. Central America is the only region in
which none of the countries decreased in ranking or in score. Despite
slowdowns in growth in 1996 and in 2000, the region experienced an av-
erage annual growth rate of nearly 4 percent from 1995 to 2000.
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The region has been helped economically by peace agreements in coun-
tries that were previously engulfed in civil wars. El Salvador experienced
a dramatic four-year period of growth after signing the Chapultepec
Peace agreement in 1992. Guatemala also has benefited from the Agree-
ment for a Firm and Lasting Peace, which went into effect in 1997, ending
several decades of civil strife. Strong performance in nontraditional ex-
port sectors contributed to average growth rates of 4.1 percent in Guate-
mala, 3.6 percent in El Salvador, and 3 percent in Honduras between 1995
and 2000. These three countries suffered the most from Hurricane Mitch
in 1998 and El Nifo in 1997, and also were affected by falling coffee prices
in the latter part of the 1990s.

Nicaragua posted the strongest GDP gains in the region, with average
annual growth of 5 percent that has helped the difficult recovery from the
civil unrest of the previous decade. Costa Rica also recorded strong
growth, with GDP gains of 8 percent in 1998-99. This was due in large
measure to Intel’s 1997 investment, which boosted foreign investment as
well as exports. Since the Miami Summit, the Costa Rican economy has
averaged 4.6 percent annual growth. Last but not least, Panama main-
tained a steady, if not stellar, economic performance throughout the pe-
riod, with average annual growth of 3.2 percent.

Unfortunately, remnants of earlier civil unrest are reflected in two con-
tinuing problems. First, foreign investors have been hesitant to return to
the region, except for Costa Rica, until the economic and political reforms
of the past decade are solidified. Second, urban unemployment remains
high, between 13 and 15 percent in Panama and Nicaragua; both coun-
tries have made only minor progress in reducing this problem since the
mid-1990s.

Price Stability. Overall, the Central American countries have made note-
worthy progress in bringing inflation under control (table 2.4). Nicaragua
has made the greatest strides, moving from an average annual inflation
rate of 296 percent and a score of 0 in 1994 to a rate of 11 percent and a
score of 4 in 1998-2000. El Salvador succeeded in reducing its annual in-
flation rate from 14 percent to 2 percent, earning it a score of 5.

Costa Rica’s progress has been more uneven, though generally improv-
ing since the mid-1990s. Recent increases in fuel prices and telephone and
public transport rates have led to annual inflation of more than 10 per-
cent, earning the country a score of 4. Similarly, Honduras and Guatemala
have cut inflation in half since the mid-1990s; both receive a score of 4.
Panama continues its excellent performance, with average inflation of 1.4
percent earning it a score of 5.

Budget Discipline. All the Central American countries except Nicara-
gua run deficits on average of 2 to 3 percent of GDP (table 2.5), and receive
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a score of 4. The deficits are somewhat higher than in the early 1990s, ex-
cept for Honduras and El Salvador.

The Honduran government deficit fell from 10 percent of GDP in 1993
to 1.5 in 1997, thanks to improved spending discipline (cutting thousands
of employees from bloated public payrolls), tax administration, and other
measures under an agreement with the IMF. Progress in this area was set
back, however, by the revenue shortfall and increased expenditures to re-
pair the damage from Hurricane Mitch in 1998. Nonetheless, its three-
year average deficit for 1998-2000 was 2.7 percent, less than half that of
1991-95.

El Salvador has averaged budget deficits of 2.2 percent of GDP
throughout the decade, despite extraordinary expenditures related to
Hurricane Mitch. However, the government now faces renewed budget
pressures due to recent earthquakes and outstanding pension claims.

Costa Rica’s budget deficit fell from 4.7 percent in 1994—sparked by in-
creased wage expenditures and interest payments—to 1.1 percent in 1998,
but has grown again in subsequent years, despite a rise in government
revenues. Increases in public sector salaries and debt-service payments
contributed to the increase.

Guatemala’s budget was almost in balance throughout the 1990s. In
1998, however, expenditures grew by over a third due to public sector pay
raises; increased spending on health, education, and low-income housing;
and increased debt-service costs. The government deficit rose to 2.2 per-
cent of GDP despite a 15 percent increase in tax receipts. Much of the
spending on social programs addressed economic commitments made in
conjunction with the peace accords. To date, fiscal reforms have not suc-
ceeded in raising tax revenues to the target level of 12 percent of GDP by
2002 to pay for these programs (The Economist, 24 February 2001, 38).

Panama has run small deficits throughout the 1990s, except for 1998,
when the deficit rose above 5 percent as a result of falling agricultural
prices and a reduction in demand for products from the Colén free zone
from Latin American trading partners who were affected by the various
financial crises. The deficit came back down in 1999-2000 to 2.3 percent,
reducing the three-year average to 3.4 percent—good for a score of 4.

Nicaragua’s performance has weakened considerably since 1991. It has
moved from a score of 5 in 1994 to a 3 for the 2001 indicators. A 1997 tax
reform package designed to broaden the tax base and improve trans-
parency and efficiency led to a considerable increase in tax receipts, but
the improvement was offset by outlays to redress Hurricane Mitch dam-
age and by election spending in 2000. The country’s overwhelming debt
obligations also continue to strain Nicaragua’s public finances.

Gross National Savings. Panama and Honduras score highest in Cen-
tral America (table 2.6). In 1998-2000, both countries averaged gross na-

tional savings of about 21 percent annually, earning each a score of 3. With
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average savings to GDP ratios of 17 percent for Costa Rica and 15 percent
for El Salvador, both earn a score of 2. Savings in Guatemala and Ni-
caragua remain anemic, earning each a score of 1, although Nicaraguan
savings have risen from the negative rates recorded in the first half of the
decade.

External Debt. Most of the Central American countries have their debt
service under control (table 2.7), with Costa Rica, El Salvador, Guatemala,
and Panama receiving scores of 5. The most improved country on this
indicator is Honduras, whose Paris Club renegotiations under Naples
terms, for which the poorest debtors are eligible, have brought its debt-to-
exports ratio from 311 in 1991-93 to 178 percent in the most recent three-
year period. It receives a score of 4.

At the other extreme is Nicaragua. Although Nicaragua has improved
its external debt position, it remains the most indebted country in the re-
gion and continues to receive a score of 0 for its three-year average
debt/export ratio of 750 percent (albeit down from the astronomical aver-
age of almost 3,300 percent in the early 1990s). In April 1998, Nicaragua
secured $1.8 billion in aid from a group of donor governments and in 1999
was granted a postponement of debt service from the Paris Club for
1999-2001, and forgiveness from Cuba, Austria, and Canada of total debt
of $99.5 million.

Currency Stability. Central America does remarkably well in this cate-
gory (table 2.8), with all countries but Guatemala achieving scores of 5.
Nicaragua’s crawling peg and Costa Rica’s daily adjustments have suc-
cessfully steadied their currencies. To decrease currency fluctuations even
further, the government of El Salvador in late 2000 announced that it
would adopt the US dollar as the national currency, as Panama has. Its
monetary integration act fixes the exchange rate at 8.75 colones to the dol-
lar and adopts the dollar as the unit of account in the financial system as
of January 1, 2001.

Market-Oriented Policies. Most of the countries in Central America
have been making steady progress in trade liberalization, privatization of
state-owned enterprises, and deregulation of specific goods and services
sectors (table 2.9). The Central American Common Market (CACM) has
promoted the harmonization of tariff schedules, with the common exter-
nal tariff (CET) ranging up to 20 percent and limited to a maximum of 15
percent for capital goods and raw materials. However, the CET still has a
wide dispersion among tariff lines due to notable exceptions in national
tariff schedules: for example, Nicaragua has a longer phase-in for the CET
and Honduras has been given extra time to reduce its import surcharges.

El Salvador, Guatemala, and Honduras (the Northern Triangle) have
negotiated FTAs with Costa Rica, Nicaragua, and Mexico. The Central

READINESS INDICATORS FOR LATIN AMERICA AND THE CARIBBEAN 41

Institute for International Economics | http://www.iie.com



http://www.iie.com

American countries together concluded an FTA with Chile in 1999 and
currently are negotiating with Panama. Costa Rica has also negotiated an
FTA with Canada (signed in April 2001).

Costa Rica and El Salvador earn the highest scores in this indicator—
both achieve a 4.5. The maintenance of an open foreign investment regime
and aggressive trade liberalization earned Costa Rica its high score. Since
1995 authorities have lifted most price controls, ended the state monopoly
on savings and checking accounts, and reformed the tax system. How-
ever, planned telecommunications privatization has been delayed and the
state still plays an active role in electricity and some financial services.

El Salvador’s score reflects the comprehensive reform program intro-
duced in late 1994, under which authorities have eliminated tariffs on raw
materials and capital goods and substantially reduced other tariffs. The
government also adopted a private pensions system and privatized the
two main electricity distribution companies as well as the National
Telecommunications Administration (ANTEL). In addition to the free
trade agreement with Mexico, El Salvador participated in FTAs with the
Dominican Republic, Panama, and Chile.

Panama receives a score of 4 for its generally market-oriented policies.
Its investment climate has improved as a result of legislation passed in
1995 and 1996 promoting competition and offering investors fiscal incen-
tives. In late 1997, as part of its accession to the WTO, the government
lowered the maximum tariff to 15 percent and reduced import licensing
and phytosanitary barriers. The number of steps in the tariff scale was re-
duced from 198 to 5. The government also has privatized telecom-
munications and several ports, as well as 49 percent of the hydroelectric
and 51 percent of the thermal power companies. Banking reforms have
been implemented, including the creation of a superintendent of banks.
Panama has been negotiating FTAs with the other Central American
countries, Chile, and Mexico.

Guatemala and Honduras each receive a 3. Despite some progress, both
maintain numerous price controls and burdensome customs procedures.
In Honduras a new mining law was passed in 1999 to attract foreign in-
vestment. In Guatemala, the average effective tariff has been lowered to
5.7 percent, and two electricity-generating plants and the telecommunica-
tions company were privatized in 1998.

Nicaragua receives the lowest score in the region, 2.5, which nonethe-
less is up significantly from the mid-1990s. Nicaragua still suffers from the
overexpansion of the public sector during the Sandinista era; reforms
have proceeded slowly and government corruption continues to hinder
investment. Privatization has lagged and selective tariffs have been in-
creased: in 1999 Nicaragua applied a 35 percent tariff against Honduras in
a maritime border dispute; in 2000 duties on some sensitive products—
powdered milk, rice, sorghum, and yellow corn—were raised above their
ceiling rates of 10 percent. Nicaragua allows 100 percent foreign owner-
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ship but corruption, arbitrary enforcement of regulations, and inadequate
infrastructure are disincentives to foreign investment. Legislation was
passed privatizing the Banco Nicaraguense de Industria y Comercio and
the last state-owned bank is approved for partial privatization. Approval
was also granted for the privatization of the telephone and the electricity
companies.

Reliance on Tariff Revenues. Except for Costa Rica, all countries in the
region derive a substantial share of current revenues from taxes on inter-
national trade (table 2.10). Because Costa Rica reduced its dependence on
trade taxes to less than 6 percent of total revenues in 1999, it earns a score
of 4. El Salvador’s reliance on trade taxes has declined significantly, from
17 to 11 percent, since the introduction of the 1995 tariff reforms—good
for a score of 3. Guatemala earns 13 percent of current revenue from trade
taxes, down from 20 percent in the mid-1990s, and also receives a score of
3. By sharply reducing its dependence on trade taxes from more than 30
percent in the early 1990s to 16 percent in 1998, Honduras earns a score of
2. Nicaragua and Panama still rely on trade taxes for a fifth of their cur-
rent government revenue. Indeed, since the early 1990s those countries
have become increasingly reliant on such revenues, causing their scores to
drop from 2 to 1.

Policy Sustainability. Because both Costa Rica and Panama have rela-
tively high standards of education and health and social welfare pro-
grams, they earn scores of 3.5 for their HDIs (table 2.11). Freedom House
classifies both as relatively free countries in terms of civil and political lib-
erties. The remnants of civil unrest earlier in the decade weigh down the
performance of the other four countries, none of which achieves a score
higher than 2.5 on the HDL

However, significant recent progress in democratic reforms improves
the scores of the other countries of the region on political rights and civil
liberties, with El Salvador scoring a 3.8, Honduras and Nicaragua, 3.5,
and Guatemala, 3.3. These scores reflect significant improvements since
the Miami Summit. But when the two factors are combined, only Costa
Rica and Panama receive high scores—4—for the policy sustainability
indicator. The other scores range from 3.13 for El Salvador to 2.63 for
Guatemala.

Readiness of the Caribhbean Countries

Since the 1994 summit, most countries in the Caribbean Basin have
recorded solid growth and continue to make modest progress in reducing
inflation, budget deficits, and barriers to trade and investment. GDP-
weighted economic growth in the Caribbean region averaged almost
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5 percent annually from 1995 through 2000—due primarily to the excel-
lent performance of the Dominican Republic, which represents almost
half of Caribbean GDP and grew at an annual average of 7.7 percent. In
addition, Trinidad and Tobago grew by 4.5 percent a year since 1994,
spurred by dynamism in agriculture and construction and the recent re-
vival of the energy sector. However, job creation has not kept pace with
growth in these two countries; in 2000 the Dominican Republic had an un-
employment rate of 13.9 percent and in Trinidad and Tobago the unem-
ployment rate was 12.8 percent (ECLAC 2000a).

The small countries of the Organization of Eastern Caribbean States—
Antigua and Barbuda, Dominica, Grenada, St. Kitts, St. Lucia, and St. Vin-
cent—have also performed relatively well despite widespread hurricane
damage and banana trade wars. Most registered average annual growth
rates of 3 to 5 percent over the 1995-2000 period (see table 1.1).

Despite the general economic expansion in the region, a few countries
have lagged behind their neighbors. Economic growth in Jamaica has
been stagnant throughout the 1990s, and actually contracted slightly in
1995-2000. High real interest rates have exacerbated problems in the fi-
nancial services sector and compounded poor performance in mining and
manufacturing. Sluggish growth has been accompanied by high rates of
unemployment, which in 2000 equaled almost 16 percent of the workforce
(ILO 2000). Unemployment, in turn, has exacerbated the country’s urban
crime problems.

Haiti remains the poorest country in the hemisphere. It has recovered
only slowly from the 1991 military coup and subsequent economic sanc-
tions imposed by the United Nations to oust the regime of Raoul Cedras.
Haiti’s economy recorded negative growth for the decade of the 1990s,
even though GDP grew by an average of 2.5 percent annually from 1995
to 2000. Not surprisingly, Haiti is the least prepared for economic integra-
tion; its readiness score is only 1.97. Haiti’s problems seem intractable and
its prospects for growth uncertain.

Many countries in the Caribbean remain vulnerable to boom-bust cy-
cles due to their heavy reliance on a single commodity or service, such as
oil (Trinidad and Tobago), tourism (the Bahamas), or bananas (much of
the region). One only has to look to the experience of Trinidad and Tobago
in the 1980s, when the sudden decline in oil prices transformed a period
of unprecedented prosperity into nearly a decade of negative growth, to
realize that the continuation of diversification of economic output will be
integral to the stability and growth of these countries in the years to come.
Countries need to

® diversify away from single crops or commodities,
B increase value-added services and light manufacturing,

B extend fiscal reforms,
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B diversify the tax base, and

B boost investment in infrastructure.

FDI is particularly important for the future growth of the region. In
1994-98, St. Vincent, Trinidad and Tobago, Guyana, St. Kitts, and St. Lucia
all relied on FDI inflows for 25 to 50 percent of gross fixed capital forma-
tion (UNCTAD 2000). FDI inflows into the Caribbean region have grown
from an annual average of $1.1 billion in 1994-96 to $2.8 billion in
1997-99. However, some of the smaller island nations (Dominica, St. Vin-
cent, and Antigua and Barbuda) have had a decline in FDI during this pe-
riod. The region clearly needs to continue to attract FDI; to that end it
should accelerate the pace of national privatization programs particularly
in telecommunications and other infrastructure sectors.

Price Stability. Inflation is under control throughout most of the
Caribbean region (table 2.4). The Bahamas, Barbados, Belize, Trinidad and
Tobago, and the six Eastern Caribbean countries, all with traditions of low
inflation, recorded three-year average annual inflation rates of less than 5
percent, earning each a 5. However, both St. Kitts and St. Lucia have had
a sharp run-up in prices over the past two years that, if not abated, will
yield a lower score in coming years.

The Dominican Republic, Guyana, and Jamaica have made solid
progress in combating inflation; their three-year average rates of less than
10 percent earn scores of 4. Jamaica has achieved the most dramatic re-
duction in inflation, in sharp contrast to its problems in other areas of the
economy. In 1997 its consumer price index fell to single digits for the first
time in nearly a decade; its inflation in 1998-2000 averaged 8 percent
(compared to 40 percent in the first half of the decade). It scores a 4. Haiti
also earns a score of 4 for price increases that averaged 11 percent in
1998-2000, although that score is at risk because the inflation rate has
moved up sharply from its low point in 1998 to 15.3 percent in 2000.

The outlier in the region is Suriname. After years of triple-digit inflation
caused by economic mismanagement and political instability, in January
1996 the central bank pegged the guilder to the US dollar to stabilize
prices. The exchange rate peg and the return of fiscal discipline in 1995 to-
gether brought the inflation rate down to 1.2 percent in 1996. However, in
1997 inflation rose to 17.4 percent and spiraled above 100 percent in 1999.
For the period 1997-99, inflation averaged 51 percent and Suriname’s
readiness score fell to 0 on this indicator.

Budget Discipline. On the whole, the Caribbean countries perform
quite well on the budget discipline indicator (table 2.5). Trinidad and To-
bago and St. Lucia earn scores of 5 for maintaining, on average, small cen-
tral government budget surpluses over the past three years. Five other
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countries also receive high marks for small deficits between 1 and 3 per-
cent of GDP.

Interestingly, this indicator is one area where Haiti has done well. Steps
taken in 1995 to enhance revenues and reduce tax evasion—together with
efforts to control expenditures—have contributed to a sharp reduction of
the deficit from over 4 percent in 1995 to an average of 1.7 percent in
1998-2000, and earn Haiti a score of 5.

The average budget deficits of Guyana (4 percent), Dominica (4.7 per-
cent), and Jamaica (4.2 percent) earn those countries scores of 3. Jamaica’s
improvement in this area has been notable since 1996, when the govern-
ment spent hundreds of millions of dollars to restructure the troubled
financial services sector and bail out several of the country’s leading
banking and insurance institutions (see, for example, Financial Times, 25
February 1998, 5). As a result, Jamaica’s budget deficit soared to 9.2 per-
cent in 1996. Higher consumption taxes in 1999 contributed to a gradual
reduction of the fiscal deficits, which averaged 4.2 percent in 1998-2000.

After a brief period of fiscal probity, Suriname has returned to its prof-
ligate ways. Its budget surplus in the mid-1990s was eroded by wage
hikes and subsidies that contributed to an average deficit of 7.6 percent in
1997-99, earning it a score of 1.

Gross National Savings. Savings performance in the Caribbean coun-
tries (table 2.6) is mixed (data are not available for the Bahamas). Grenada,
which recorded a three-year-average gross national savings rate of 27 per-
cent for the period 1995-97, the highest in the hemisphere, earns a score
of 5. Jamaica earns a 4 for its savings-to-GDP ratio of 25.4 percent in
1998-2000, a substantial improvement from the first half of the decade.
The Dominican Republic with average savings of 21 percent and Do-
minica with 22 percent also earn scores of 3. Barbados, Belize, Trinidad
and Tobago, Guyana, and St. Kitts each earn 2 for average savings rates
between 13 percent and 18 percent. However, the latter two countries
sharply reduced their savings in 1999-2000 to 10 percent, and risk sliding
down our readiness scale.

By contrast, several countries face more serious savings shortfalls. The
persistently low savings rates of St. Lucia at 11.9 percent and St. Vincent
at 8.6 percent earn scores of 1. Suriname also receives a 1; however, its sav-
ings fell dramatically from 24 percent in 1997 to 5.4 percent in 1998-99 and
is likely to join Haiti at the bottom of our scale when data for 2000 are
available. Haiti receives a score of 0 for a dismal 1998-2000 average sav-
ings rate of 3.9 percent.

External Debt. Most countries in the region have maintained low and
manageable debt-to-exports ratios over the past three years (table 2.7).
During the debt crisis of the 1980s, few Caribbean countries accrued the
magnitudes of debt accumulated in other parts of Latin America. More-
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over, many Caribbean nations—including the Dominican Republic and
Barbados—have steadily reduced external debt during this period.
St. Vincent is the only country that substantially increased its debt service
burden; its average debt-to-exports ratio rose to 198 in 1996-98 from 64 in
the early 1990s, dropping its score from 5 to 4.

Except for St. Vincent, Guyana, and Haiti, all countries in the region
earn scores of 5 for their debt-to-export ratios of less than 150 percent.
Guyana and Haiti continue to suffer from heavy debt burdens, but both
have reduced their debt ratios by more than half, to 228, from the first half
of the decade. Their scores thus rise from 0 to 3. In the mid-1990s the Paris
Club granted both countries a debt reduction package at Naples terms, for
which the poorest debtors are eligible. Guyana further reduced its debt in
December 1997, when the IMF and the World Bank approved a reduction
package under the HIPC Initiative.

Currency Stability. Most of the Caribbean countries experienced very
little real exchange rate volatility throughout the 1990s; all but Dominica
and Guyana earn scores of 5 for currency stability during the most recent
three-year period (table 2.8). The six members of the Eastern Caribbean
Central Bank have had their currency, the Eastern Caribbean dollar,
pegged to the US dollar since 1976; combined with low inflation rates this
has limited real exchange rate movements to very narrow bands. The
same holds for Barbados.

The currencies of other Caribbean countries have remained stable since
the early 1990s, when they devalued or introduced market-determined
exchange rates as part of economic reform programs. For instance, when
Trinidad and Tobago allowed the dollar to float in 1993, the real exchange
rate depreciated sharply; since then it has remained quite stable. Jamaica’s
real exchange rate has appreciated markedly since 1992, particularly since
monetary policy was tightened in 1994, but was relatively stable in
1998-2000. Even Haiti has maintained a fairly stable real exchange rate
since 1997.

Market-Oriented Policies. Most Caribbean countries have made slow
but steady progress in opening their economies to competition and pri-
vate sector participation (table 2.9). On our market-oriented policies scale,
only Barbados and Trinidad and Tobago earn a score of 4. Trinidad and
Tobago has eliminated stamp duties, lowered the general customs tariff,
and privatized the airline, flour mills, and the water company. Barbados
has introduced extensive tax reforms and maintains an open investment
regime.

Several countries have improved their scores modestly since 1994. The
Dominican Republic has made the most progress, increasing its score
to 3.5 from 2 in 1994. This upgrade reflects the adoption of laws opening
the foreign investment regime and allowing for partial privatization of
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30 state-owned enterprises. However, corruption and red tape continue to
impede the enforcement of laws and regulations and the tariff range—>5 to
35 percent—remains wide.

The market-oriented indicator for the Bahamas, Belize, Jamaica, St.
Kitts, and St. Lucia has improved from 3 to 3.5. The Bahamian govern-
ment has divested all but one of the largest hotels and further liberalized
its investment regime. Jamaican authorities have privatized state-owned
enterprises and streamlined customs procedures.

Haiti with a score of 1 and Suriname with 1.5 fare worse than their
neighbors on this indicator; their scores are the lowest in the hemisphere.
Although they have made some progress in removing or reducing subsi-
dies, quotas, and tariffs, both governments continue to dominate their
economies, many price and exchange controls remain in place, and their
business climates are unfriendly. Guyana’s score of 2 reflects its reluctance
to implement the ambitious privatization program stipulated by agree-
ments with the IMF and World Bank.

Reliance on Trade Taxes. As a whole, the Caribbean countries rely more
heavily on trade taxes as a source of current revenue than any other re-
gion in the hemisphere (table 2.10). Because the six Eastern Caribbean
States, the Bahamas, Belize, the Dominican Republic, Jamaica, and Suri-
name all depend on trade taxes for more than 25 percent of current gov-
ernment revenue, they each earn a score of 0. The Bahamas, Dominica,
and St. Vincent rely on such taxes for more than 40 percent of their cur-
rent tax revenues.

Trade reforms since the early 1990s have had very little impact on re-
liance on trade taxes within the region. St. Lucia and St. Vincent have
phased out foreign exchange taxes, but have offset the loss in tax revenue
with increases in other trade-related taxes, such as the customs service fee.

Taxes on international trade account for only 9 percent of current rev-
enues for Barbados and 7 percent for Trinidad and Tobago, earning them
scores of 4, the highest in the region. Both derive a larger share of rev-
enues from corporate, consumption, and income taxes. Barbados’ score
has improved since 1997, when a value-added tax replaced various trade
and other taxes. Trinidad and Tobago receives nearly a quarter of its cur-
rent revenue from oil-related sources, including taxes on oil corporations.

Policy Sustainability. Most Caribbean countries have relatively high
standards of social and political development (table 2.11), as measured by
the UN Human Development Index (HDI) and the Freedom House index
of civil liberties and political rights. Barbados and the Bahamas receive
both the highest HDI rankings in Latin America and the Caribbean and
top scores for democratic governance and freedom of expression, so Bar-
bados earns 4.75 and the Bahamas 4.5 for this indicator. Belize, Dominica,
Trinidad and Tobago, Grenada, and St. Kitts receive scores of 4.00 to 4.25
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for HDIs of .775 to .799, fair elections, protection of constitutional rights,
and freedom of expression. St. Lucia and St. Vincent receive high marks
on the Freedom House rankings but lower HDI grades, cumulating in a
score of 3.75.

Antigua and Barbuda (3.63), Jamaica (3.50), the Dominican Republic
(3.38), Suriname (3.50), and Guyana (3.50) earn lower policy sustainability
scores because their political and civil rights records are weaker. Problems
in these countries include fraudulent elections in the Dominican Repub-
lic, police brutality in Guyana, narcotics-related and politically motivated
violence in Jamaica, and a weak judiciary and dangerously overcrowded
prisons in Suriname (Freedom House 1997).

Haiti trails the rest by a wide margin with a policy sustainability score
of 1.00. Haiti is among the 20 least developed countries in the world, as
evidenced by its low HDI of .440. In addition, it has been plagued by po-
litical instability, violence, and military interference in government affairs.
Haiti’s political rights rating has improved since 1994, from a very low
base, as a result of greater public participation in the political process,
even though international observers continue to criticize the conduct of
elections.

Readiness of the Chilean and Mexican Economies

Economic reforms in Chile and Mexico date back to the early to mid-1980s
and underpin the relatively strong performance of those economies com-
pared to their Latin American trading partners. At the time of the Miami
Summit, they ranked first and second, respectively, on the readiness scale.
Both improved their scores since then, though they have fallen slightly in
the rankings (table 2.3).

Chile receives the second highest readiness score in the LAC region.
Economic growth has been robust with average annual growth of 5.6 per-
cent from 1995 to 2000 despite a small recession in 1999. This strong per-
formance has been abetted by sharp increases in FDI in the copper indus-
try and in energy and transport networks linking the Chilean market to
its Mercosur neighbors. However, its current account deficit has been de-
teriorating due to slower growth in Asia (and more recently North Amer-
ica and Europe), which has precipitated a prolonged decline in copper
prices—Chile’s main export—to below 75 cents per pound in April 2001
(Economist Intelligence Unit, Business Latin America, 7 May 2001).

Mexico’s progress has also been dramatic but more erratic than that of
Chile. As noted earlier, Mexico was beset with a severe currency crisis im-
mediately after the Miami Summit, which led to a deep recession in 1995.
GDP declined by more than 6 percent, inflation soared above 50 percent,
and real wages plummeted. But Mexico’s recovery has been impressive.
From 1996-2000, Mexico has averaged 5.5 percent annual growth, infla-
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tion has been reduced again to single digits, employment has increased
substantially, and real wages in manufacturing have rebounded.

Price Stability. During the 1970s, Chile suffered from triple-digit infla-
tion; in the 1980s inflation rates of 20 to 30 percent were the norm. Since
new budget disciplines were imposed in 1994, however, inflation has been
in single digits and generally declining. Chile’s score improved from 4 to
5 with annual inflation averaging 3.8 percent from 1998 to 2000 (table 2.4).
Mexican inflation has declined sharply since 1995, when its currency
devaluation, a highly restrictive monetary policy, and increased value-
added taxes caused a spike in the inflation rate. Since then Mexican offi-
cials have restrained spending and eased monetary policy grudgingly
and slowly. In 2000, inflation fell below 10 percent for the first time since
the peso crisis; Mexico’s three-year average annual inflation rate of 13 per-
cent earns a score of 4.

Budget Discipline. Until 1999, Chile was one of the few countries in the
region with a recurrent central government budget surplus. Years of rapid
economic growth and tax reform—including tax increases on fuel and cig-
arettes and measures to close loopholes—augmented government rev-
enues. However, weak copper prices and the economic slump in the Mer-
cosur led to small deficits in 1999-2000. From 1998 to 2000, Chile’s budget
deficit averaged 0.4 percent and it maintains its score of 5 (table 2.5). Sim-
ilarly, Mexico has maintained tight budget discipline throughout the
1990s, in sharp contrast to the double-digit deficits of the previous decade.
It rates a score of 5 for its average deficit of 1.1 percent of GDP over
1998-2000. However, this good performance does not account for the ex-
tensive liabilities related to the restructuring of the banking system, which
will burden fiscal policy in coming years.

Gross National Savings. Chile recorded relatively high national sav-
ings due to public sector surpluses, an innovative private pension system,
and tax reforms that spurred corporate savings. High national savings
have helped sustain capital formation at a rate of 25 percent of GDP,
which has been a driving force of the country’s economic growth. Al-
though Chile’s savings rate has declined from an annual average of more
than 25 percent of GDP in the first half of the 1990s to 21.4 percent in
199799, it earns a score of 3 (table 2.6). Mexico’s savings rate has in-
creased substantially since the early 1990s and has exceeded 20 percent
since 1996. Its 1997-99 average savings rate of 21.7 percent also earns a
score of 3, up from 2 earlier in the decade.

External Debt. Prudent debt management has helped maintain Chile’s
external debt burden at a small and manageable level. Its debt-to-exports

ratio averaged 169 percent from 1998-2000, earning a score of 4 (table 2.7).
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However, the debt-to-exports ratio increased from 114 percent in 1995 to
176 percent in 1999 due to a sharp rise in private sector borrowing and
stagnating export revenues before recovering a bit in 2000. Mexico’s total
disbursed external debt remains virtually unchanged since the Miami
Summit, but rapid export growth has significantly lowered its debt-to-
exports ratio. Its three-year average debt ratio fell to 109 percent of GDP
and its score improved to 5.

Currency Stability. Chile’s real effective exchange rate index has been
relatively stable since the mid-1990s. Its three-year standard deviation in
the exchange rate index of 3.2 percent earns it a score of 5. After the cur-
rency volatility generated by the peso’s depreciation in 1995 and then
sharp appreciation in 1996, Mexico’s currency has also stabilized to a sig-
nificant extent. Its three-year standard deviation declined from over 15
percent in 1994-96 to 6.1 percent in 1998-2000, earning Mexico a score of 4.

Market-Oriented Policies. Chile is the only country in the LAC region
to receive a score of 5 for its market-oriented policies (table 2.9). Its trade
and investment regime is among the most open in Latin America. It main-
tains a uniform tariff schedule, with a single rate of 9 percent that is sched-
uled to fall to 6 percent by 2003. Moreover, Chile is an associate member
of Mercosur and has signed FTAs with many countries in the hemisphere,
so many imports benefit from tariff preferences or already enter the coun-
try free of duty. Like many countries, however, Chile still maintains some
restrictions on investment in fishing and maritime services and on agri-
cultural imports.'4

Mexico has significantly liberalized its trade and investment policies as
a result of extensive unilateral reforms since 1985 and obligations under
the NAFTA and numerous other bilateral FTAs with other LAC countries
and with the European Union. Moreover, Mexico generally avoided new
trade restrictions in its response to the peso crisis,!®> and accelerated the
implementation of investment reforms, particularly in financial services,
to spur its recovery. It has also privatized several ports, rail lines, and
satellites; however, it maintains state monopolies in o0il and gas explo-
ration and development and key petrochemicals. It earns a score of 4.5 for
the extensive reforms implemented since the Miami Summit.

Reliance on Trade Taxes. During the 1990s, Chile relied on trade taxes
for 7 to 10 percent of its current tax revenue (table 2.10). This ratio has

14. Chile’s associate membership in the Mercosur provides for transition periods of up to 18
years for some farm trade barriers.

15. However, Mexico increased tariffs on textiles, apparel, and footwear from non-NAFTA
countries to 35 percent during the peso crisis to provide import relief for domestic indus-
tries already adjusting to NAFTA reforms.
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fallen somewhat over the past several years as a result of various tax re-
forms, and should decline further as the uniform tariff rate is reduced
gradually to 6 percent. From 1997-99, trade taxes accounted for 7.7 per-
cent of government revenues, earning Chile a score of 4. Mexico also de-
rives a small and declining proportion of current tax revenues from trade
taxes. It receives a score of 5 for trade taxes that averaged only 4 percent
of current revenues in 1996-98.

Policy Sustainability. Chile’s democratic institutions are among the
strongest in Latin America, and most laws limiting civil liberties and
freedom of speech imposed during the Pinochet era have been elimi-
nated. Chile’s standard of living is one of the highest in the LAC region
as well; the UN rates it as a “high human development” country. Chile
earns a score of 4 for both its strong HDI ranking and its political/civil
liberties indices (table 2.11). Mexico receives slightly lower scores on the
HDI, which classifies it near the top of the “medium human develop-
ment” countries, and on the Freedom House indices of political and civil
liberties due to persistent crime and corruption. However, Mexico’s
political rights score should improve markedly due to the dramatic suc-
cess of opposition parties in federal and state elections, especially the vic-
tory of Vicente Fox in the 2000 presidential campaign that ended seven
decades of single party rule. Overall, Mexico receives a score of 3.38 for
this indicator.
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