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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs and Development (G-24). The G-24
was established in 1971 with a view to increasing the analytical capacity and the
negotiating strength of the developing countries in discussions and negotiations in the
international financial institutions. The G-24 is the only formal developing-country
grouping within the IMF and the World Bank. Its meetings are open to al developing
countries.

The G-24 Project, which isadministered by UNCTAD’sDivision on Globalization
and Development Strategies, aims at enhancing the understanding of policy makersin
developing countries of the complex issuesin the international monetary and financial
system, and at raising awareness outside developing countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch papers are discussed among experts and policy makers at the meetings
of the G-24 Technical Group, and provide inputs to the meetings of the G-24 Ministers
and Deputiesin their preparations for negotiations and discussions in the framework of
theIMF sInternational M onetary and Financial Committee (formerly Interim Committee)
and the Joint IMF/IBRD Development Committee, as well asin other forums.

The Project of Technical Support to the G-24 receives generous financial support
from the International Devel opment Research Centre of Canada and contributions from
the countries participating in the meetings of the G-24.
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Abstract

This paper analyses the macroeconomic impact of East Asia’s growing demand for
primary and industrial commoditiesin four Latin American countries— Brazil, Chile,
Peru and Venezuela. The paper shows that whilst the export boom has contributed to
improved external accounts in these countries, it has posed the challenge of how to
manage the surpluses. Policy makersin the region have responded by pursuing prudent
macroeconomic management policies. Venezuela isthe only country that hasincreased
public expenditure significantly, mainly in the social sectors. A striking finding is
that in Peru, government revenues from the mining sectors are very small. A further
finding is that public investment in the four countries has not increased in line with
the increase in surpluses. However, foreign investors have demonstrated interest in
investing in the extractive sectorsin these countries. This paper concludesthat Latin
American countries benefiting from the ongoing upward trend in commodity prices
should do more to increase investment, especially in the infrastructure sectors. They
should also avoid excessive currency appreciation, which undermines the competi-
tiveness of their manufactured exports, which are the onesthat really create jobs and
value added, and through export diversification contribute to reduced variability in
the terms of trade.
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EAST ASIA’S GROWING DEMAND FOR PRIMARY
COMMODITIES-MACROECONOMIC
CHALLENGESFOR LATIN AMERICA

Ricardo Gottschalk and Daniela Prates

. Introduction

Latin America’ s exports have shown increased
dynamism in the past couple of years as a result of
the strong demand for the region’s primary com-
modities, both mineral and agricultural, coming
mainly from Asian countries and Chinain particular.

The export surge has been widespread across
the region. Argentina and Brazil have witnessed
growing demand for soybeans; Chile and Peru for
copper; Ecuador, Mexico and Venezuela for oil;
Honduras and Nicaragua for coffee, and so forth.
The growing demand for and rising prices of these
and other primary products have led to higher ex-
port revenues, growing trade surpluses, and even the
emergence of current account surpluses, avery unu-
sual feature for many countriesin the region. Partly
as aresult of the export boom, GDP has picked up
in the region, reaching nearly 6 per cent in 2004
(ECLAC, 2005).

While the export-led growth has been a posi-
tive development in Latin America, the region’'s
policy makers have also faced the challenge of how
to manage the boom to avoid possible undesirable
side effects on the economy and to maximize gains
in the long term. How are the countries managing
their foreign exchange surpluses? Are they accumu-
lating foreign reserves, letting their domestic cur-
rencies appreciate, or both? What other foreign
exchange management policies are Latin American
countries conducting in response to the growing
availability of foreign exchange? How have the
growing export-related rents been internalized into
the countries? What sectors have appropriated the
rents, and what have been their fiscal impacts? How
similar or different have appropriation and manage-
ment of these rents been across countries? Isthere-
gion witnessing higher investments in the most
dynamic export-oriented industries? Are new invest-
ments in the infrastructure sectors taking place, and
if so how are they being financed?

* Thiswork was carried out under the UNCTAD Project of Technical Assistance to the Intergovernmental Group of Twenty-
Four on International Monetary Affairs and Development with the aid of a grant from the International Development Research
Centre of Canada. The authors would like to thank Chandra Hardy and Alfredo Calcagno for their comments and suggestions on
an earlier version, and Atsuo Mori and Jodo Melo for effective research assistance. The usual caveats apply.
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The aim of this paper isto address these ques-
tionsthrough acomparative analysisof four countries:
Brazil, Chile, Peru and Venezuela. Chile, Peru and
Venezuela have faced strong demand for their il
and mining products, and Brazil has benefited from
the growing demand for these products and also for
its agricultural commodities. The sample including
oil, mining and agricultural exporting countrieswith
different degrees of openness and export diversifi-
cation, can helpinform uson possiblesimilaritiesand
differencesin their macroeconomic policy responses
to foreign exchange surpluses. Chile, Peru and Ven-
ezuela can also offer interesting insights into how
the higher oil and mining rents are being appropri-
ated and managed.

The analysis in this paper will be guided by
two general questions. Thefirst iswhat role has the
exchangerate and monetary policy regimes, adopted
after the financial crisesin the late 1990s and early
this century, played during the current export boom,
and to what extent have these regimes posed new
policy challenges? The second question relates to
the possible scenario of sustained demand by the
larger and most dynamic Asian countries — notably
Chinaand India—for Latin America’'smain primary
commodities. If this scenario materializes and re-
sults in amajor shift in the region’s terms of trade,
from adeclining to an upward trend in thelong term,
what short-term macroeconomic management im-
plications might that have and how should we then
judge the current macroeconomic management prac-
ticesoncethis scenario isfactored into the analysis?

The paper is organized in five sections. Fol-
lowing thisintroduction, the second section identifies
the main primary commaodity exports by the four
Latin American countries covered in this study, and
discussesbriefly their main price determinants. This
analysiswill indicate whether the current risein com-
modity priceshasastructural underlying component,
which would support the hypothesisthat the current
upward trend may be sustained in thelong term. The
third section will analyse how the exchangerate, the
foreign reserves and the fiscal accounts are being
managed in response to the foreign exchange sur-
pluses and higher rents. The fourth section will
discussto what extent investment in the commodity
producing sectors or in the infrastructure servicing
such sectorsisincreasing, and will attempt to iden-
tify the main funding sources. Do they come from
the government, the multinational corporations
(MNCs), or the commodity consuming countries?

The final section offers a summary view of what
steps Latin American countries are undertaking to
reduce the boom-bust cycles of the past, and makes
recommendationsfor alternative policy proposalsto
reduce macroeconomic volatility and enhancelong-
term growth and development in the region.

II. Recent export performancein
Latin America

Latin America's exports grew by 9 per cent in
2003 and nearly 23 per centin 2004 (ECLAC, 2005).
The growth of exports in our sample countries was
even moreimpressive. In 2004 export revenues grew
by over 30 per cent in Brazil, nearly 40 per cent in
Peru, 43 per cent in Venezuela and nearly 50 per
cent in Chile (table 1).

These countrieshave benefited greatly fromthe
growing demand for primary commodities and
higher prices— Venezuelawith oil, and Peru, Chile,
and Brazil with mineral products. Chile and Brazil
have a so greatly benefited from the growing demand
for cerealsand soft agricultural commodities (fruits,
fish, coffee, meet). Chart 1 depicts the main com-
modity exports and how these have increased over
the 2001-2004 period.

Ascan be seen from chart 1, Brazil’s commod-
ity exports comprise oilseeds, iron ore, meat, sugar,
iron and steel, coffee and aluminium. Chile’sexports
are mainly copper, but also include fruits, fish, hy-
drocarbon gas and lead. Peru’s exports are led by
gold, followed by copper, pearlsand precious stones.
Venezuela's commodity exports are dominated by
oil which accounts for over 80 per cent of total ex-
ports. Brazil has the most diversified commodity
export base and Venezuela has the least diversified
export base in the group. As the chart shows, ex-
ports of these commodities have increased sharply
between 2001 and 2004.

A. China’'sdemand for primary and
industrial commodities

Anincreasing share of these countries’ exports
is going to Asia and especially to China. Between
2000 and 2004, exports from these four countriesto
China witnessed rapid growth. Brazil’s exports to
China grew by 400 per cent.* Chile's exports grew
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Table 1
EXPORT OF GOODS
1999 2000 2001 2002 2003 2004
Growthrate Growth rate
$ million $million (per cent) $million (per cent)
Brazil 48 011 55 086 58 223 60 362 73 084 21.1 96 475 32.0
Chile 17 162 19 210 18 272 18177 21524 18.4 32 025 48.8
Peru 6 088 6 955 7 026 7714 9091 17.9 12 617 38.8
Venezuela 20 963 33529 26 667 26 781 27 170 19 38 748 42.6
Source: ECLAC.
Chart 1
MAIN COMMODITY EXPORTS, 20012004
(Millions of dollars)
Brazil Chile
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Source: United Nations Commodity Trade Statistics Database (UN COMTRADE), Standard International Trade Classification
Revision 3 (SITC Rev. 3).
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Chart 2
PERU SAND CHILE’'SEXPORTSTO CHINA AND SHARE IN TOTAL EXPORTS:
COPPER AND COPPER ORE
Peru Chile
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Source:. UN COMTRADE.

by 59 per cent in 2003 aone (ECLAC, 20044). In
2003, Brazil was the first trading partner of China
in Latin America, Chile the third and Peru the fifth
(Funakushi and Loser, 2005). Chart 2 depicts ex-
ports of copper and copper ore from Chile and Peru
to China, and the share of exports of these products
to Chinain the total; chart 3 provides similar infor-
mation for Brazil’s exports of iron ore and oilseeds.

As can be seen from chart 2, exports of copper
and copper ore from Chile and Peru to China grew
steadily between 2001 and 2004, leading to a grow-
ing share of exportsto Chinain the total exports of
these products—from 9 per cent to over 17 per cent
in the case of Chile, and from 8 per cent to 19 per
cent in the case of Peru.

Asfor Brazil, the continued growth of exports
to China can be observed for iron ore and oilseeds
during the same period; the shares of iron ore and
oilseeds’ exportsto Chinainthetotal exportsof these
products went up from 17 per cent to nearly 24 per
cent and from 20 per cent to 30 per cent, respec-
tively (see chart 3).

A number of explanations have been offered
for the export boom to China. Among these, the most
important has been China's rapid economic growth
of 8 per cent ayear in the past 20 years, and 8.3 per
cent between 1999 and 2004. This growth has been
led by metal and industrial commaodity intensive sec-
tors, such asautomobile, metallurgy and construction
(The Economist, 2003; 2004), which haveincreased
the demand for steel, copper, aluminium and nickel.
At the sametime, population growth, rising incomes
and urbanization have changed the patterns of food
consumption, fostering the demand for livestock,
vegetables, vegetablesails, oil cropsand other agri-
cultural commodities, which could only befully met
through growing imports. And, as pointed out by
UNCTAD (2005: 45), “the overal risein meat con-
sumption has also contributed to higher overall
demand for soybeans, due to its increasing use as
animal feed” .2 Thefiguresfor theyear 2003 are strik-
ing. Chineseimportsgrew by 40 per cent, accounting
for 26.5 per cent of global demand for steel, 20 per
cent for copper, 19 per cent for aluminium (IMF, 2004)
and more than 30 per cent of world imports of
soybeans (UNCTAD, 2005, chap. I1).
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Chart 3

BRAZIL'SEXPORTSTO CHINAAND SHARE IN TOTAL EXPORTS:
IRON ORE AND OILSEEDS
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In addition to rapid economic growth and in-
dustrialization, trade liberalization has contributed
to China sincreased demand for imports of agricul-
tural and metal commodities. In 2001 Chinajoined
the World Trade Organization (WTO) and this has
had a major impact on international trade. In 2001,
Chinawas the sixth largest exporting country in the
world, accounting for 6.3 per cent of global exports,
and 3.8 per cent of global imports. In 2003, China's
sharein global importswent up to 5.5 per cent, turn-
ing Chinainto the third largest importing country in
the world.® To gain accession to the WTO, which
took 15 years of negotiations, China committed it-
self to speeding up trade liberalization. Over the
2002—2006 period, China has committed to reduc-
ing both tariff and non-tariff barriers over imported
goods and services, including: in the case of manu-
facturing products, tariff reductionsfrom an average
17 per cent in 2001 to 8.9 per cent in 2005, the re-
duction of tariff peaks and the elimination of all
importing quotas and licensing.

Among the agricultural commaodities, Chinahas
committed to a gradual quota increase until 2006,
for anumber of products (see table 2).

The quota increase, together with tariff reduc-
tions on imports of vegetal oil and processed food
to feed a growing and wealthier population and

Table 2

CHINA'SIMPORT LIBERALIZATION INTHE
AGRICULTURAL SECTOR, 2002—-2006

Initial quotain 2000 Annual growth rate

(Billion yuan, 2002-2006
1997 price) (Per cent)
Rice 9.0 189
Wheat 12.0 7.2
Corn 3.0 125
Cotton 10.0 4.7
Wool 6.0 45
Vegetal oil 55.0 13.3
Sugar 4.0 5.0

Source: Shantong and Fan, 2002.
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Chart 4.1

Chart 4.2

CHINA’'SIMPORTS,
SELECTED COMMODITIES

(Millions of dollars)

CHINA'SIMPORTS OF COMMODITIESFROM
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Source: WTO, World Trade Statistics, 2004.

limited arableland, has boosted demand for agricul-
tural products.

Some of the increase in imports can also be
partly explained by supply shocksin China, such as
the harvest failure of soybeansin 2001, which led to
anincreaseinimportsfrom 3.8 milliontonsin 1998—
1999 to 11.1 million tonsin 2000-2001 (UNCTAD,
2003); and the energy crisisin China, which, by caus-
ing a shift in demand towards metallic commodities
to be used in the construction of hydro-electric power
and other sources of energy power, contributed to
the increase in imports of steel and iron.

Chart 4.1 shows China's imports for selected
commodities over the 2001-2003 period, and it
shows that their imports continued to grow in 2002
and 2003 from an aready high level in 2001; chart 4.2
shows the growth of China's imports of the major
commoditiesfrom the sel ected countries over 2001—
2004, illustrating the links between the export per-
formance of those countries and China's imports,
whose rates of growth were even greater in 2004.

Source: UN COMTRADE.

B. Determinants of commodity prices
in the recent past (other than the
“China effect”)

China’s growing demand for commodities has
led to increases in both export volumes and, above
all, pricesof primary commaodities. But theincreased
demand from China has been just one—though in our
view avery important one —among a number of fac-
torsbehind the recent increasesin commodity prices.

First, the growing global demand has been led
not just by China's growth but by Asia's dynamism
more broadly, including India’'s (Unites Nations,
2005). In the case of ail, the strong growth of the
Asian economies that are oil intensive has been a
major cause of the sharp increase in oil prices. The
global demand for oil has increased from less than
1 per cent in 2002 to 3.5 per cent in 2004. China
accounted for one-third of thisgrowthin 2004, while
the other Asian economies for 17 per cent (BIS,
2005). Together, China and India accounted for
74 per cent of the increase in total demand for oil
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Chart 5

TRENDSIN PRICESOF SELECTED LATINAMERICAN COMMODITIES

Priceindicesof agricultural (incl. soft) commodities
(Index numbers, 2001 = 100)

Priceindices of oil and metal commodities
(Index numbers, 2001 = 100)
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Source: Authors' elaboration, based on UNCTAD Handbook of Satistics 2004.

in 2004 (IMF, 2005a). The growing demand for com-
modities since 2001 in countries at alower stage of
development indicates a higher income- and price-
elasticity of demand and this change might endure
for sometime. The economic recovery in devel oped
countries has also been an important component in
the growing global demand.

Second, the commaodity-producing sectors
across the world faced supply shocks, both in terms
of productive capacity and infrastructure (storage,
transport; IMF, 2005a). The slow response from pro-
ducers to signals of world economic recovery —in
face of the uncertainties related to the Iraq war and
the SARS epidemic, aswell as of the fact the world
recovery wassmaller than anticipated in 2003 (IMF,
2003) —resulted inlow level sof stocks, whichfuelled
the pro-cyclical behaviour of commodity prices
(IMF, 2004). Moreover, these uncertainties discour-
aged investment in storage and transport systems,
thereby putting pressures on costs and prices (The
Economist, 2004).

Third, there have been changes in the market
structure of various commoditiestowards oligopoly
structures, with high degrees of product concentra-

tion at various stages of the value chain. In the case
of the non-iron metal industries (copper, aluminium),
the declinein pricesin the 1980s and 1990s encour-
aged concentration of extractive activitiesin afew
companies (The Economist, 1999). Anincreased con-
centration in metal-working and metallurgy has also
taken place in recent years (Miller and Coy, 2004).
Thishasled to increased price-setting power thereby
contributing to the price increase in these sectors.

Finally, commaodity prices have also increased
as a result of their role as reserve value, and their
use for hedging and speculative purposes. The dol-
lar depreciation in relation to the euro and yen and
low international interest rates, led to a growth of
demand for commaodities, both physically and inthe
future markets; and investment in commodity funds
by hedge funds has been on the rise (The Econo-
mist, 2003).

Thus, together with the “China factor”, a
number of other factors have contributed to the cur-
rent upward trend in commaodity prices. A review of
the trends in the prices of the major commodities
exported by our sample countries (see chart 5) shows
that virtually al of them have been rising. Thisin-
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cludes the prices of products that are not among
China’s main commaodity imports.

For example, the price of gold, exported by Peru
to countries other than China, has gone up as the
demand for gold as an alternative reserve valueto a
depreciating dollar has increased. The prices for
“soft” agricultural commodities, such as fruits and
fish (exported by Chile) and meat (exported by Bra-
zil) haveincreased asaresult of product and market
developments unrelated to China's demand. These
soft commaodities have faced very stringent quality,
safety and delivery standards and controls. Asare-
sult, they have moved closer to the category of
manufacturing products and away from traditional
agricultural commodities. Nowadays, these products
embed anumber of characteristicsthat imply higher
unit value and income-elasticity of demand relative
to “hard commodities’ and higher barriers to entry.
Thiscan be seen asaprocessof “ de-commodification”
linked to a dynamic demand for these products in
the developed countries (Kaplinsky, 2005).

C. Thecomplementary and
competitive effects

China’s growing presence in world trade has
had a positive impact on the demand for commaodi-
tiesbut it has also resulted in increased competition
in the labour-intensive manufacturing markets,
which have had, and continue to have major nega-
tive effects on devel oping countries. The analysis of
the impact of China's rapid economic growth on
devel oping countries must take into account both the
complementary effect, which is the focus of this pa-
per, and the competitive effect (Jenkinsand Edwards,
2005). The Latin American country that seemscloser
to the latter effect is Mexico due to the share of low
cost manufacturesin itstotal exports.

The impact that seems to predominate among
our four countries is the complementary one, given
the high share of primary commaoditiesin their total
exports (see chart 6). The only country in our sam-
plethat also facesthe threat of China's competition
in the manufacturing sector is Brazil, which hasthe
lowest share of primary commoditiesin total exports.
Chinais a potential competitor in the steel market.
Since 2004, the divergence between steel production
in China (which has more than doubled since 2000)
and domestic demand (mainly for semi-finished

Chart 6
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products, dueto the investment boom) has decreased.
This has resulted in a weaker demand for steel im-
ports and lower prices as well.*

The balance between these two effects in the
terms of trade of Brazil was positive in 2003 and
2004, but the gains were significantly smaller than
inthe other countries (see calculationsby UNCTAD,
2005, chap. I1). Another factor that has contributed
to that has been the lower degree of openness of the
Brazilian economy, relative to Chile and Venezuela
(seetable 3).

The higher the degree of openness, the larger
the potential gains in export earnings from an im-
provement in the terms of trade. If we considered
thetraditional indicatorsto gauge the degree of open-
nessof acountry (exports/GDP and total trade/GDP),
the countriesthat would benefit the most from higher
commodity prices would be Chile and Venezuela,
followed by Brazil and Peru. The degree of export
diversification has also impacts on these gains: the
lower this degree, the greater the variability of the
terms of trade and so the potential gainsfrom higher
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Table 3

DEGREE OF OPENNESS

(Per cent)

Exports plus

ExportsGDP imports/GDP
Brazil 14.4 24.0
Chile 422 78.4
Peru 4.3 8.2
Venezuela 27.8 39.6

Source: IMF; and ECLAC. Authors’ elaboration.

commodity prices. In terms of this variable, Ven-
ezuela and Chile, where the degree of export
concentration is most pronounced, are also the
countries that would benefit most. Calculations
by UNCTAD (2005, chap. I11) confirm this hypoth-
esis. Taking the average for 2002—2004, the gains
from the terms of trade for Chile were 2.9 per cent
of GDP, and for Venezuela, 3.6 per cent of GDP,
while for Brazil it was 0.2 per cent, and for Peru,
1.4 per cent.

D. Conclusionsto section |1

The four primary commodity exporters ana-
lysed in this study have benefited greatly from the
increased demand from East and South Asia. Ex-
port volumes and prices have risen and this has
contributed to higher GDP growth rates. The grow-
ing demand in Asia for primary commodities
especialy oil, minerals and mining products and
some agricultural goods suggests a structural shift
in global demand. But it isfar from certain that this
shift will be enough to reversethe chroniclong-term
declineinreal commodity prices, which arestill well
below their 1960-1985 average. Also while the
growth of demand from Asia has contributed to the
recent boom, the developed countries still account
for two-thirds of the demand for non-fuel commod-
ity imports and the adjustment to global imbalances
could result in a sharp and even a prolonged decel-
eration in output growth in these countries. Finally,

it must be noted that while the devel oping countries
with a high degree of commodities in total exports
have benefited from recent trends, the developing
countries with a high share of manufactured goods
in total exports have experienced deterioration in
their terms of trade. The four Latin American coun-
tries that have benefited from the recent boom need
to factor these considerations into their macroeco-
nomic policy management.

[11. Managing the foreign exchange
surpluses and the higher rents

We turn now to examine the impact of the
gains from improvement in theterms of trade on the
macroeconomic policy management, growth and in-
vestment.

A. Theexchangerate and foreign reserves

The strong growth of exports, especially to
Chinain the four countries under analysis have re-
sulted in trade surpluses of nearly $34 billion in
Brazil, over $21 billion in Venezuela, $9 billion in
Chile and $2.8 billion in Peru (see table 4).

In most cases, the trade surpluses have been
large enough to generate a surplusin the current ac-
count and to widen it whereasurplus already existed.
Venezuela has had asurplusin its current account in
recent years, and this surpluswidened by 50 per cent
between 2002 and 2004, reaching over 12 per cent
of the country’s GDP. The current account in Brazil
turned into a surplusin 2003 for the first time since
1992 and widened in 2004; in Chile, the surplus
turned positivein 2004, and in Peru, the deficit nar-
rowed to negligible levels (see table 5).

How have these countries managed the sur-
pluses?

Since the financial crises of the late 1990s and
early this century, many Latin American countries
have moved from a fixed or pegged exchange rate
regimetowardsamoreflexibleregime, in some cases
with only sporadic interventions. Table 6 showsthe
various official exchange rate regimes adopted in
the four countries since 1999.
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Table 4
TRADE BALANCE (OF GOODS)
(Millions of dollars)
1999 2000 2001 2002 2003 2004
Brazil -1261 - 697 2651 13121 24794 33693
Chile 2427 2119 1844 2 386 3522 9019
Peru - 705 -411 -195 292 836 2793
Venezuela 6471 16 664 7 460 13421 16 483 21430
Source: ECLAC.
Table 5
CURRENT ACCOUNT BALANCE
(Per cent of GDP)
Average
(1996-1999) 1999 2000 2001 2002 2003 2004
Brazil -4.0 -4.7 -4.0 -4.6 -1.7 0.8 19
Chile -3.3 0.1 -1.2 -1.6 -0.9 -15 15
Peru 52 -2.8 -2.9 2.1 -1.9 -15 0.0
Venezuela 3.7 2.2 10.1 16 8.2 13.7 12.6

Source: ECLAC.

Table 6
EXCHANGE RATE REGIMES?
1999 2000 2001 2002 2003 2004
Brazil IMF [1F
Chile [IF
Peru [F |MF
Venezuela |MF |MF |CB |IF |CPA |CPA

Source: IMF, Exchange Arrangements, various iSsues.
a MF=Managed Floating; |F=Independently Floating;
CB=Crawling Band; CPA=Conventional Pegged
Arrangement.

Until 1999, Brazil had in place an exchange
rate regime based on an adjustable band. Following
the currency crisis of early 1999, when the value of
the currency fell sharply, Brazil adopted a flexible
regime. Under the new regime, the currency depre-
ciated further in 2002 due to investors uncertainty
in the months preceding the presidential elections
of October. Since then, the currency has appreci-
ated both in nominal and real terms, initially as a
result of the growing confidence of the market in
the country’s macroeconomic policies, and more
recently due to the surge in export earnings (see
chart 7 and tableA3). Thistrend hasbeenreinforced
in the first half of 2005.
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The exchange rate appreciation has supported
the government’spolicy of reducing inflation, which
had edged up in 2002 following the sharp currency
devaluation (table 8 below). Inflation is still above
the targeted inflation rate set by the government
for 2005 and the government continues to give pri-
ority to price stabilization over the accumulation of
foreign reserves. The level of reserves increased
strongly in 2003 following the country’s agreement
with the IMF but growth in reserves slowed down
sharply in 2004 despite growing current account
surpluses (table 7).

Chile moved from daily adjustmentsin the do-
mestic currency to a flexible regime in 1999. The
change coincided with the loss of dynamism of
Chile's exports due to the Asian Crisis and the slow
down in the world economy. The result was that
between 1999 and early 2003 both nominal and real
exchangerates saw significant depreciation. In 2003,
when exports started to rebound, the currency re-
gained value against the dollar although the real
exchange rate continued to depreciate due to the
depreciation of the dollar in relation to the curren-
cies of Chile's other main trade partners.® Foreign
reserves remained fairly stable between 1999 and
2002, and increased slightly in 2003. In 2004, ex-
ports grew very strongly and FDI saw a sharp
increase. However, foreign reserves went up only
dlightly again, while the nominal exchange rate ap-
preciated by 12 per cent, and the real exchange rate
by 7 per cent. The behaviour of the exchange rate
and foreign reserves indicates that policy makers

Chart 7
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have largely abstained from heavy interventionsin
the currency markets since the adoption of the flex-
ible exchange rate regime in 1999.

Peru had in place a flexible exchange rate re-
gime over the period under analysis. Under this
framework, both thereal effective exchangerate and
the level of foreign reserves showed a high degree

Table 7
GROSS FOREIGN EXCHANGE RESERVES
(Billions of dollars)
Average
(1996-1999) 1999 2000 2001 2002 2003 20042 20052P
Brazil 46.6 34.8 325 35.7 374 49.1 52.7 60.7
Chile 154 14.2 14.7 14.0 14.8 15.2 155 16.6
Peru 10.3 9.1 9.0 9.3 8.9 9.5 11.9 14.5
Venezuela 121 11.7 12.6 8.8 8.0 155 17.7 22.3

Source: World Bank, Global Development Finance 2005; ECLAC; and The Economist.

a Preliminary.

b Asof May 2005 for Brazil and Venezuela, June 2005 for Chile and July 2005 for Peru.
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Table 8
CONSUMER PRICES
(End of period)
Average
(1996-1999) 1999 2000 2001 2002 2003 2004
Brazil 6.4 8.9 6.0 7.7 125 9.3 7.6
Chile 4.9 2.3 45 2.6 2.8 11 2.4
Peru 7.0 3.7 3.7 -0.1 15 25 35
Venezuela 47.7 20.0 134 12.3 31.2 27.1 19.2

Source: ECLAC.

of stahility throughout the 19992004 period, ex-
cept that foreign reserves increased strongly from
$9.5 billionin 2003 to $11.9 billion in 2004, reflect-
ing Peru’ssteady growth of exportsand trade surplus.

Venezuelahad acrawling band until 2002, with
the band’s centre point moving up between relatively
long time spans. The country experienced moder-
ately high inflation in the second half of the 1990s
and also in 2000—2002 and the result was areal ex-
changerate appreciation. In 2002, Venezuel a shifted
briefly to an independently floating regime before
the government adopted a more controlled exchange
rate regime, following the political turbulence of
2002 and early 2003. Under the floating system in
2002 and the exchange controls that followed, the
currency depreciated strongly between 2002 and
2004, more than offsetting the currency apprecia-
tion observed in the second half of the 1990s and
2000-2001. Intheir turn, international reserveswent
down from $12.6 billion in 2000 to alow of $8 bil-
lion in 2002, and then up to $17.7 billion in 2004.
The initial decline in reserves reflected the coun-
try’s political turbulence and oil production
shortfalls, while accumulation of reserves that en-
sued was dueto the policy of exchange controls, but
also and especially most recently to the surgein ex-
ports.

What transpires from this brief descriptive ac-
count is that for most of the 1999-2004 period, the
external environment of low global dynamism and
domestic factors played adominant role in explain-
ing the behaviour of the exchange rate and foreign

reserves in the four countries. The result was vola-
tileexchangeratesand declining reserves, especialy
in Brazil and Venezuela. As exportsboomed inthese
countriesin 2003 and 2004, the most notabl e outcomes
since then have been exchange rate appreciation
in Chileand Brazil, and higher reservesin Peru, Ven-
ezuela and to alesser extent, Brazil.

Sincethe export windfalls have gained strength
inthelatest period, we have examined the trends for
the first half of 2005. As can be seen from table 7
and chart 7, Brazil has experienced both sizeable
accumulation of reserves and real exchange rate ap-
preciation. But Brazil continues to give priority to
price stabilization through high interest rates and
exchange rate appreciation. The build up of reserves
in 2005 was concentrated in the first quarter of the
year, and directly related to the fact that, as Brazil
discontinued its programme with the IMF, this led
to a conversion of IMF resources lodged with the
Central Bank into permanent reserves (BIS, 2005).
In Chile, Peru and Venezuelathe exchangerates have
remained fairly stable and foreign reserves have
grown strongly but less so in the case of Chile.

Chile' sreservesgrew less strongly despite huge
export growth due mainly to two factors. Thefirstis
that profit remittances are growing sharply, though
part of the flows is returning as FDI. Second, the
government has used part of its foreign reserves to
pre-pay its domestic debt denominated in foreign
currency (BIS, 2005). Also as part of its debt man-
agement policy, the government hastaken advantage
of Chile's low risk premium — consistently under
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Table 9

THE EXCHANGE RATE AND INTERNATIONAL RESERVES-BEHAVIOUR AND TRENDS

Exchangerate International reserves
1999-2003 20042005 May/June 1999-2003 2004—-2005 May/June
Brazil Volatile Appreciation Moderateaccumulation ~ Moderate accumulation
Chile Depreciation Appreciation Light accumulation Slight accumulation
Peru Stable Stable Stable Strong accumulation
Venezuela Volatile Depreciation Volatile Strong accumulation

Source: Authors' elaboration.

200 basis points in recent past — to issue sovereign
bonds to pre-pay its foreign public debt which had
been contracted at higher interest rates (ECLAC, 2005).

The picture that emerges is that, in the main,
Latin American countries are letting their curren-
cies fluctuate more freely than in the past. Reserve
accumulation remainsan important policy goal given
the countries' high external liabilities and therefore
vulnerability to sudden changes in the external fi-
nancing environment. However, price stability and
reduced fiscal vulnerability have become centre-
pieces of Latin American macroeconomic policy
frameworks. Because an appreciating exchangerate
can beauseful tool in combating inflation, and given
governments’ caution about increasing the quasi-
fiscal costsof sterilisation, reserve accumulation has
lost precedence over the other macroeconomic policy
objectives. Moreover, countrieslike Chile are using
foreign exchange surpluses for debt liability man-
agement purposes, asan dternativeto foreign reserve
accumulation. The result has been that in Latin
America, foreign reserves have grown far less than
among the Asian emerging economies. This policy
option has risks, as high reserves are an important
cushion to protect the region’s vulnerability to ex-
ternal shocks. The behaviour of the exchange rates
and foreign reserves of the four countries for the
periods 1999 to 2003 and 2004 to first half 2005 are
summarized in table 9.

The challenge of managing growing foreign
exchange surpluses has been observed at the fiscal
level aswell. But the challengeis most acutein those

countries where most of the export earnings from
extractive activities are transferred to the govern-
ment. This does not apply to Brazil where its export
base is far more diversified in relation to its Latin
American neighbours, and its fiscal revenues fol-
low closely not exports, but the overall level of
economic activities. But in Chile, Peru and Venezuela
different stories emerge on and how much increased
export earnings from oil and mining products ac-
crue to the government.

B. Thefiscal accounts

Government revenues increased in all four
countries in 2004.% In Peru and Venezuela, an in-
crease was already observed in 2003 (table 10).
Increased fiscal revenues seem to be taking place
under reasonably prudent fiscal management. Bra-
zil, Chileand Peru saw improvement in their overall
fiscal positionsin 2004. In Brazil and Peru, thiswas
achieved under IMF programmes.” Although over-
all figures are not shown for Venezuela, the central
government’sfiscal deficit also was reduced —from
nearly 6 per cent of GDP in 2003 to 2.8 per cent in
2004 (see tables 11 and A11).

Brazil's fiscal revenues are associated with
faster economic growth rather than the performance
of specific export sectors, asnoted above. But it also
reflects tax and other revenue raising effortsto gen-
erate high overall primary fiscal surpluses, so that
the government’stotal public debt can be brought to



14 G-24 Discussion Paper Series, No. 39

Table 10
GOVERNMENT REVENUES
(Per cent of GDP)

1999 2000 2001 2002 2003 2004
Brazl? 217 215 227 239 230 239
Chile® 225 237 239 232 230 242
Peru? 145 148 144 144 150 152
Venezuela® 18.0 20.2 20.8 215 229 241

Source: IMF; Central Bank of Brazil; Central Bank of Chile;
Central Reserve Bank of Peru; and Central Bank of
Venezuela.

a Central government.
b General government.

Table 11
OVERALL FISCAL BALANCE
(Per cent of GDP)

1999 2000 2001 2002 2003 2004
Brazil 58 -36 -36 -46 -51 -27
Chile -21 -06 -05 -12 -04 22
Peru -32 -32 -25 -23 -17 -11
Venezuela 07 43 -45 -10 0.2 n.a

Source: IMF; ECLAC; Central Bank of Brazil; Central Bank
of Chile; Central Reserve Bank of Peru; and Central
Bank of Venezuela.

levelsdeemed sustainable. Thefiscal surpluseshave
been positive and large since 1999, reaching amaxi-
mum of 4.6 per cent of GDP in 2004. These
surpluses, which have been the result of strict ex-
penditure control as well, have however not been
sufficient to stop the government’s debt from grow-
ing for most of the years. The main reason for this
growth is that most of the debt is short term, and
therefore highly sensitive to high short-term domes-
ticinterest rates, which has been apolicy instrument
used to combat inflation and stem the outflow of
capital intimesof high uncertainty. In 2004, the debt

levels as a proportion of GDP were reduced for the
first time after many years, due to the combined ef-
fects of higher fiscal surplus, currency revaluation
and relatively less high interest rates.

Chile'stotal government revenuesgrew strongly
in 2004 due mainly to higher copper revenues. This
contributed to an overall fiscal surplus of 2.2 per
cent of GDP in 2004 (against a deficit of 0.4 per
cent in 2003). But the surplus also reflects a reduc-
tion in government spending from 20.7 per cent of
GDPin 2002 to 19.9 per cent in 2003 and 18.6 per
cent in 2004. Government’s expenditure has thus
clearly behaved counter-cyclically. Thiswasthe re-
sult of Chile's fiscal policy framework based on a
cyclically adjusted fiscal surplus of one per cent of
GDP. An additional factor with apositive impact on
Chile'sfiscal outcomes has been adebt management
policy aimed at restructuring the government’s debt
profile towards longer debt maturity at lower costs.
This has been pursued by using resources from cop-
per export windfalls and from sovereign bond
issuing, as noted earlier.

Peru and Venezuel a'sfiscal accountsdiffer from
Brazil and Chile's in that during the period under
analysis, Peru achieved an overall primary fiscal
surplusfor thefirst time only in 2003 and the surplus
widened in 2004. Venezueld's central government,
which isthe main deficit source of the public sector,
achieved aprimary surplusin 2004, after three con-
secutive years of running aprimary fiscal deficit. In
both cases, increased central government revenues
contributed to this positive outcome. In the case of
Peru, this resulted from the government’s efforts to
rai se revenue collection through imposition of anew
financial tax and other tax measures (see ECLAC,
2005). On the expenditure side, Peru’'s figures have
been declining over time; in 2004, thiswas the case
for every expenditure item, which grew less than
thereal GDP; public capital expenditure in particu-
lar was maintained at |ow levels— 3 per cent of GDP,
an investment rate considerably lower than those
observed in the mid-1990s. In Venezuela, govern-
ment expenditure increased steadily between 1999
and 2003 as a proportion of GDP, with a slight de-
creasein 2004. Venezuelaisthe only one of the four
countries that has clearly pushed up expenditures
along side higher revenues.

But how much has expansion in revenuesfrom
the export activities contributed to the increase in
government revenuesin Chile, Peru and Venezuela?



East Asia’s Growing Demand for Primary Commodities— Macroeconomic Challenges for Latin America 15

Table 12

OIL AND MINERAL SECTORS CONTRIBUTIONSTO GOVERNMENT REVENUE GROWTH
AND SHARE IN TOTAL GOVERNMENT REVENUES

(Per cent)

Contribution of relevant sector to
government revenue growth

Share of relevant sector in total
gover nment revenue

19992004 2003-2004 2003 2004
Chile (copper) 29.3 58.9 39 12.6
Peru?(gold and copper) 4.5 6.7 2.7 4.8
Venezuela? (oil) 50.8 432 50.6 47.8

Source: Authors' elaboration, based on Central Bank of Chile; Central Reserve Bank of Peru; Central Bank of VVenezuela; and
UNCTAD, Trade and Development Report, 2005, chap. I11.

a Refersto central government only.

Starting with Venezuel a, revenues from the oil
sector account for 51 per cent of Venezuela's cen-
tral government cumul ative revenue growth between
1999 and 2004, and 43 per cent between 2003 and
2004. Central government revenues account for
roughly 75 per cent of total public sector revenues,
and the oil revenue contribution to the latter holds
similar proportion to its contribution to the former,
of around 50 per cent.

In Chile, revenues from the copper industry
accruing to the government explained about 29 per
cent of cumulative growth of total government rev-
enue between 1999 and 2004, and 59 per cent
between 2003 and 2004. Whilst the share of copper
revenues in total government revenue had been on
average around 2.4 per cent over the 1999-2002
period, it went up to 3.9 per cent in 2003 and over
12.6 per cent in 2004 (table 12). Estimates from
UNCTAD (2005, chap. I11) suggests that this share,
derived from Chil€e sfiscal accounts, might beagross
underestimate; their own estimates of government
revenues from copper rent, which include dividends
and other transfers from CODEL CO, indicate that
the share could actually be much higher, at about
17.6 per cent in 2004.

For Peru, we cal cul ate the contribution of both
gold and copper revenues to the country’s central
government revenue growth. Given the lack of in-

formation on gold and copper revenues accruing to
the central government in Peru’s national statistics,
we used estimates of these revenuesfrom UNCTAD
(2005, chap. I11). According to our calculations, the
revenues from these two mining products explained
4.5 per cent of growth of Peru’s central government
revenue between 1999 and 2004, and 6.7 per cent
between 2003 and 2004.8

The contribution of these two key mining sec-
tors to Peru’s government revenue growth is much
lower than those cal culated for Chileand Venezuela.
Peru’s recent strong GDP growth has been heavily
based on the dynamism of the export-oriented min-
ing sectors but thefiscal impact of these sectorsbeen
much smaller than in Chile and Venezuela.

Theshare of gold and copper revenuesin Peru’s
central government revenueswaslessthan 5 per cent
in 2004, and just 2.7 per cent in 2003. In Chile, cop-
per’ssharewas 13 per cent in 2004, and in Venezuela,
oil’s share was 48 per cent (table 12). But why is
thisshare so small, given theimportance of the min-
ing sectorsin Peru? One possible explanation isthat
Peru’s extractive sector is more diversified than in
Chile and Venezuela, and that if one added the rela-
tive contribution of each mining industry, and not
just gold and copper, the extractive sector’s total
contribution to government’srevenueswould be sig-
nificantly higher.
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Table 13

SHARE OF GOVERNMENT REVENUE
INTOTAL RENTSBY THE
RELEVANT SECTORS

(Per cent)

1999-20022 2003 2004
Chile (copper)® 16.9 23.2 40.1
Peru (gold and copper) 9.2 17.8 20.8
Venezuela (oil) 62.7 62.5 66.6

Source: Authors' elaboration based on UNCTAD, Trade and

Development Report, 2005, chap. I11.

a Average based on year-to-year figures.

b Figures for Chile have been later revised and com-
municated to the authors.

However, information on the contribution of
each mining industry to Peru’s government revenues
isnot available. Another way to look at thisissueis
to see how much the rents generated by the key oil
and mining industries are being appropriated by the
Governments of Venezuela, Chile and Peru.

Estimatesby UNCTAD (2005, chap. 111) show
the share of government revenue in total rents gen-
erated by key oil and mining productsin Chile, Peru
and Venezuela. These are displayed in table 13 for
the periods 1999-2002, 2003 and 2004.

As can be seen from table 13, in Venezuelathe
Government appropriated nearly 67 per cent of the
total rents generated by the oil sector in the country
in 2004; in Chile the Government appropriated
40 per cent of the total copper rents, and in Peru the
Government appropriated only 21 per cent of the
combined gold and copper rents. Moreover, for the
period 19992003, the appropriation sharesin Peru
are aso lower than in Chile and Venezuela.

Thus, the low appropriation by Peru’s Govern-
ment of the rents generated by its main mining
industries explains why the contribution of thesein-
dustriesto total government revenue hasbeen so low
(though growing lately), and not the fact that Peru’s
mining industries might be more diversified. The
counterpart of theinability of Peru’s Government to
appropriatealarger part of the mineral rentshas been

the growing profit remittances by the private sector,
which doubled in 2003 (ECLAC, 2005; see also ta-
ble A6). The result has been that Peru’'s gains from
the terms of trade improvement have been morethan
offset by the effects of net income paymentsin 2003
and 2004,° which meansthat Peru’s national income
has been growing less rapidly than its GDP.

To summarize this section, first, all four coun-
triesimproved their fiscal positionsin 2004. Second,
the principal factor behind this outcome has been
higher government revenues, athough in Chile and
Peru, lower government expenditures as a propor-
tion of GDP also contributed to this outcome. In
Venezuela, an upward trend in government expen-
ditures has been observed in the past few years.
Third, revenues from the rents generated by the
export activities have been a major factor in gov-
ernment revenue growth in Venezuelaand Chile; in
Peru, the contribution has been very small. Fourth,
these outcomes reflect different degrees of rent ap-
propriation — high in Venezuela, moderate in Chile,
low in Peru. In Brazil the contribution of the rents
from the export sectors to government revenues is
probably negligible, due to the size (and diversifi-
cation) of the economy and the relatively minor
importance of this type of revenue source. But it
should also be mentioned that the tax structure in
Brazil favours exports, and that capital ownership
of extractiveindustries has been concentrated in the
private sector following privatization in the 1990s,
which has al so reduced the appropriation of therents
by the State. Table 14 summarizes these findings.

The difference in rent appropriation rates in
Chile, Peru and Venezuel areflects the ownership of
the extractive industries and the regulatory frame-
worksin these countries.’® |n what follows, we focus
on the role of the State-owned companies in these
countries in enhancing governments capacity to
appropriate rents.

VenezuelahasPDV SA, whichisaState-owned
company that in 2004 accounted for 65 per cent of
Venezuela's oil production. In that year, PDVA ac-
counted for 94 per cent of Venezueld stotal govern-
ment revenues from oil. Most of the revenues from
PDVA accrued to the government in the form of roy-
alties—53.7 per cent of thetotal, while 12.4 per cent
accrued in the form of dividends and 11.5 per cent,
through taxes. Thus, the ownership of PDVA by the
State and its ability to capture a large share of the
company’s profits through royalties, dividends and
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Table 14

FISCAL OUTCOMESAND CONTRIBUTION FROM RENTS, 2004

Central Central
government  government Contribution
revenues  expenditures Overall fromrent
fiscal generating Reason for rate
Per cent of GDP position sectors of contribution
Brazil Up Up Improved Negligible Size/diversification of economy
Chile Up? Down? Improved High Moderate ability to capture rents
Peru Up Down Improved Small Low ability to capture rents
Venezuela Up upP Improved® High High ability to capture rents

Source: Authors' elaboration.
a General government.

b 2002-2004 period, as 2003 is a deficient basis for comparison due to economic disruption in that year.

¢ Based on central government figures.

taxes explains the ability of the government to cap-
ture alarge share of the rents.

In Chile, the State-owned company CODEL CO
accounted for 37.2 per cent of Chile’stotal copper
production in 2004. Another 55 per cent or so was
generated by ten other large private companies, and
the remainder by afew small and medium-sized pri-
vate companies. Although CODEL CO hasaccounted
for less than 40 per cent of total copper production
in the past severa years, its share in government
revenue from copper has been over 70 per cent since
2000, reaching nearly 75 per cent in 2004. Therents
accrue to the State through taxes and dividends. In
addition, 10 per cent of CODELCO's export rev-
enues accrue to the armed forces.

The relatively low share of private companies
in Chile’'s government revenues from copper is ex-
plained by a number of legal loopholes, which open
spacefor tax evasion. In 2004, the tax rate on undis-
tributed profitswasraised to 17 per cent from arate
of 15 per cent until 2001, while taxes on distributed
profits were at 35 per cent. But private companies
have been able to remit their profits to their parent
companies, disguised in the form of interest pay-
ments, over which the tax rate is only 4 per cent.*?
So resources leave the country as profit remittances
and interest payments, and return in the form of
FDI and loans. In addition, due to an accelerated-

depreciation regime, until recently most companies
had no taxable profits. Thus, most of the recent in-
crease in Chile’'s government revenue from copper
has come not from the private copper companies,
but from the State-owned CODEL CO.

In contrast with Venezuelaand Chile, Peru does
not have alarge State-owned company responsible
for most of the country’s mining production. Two
large foreign-controlled companies (Yanacochaand
Barrick) account for 60 per cent of gold production,
and another two (Southern Peru Copper Corpora-
tion and Antamina) for 74 per cent of copper
production. Thetax on profitsat 30 per cent hasbeen
the main source of government revenues. However,
in Peru the extractive companies are exempt from
royalty payments, benefit from an accelerated depre-
ciation regime, can deduct infrastructure investment
costs from taxableincome, and face negligible indi-
rect taxes. These factors explain why government
revenues from gold and copper are so low.

It can be inferred from above that the regula-
tory regimes in these three countries are either too
generousor too i neffective to enable the government
to raise revenuesfrom the (privately owned) extrac-
tiveindustries. Rent appropriation ratesare significant
when the country’s major commodity producer is
owned by the State, which givesit the power to de-
termine how much of the rents are effectively taxed
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Table 15

GOVERNMENT REVENUE FROM
INTERNATIONAL TRADE AND
EXTRACTIVE INDUSTRIES, 2003

(Per cent of total current
government revenue)

Import and Revenue from
export duties  extractiveindustries

Chile 57 8.2
Peru 7.3 24
Venezuela 3.0 49.7

Source: UNCTAD, Trade and Development Report, 2005,
chap. 111: 112, table 3.5.

and how profits, dividends and royalties are distrib-
uted among sharehol ders.

As indicated above, the government’s shares
of rents are high in Venezuela, moderately high in
Chile and low in Peru. As a consequence, the fiscal
impacts of these rents have been significant in Ven-
ezuelaand Chile but not in Peru. Consequently, the
mining sectors’ contribution to revenue growth in
Peru has been rather small. Of course, one could
argue that Peru could capture rents from the mining
sectors through export taxes. But this does not seem
to be the case. Table 15 showsthat while Peru’srev-
enuesfrom extractiveindustries are much lower than
in Chile and Venezuela, its revenues from import
and export duties are just marginally higher. To
achieve a primary surplus in 2003 and 2004, Peru
had to boost revenues through tax measures and re-
strain expenditure.

1. Useof the captured rents by the Sate

Both Chile and Venezuela have experienced
increased revenuesfrom copper and oil, respectively,
but only in Venezuel a has the revenue increase been
followed by higher government spending.

Chile’'s Government has been using these rents
cautioudly. It has prioritized strengthening the coun-
try’sfiscal position, under afiscal framework aimed
at a structural fiscal surplus of 1 per cent over the

economic cycle. In 2004, when the economic recov-
ery accelerated, the result was anon-adjusted overall
fiscal surplus of 2.2 per cent of the GDP. This was
achieved through both revenueincrease and expendi-
ture reductions, as a proportion of GDP. So, under
this framework, increased revenues from copper in
Chile have resulted in not more but less public ex-
penditure. In addition, Chile has used its copper
resourcesto support debt restructuring and to replen-
ish its Copper Stabilization Fund (IMF, 2005b).

By contrast, Venezuela' sfiscal expenditure has
been on the rise particularly in the social sectors.
According to the Central Bank of Venezuela, social
expenditure reached over 41 per cent of total ex-
penditure, afigurethat is4.3 percentage points above
the average observed in the 1995-2003 period. Fur-
thermore, the recently created Fund for Social and
Economic Development (Fondespa), whose re-
sources come from PDV SA, have supported social
programmes (comprising the provision of health,
education and subsidized food prices) geared to the
poor (ECLAC, 2005).%2

However, not al the additiona revenues from
oil have been channelled to the expenditure items of
the budget. The government created the Macroeco-
nomic Stabilization Fund (FES) in November 2003,
to smooth out fiscal revenues and expenditures, with
resources expected to come from PDV SA, though
also with proceeds from privatization, among other
sources (ECLAC, 2005). Moreover, Venezuela's
economic authorities are also taking stepsto restruc-
ture the government debt to lengthen its maturity
and reduce costs. Asaresult of thisprocess, the debt,
which had increased from 29 to 45 per cent of GDP
between 1999 and 2003, was reduced to 39.6 per
cent of GDPin 2004 (ECLAC, 2005; Banco Central
de Venezuela, 2005).

Overall, it can be concluded that higher gov-
ernment revenues from export earnings are not
resulting in higher public expenditures in Peru or
Chile. This reflects the policy focus of these gov-
ernments on fiscal prudence and sustainability. Asa
result, the population at large and the poor in par-
ticular have not seen the benefits of the export boom,
at least not through higher government expenditures
as a proportion of GDP, on social and other pro-
grammes. Moreover, public investment in Brazil,
Chile and Peru has not picked up significantly. As
seen earlier, Peru’'s public investment today is at a
lower level than those observed in the mid-1990s.
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Venezuela has pursued a somewhat distinct policy
stance, but the priority has been an increase in so-
cial expenditure, not capital expenditure.

Given the vital weight that public investment
still has in total infrastructure investment in these
countries, this indicates overall investments in the
infrastructure systems that support the export sec-
torsin these countriesare not increasing asonewould
have hoped. This does not augur well for the export
sectors in these countries, as they may face severe
infrastructure constraints in the long term. In what
follows, we turn to the investment trends in the ex-
port sectors and infrastructure of the four countries
under analysis, in more detail.

V. Investmentsin the export sectors
and infrastructure

In addition to the macroeconomic impacts
analysed in the previous section, the growth of
commodity export earnings (due to both gainsfrom
theterms of trade and the growth of export volumes)
by our sample countries could have microeconomic
effects. Specificaly, the “windfall gains’ obtained
from exports could be channelled, entirely or par-
tially, towards financing investment. In face of a
higher volatility and along-term declining trend in
commodity prices, the countries should grasp the
opportunity arising from the currently high commod-
ity pricesnot only to strengthen their macroeconomic
conditions (through reserve accumulation, higher
budgetary revenues, etc.), but also to promoteinvest-
ment in order to increase productive capacity in the
export-oriented sectorsand in theinfrastructure sec-
tors (storage, transport, etc.).

The ability to effectively channel additional
rents towards productive investment depends on a
number of factors, including the capital ownership
by the extractive companies, the legal framework
regarding profit remittances, dividends and royalty
payments.

In the four countries under analysis, aswell as
in developing countries more generally, the 1990s
saw the growing presence of multinational corpora-
tions (MNCs) in the natural-resource-based sectors
asaresult of the privatization of State-owned com-
panies. The declining participation of the State in

these sectors together with the tax incentives and a
legal framework favourable to the remittances of
profits and dividends have had as a consequence,
both in Chile and Peru, not only the appropriation
of a growing share of the rents by the MNCs, but
also their transfer abroad via profit and dividend re-
mittances. This has had a negative impact on these
governments' capacity to raise fiscal revenues and
promote public investments.

Asseeninthe previous section, the case of Peru
in particular is notable in this respect. The country
has been prioritizing fiscal prudence, but even if it
wanted to increase public capital expenditure sub-
stantially, it would not have thefiscal spacerequired,
astherentsit has captured from its buoyant mining
sectors have been very small.

However, growing foreign ownership and con-
trol over the extractive sectorsdid not imply thetotal
exclusion of the State in these sectors. Some State-
owned companies maintained asignificant presence
inthe oil and mining sectors, evenin Chile (asisthe
case of the State-owned CODEL CO) and Peru (with
the oil company Petro Peru). In Venezuel g, the State-
owned companies are still predominant in the oil
sector, with PDV SA. As shown above, the fact that
PDV SA generates most of oil production in Ven-
ezuela and that it is still State-owned ensured that
the Venezuelan State could capture most of the rent
generated by oil exports. In the case of Brazil, in
addition to the participation of MNCsin the mining
sector, there is the national privately owned com-
pany Vae do Rio Doce, which is one of the world
leadersin the iron ore market.

Despite the diversity of national experiences
regarding capital ownership and appropriation of the
gains from the terms of trade, the current phase of
high commoadity prices has attracted agrowing share
of FDI going to thefour countries, towardsthe natu-
ral resource sectors. Thishas been the case especialy
in Brazil and Chile (see table 16).

Inthe case of Brazil, natural resources captured
11.5 per cent of total FDI flowsin 2003, against an
average of only 4.3 per cent during 2000—2002. It
should be remarked that this has been the casein a
context of overall declinein FDI to Brazil between
2001 and 2003, associated with the end of entry of
foreign capital in the banking and telecommunica-
tion systems, which attracted substantial amounts of
FDI in the 1990s. In Chile, the share of FDI flows
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Asregardstheorigin of investments, devel oped
countries remain as the main sources of FDI flows
(see table 18).

EveninVenezuela, acountry that holdsthelarg-
est oil and hydrocarbon reserves in Latin America
and where the State remains dominant in these sec-
tors, the MNCs from developed countries have
launched new investment projects, in partnership
with the State-owned PDV SA. These projects were

Table 16
SECTORAL DISTRIBUTION
OF FDI FLOWS, 2000—-2003
(Per cent of total)

2000 2001 2002 2003
Brazl 100.0 100.0 100.0 100.0
Natural resources 2.2 7.1 34 115
Manufactures 170 333 402 349
Services 809 596 564 536
Chile 100.0 100.0 100.0 100.0
Natural resources 120 204 593 30.9
Manufactures 8.0 158 6.2 184
Services 80.0 638 345 50.8
Peru 100.0 100.0 100.0 100.0
Natural resources 2.6 0.7 0.4 0.7
Manufactures 28 233 196 2.3
Services 946 76.0 80.0 97.0

Source: ECLAC.

going to natural resourcesis higher, and is concen-
trated in the copper sector. Unlike in Brazil, FDI to
Chile went up strongly between 2000 and 2004, al-
though, as noted earlier, it is difficult to ascertain
how much are really fresh resources or just round-
tripping domestic resources (seetable 17).

Table 17

ANNUAL FLOWSOF FDI, 20002004

(Millions of dollars)

2001 2002 2003 2004
Brazil 224574 16590.2 101435 18165.6
Chile 41998 25499 43854 76028
Peru 11443 21558 13773 13925
Venezuela 3683.0 7820 26590 11440

Source: ECLAC, Economic Survey of Latin America and the
Caribbean 2004—2005.

Table 18

FDI —MAIN COUNTRIES OF ORIGIN?

(Contribution to total FDI flowsin per cent)

2000 2001 2002 2003

Brazil 100.0 100.0 100.0 100.0
United States 181 212 139 185
Spain 321 131 3.1 55
Netherlands 75 90 180 112
France 6.4 9.1 9.7 6.4
Portugal 8.4 8.0 54 16
Other 276 395 499 56.9
Chile 100.0 100.0 100.0 100.0
United States 257 371 176 376
Spain 21.3 8.1 7.3 9.6
Canada 38.1 46 150 146
United Kingdom 6.3 82 446 102
Austraia 11 9.6 3.0 31
Other 75 323 125 250
Peru 100.0 100.0 100.0 100.0
United Kingdom 11.3 256 491 332
Spain 529 -38 6.2 0.8
United States 95 -141 -208 119
Netherlands 158 338 295 172
Chile 14 172 4.8 3.0
Other 91 413 313 340
\enezuela 100.0 100.0 100.0 100.0
United States 179 336 810 0.7
Spain 10.2 58 115 4.0
France 50 100 198 -01
United Kingdom 04 18 -47 0.5
Argentina 0.2 10 -59 0.5
Other 66.3 477 -1.7 944

Source: ECLAC.

a Countries ranked according to their participation in

total FDI stock.
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Table 19
CHINA'SAND INDIA’'SFDI OUTFLOWS
(Millions of dollars)
1980-1989 1992-1997 1998 1999 2000 2001 2002 2003
China 450 2 846 2634 1775 916 6 884 2518 1800
India na 96 47 80 509 1397 1107 913

Source: UNCTAD, World Investment Report 2004.

made possible through the Hydrocarbon Law of
1999, which authorized the participation of the pri-
vate capital in this sector. It isworth highlighting in
thisregard the Sincor project, which started in 2001
and for whose expansion additional resources of
$4 billion have been announced, to take advantage
of the ongoing high prices in the international mar-
kets. Moreover, the PDVSA has undertaken joint
ventures with Chevron and Texaco, and the Satatoil
of Norway for projectsof natural gas(ECLAC, 20044).

In Chile, high copper prices have encouraged
new investments by the MNCs that are already ex-
ploring copper in the country. In 2004, the Spence
project for copper extraction was approved, to be
undertaken by the Anglo-Australian BHP Billinton,
which has been already operating at la Escondida.
The announced investments are of $900 million, to
be initiated in 2006. This new investment in Chile
will help BHP Billinton consolidate its position as
one of the largest copper producers worldwide
(ECLAC, 20044).

In Peru, the high prices of the gold metal have
encouraged investment in new projects, such asthe
Las Bambas project, which will be undertaken by
the Swiss Xstrata, and will involve $121 million.
Likewise, the copper sector in Peru hasalso attracted
new investments, from the Japanese Sumitomo Cor-
poration and Sumitomo Metal Mining, which
announced $300 million for the expansion of the
Cerro Verde copper mine (ECLAC, 20043).

Table 18 also shows that the contribution from
other countriesto FDI flowshasincreased in all four
countries. These other countries include other de-
veloped countries and devel oping countries aswell.

Among the developing countries investing in
the four countries under analysis, it is worth high-
lighting China and India, which have demonstrated
interest in these countries’ commodity sectors. This
interestisstill incipient, and is part of abroader trend
in FDI flows between devel oping countries (South-
South FDI). Together with Chinaand India, Maaysia,
the Russian Federation and South Africa have
emerged in recent years as important investors in
developing countries, asreflection of their resource-
seeking and market-seeking strategies. However, in
order to minimize risks and information costs, these
companies have undertaken steps towards becom-
ing MNCs through investing first in neighbouring
countries, on which they hold greater knowledge,
before embarking on worldwide expansion. Their
geographical proximity and ethnical and cultural
links reinforce this strategy (World Bank, 2005).
Thus, although the natural resource endowmentsin
Latin America are an important attraction to large
developing country corporations, the distance and
lack of cultural and other links have thus far inhib-
ited their investments in the region.

In the case of China, but also India, their grow-
ing dependence on commodity imports, has awaken
their interest in ensuring stable supply sources,
thereby propelling themtoinvest inthe Latin Ameri-
can region. Although Chinaand Indiaare not among
the main developing country sources of FDI, their
FDI abroad has grown steadily in recent years
(Gottschalk, 2005).

Table 19 shows that FDI outflows from China
more than quintupled from the 1980s to the 1990s,
from around $450 millionto over $2,846 million over
the 1992—-1997 period. From 1999 onwards, these
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Table 20

CHINA'SAND INDIA’'SFDI STOCK ABROAD

(Billions of dollars)

1990 1995 2000 2002 2003
China 25 158 258 352 370
India 0.1 0.3 1.9 4.0 51

Source: UNCTAD, World Investment Report 2004.

flows started to oscillate, but still they reached the
respectable value of $1,800 million in 2003. The
accumulated flows resulted in a FDI stock abroad
totalling $37 billion in 2003 against a stock of only
$2.5 billion in 1990 (see table 20).

As regards India, tables 19 and 20 show that
the country’s FDI outflows grew exponentialy —
from just $96 million in the 1992—-1997 period to
nearly $1 billionin 2003. Theresult wasaFDI stock
held abroad of over $5 billion in 2003.

Thus far, the largest recipients of China's FDI
areHong Kong (China) and the United States. These
two destinations al one accounted for over 50 per cent
of the value of approved FDI projectsabroadin 2002.
At the same time, the following developing coun-
tries are listed among the top 15 destinations of
Chinese FDI (measured by cumulative FDI value
over the 1979-2002 period): Peru, Mexico, Zam-
bia, Cambodia, Brazil, South Africa and Viet Nam
(seetable 21).

Thus, although most flows are going to devel-
oped countries, a number of developing countries
are also capturing some of these flows, which in
some cases are significant when measured as a pro-
portion of their GDPs. Moreover, the destination
patterns seem to be changing very rapidly. In 2004,
Latin Americareceived 46 per cent of China's total
outward investment (Funakushi and Loser, 2005),
with 29 per cent of the remaining flows going to
Asia, and 16.4 per cent to Europe (People’s Daily
Online, 7 January 2005).

The main factor driving China's FDI towards
Latin Americais the need for natural resources to

sustain their high growth path. That hasbeen so much
the casethat stories of China' sinvestment in natural
resource industries abroad abound in the press. As
mentioned in section |1, exportsfrom Latin America
to China witnessed drastic growth. These countries
have exported mainly mineral and agricultural com-
modities. That makestheregion anatural destination
for China's FDI.

Chinahasrecently signed variousaccordswith
many Latin American countries, including invest-
ment contractsfor oil, mineral, gasand hydrocarbons
exploration. During hisvisit to several Latin Ameri-
can countriesin November 2004, Chinese President
Hu Jintao stated that China would invest $100 bil-

Table 21

TOP 15 DESTINATIONS OF CHINA’S
APPROVED FDI OUTFLOWS, 1979-2002

Cumulative  Percentage
value share
($ million) in total
Total 9340.0 100.0
1. Hong Kong, China 4074.3 43.6
2. United States 834.5 8.9
3. Canada 436.0 4.7
4. Australia 431.0 4.6
5. Thailand 214.7 23
6. Russian Federation 206.6 2.2
7. Peru 201.2 2.2
8. Macao, China 183.7 2.0
9. Mexico 167.4 18
10. Zambia 1344 14
11. Cambodia 125.0 13
12. Brazil 119.7 13
13. South Africa 119.3 13
14. Republic of Korea 107.8 1.2
15. Viet Nam 85.0 0.9

Source: UNCTAD, World Investment Report 2004.
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lionin Latin America. China's appetite for raw ma-
terialsfrom Latin Americaledittoaimalsofor large
infrastructure investments in the region. It report-
edly promised $50 billion investment in roads, ports
and other infrastructure projects (Financial Times,
9 March 2005).

However, until now intended investments are
till far above effectiveinvestmentsin Latin America.
Aspointed out by Funakushi and Loser (2005), “de-
spite China's interests and deals, the pace of new
investments is slow and many plans do not materi-
alize due to the continued presence of political and
institutional risks. China has little experiencein in-
vestments abroad and lacks information about
business climate” . Or, as explained by Couselor Cai
Runguo, the alternate Chinese observer to the Or-
ganization of American States, “while the Chinese
are planning to step up investment in theregion, they
are cautious’ (Logan and Bain, 2005).

China'seffectiveinvestmentsin Latin America,
although still small have been concentrated in the
petroleum and mining sectors, mostly in our four
sample countries: Brazil, Chile, Peru and Venezuela
(Funakushi and Loser, 2005). For example, in the
first 11 months of 2004, 55 per cent of China'stotal
investment in Latin America went to mining. The
remaining investment went to business service
(29 per cent), manufacturing (15 per cent) and whole-
saling and retailing (5 per cent) (People's Daily
Online, 5 January 2005).

Given thelarge bilateral flows and established
levels of cooperation, China’s relations with Brazil
are the most extensive of any Latin American coun-
try (Funakushi and L oser, 2005); Brazil also appears
on the list of main recipients of total China's FDI.
According to press reports, China has invested in
the stedl, iron, agricultureand forestry in Brazil (Peo-
ple’s Daily Online, 9 September 2004; Herald
Tribune, 2 March 2005). China is also offering an
investment of about $8.5 billionin port, railway, oil,
steel and aviation projects (Funakushi and Loser,
2005). In the mining sector, it is possible to high-
light investments by Baogang Metallurgic, which had
announced ajoint venture with the Brazilian CVRD
in November 2001 (ECLAC, 2004b), and by thelarg-
est Chinese metal-worker company, Baosteel at the
end of 2004 (The Economist, 2005b).

In relation to announced projects, it is worth
mentioning that by Baosteel in partnership with the

Brazilian CVRD and the European Group Arcelor,
which hasrecently created the largest metal-worker
company in Brazil —Arcelor Brasil; the announced
project consists of creating an integrated steel mill
(CVRD-Arcelor-Baosteel mill) in Brazil’s north-
eastern State of Maranhao, which will involve an
investment of over $1 billion, to start in 2007 or 2008.
Depending on future demand, a second mill will be
built to produce cold-rolled steel. The CDVRD has
also announced its intention of having a joint ven-
ture with the China Aluminum Group, to produce
aluminium in north-eastern Brazil. Chinese compa-
nies have also demonstrated interest in investing in
infrastructure projects linked to the agricultural and
energy exports, athough no investments have been
materialized in these sectors yet (Abreu, 2005).
ChinaMinmetal s also announced in September 2005
the intention of having ajoint venture with CVRD
(Valor Econémico, 2005). In the energy sector, China
announced a$10 billion energy deal in Brazil inNo-
vember 2004. Brazil’s State-owned oil company,
Petrobras, and China’s National Offshore Oil Com-
pany reportedly also are studying the feasibility of
joint operations in exploration, refining and pipe-
line construction around the world (Dumbaugh and
Sullivan, 2005). Other announced projects, that will
involve huge investments, are: a gas pipeline in
north-eastern Brazil and an oil refinery by Sinopec;
and an aluminium refinery by Chalco (see Duréo
and Santos, 2005).

In spite of the growing Chinese investmentsin
the mining and even agricultural sectors in Brazil
(People’'sDaily online, 2004), Chinahas not become
an important investor yet in Brazil’s commodity sec-
tors. The growth of FDI towards Brazil’s natural-
resources-based sectors has been led by Argentina,
the United States and the EU in the agribusi ness sec-
tor; while from the United States and the EU FDI
have predominated in the oil, steel and aluminium
industries. Taking the total FDI stock, the United
Statesremainsthe main investor, followed by Spain,
the Netherlands and France. Chinaisincluded in the
category “other” duetoitslow shareof FDI stock in
Brazil (table 18).

In Chile, the copper sector has attracted FDI
from China which is the largest world consumer of
this mineral (Dumbaugh and Sullivan, 2005). The
Chinese Minmetals, which is China's largest State-
owned metal producing and trading company,
announced in June 2005 the creation of ajoint ven-
ture with the Chilean CODELCO, which is the
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largest copper producer in the world, which will be
anew copper mining company that will supposedly
supply Chinawith copper for the next 20 years (L o-
gan and Bain, 2005). Each company will have 50 per
cent of capital and China'sinvestment will initially
be $550 million, but possibly reaching up to $2 bil-
lion. The high demand for copper by the Chinese
economy, linked to investments in energy power
transmission networks and the automobile and do-
mestic appliances industries, stimulated the search
for more stable sources of copper. Estimates indi-
cate that thisdemand should go from 4 million annual
tons to 6 million until 2010. The Chinese Govern-
ment has been encouraging other State-owned
companies, such asthe Jiangxi Copper company, the
largest copper producer in China, and the Shanghai
Baosteel Group, to acquire participation in foreign
mining companiesin order to ensure domestic sup-
ply (Bloomberg, 2005).

Sources close to the trade negotiations under
way between China and Chile claim that the Chi-
nese officialdom has astrong interest in becoming a
partner in the construction of aroad and rail tunnel
in the Cristo Redentor pass between Argentina and
Chile, which closes every year due to snow build-
up. It would be the first Chinese Government
investment in the region (Logan and Bain, 2005).

In Venezuela, China has invested in crude oil.
China has operated oil fieldsin this country, and in-
tends to develop 15 declining fields in Zumano in
eastern Venezuela (Forero, 2005). In January 2005,
Venezuelan President Hugo Chéavez travelled to
Chinato sign a series of energy-related agreements,
including the commitment by the China National
Petroleum Corporation, which already operatestwo
Venezuelan oil fields, to spend over $400 millionin
developing Venezuelan oil and gas reserves (Dum-
baugh and Sullivan, 2005). China has also offered a
credit line of $700 million to Venezuela's Govern-
ment to be used in their fight against poverty in
exchange of oil refinery technology (People’s Daily
Online, 9 September 2004; Herald Tribune, 2 March
2005).

India has also invested in Venezuela's oil sec-
tor. PDV SA and the Indian ONGC Videsh and Indian
Oil Corporation have made an aliance aimed at es-
tablishing a joint company for oil exploration in
Venezuela, which is part of Venezuelan Govern-
ment’sdesireto develop linkswith other devel oping
country companies (ECLAC, 2004a). Asin China,

India’s growing needs for natural resources seems
to be amajor force behind its investmentsin devel-
oping countries such as Venezuela. India, which at
present imports 70 per cent of its oil needs and has
an oil consumption per capita of only one-third of
the world’s average, faces the critical challenge of
expanding its foreign sources of energy abroad, es-
pecially in view of its limited domestic natural
resources. The potential for rapid growth of India’s
investment in energy abroad is thus enormous (Fi-
nancial Times, 2005).

V. Conclusions

Themain aim of this paper wasto examine how
Latin American countries have been responding to
the ongoing export boom in the region. Through
analysing the experiences of Brazil, Chile, Peru and
Venezuela, the paper shows that policy makers in
the region have responded to this challenge by pur-
suing prudent macroeconomic management policies,
both on the external and the domestic fronts. Flexible
exchange rate regimes have prevailed, a consider-
able concern for the maintenance of price stability
has been observed, and a prudent fiscal policy has
been pursued with a focus on fiscal sustainability.
These policy options and concerns were present in
Brazil, Chile and Peru. Venezuel ashares some of these
elements, but not all —for example, itsexchangerate
regime is still operating at a higher degree of gov-
ernment control, though it hasbeen gradually relaxed
lately.

Whilethe four countries under analysis appear
to be pursuing broadly similar macroeconomic man-
agement policies, important differences can be
observed. As the export boom has gained strength
Chile and Brazil have let their currencies appreci-
ate, both in nominal and real terms. At the sametime,
their accumulation of foreign reserves has been rather
modest. By contrast, whilst avoiding major currency
appreciation, Peru and Venezuelahave recently seen
amajor increase in their foreign reserves. However,
this does not mean that Chile has been less prudent
than Peru and Venezuela on the external front. Chile
hasfollowed the alternative path of restructuring its
external debt, so that the country can benefit from
lower debt liabilities and debt service in the future.
In our judgement, Brazil’sexternal strategy hasbeen
the least appropriate of all.
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Brazil haslet the domestic currency appreciate
strongly lately, but given the country’s more diver-
sified export base towards manufactured goods,
Brazil has the strongest reasons to avoid currency
appreciation. This can undermine severely the com-
petitiveness of its manufacturing exports, which are
more sensitive to the exchange rate and whose share
in the country’s total exports is high. The weaken-
ing of manufacturing exports should be avoided,
because it is the sector that has the strongest capac-
ity to create jobs and the strongest linkages with the
rest of the economy. The other side of the coin of
thispolicy option has been modest reserve accumula-
tion. It is true that this policy in Brazil tends to be
more costly than in the other countries, asit involves
higher quasi-fiscal costs due to the country’s ex-
tremely high domestic interest rates — the highest in
the world both in nominal and real terms. The high
interest rate policy is directly linked to the coun-
try’sstrict regime of inflation targeting, which could
be made more flexible, for example by having less
rigid annual targets and by using coreinflation rather
than full inflation as the reference index for the
regimein place. Unlike Chile, Brazil isnot compen-
sating for a less aggressive reserve accumulation
strategy with external debt restructuring, which is
the alternative Chile hasfound to reduce vulnerabil-
ity to external shocks.

On thefiscal side, all four countries have seen
improvement in their overall fiscal accounts as a
result of higher government revenues. In Chile and
Peru, this has been achieved through lower expen-
ditures as well. A striking finding is that Peru’'s
government revenues arising from the mining sec-
tors as a proportion of total government revenues
arevery small. Thus, other factors such astheintro-
duction of new taxes explain why Peru’'s revenues
have improved. The main reason for the contribu-
tion of the mining sector to government revenuesis
the inability of the government to capture a signifi-
cant share of the rents generated by these sectors,
owingto aregulatory framework that favoursMNCs
and income payments abroad.

Unlike the Government of Peru, those of Chile
and Venezuela managed to capture a large share of
the rents generated by the extractive sectors. But
whilst Chileis pursuing arestrained, counter-cyclical
fiscal policy based on lower government expendi-
tures, Venezuela has increased public expenditure
significantly, mainly inthe social sectors. Inour view,
both policy strategies have their merits, in the case

of Chile because it lays the ground for enhanced
growth in the long term. In the case of Venezuela,
because oil revenues are so high and the ability of
the State to capture these so strong, the country is
being ableto haveit both ways (to spend, but also to
save). However, thisstrategy isnot free of risks. The
expenditure pattern is changing in a major way, but
its sustainability is heavily dependent on the con-
tinuation of high oil prices.

A further finding of the paper isthat public sec-
tor investment in thefour countries has not increased.
L atin American countries benefiting from the ongo-
ing upward trend in commodity prices should do
moreto increase investment, especially intheinfra-
structure serving the export sectors.

The analysis provided in the previous sections
suggeststhat the high commaodity pricesin the 2002—
2004 period was associated with global economic
recovery, dollar depreciation, a speculative bubble
fuelled by low interest rates, and economic growth
in East and South Asia. In our view this current boom
in commodity pricesisdifferent from previous ones
precisely because of thiscombination of old and new
elements. The fact that some of these contributory
factors are cyclical and others structural, makes it
difficult to assess to what extent the current upward
trend in prices is sustainable. However, the impor-
tant difference between this and previous cyclesis
theincreasing weight of Chinaand Indiain theworld
economy. The size and rate of growth of these coun-
tries could lead to a major structural change in
relative prices towards an upward long-term trend
in the terms of trade in favour of primary commodi-
ties, although price variability would probably continue
around this trend.

But the cyclical factorsmay have greater weight
over the medium term. The global economy is fac-
ing major imbalances and a disorderly adjustment
could result in higher interest rates, a sharp slow
down in the world economy and a collapse in com-
modity prices. Thus, although the paper identifies
important underlying structural factorsthat were not
present in previous booms, it isfar from certain that
the current cyclewill last for very long. For thisrea-
son, the current boom should be seen by Latin
American countries as awindow of opportunity for
not only making strides towards fiscal and external
sustainability but also for improving their physical
infrastructure, and for increasing social expenditure
to address the region’s high income inequality, high
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unemployment and poverty levels. To ensure that
both increased capital and social expenditure can be
financed in a sustained way, their governments
should make efforts to increase their share of the
rentsthrough revising the regul atory framework and
the laws governing foreign and domestic investment
in order to remove loopholes that encourage tax

evasion. Finally, they should avoid excessive appre-
ciation of their currenciesin order not to discourage
investment in the manufacturing industries, which
are the ones that create jobs and value added, and
through export diversification contribute to reduced
variability in the terms of trade.
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Annex

Table Al
NOMINAL EXCHANGE RATE —END OF PERIOD
(Currency units per 1 USdollar)
1998 1999 2000 2001 2002 2003 2004  April 2005
Brazil 121 1.79 2.00 2.32 3.53 2.89 2.65 253
Chile 47380 530.10 57270 656.20 71240 599.40 559.80 582.90
Peru 3.16 351 3.52 344 351 3.46 3.28 3.26
Venezuela 56450 64830 699.80 763.00 1406.30 1598.00 1918.00 2147.00
Source: IMF.
Table A2
NOMINAL EXCHANGE RATE —AVERAGE PERIOD
(Currency units per 1 USdollar)
1998 1999 2000 2001 2002 2003 2004  April 2005
Brazil 1.16 1.82 1.83 2.36 2.92 3.08 293 2.58
Chile 460.30 508.80 539.60 63490 683890 69140 609.40 580.60
Peru 293 3.38 3.49 351 3.52 347 341 3.26
Venezuela 547.60 60570 680.00 723.70 1161.00 1607.00 1891.30 2 147.00
Source: IMF.
Table A3
REAL EFFECTIVE EXCHANGE RATE?
(Index numbers, 2000 = 100; deflated by CPI)
Average
(1996-1999) 1999 2000 2001 2002 2003 2004°  2005P°
Brazil 80.0 108.0 100.0 119.7 130.5 130.6 124.6 110.2
Chile 94.7 98.2 100.0 111.2 109.1 114.5 106.9 106.6
Peru 93.6 101.5 100.0 97.8 95.6 99.8 101.3 100.7
Venezuela 134.4 102.6 100.0 95.2 123.7 136.8 143.2 142.3
Source: ECLAC.
a Annual averages. b Preliminary. ¢ January—May.
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Table Ad4
BALANCE OF PAYMENTS—-BRAZIL

(Millions of dollars)
1999 2000 2001 2002 2003 2004
Trade account (goods and service) -8 244 -7 860 -5108 8164 19 863 28921
Income balance -18844  -17886 -19743 -18191 -18552 -20520
Interest payment -17468  -17542  -17842 -15345 -15992 -18478
Profit remittance -5531 -4 554 -5 005 -5 950 -5984 -6 860
Transfer balance 2027 1796 1638 2390 2 867 3268
Current account -25062 -24608  -23213 -7 637 4177 11 669
Capital and financia account? 8 635 32 206 19763 -3542 -451 -5 062
FDI 29987 30 563 24715 14 108 9894 8 695

Source: ECLAC; and Central Bank of Brazil.
a Includes errors and omissions.

Table A5
BALANCE OF PAYMENTS—-CHILE
(Millions of dollars)
1999 2000 2001 2002 2003 2004
Trade account (goods and service) 1690 1471 999 1684 2905 8439
Income balance -2 233 -2 856 -2 526 -2 847 -4 606 -8101
Interest payment
Profit remittance -2 462 -2 250 -2 447 -4 611 -8 052
Transfer balance 643 558 427 583 599 1051
Current account 100 -897 -1100 -580 -1102 1390
Capital and financial account? -846 1083 504 779 737 -1580
FDI 6 203 873 2590 2 207 2501 6 660

Source: ECLAC; and Central Bank of Chile.
a Includes errors and omissions.
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Table A6
BALANCE OF PAYMENTS-PERU
(Millions of dollars)
1999 2000 2001 2002 2003 2004
Trade account (goods and service) -1 368 -1149 -1077 -649 -18 1950
Income balance -1115 -1410 -1124 -1 457 -2 144 -3421
Interest payment -1836 -1640 -1357 -1364
Profit remittance -344 -131 -479 -1 007
Transfer balance 966 999 1042 1043 1227 1461
Current account -1518 -1 559 -1 159 -1 063 -935 -10
Capital and financial account? 650 1417 1583 2030 1459 2427
FDI 1812 810 1070 2 156 1275 1816
Source: ECLAC; and Central Reserve Bank of Peru.
a Includes errors and omissions.
Table A7
BALANCE OF PAYMENTS—-VENEZUELA
(Millions of dollars)
1999 2000 2001 2002 2003 2004
Trade accounts (goods and service) 3632 13411 4155 10512 13904 17 804
Income balance -1453 -1388 -2 020 -2 756 -2411 -3885
Interest payment -2984 -2712 -2 359 -2 041
Profit remittance -1424 -1 884 -1 959 -1 440
Transfer balance -67 170 -148 -157 20 -89
Current account 2112 11 853 1987 7 599 11 448 13830
Capital and financial account? -1 050 -5 895 -3818 -12026 -6005 -11932
FDI 2018 4180 3479 -244 1341 1 866

Source: ECLAC; and IMF.

a Includes errors and omissions.
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Table A8
BRAZIL'SFISCAL ACCOUNTS, 1999-2004
(Per cent of GDP)

1999 2000 2001 2002 2003 2004
Central government revenues 217 215 227 239 23.0 239
Central government expenditures 195 195 20.8 215 20.5 211
Consolidated public sector’s primary surplus 3.2 35 3.6 39 4.3 4.6
Consolidated public sector’s financing needs 5.8 3.6 3.6 4.6 51 2.7
Public sector net debt 48.7 48.8 52.6 55.5 57.2 51.8

Source: Authors' elaboration, based on Central Bank of Brazil.

Table A9
CHILE’'SFISCAL ACCOUNTS, 19992004
(Per cent of GDP)
1999 2000 2001 2002 2003 2004
Total government revenues 22.5 23.7 239 23.2 23.0 24.2
Total government expenditures 20.7 20.9 20.7 20.7 19.9 18.6
Revenue from copper as percentage of total revenue 1.6 39 22 20 3.9 12.6
Consolidated public sector’s financing needs 2.1 0.6 0.5 1.2 04 -2.2

Source: Authors elaboration, based on Central Bank of Chile; IMF; and UNCTAD, Trade and Development Report, 2005,
chap. 111.
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Table A10

PERU’SFISCAL ACCOUNTS, 1999-2004
(Per cent of GDP)

1999 2000 2001 2002 2003 2004

Central government revenues 14.5 14.8 14.4 14.4 15.0 15.2
Central government expenditures 15.9 15.7 15.2 14.7 14.9 14.6
Total revenue from gold and copper

as percentage of total revenue® 0.7 11 0.6 1.3 2.7 4.8
Consolidated primary surplus -1.0 -1.0 -0.2 -0.1 04 1.0
Consolidated public sector’s financing needs 3.2 3.2 25 2.3 1.7 11

Source: Authors' elaboration, based on Central Reserve Bank of Peru; IMF; and UNCTAD, Trade and Development Report,
2005, chap. I11.
a Estimate calculated by UNCTAD, Trade and Development Report, 2005, chap. 111.

Table A1l

VENEZUELA'SFISCAL ACCOUNTS, 1999-2004
(Per cent of GDP)

1999 2000 2001 2002 2003 2004

Central government revenues 18.0 20.2 20.8 215 229 24.1
Central government expenditures 20.5 21.8 25.1 26.5 28.8 26.9
Revenue from ail as percentage of total revenue? 36.9 49.8 45.5 48.8 50.6 47.8
Central government primary surplus 1.0 0.9 -1.4 -0.3 -0.9 0.8
Central government financing needs 1.7 1.6 4.2 5.0 5.9 2.8
Consolidated public sector’s financing needs -0.7 -4.3 45 1.0 -0.2 n.a

Source: Authors' elaboration, based on Central Bank of Venezuela.
a Estimate calculated by UNCTAD, Trade and Development Report, 2005, chap. 111.
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Notes

1  Figurefrom Brazil’s Ministry of Development, Industry
and Trade.

2  For adetalled analysis of the relation between the Chi-
nese and Indian patterns of growth and the consumption
of commaodities, see UNCTAD (2005, chap. I1).

3 China's export share remained constant at 6 per cent,
but it wasjust 1 per cent 20 years back, see IMF (2004).

4  The decline in steel prices in 2005 has been also ex-
plained by higher inventories by the automobile indus-
try in response to fears of product shortage and higher
prices (The Economist, 2005a).

5  Tablesonnominal exchangerates, both year average and
end-of-period are displayed in the annex to this paper.

6  The focus on 2004 is that only in that year the dyna-
mism in the export sector was fully felt; until then, re-
sults had been rather mixed due to a variety of factors,
such as low dynamism of Chile's economy due to world
recession, and political instability in Brazil and Ven-
ezuela, in the former case affecting strongly the finan-
cial component of the fiscal accounts through higher in-
terest rates and sharp depreciation, in the latter through
disruption in production.

7 InJune 2004, Peru renewed its stand-by agreement with
the IMF, while Brazil discontinued its agreement with
the IMF in March 2005.

8 Itisassumed in the calculations that all the government
revenues from gold and copper go to Peru’s Central Gov-
ernment, thus not being shared by sub-national govern-
ments.

9  According to UNCTAD (2005; table 3.4) calculations,
Peru’s gains from terms of trade were 1.1 and 2.2 per-
centage points of GDP in 2003 and 2004, respectively,
but the net effects of income payments were -1.2 and
-2.5 for 2003 and 2004.

10  The description on ownership structure and tax regimes
that follow are based on information from UNCTAD
(2005, annex to chapter I11), which provides in great
detail information on ownership structure and regula-
tory regimes of main export sectors of selected Latin
American countries.

11  This figure aso includes production by a company in
which CODEL CO has participation.

12 To reduce tax evasion, a supplementary 5-per cent levy
on operational profits has been recently approved by
Chile's Parliament — see UNCTAD (2005, chap. I11).

13 Fondespais the Spanish acronym and stands for Fondo
para el Desarrollo Econémico del Pais.
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