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The total burden of debt includes interest payments and debt amortization. In Latin 

America and the Caribbean, the burden of debt has increased not only because of higher 

interest rates but also due to the increase in projected amortizations.4 Seven countries 

face debt service of more than 5% of GDP in 2023, while six others face debt service be-

tween 2.5% and 5% of GDP (Figure 3.6, Panel A). For the median country in the region, 

debt service accounts for nearly 15% of fiscal revenues in 2023 and is expected to fall to 

about 9% by 2027 (Figure 3.6, Panel B).5 Brazil and Mexico account for more than 75% of 

the region’s debt service maturing in 2023.

Higher interest rate payments and concentrated amortizations are risks to future 

fiscal consolidation. Despite strengthening their fiscal positions in 2022, uncertainty 

about growth dynamics and the behavior of interest rates in 2023 raise questions about 

how firmly the region will continue to advance in consolidation. Given the rise in inter-

est payments, authorities will need to find additional space to lengthen maturities and 

limit the growth of expenditures. This task may be challenging in the face of pressure to 

compensate for high prices with greater spending. Fiscal forecasts until 2026 point to 

improved primary balances that are partially offset by higher interest payments, leading 

to modest increases in debt ratios from 64% in 2022 to 67% of GDP in 2026. However, 

risks may alter these forecasts.

4  See Powell and Valencia (2023) for a detailed discussion.
5  These figures do not include the roll-over of short-term debt.

FIGURE 3.6   The Weight of Public Debt Service
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Source: IDB staff calculations based on Bloomberg, IMF data, and Powell and Valencia (2023).
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Fiscal Scenarios

Figure 3.7 shows the projected trajectories of the debt-to-GDP ratio for the average country 

in Latin America and the Caribbean and the different groups of countries. The baseline 

scenario assumes paths for growth, inflation, interest rates, and commodity prices that 

are consistent with the baseline presented in Chapter 1. The stressed scenario incorpo-

rates lower economic growth, higher U.S. policy interest rates, higher inflation, and lower 

commodity prices in line with the negative scenario of Chapter 1.

Continued fiscal consolidation in 2022 reduced financing needs and contributed 

to a lower debt-to-GDP ratio of 64% of GDP (Figure 3.7, Panel A). The projections in the 

baseline scenario show that for the average Latin American and Caribbean country, debt 

rises and then stabilizes at around 67% of GDP, given higher financing costs and lower 

growth rates. In the stressed scenario, due to persistently tighter financial conditions, new 

macro-fiscal shocks increase debt ratios. For the typical country, debt reaches 72% of 

GDP in 2026, which is 5 percentage points above the baseline scenario.

Estimated debt-to-GDP trajectories for country groups reflect a similar pattern to 

that of the average country, but debt levels vary depending on starting positions. The debt 

ratios of tourism-dependent countries, which ran significant average primary surpluses 

before the pandemic (1% of GDP, 2015–2019), stabilize in the medium term at around 71% 

of GDP (Figure 3.7, Panel B). In commodity-exporting countries, additional fiscal revenues 

from higher commodity prices partially mitigate the effects of higher financing costs, and 

their debt converges to 60% of GDP in 2026 (Figure 3.7, Panel C). On the other hand, the 

debt-to-GDP ratio in diversified economies increases to 69% in 2026 due to greater spend-

ing pressure (Figure 3.7, Panel D). As for the stressed scenario, the additional shocks result 

in estimated debt ratios between 3 and 7 percentage points of GDP above the baseline 

scenario, depending on the country group.

The projections of primary fiscal balances in the baseline scenario suggest a con-

vergence to fiscal balance by 2026, explained by the continued withdrawal of fiscal 

stimulus and a recovery of growth in 2024 and beyond (Figure 3.8, Panel A). However, 

in the stressed scenario, the path of fiscal adjustment is slower. Given lower growth rates 

and higher inflation, primary deficits are estimated to be close to one percentage point 

of GDP higher than in the baseline in 2023. However, this difference will narrow gradu-

ally in the medium term, and the primary balance will converge to –0.3%.

The dynamics of fiscal adjustment in tourism-dependent and commodity-exporting 

countries resemble those of the regional average. The tourism-dependent group, on the 

one hand, would converge towards a primary surplus of 1.1% of GDP in the baseline scenario 

and 0.8% of GDP in the stressed scenario, which is feasible given the historical capacity of 

these countries to make rapid fiscal corrections and generate positive primary balances 

(Figure 3.8, Panel B). On the other hand, supported by the additional fiscal revenue from 
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high commodity prices, the group of commodity-exporting countries could increase their 

primary balances to fiscal balance by 2026 in the baseline and to a deficit of 0.6% of GDP 

in the case of additional macroeconomic stress (Figure 3.8, Panel C). The primary balance 

of the diversified group would worsen, falling to –0.8% of GDP in the baseline and to –1.1% 

in the stressed scenario (Figure 3.8, Panel D).

As Powell and Valencia (2023) argue, reducing debt to prudent levels creates room 

for further growth and mitigates the risks of other adverse macro-fiscal shocks.6 Figure 3.9 

shows the additional fiscal effort that country groups must make on average per year to 

converge to their prudent debt levels in both the baseline and stressed scenarios. The effort 

FIGURE 3.7   Scenarios for Gross Debt
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Source: IDB staff scenarios and calculations based on IMF (2022b) and FocusEconomics (2023). 
Note: The shaded area indicates future scenarios (2023–2026). Latin America and the Caribbean includes all IDB-
borrowing countries except Venezuela. Tourism-dependent countries include The Bahamas, Barbados, Belize, 
Dominican Republic, Haiti, Jamaica, Panama, and Uruguay. Commodity-dependent countries include Bolivia, Chile, 
Colombia, Ecuador, Guyana, Paraguay, Peru, and Suriname. Diversified economies include Argentina, Brazil, Costa Rica, 
El Salvador, Guatemala, Honduras, Mexico, Nicaragua, and Trinidad and Tobago. 

6  The prudent level of debt is one that ensures debt remains sustainable, even if a wide set of adverse shocks 
were to arise. It is estimated as the level of debt that, with a given probability, remains below the maximum 
sustainable debt level.
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surpasses an average fiscal reform in Latin America and the Caribbean that generates be-

tween 0.7 and 1 percentage point of GDP of additional fiscal revenues. Countries need to 

generate adjustments that can exceed one and a half or two fiscal reforms to converge to 

prudent levels. Countries have several policy options to converge to prudent debt levels.

Fiscal forecasts can change, among other things, depending on how past inflation 

leads to adjustments of fiscal expenditures and revenues. Given high inflation and interest 

rates (see Chapter 2), understanding how they may affect fiscal accounts is a crucial ques-

tion. Due to the rise in interest rates to combat inflation, interest payments have increased, 

generating future fiscal pressure. However, higher inflation affects future fiscal balances 

through other channels as well. Inflation impacts tax collection in several ways. It also 

impacts different dimensions of expenditure and revenue (see Box 3.1). Limiting channels 

through which past inflation affects future fiscal balances is critical to avoid reversing the 

region’s fiscal consolidation trends.

FIGURE 3.8   Scenarios for the Primary Balance

–1.1

–0.1

–4.4

–0.8
–0.6

–4.2

–6.9

0.8
1.3

–3.2

1.1

–0.3–1.0

–4.8

0.0

0.0

%
 o

f 
G

D
P

A. Latin America and the Caribbean

–7

2

–6

–2

3

0

–4

1

–3

–1

–5

2017201420112008 2020 2023 2026

%
 o

f 
G

D
P

B. Tourism-dependent

2017201420112008 2020 2023 2026

%
 o

f 
G

D
P

C. Commodity-dependent

2017201420112008 2020 2023 2026

%
 o

f 
G

D
P

D. Diversified

2017201420112008 2020 2023 2026

BaselineStressed scenario

–7

2

–6

–2

3

0

–4

1

–3

–1

–5

–7

2

–6

–2

3

0

–4

1

–3

–1

–5

–7

2

–6

–2

3

0

–4

1

–3

–1

–5

Source: IDB staff scenarios and calculations based on IMF (2022b) and FocusEconomics (2023). 
Note: The shaded area indicates future scenarios (2023–2026). Latin America and the Caribbean includes all IDB-
borrowing countries except Venezuela. Tourism-dependent countries include The Bahamas, Barbados, Belize, 
Dominican Republic, Haiti, Jamaica, Panama, and Uruguay. Commodity-dependent countries include Bolivia, Chile, 
Colombia, Ecuador, Guyana, Paraguay, Peru, and Suriname. Diversified economies include Argentina, Brazil, Costa Rica, 
El Salvador, Guatemala, Honduras, Mexico, Nicaragua, and Trinidad and Tobago. 
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Policy Options

Although fiscal balances have already returned to pre-pandemic levels, debt in many 

countries has yet to reach an estimated prudent level. Despite the continuation of fiscal 

consolidation in most countries in 2022, risks are rising. Moreover, simulated scenarios 

suggest that debt could return to a growing path, signaling the urgent need for policies 

aimed at adjusting fiscal accounts. There is no one-size-fits-all policy to reduce debt, and 

fiscal strategies to achieve fiscal consolidation depend on country-specific characteris-

tics. However, some standard features in several countries—increasing the efficiency of 

expenditure and tax revenue collection, enhancing fiscal institutions, and improving the 

composition of debt—can guide policy in that direction.7

Improving expenditure efficiency and tax collection should top policymakers’ agendas 

everywhere.8 Greater targeting of transfer payments9 and enhancing the quality of public 

investment in all stages of project cycles10 are pending tasks that could save over 4% of 

FIGURE 3.9   Additional Fiscal Effort to Converge to Prudent Debt Levels 
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Source: IDB staff calculations based on Powell and Valencia (2023). 
Note: Latin America and the Caribbean includes all IDB-borrowing countries except Venezuela. Tourism-dependent 
countries include The Bahamas, Barbados, Belize, Dominican Republic, Haiti, Jamaica, Panama, and Uruguay. 
Commodity-dependent countries include Bolivia, Chile, Colombia, Ecuador, Guyana, Paraguay, Peru, and Suriname. 
Diversified economies include Argentina, Brazil, Costa Rica, El Salvador, Guatemala, Honduras, Mexico, Nicaragua, and 
Trinidad and Tobago. 

7  For a deeper discussion, refer to Powell and Valencia (2023).
8  For a discussion of policies to promote fiscal consolidation, see Cavallo and Powell (2021) and Cavallo et al. (2022).
9  Targeted subsidies that replace blanket subsidies can be an efficiency gaining approach. For example, adopting 
subsidies for vulnerable populations to use mass transportation can be more efficient than providing blanket 
fuel subsidies that may even be regressive.
10  Improvements in public investment frameworks would also improve fiscal multipliers.
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BOX 3.1   �Inflation and Fiscal Accounts

Past Inflation and Expenditure
The effects of inflation on government spending are diverse and depend on various factors: the level 
of indexation of spending components; the policy response in terms of the targeting mechanisms 
used to compensate for the loss of purchasing power of the most vulnerable (Premchand, 1989); 
and the increased cost of government purchases.

Salaries and personnel costs have annual revision mechanisms that correct for the loss of 
purchasing power due to inflation. Between 2017 and 2019, workers’ compensation accounted 
for about 29% of public spending—higher than in OECD countries (24%).a Also, social security 
spending, which accounts for nearly 20% of total expenditure, depends on wage growth and is 
directly indexed to inflation.b Through this mechanism, a rise in past inflation automatically leads 
to an increase in expenditure.

Finally, government purchases of goods and services also adjust with inflation due to the 
rapid adjustment of prices by the private sector, which supplies them. Therefore, at least 60% of 
public spending can be expected to be adjusted for inflation (Figure 3.1.1).

Because of indexation, past inflation can lead to future expenditure growth. An additional 
problem occurs when inflation-indexed spending is inflexible, as in the case of wages, transfers, and 
interest payments on debt. In those cases, the effects of high inflation not only translate into the 
following year’s fiscal accounts, but also have a persistent impact. In many countries, inflexible public 
spending accounts for over 50% of total expenditures (see Figure 3.1.2). In that context, rising inflation 
also increases the future inflexibility of public spending, posing a challenge for fiscal consolidation.

Inflation and Fiscal Revenue
The impact of inflation on fiscal revenue is uncertain. On the one hand, if the inflation rate is higher 
than the rate at which tax brackets are adjusted, individuals and businesses may be pushed into 
higher tax brackets, resulting in greater tax revenue for the government.

FIGURE 3.1.1   Fiscal Expenditure and Inflation
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(continued on next page)
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BOX 3.1   �Inflation and Fiscal Accounts

On the other hand, if inflation decreases purchasing power, people have less disposable 
income to pay taxes, which results in lower tax revenue. Inflation also affects the value of tax de-
ductions and credits, thereby increasing or decreasing the amount of taxes owed.

The timing of transactions is critical to assess the impact of inflation on the tax base and the 
real value of tax liabilities. To calculate the tax base, many transactions carried out at various times 
must be considered. Depending on the timing of these transactions, the real tax base increases 
or decreases, affecting the tax liabilities generated. The tax base is also affected by deductions or 
limits that are determined in local currency. As for actual tax liabilities, the difference between the 
time the liability is generated and the time the tax is paid erodes the real value of the tax burden; 
the longer these delays, the greater the erosion.c Additionally, if tax credits are set in nominal terms, 
their future use reduces their real value, thereby increasing the tax burden.

Many countries have implemented measures to limit price increases to domestic consumers. 
Among the policies implemented are tax reductions, especially on energy and food items. More 
than half of the countries in the region use tax reduction, averaging 0.27% of GDP. Also, one-third 
of the countries have announced temporary cuts or suspended tariffs on food and container im-
ports to curb the rise in shipping costs (IMF 2022).

Additionally, high inflation creates uncertainty and disrupts economic activity, which nega-
tively impacts tax collection. Overall, the effect of inflation on tax collection is complex and de-
pends on many factors.

a See Izquierdo, Pessino, and Vuletin (2018) and Arenas de Mesa (2020).
b This estimate accounts for data available in 2018 for Argentina, Brazil, Colombia, Costa Rica, Dominican 
Republic, El Salvador, Guatemala, Peru, Trinidad and Tobago, and Uruguay.
c This effect can also work to the detriment of the taxpayer. Sometimes the government must refund taxpayers. 
If these refunds are delayed over time, the value of the refund may also be eroded.

FIGURE 3.1.2   Inflexible Public Expenditure
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GDP, according to IDB estimates.11 These measures are essential for countries with high 

public expenditure and where increasing revenues can be politically unfeasible.

Given high inflation, authorities, specifically in countries where wages take a large 

share of total expenditure, should be aware of the risks of perpetuating permanent in-

creases in inflexible expenditure via wage indexation. Therefore, wage adjustments should 

rely more on measures of future inflation expectation and less on realized past inflation.

In countries with lower fiscal revenues, enhancing tax revenues can effectively con-

solidate fiscal accounts. Moreover, tax reforms can be progressive if they are adequately 

designed and promote higher formality.12 Such reforms seek to increase revenues not only 

through higher rates but by strategically focusing on expanding the tax base, promoting 

mechanisms that reduce evasion and tax avoidance, and limiting exemptions when unneces-

sary. In 2022, one-third of the region’s countries submitted plans to carry out tax reforms 

in the next three years that aimed to achieve an average revenue increase of 1% of GDP.

Reducing debt to prudent levels depends critically on strengthening fiscal institutions. 

Well-designed, debt-anchored fiscal rules are a crucial tool to enhance the credibility of 

medium-term fiscal plans. Where these are in place, market participants tolerate higher 

debt ratios and risk premia tend to be lower. Fiscal rules perform even better when com-

bined with independent fiscal committees that monitor and produce key parameters that 

feed the rules. During the COVID-19 pandemic, many countries suspended the use of their 

fiscal rules. The region must now resume compliance promptly (Box 3.2).13

The composition of debt matters as much as its level. Active debt management 

practices may also be required, given the rise in interest rates and the expected burden 

of debt service in the years ahead. Strategies to improve the profile and composition of 

debt that allow smooth debt service over time may be required. These strategies include 

designing mechanisms to exchange high-cost short-term debt for longer-term instruments 

at lower costs. Multilateral development banks can play a crucial role in achieving this shift.14

Institutional strengthening is essential to converge towards prudent levels. Many coun-

tries in the region have created units dedicated to debt management. Active coordination 

with macro-fiscal planning actions is necessary, given the complexity of debt operations. 

Several countries in the region have created fiscal rules with debt anchors. Still, the debt 

strategy needs to be coupled with medium-term fiscal frameworks to achieve a robust 

fiscal strategy in the face of current uncertainty.

11  See Cavallo and Powell (2021).
12  For example, the adoption of negative income taxes can be helpful not only to promote a more efficient 
management of taxes and subsidies but may also contribute to combat the high levels of informality that 
characterize the region. See Cavallo et al. (2022) for a discussion.
13  Due to the large countercyclical fiscal policy observed in 2020, many countries temporarily eased fiscal rules 
to smooth fiscal consolidation over time and lessen the negative effect on growth.
14  See Powell and Valencia (2023) for further discussion.
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BOX 3.2   Escape Clauses, Flexibility, and the Return to Fiscal Rule Compliance

Fiscal rules are instruments for fiscal sustainability that represent a long-lasting constraint over 
selected macroeconomic aggregates. One of the shortcomings of rule-based frameworks is that 
they need more space to accommodate unforeseen shocks. Over time, fiscal rules have included 
escape clauses for exceptional events, which allow some flexibility for specific cases such as natural 
disasters or severe economic contractions. The health emergency triggered by COVID-19 in 2020 
severely tested fiscal rules, flexibility, and ability to accommodate a countercyclical response.

In those countries that implemented fiscal rules, they represented a severe constraint to 
dealing with the crisis. Nevertheless, most rules included escape clauses in their design. In need of 
fiscal space to deal with the shock, 14 of 16 countries in Latin America and the Caribbean used their 
escape clauses in 2020 given the size of the negative shock. Among the countries that changed the 
rule, six chose to modify the numerical targets set for the fiscal year, and four decided to suspend 
the rule for at least one fiscal year.

Although most rules were back in force in 2022, the return to compliance has varied across 
countries. Three scenarios are observed:

1.	 28% of the countries tried to comply with the rule before the pandemic without activating 
the escape clause.

2.	 36% of the countries decided to modify the targets without invoking the escape clause, al-
lowing a convergence period to the initial targets.

3.	 36% of the countries used the escape clause to either suspend or modify the initial targets.

Consequently, the fiscal adjustments made by countries after the pandemic are linked to the 
way they chose to comply with fiscal rules enacted in 2020.

In 2023, with new and difficult macroeconomic conditions, countries face a new challenge 
to meet the objectives initially laid out in the fiscal rules. In some countries, the design of escape 
clauses has facilitated this task. Overall, following the analysis of compliance with fiscal rules pro-
posed by Ulloa-Suarez and Valencia (2022), respect for the objectives set out in the rules improves 
when accounting for the flexibility incorporated in the escape clauses. Indeed, the compliance rate 
increased from 33% to 40% in 2020 and from 63% to 70% in 2021.a

Since the frequent use of escape clauses is associated with discretionary actions, activating 
them must be accompanied by gradually returning to the objectives. Although the considerable 
uncertainty and size of shocks often complicate the design of a return plan to ensure subsequent 
compliance with the rule, this feature would help accommodate the shock’s transitory effects and 
maintain fiscal discipline.

a Preliminary results.

Moreover, fiscal and monetary policies require strong coordination. Only by working 

in tandem will they achieve their maximum results at a minimum cost. Easing increases in 

interest rates alleviates fiscal pressure. But stronger fiscal positions, in turn, are necessary 

to give central banks room to relax monetary policy. As fiscal consolidation continues, risk 

premia should come down. As a result, the neutral interest rate that determines monetary 

policy interest rates can decline, allowing central banks to soften their monetary policy 

stance. Coordination is always important, but is now critical to avoid consequences that 

threaten the economic and social gains after the worst of the pandemic.
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CHAPTER 4

Synchronizing Policy for a 
Social Recovery

Poverty and inequality levels in Latin America and the Caribbean have improved since 

the initial impact of the pandemic. Labor markets performed well after the massive 

vaccination campaigns and the normalization of most economic sectors. Unfortunately, 

the economic and social recovery is under threat from an expected slowdown in economic 

activity associated with higher interest rates and inflation.

This chapter presents recent trends in social and labor market indicators and insights 

on the impact of inflation and disinflationary policies on them. It also discusses policies to 

mitigate the potentially negative social impacts of macroeconomic stabilization policies. 

Synchronizing social policies with fiscal consolidation and contractionary monetary poli-

cies present many challenges. The region can avoid reversing the gains in employment, 

poverty, and inequality achieved during the COVID shock recovery. The key is to correct 

labor market distortions and allocate resources in a more efficient and productive manner 

that avoids incentives to informality.

Poverty in 2022

The first 15 years of the 21st century generated optimism about attaining continuous reduc-

tions in poverty and inequality in Latin America and the Caribbean. Between 2000 and 

2015, the population living on less than US$5 a day fell from 48% to 26% (see Figure 4.1, 

Panel A). The share living on less than US$3.10 a day dropped from 30% to 13% during 

the same period. The Gini coefficient decreased from 0.53 to 0.49 (see Figure 4.1, Panel 

B). Rapid growth in wages among the poorest populations drove this improvement in 

poverty and income distribution, aided by notable progress in implementing targeted 

social assistance transfers to the same population segment.1

As growth stalled, the positive trends in poverty and inequality started to revert. 

By 2019, the percentage of people living on less than US$5 and US$3.10 a day reached 

28% and 16%, respectively. The Gini coefficient increased to 0.52. As expected, the pandemic 

1  See Messina and Silva (2019) and Busso and Messina (2020) for a discussion.
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exacerbated the deteriorating trends. In 2020, despite significant policy efforts to contain 

the impacts of the pandemic, social indicators deteriorated.2 The share of people earning 

less than US$5 a day rose further to 34%, and those earning less than US$3.10 reached 

20%. The Gini coefficient ended 2020 at a decade high of 0.52.

Employment dynamics explain much of the increase in poverty and inequality during 

the COVID years. Employment fell by 14% on average at the beginning of the pandemic, 

and unlike the past when informality acted as a buffer, informal activity shrunk more than 

formal employment due to lockdowns and other containment measures.3

The economic recovery of 2021 and 2022 returned poverty numbers to their pre-

COVID trends but still left the region on a deteriorating path in leading social indicators. 

Consistent with lower growth, estimates suggest that poverty in 2022 is marginally higher 

than in 2021 despite variations among countries.

FIGURE 4.1   Trends in Inequality
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2  See Azuara et al. (2021), Cavallo and Powell (2021), and Cavallo et al. (2022).
3  Azuara et al. (2021).
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Strong and persistent growth would undoubtedly help reverse the trends. Still, given 

that such a growth scenario is unlikely in the short term, policy efforts need to focus on 

targeting the poorest to, at a minimum, avoid any further deterioration.

Getting Back on Track: Labor Market Trends in 2022

The flip side of poverty figures since the pandemic has been the dynamics of labor mar-

kets. The poverty and inequality reductions enjoyed in 2021 and 2022, compared to the 

numbers at the beginning of the pandemic, reflect improved employment in the region. 

During 2022, the growth in employment in Latin America and the Caribbean continued. 

After a slow recovery process, by September 2022, employment had surpassed its pre-

pandemic levels. Employment grew 4% on a year-to-year basis in the second quarter of 

2022, equivalent to an increase of more than 8 million jobs (see Figure 4.2, Panel A). This 

recovery was uneven across countries and economic groups.4 Labor force participation, 

4  See Observatorio Laboral (2022).

FIGURE 4.2   Labor Market Trends
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which also contracted significantly during the pandemic, surpassed its pre-COVID level 

in the final quarter of 2021. As economies decelerated in 2022, labor market participation 

retrenched (see Figure 4.2, Panel B).

Contrary to the experience in previous economic crises, during the COVID-19 pan-

demic, informal employment did not serve as a cushion for households and actually fell 

more than formal employment.5 During the recovery, formal employment has also recovered 

faster than the informal sector (see Figure 4.3). This slowdown in informality coincides 

with a strong economic recovery, boosted partly by high commodity prices caused by 

the pandemic recovery and the war in Ukraine.

Commodity price booms impact labor markets and poverty in various, often con-

flicting, ways. On the one hand, they may be passed on to consumer prices, which, as 

discussed below, increase poverty by reducing real incomes. On the other hand, employ-

ers—at least commodity exporters—may boost demand for low-skilled workers, thereby 

increasing earnings in that segment of the distribution. Which effect dominates is an 

empirical question and may depend, among other factors, on the size of the commodity 

price boom and the passthrough to consumer prices. Despite the possible counteract-

ing factors, until mid-2022, labor markets were recovering in tandem with poverty and 

inequality figures in the region. However, as expected for 2023, a slowdown in economic 

activity could halt this positive development.

FIGURE 4.3   Total, Formal, and Informal Employment
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5  Azuara et al. (2022) and Cavallo et al. (2022).
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Female employment suffered relatively more than male employment during the 

pandemic, but also grew slightly faster during most of 2022 (see Figure 4.4). While em-

ployment remains biased towards male employment, growth figures suggest that Latin 

America and the Caribbean has returned to its pre-COVID levels. The critical question is 

whether these gains will prevail as inflation and uncertainty about economic perspectives 

remain elevated.

The Inflation Threat to Poverty and Labor Markets

The current macroeconomic context of high inflation and interest rates raises concerns 

about the future dynamics of labor markets, poverty, and inequality. Returning poverty 

trends to their favorable performance at the beginning of the century and sustaining the 

improvement in employment trends is challenging given high interest rates. An alternative 

high-inflation scenario could be even worse for employment and poverty.

Inflation is a regressive tax. A sustained increase in prices, particularly of food and 

energy, increases poverty through at least two channels. Inflation reduces disposable 

incomes as well as real wages when nominal wages grow at a slower rate than prices 

(Cardoso, 1992). When inflation rises, if nominal income remains constant, the ability to 

purchase goods and services falls. Income may also decline during inflationary bursts in 

response to adjustments in labor markets. When real household income declines, people 

FIGURE 4.4   Employment Losses by Gender
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may have to work more hours to maintain the same level of consumption. The most vul-

nerable groups are the most susceptible to these shifts.

Without policy interventions to compensate for the effect of higher food prices on 

household consumption, the inflation rates witnessed throughout Latin America and the 

Caribbean in 2022 could increase poverty by 2.4%, and extreme poverty by 2.5% (see 

Figure 4.5). These numbers imply sending nearly 13.8 and 14.0 million people into poverty 

and extreme poverty, respectively.

These numbers assume that many other factors affecting poverty remain constant 

and are thus only indicative. However, they provide a clear signal of the vulnerability faced 

by the poorest when dealing with inflationary outbursts. Analyzing the impact of inflation 

on real labor income reveals a similar effect on poverty. Azuara and Torres (2022) build a 

poverty index based on labor income. This index measures the percentage of households 

whose average member receives less than their country-specific purchasing-power-parity-

adjusted threshold of US$1.90 daily in real labor income. They show that this measure of 

monetary poverty increased with the pandemic in a sample of countries in Latin America 

and the Caribbean, reached a maximum in the second quarter of 2020 at the peak of 

pandemic-induced shutdowns, and decreased afterwards (see Figure 4.6). The case of 

FIGURE 4.5   Increase in Poverty due to Food Inflation
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Peru stands out: from 2021 to 2022-Q3, average labor income poverty6 was 4.6 percentage 

points above what it was prior to the pandemic. In Costa Rica, the increase was 3.5 per-

centage points, while in Chile it was 3.3 percentage points. Bolivia’s labor income poverty 

inched up only 0.2 percentage points thanks to the lowest rate of inflation in the region.

Labor income poverty levels are associated with different macroeconomic factors 

that affect—directly or indirectly—the income generated by members of households. This 

poverty measure increased during employment recovery, as noted previously, ruling out 

the hypothesis that an unemployment spur is driving it. Prices and wages are among the 

other factors explaining the rise in labor income poverty. Various price and wage indices 

contribute to understanding the dynamics of poverty (Figure 4.7). Since 2019, poverty 

increases are strongly associated with price increases in the general price index and energy 

prices (Panels A and B) and much less correlated with changes in minimum wages during 

the same period (Panel C). However, the decline in real wages due to inflation shows the 

highest correlation. In other words, wage adjustments have been insufficient to overcome 

the effect of inflation.

Behind all correlations usually lies great heterogeneity. The way in which salaries 

adjust and how much of inflation they compensate for is critical for labor market and pov-

erty dynamics. The high inflation in the last year has increased the levels of labor poverty 

and households are probably working more and longer hours to, at least, maintain their 

levels of consumption.

FIGURE 4.6   Labor Income Poverty
La

b
or

 in
co

m
e 

p
ov

er
ty

 in
d

ex

Brazil ChileCosta RicaPeru Uruguay BoliviaMexicoArgentinaColombia

70

60

50

40

30

20

10

0

Average from 2021-Q1 until 2022-Q3Average from 2019-Q1 until 2020-Q1 2020-Q2

Source: IDB staff calculations based on IDB data (https://scldata.iadb.org/en/public).

6  Methodological details are available in Arias et al. (2022).
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FIGURE 4.7   Labor Income Poverty, Prices, and Wages
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Inflation and Wage Adjustment

The effectiveness of monetary policy in an inflation-targeting regime depends partly on 

how successfully central banks use their policies and announcements to affect inflation 

expectations (see Chapter 2). A key in determining how the policy can curb inflation is how 

wages adjust. Since labor is an input in any production function, how much wages adjust 

may define the path of inflation. Wages might be indexed to past inflation, meaning they 

are adjusted based on past inflation. When this happens, a mechanism to perpetuate high 

levels of inflation is built into the economy, making it difficult to adjust most prices down-

ward or at a lower rate than previous inflation. In Latin American and Caribbean countries, 

nominal wages increased rapidly in 2022: up to the third quarter they had increased 11% 

in the average country, following closely CPI inflation (Figure 4.8).

An additional hurdle in the presence of high indexation is that labor markets take more 

time to adjust to a new equilibrium following changes in inflation. For example, suppose 
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wages in one period are fixed based on last year’s inflation rate, and inflation turns out 

to be lower in the following period. In that case, the real wage (that is the nominal wage 

deflated by the price level) may remain higher than the equilibrium wage for some time 

and therefore, unemployment may rise. While indexation protects the purchasing power 

of the employed, the risk is that some people may slip into unemployment because wages 

fail to adjust in line with prices.

In Latin America and the Caribbean, formal and minimum wages are strongly indexed 

to past inflation. Data for the 2010–2021 period show that average per-capita household 

labor income increases about 90% of the previous year’s inflation, while the minimum 

wage is set on average at 120% of the rate of past inflation (Figure 4.9). Notably, labor 

income of informal workers does not adjust with inflation.

Indexation will play a role at the current juncture. As authorities continue to battle 

inflation, labor market developments will be critical not only to determine how fast in-

flation will converge to its target, but also to determine how employment may adjust 

throughout the process.

A Two-Edged Sword: Monetary Policy and Labor Market Dynamics

Containing inflation is crucial for many reasons, among them, its negative impact on 

poverty and labor market functioning. But containing inflation also comes at a price: in 

the short term, it may worsen labor markets. Usually, inflationary outbursts are followed 

FIGURE 4.8   Monthly Labor Income Per Worker Index
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by strict contractionary monetary policies. These policies aim at returning inflation to 

a desired long-term level while avoiding cutting into income and increasing poverty 

in the medium and long run. However, they inevitably slow down the economy and 

likely increase unemployment. Brazil, Colombia, and Mexico went through inflationary 

outbursts in the 2010s. In response to high inflation, policy rates increased, inflation 

adjusted downwards, but unemployment suffered a significant, though short-lived, 

increase (see Table 4.1).

FIGURE 4.9   Wage Indexation in Latin America and the Caribbean
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TABLE 4.1   Previous Disinflationary Episodes, Selected Countries

Brazil Mexico Colombia

Monetary policy rate
2012-Q4 2016-Q3 2015-Q3 2018-Q4 2014-Q1 2016-Q2

7.25 14.25 3.00 8.25 3.25 7.75

Inflation rate
2015-Q4 2017-Q3 2017-Q4 2020-Q2 2016-Q2 2018-Q2

10.40 2.60 6.60 2.80 8.20 3.20

Unemployment rate
2013-Q4 2017-Q1 2017-Q1 2020-Q3 2014-Q3 2017-Q4

6.30 13.90 3.40 5.20 8.40 8.80

Source: IDB staff calculations based on data from Haver Analytics.
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Higher interest rates, through credit and wealth channels, seek to curb consumption 

and investment and restrain aggregate demand to limit price increases. Similarly, through 

exchange rate channels, they help curb external demand from domestic agents. On the 

flip side, as demand contracts, labor markets need to adjust to a new equilibrium that 

usually implies less demand for labor. This, in turn, causes a higher level of unemployment 

during the disinflation process.

Recent empirical evidence shows that while income declines for all workers during 

disinflation, the impact of a contractionary monetary policy varies for each type of worker. 

In countries with high informality, a monetary contraction reduces the income of informal 

workers more than formal ones. At the same time, the monetary shock leads to a shift from 

formality towards informality. The variation in the income response also depends on the 

income level of the worker. While income shrinks for all workers, formal and informal, workers 

in the lowest segment of informality suffer relatively more than their formal counterparts.7

Adjustment with an Eye on the Poor

In recent years, labor markets have improved compared to pandemic levels. The im-

provement in labor markets has been accompanied by lower poverty and inequality as 

compared to the peaks reached at the height of the COVID-19 crisis. However, returning 

to pre-COVID trends is an unsatisfactory goal. Latin American and Caribbean countries 

need to resume a declining trend in poverty and inequality. Unfortunately, doing so is not 

an immediate term goal. The macroeconomic policies needed to bring down inflation will 

most likely delay a return to that track.

What can be done to avoid losing the gains in poverty and inequality of the post 

pandemic years while the region resumes a sustainable growth trend? Now more than 

ever, fiscal policy must focus on reaching the poorest populations to compensate for 

the impact of adjustment on them, while making sure the overall fiscal consolidation is 

consistent with the monetary adjustment. There is no way to sugar coat the complexity 

of this balancing act. But it needs to and can be done.8

Targeting energy and food subsidies is needed to address poverty and inequality 

concerns in the presence of commodity price shocks. Stimulating investment in infrastruc-

ture, particularly by mobilizing private sector resources through public investment, is also 

a key policy to reduce poverty and inequality when fiscal constraints are present. Evidence 

shows that investment in infrastructure, particularly when accompanied by mechanisms 

to increase efficiency, has a differential and larger impact on the income of the poorest.9

7  See Gomes et al. (2023) for an analysis of these dynamics in the case of Brazil.
8  Horizontal expansions (more beneficiaries) can be complemented with vertical expansions that increase the 
value of the monetary transfers to guarantee basic food consumption (need more income).
9  See Cavallo et al. (2020) and Cavallo and Powell (2019).



PREPARING THE MACROECONOMIC TERRAIN FOR RENEWED GROWTH

56

10  See, for example, Cavallo et al. (2022).
11  See Levy and Cruces (2021).

Policies to improve the functioning of labor markets are also needed. Reducing in-

centives for informality are crucial.10 There is no unique set of interventions; each country 

must define the best combination of policies for its own reality. These include: policies 

that delink social security benefits from the labor market status of workers;11 incentives 

to find better job searches, particularly policies to stimulate aggregate demand and use 

public information; productive development policies that focus on incentivizing innova-

tion and developing new firms and better labor and social security policies that promote 

successful career paths for all workers over the course of their lives, including retirement, 

and thereby contribute to productivity and equity.
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CHAPTER 5

Strong but Stressed: The State 
of Financial Markets

Financial markets have been under stress since the onset of the COVID-19 pandemic. 

While access to foreign credit was available throughout most of the pandemic, 

credit supplied by domestic financial systems slowed during 2021. In 2020, savings 

increased, foreign finance was widely available, and many governments and financial and 

nonfinancial firms used them to build liquidity buffers. From mid-2021 through the second 

quarter of 2022, both external and domestic finance showed stronger growth dynamics. 

However, this trend took a turn for the worse as inflation increased, international and 

domestic interest rates rose, high debt ratios materialized, and financial markets became 

more volatile.

This chapter discusses the major challenges and potential risks faced by Latin 

American and Caribbean countries in international and domestic financial markets. Despite 

repeated shocks, financial markets remain strong. However, both international and domes-

tic finance are confronting increasing vulnerabilities and authorities need to be vigilant to 

avoid significant disruptions.

Threats to External Financing

Global developments associated with the war in Ukraine, global inflation, and rising interest 

rates combined to increase financing needs in Latin American and Caribbean countries. 

The current account deficit in the median country widened from 2.3% in 2021 to 3.7% of 

GDP in the third quarter of 2022 (Figure 5.1). Current account deficits expanded in most 

countries in the region, although the size of the deficits varied.1 The case of commodity 

exporters is notable; despite the growth in commodity exports, the current account deficit 

expanded. This increase may reflect rising import prices associated with higher global 

fuel and food prices, increasing transport costs, and higher interest payments due to the 

global response to the inflationary outburst (see Chapter 2).2

1  Guyana is excluded from all the analyses in this section due to its recent oil discoveries and the resulting 
structural transformation.
2  Simultaneously, the demand for liquidity increased significantly.



PREPARING THE MACROECONOMIC TERRAIN FOR RENEWED GROWTH

58

Growing current account deficits in the median country have been accompanied 

by deteriorating trade balances. The behavior of the trade balance, however, varies 

more than that of the current account. In particular, the trade balance deteriorated in 

tourism-dependent countries during 2021 and 2022 (coinciding with the 25th percentile 

in Figure 5.2), while commodity exporting countries enjoyed positive trade balances in 

the same period (coinciding with the 75th percentile in Figure 5.2).

As the year progressed, so did the strain on current accounts, which worsened for 

the entire region in 2022. Russia’s invasion of Ukraine substantially changed the prospects 

for current accounts; deficits were projected to increase on average 1.5 percentage points 

of GDP during the year, especially among oil importers, because of the war’s impact on 

energy and food prices (Figure 5.3). Forecasts were adjusted upwards an additional half 

a percentage point later in the year due to the impact of higher interest rates. The larger 

and longer-than-expected shock to inflation in advanced and emerging economies led 

to tighter monetary policies, reduced global liquidity, and greater financing needs even 

among net commodity exporters.

As economic activity slows down in 2023 and global inflation declines, pressure on 

interest rates may diminish, and current account deficits could contract. The size of this 

contraction may depend on macroeconomic policies. If fiscal policy helps reduce risk 

spreads, country-specific interest rates may fall in tandem with global rates, easing fiscal 

and external pressures.

FIGURE 5.1   Current Account Balance 
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FIGURE 5.2   Trade Balance
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FIGURE 5.3   Change in 2022 Current Account Deficit Forecast 
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As the counterpart of the current account deficit, the financial account surplus in 

third quarter 2022 reached its highest level since 2015. The median surplus was 3.7% of 

GDP (see Figure 5.4). Notably, despite tight global financial conditions and higher risk 

spreads, financial markets remained open for the region. In fact, average sovereign yields 

increased about 3 percentage points during 2022 (see Figure 1.2).

In 2023, external financing needs are expected to decline in line with the expected 

contraction of the current account.3 Nonetheless, to maintain access to external financ-

ing, strengthening fiscal consolidation should remain a policy priority (see Chapter 3).

The region’s main source of external finance is foreign direct investment (FDI).4 The 

greater stability of FDI compared to portfolio or other investment flows, and its resilience 

in times of global stress is a strength for the region in 2023. However, even these relatively 

stable flows are subject to much volatility, particularly in commodity-producing countries in 

which FDI is associated with commodity production sectors and follow commodity prices 

closely. If commodity prices remain volatile, FDI will most likely follow suit.

Still, external financing needs generally exceed expected FDI inflows (Figure 5.5, 

Panel A). While FDI will remain an important source of external financing, representing 

2% of GDP in the median country, several countries are expected to rely on other types 

FIGURE 5.4   Financial Account Balance
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3  Financing needs may be higher depending on the debt amortization schedules of countries or the realization 
of higher investments in specific countries that require higher external finance.
4  See Cavallo et al. (2022).
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of flows. According to IMF estimates,5 multilateral debt will be a key source of financ-

ing for several countries. Given the slowdown in economic activity in the region, and 

the traditionally counter-cyclical behavior of this type of lending,6 multilateral debt is 

expected to cover part of the anticipated decline in private capital flows (multilateral 

debt falls under the other investment category in Figure 5.5, Panel B). Other sources of 

finance may remain relatively scarce and volatile. Portfolio investment in the region, for 

example, has suffered a steep decline since 2021, following the consolidation of fiscal 

accounts (see Chapter 3).

FIGURE 5.5   External Financing, 2023
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5  See IMF (2022b).
6  See Powell and Valencia (2023).
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Prepared for a Sudden Stop?

High global rates, and risk premia imply more volatility than usual in capital flows and, 

hence, risks for the financing of the current account. The key question is if, as in the past, 

periods of high inflation and global interest rates will be followed by episodes of financial 

stress in emerging markets. The answer lies in the strength of macroeconomic fundamen-

tals. During the global financial crisis of 2008, and more recently during the COVID crisis, 

Latin American and Caribbean countries avoided sudden stops in capital flows thanks to 

their strong fundamentals. Table 5.1 presents key domestic indicators identified by the 

literature as determinants of the likelihood of sudden stops: fiscal balances and the cur-

rent account, the degree of liability dollarization, and the availability of foreign reserves.7 

To assess the region’s vulnerability to sudden stops in 2023, its position vis-à-vis these 

key variables in 2022 are compared to its situation in 2007 and 2019.

On the one hand, Table 5.1 shows that the region has a weaker fiscal position com-

pared to previous distress episodes, as seen in Chapter 3. Similarly, current account bal-

ances are now larger, implying that external financing needs are greater as well. While 

weaker fiscal accounts are common across countries regardless of their monetary regime, 

with respect to the current account balance, the patterns differ. The external balances 

for inflation targeting pioneers have tightened (0.5 percentage points of GDP since 2019) 

while they have remained the same or widened for all other countries.

On the other hand, liability dollarization has not changed significantly in the region. 

Before the pandemic, the trend was to reduce liability dollarization; that trend has changed 

TABLE 5.1   �Sudden Stop Leading Macroeconomic Indicators for Latin America and 
the Caribbean

(% of GDP)

Fiscal balance
Current account 

balance
Liability  

dollarization* Reserves

2007 2019 2022 2007 2019 2022 2007 2019 2022 2007 2019 2022

IT pioneers –0.8 –2.7 –3.8 0.0 –3.5 –3.0 6.1 9.2 7.6 10.1 16.5 16.5

More recent IT 0.0 –2.5 –3.2 –5.0 –0.9 –3.6 15.7 18.4 20.1 13.9 19.5 21.6

Intermediate 1.3 –3.7 –3.2 2.1 –1.1 –1.4 22.6 21.5 19.2 16.0 16.3 23.1

Fixers –0.2 –3.1 –4.0 –7.2 –2.6 –7.3 100 100 100 6.9 11.7 13.5

Regional median 0.1 –2.9 –3.5 –0.9 –1.3 –3.2 19.1 19.0 19.5 12.9 16.3 17.1

Source: IDB staff calculations based on IMF (2022b), IFS, and national sources.
Note: All reported values are medians. Excludes Guyana, Barbados, and Venezuela in all cases. IT (inflation targeting) 
pioneers include Brazil, Chile, Colombia, Mexico, and Peru; Most recent IT corresponds to Costa Rica, Dominican 
Republic, Guatemala, Jamaica, Paraguay, and Uruguay; Intermediate group is composed of Argentina, Bolivia, Haiti, 
Honduras, Nicaragua, Suriname, and Trinidad and Tobago; the group Fixers is The Bahamas, Barbados, Belize, Ecuador, 
El Salvador, and Panama. (*) Liability dollarization data are available for Argentina, Barbados, Belize, Bolivia, Brazil, Chile, 
Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala, Honduras, Jamaica, Mexico, Nicaragua, 
Panama, Paraguay, Peru, Suriname, Trinidad and Tobago, and Uruguay.

7  See Calvo, Izquierdo, and Loo-Kung (2012) for a discussion.
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in recent years. Levels of dollarization have grown in countries that have recently adopted 

inflation targeting regimes—a matter that authorities should monitor closely. Additionally, 

international reserves have increased in all monetary groups with respect to 2019, as have 

savings prompted by the pandemic uncertainty. However, even though reserves exceed 

their 2019 levels, the ratio of international reserves to GDP decreased in most countries 

with respect to 2021 (see Figure 5.6). For the median country, the factors explaining this 

decrease include a 0.4 percentage point decline in the valuation of reserves, a 1 percent-

age point decrease due to exchange rate devaluation, a 0.6 percentage point reduction 

explained by the fall in real economic growth, and a slight 0.34 percentage point increase 

in the actual quantity of reserves, consistent with a robust demand for savings.

FIGURE 5.6   �Contributors to Change in the International Reserves-to-GDP Ratio 
between 2021 and 2022
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Overall, external risks are growing in many countries due to the combination of 

higher external needs and larger fiscal deficits that must be financed. In countries 

where liabilities in foreign currencies are growing, this needs to be monitored, and 

where they do not exist, measures to avoid currency mismatches in the balance sheets 

of financial institutions and firms should be enacted. Consolidating fiscal accounts is 

a key step toward strengthening the external position of the region given prevailing 

global uncertainty.

In Slow Motion: Credit and the Domestic Financial Sector

Despite access to foreign finance during the years of the pandemic, domestic financial 

credit growth diminished, likely due to high liquidity buffers and savings. Credit is a key 

pillar to support sustainable medium- and long-term growth.8 Firms and households need 

a healthy financial system to help them navigate through times of economic distress. 

During COVID, credit growth to the nonfinancial private sector in Latin America and the 

Caribbean, supplied by the domestic financial system, decelerated. The real growth rate of 

credit fell from average levels of around 4.2% between 2016 and the first quarter of 2020, 

to negative rates in the first two quarters of 2021. Since September 2021, real credit has 

recovered slowly at an average growth rate of 1.6% (see Figure 5.7).9 In nominal terms, 

credit also registered a significant slowdown during the COVID-19 pandemic from average 

annual growth rates of nearly 8% in the pre-pandemic years, to only 4.7% in 2020 and 

2021. Starting in the last quarter of 2021, nominal credit resumed growth rates above 10%, 

a trend that continued during most of 2022. In the third quarter, as inflation and interest 

rates picked up, credit began to decelerate.

While credit supplied by the domestic financial sector kept flowing after the peak 

of the pandemic, cross border loans, or credit supplied by foreign financial institutions 

to firms and households in the region did not. Both in nominal and real terms, this type 

of financing contracted severely during the worst of the COVID-19 pandemic and has 

continued declining at a slower rate since 2021 (Figure 5.8). As rising global uncertainty 

and interest rates combined with increasing sovereign debt spreads, the growth rates 

of foreign loans stagnated at negative levels. As a result of the decline in foreign loans, 

firms and households in the region had less credit compared to the pre-pandemic years.

8  The links between finance and economic growth are extensive. Levine (2005) and Buera, Kaboski, and Shin (2011) 
provide surveys of the literature and a recent discussion for emerging markets can be found in García-Escribano, 
Han, and Cuevas (2015), who find a positive relationship between bank credit and growth and explore in detail 
the channels through which different types of credit (commercial or consumer) affect growth. Discussions on 
limits on the amount of finance and growth can be found, among others, in Arcand, Berkes, and Panizza (2015).
9  A real credit contraction of 1.1% was reported in the first half of 2021. Not even during the global financial 
crisis of 2008–2009 did credit contract in real terms in the sample of countries plotted.
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FIGURE 5.8   Cross-Border Loans to Nonfinancial Corporations
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FIGURE 5.7   Claims of Depositary Institutions on the Nonfinancial Private Sector 
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Trends in Key Financial Indicators

Ensuring a stable and healthy financial system is crucial to avoid a slowdown in economic 

activity. The current elevated level of domestic and global interest rates has the potential 

to cause financial distress and a corresponding economic contraction. In contrast to past 

episodes, banking systems in Latin America and the Caribbean seem to be well positioned 

to weather the upcoming shocks. The profitability of banks, which had fallen substantially 

during the peak of COVID, but that notably remained in positive territory, is now back to pre-

COVID levels (Figure 5.9, Panel A). Capital adequacy ratios, a measure of available buffers to 

FIGURE 5.9   Bank Indicators
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deal with unexpected losses, remain above regulatory requirements (Figure 5.9, Panel B). As 

economies in the region have slowed down, nonperforming loans are now rising (Figure 5.9, 

Panel C). This behavior is natural since credit risk tends to follow the real business cycle. An 

increase in nonperforming loans was not recorded during the COVID pandemic due to regula-

tory forbearance measures that aimed to prevent the pandemic from having a more damaging 

effect on financial stability. Nonetheless, during the worst of the COVID years, banks raised 

their levels of provisions to deal with the pandemic’s potentially permanent impact on credit 

quality. As economies recovered, loan-loss provisions returned to their pre-pandemic levels.

A distinctive feature of bank balance sheets when the COVID-19 pandemic started 

was a swift shift towards holdings of public sector assets. This led to a reduction in risk 

weighted assets as government bonds carry low or zero regulatory risk weight, and to an 

increase in the share of public sector claims in banks’ total claims (Figure 5.9, Panel D). As 

economies recovered in 2021 and 2022, the share of public-sector assets to total assets 

declined and correspondingly risk-weighted assets increased. This pattern is consistent with 

more dynamic credit to the private sector (Figure 5.7). However, the fact that risk-weighted 

assets are growing faster than public sector assets are decreasing may suggest that risk 

perceptions of private credit are now higher, a feature compatible with the expected slow-

down in economic activity. To complement the view derived from balance sheet indicators, 

Box 5.1 presents an alternative estimation of risk based on market valuations.10

(continued on next page)

BOX 5.1   Estimating Capital Shortages

An additional estimate of underlying banking risks can be inferred from the market valuation of 
banks. Market prices are a useful mechanism to construct real-time indicators of banking system risk. 
These measures came under scrutiny in the aftermath of the global financial crisis, as they failed to 
respond enough to the fast-moving impact of the risk of nontransparent, structured products and 
derivative transactions. Arguably, they are more suited to the current situation, whose potential 
risks stem more from slower moving credit problems. Using equity-based risk models that draw on 
option pricing theory, Perraudin, Powell, and Yang (forthcoming) estimate the probability of bank 
capital shortages for a subset of large, listed banks in the region. The estimate assumes a bank 
would default when its ratio of assets to liabilities reaches a certain threshold.

To compute the probability of capital shortages, the estimate requires data on the market 
capitalization of banks and its volatility, the value of liabilities of the bank that are assumed con-
stant at the level of the last balance sheet reported, interest rates, and a specified time horizon for 
possible default. Using a sample of 1,122 banks in 87 countries, assuming a threshold of 97% under 
which the value of assets to liabilities would trigger a default, and a five-year horizon, Figure 5.1.1 
reports the average probability of capital deficiencies for banks grouped by regions of the world 
in Panel A, and for Latin America and the Caribbean by bank size in Panel B.

10  Loan moratoria and reprofiling of loan policies adopted at the beginning of the COVID-19 pandemic have 
expired in almost all countries in the region. However, where extended, balance sheet indicators may mask the 
true level of risk underlying financial activity.
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Higher Risk and Lower Investment in the Corporate Sector

The corporate sector in Latin America and the Caribbean emerged from the pandemic 

with high debt levels compared to historical averages and other emerging economies 

(Figure 5.10, Panel A). Indeed, during the first half of 2022, the median firm in Latin America 

(continued)BOX 5.1   Estimating Capital Shortages

As the pandemic erupted in March 2020, and a second wave emerged towards the end of 
that year, the probability of capital shortages rose throughout the world. During 2021, this prob-
ability declined. In many regions, the probability of capital deficiency fell to near pre-pandemic 
levels, but not so in Latin America and the Caribbean or Africa. In 2022, as interest rates rose and 
growth outlooks began to deteriorate, default probabilities increased in most parts of the world, 
most notably in Europe, North America, and Latin America and the Caribbean. In Latin America 
and the Caribbean, bank capital shortage probabilities ended 2022 close to their pandemic peak.

As expected, the probability of capital shortages varies widely across types of banks. In 
Latin America and the Caribbean, the differences between banks of different sizes are notable (see 
Figure 5.1.1, Panel B). The probability of a capital deficiency is more than twice as great in smaller 
banks as in larger ones. During 2022, the probability rose in banks of all sizes, but the growth rate 
is steeper in smaller-sized banks. This difference may reflect a higher perceived materialization of 
credit risk, particularly in these institutions. Most likely, a fall in the market valuation of equity or an 
increase in its volatility might, in turn, reflect a higher probability of loan losses. Given these trends 
and levels, authorities will want to monitor all indicators of banking sector risk in the months ahead.

FIGURE 5.1.1   Probability of Capital Shortages
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and the Caribbean held a total debt-to-assets ratio of 28%, which is around 12 percentage 

points larger than the median firm in other emerging economies. This trend is consistent 

with credit growth figures for the private sector (Figure 5.7). The scenario is worrisome 

given the tightening financial conditions faced by the region in 2022 and the slowdown 

in economic activity expected for 2023.

The elevated level of uncertainty at the onset of the pandemic led firms to accumulate 

unprecedented amounts of liquid assets as a precautionary move (see Figure 5.10, Panel 

B) at the expense of investment in physical capital (see Figure 5.10, Panel C). In addition 

FIGURE 5.10   �Building Up Balance Sheet Vulnerabilities in the Nonfinancial 
Corporate Sector
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TABLE 5.2   Firm Fundamentals in Latin America and other Emerging Economies

Pre-crisis Covid Post-crisis

2018Q4–
2019Q3

2020Q1–
2020Q4

2021Q3–
2022Q2

Return on assets

Latin America and the Caribbean-5 3.3 2.4 4.6

Other emerging economies 3.2 2.9 3.5

Leverage

Latin America and the Caribbean-5 27.9 30.0 28.4

Other emerging economies 18.7 18.6 18.1

Distance to default

Latin America and the Caribbean-5 4.2 2.4 3.1

Other emerging economies 3.1 3.1 3.7

Source: IDB staff calculations based on data from Refinitiv.
Note: First, the median value per quarter is computed and then, a simple mean of medians is drawn over periods. Latin 
America and the Caribbean-5 corresponds to Brazil, Chile, Colombia, Mexico, and Peru, while Other emerging economies 
corresponds to other emerging countries excluding Latin America and the Caribbean. Return on assets is net income 
to assets. Leverage is total debt to assets. Distance to default is a measure of corporate risk using the framework by 
Merton (1974).

to this preventive behavior, governments supported the significant spike in the cash-to-

assets ratio by deploying large fiscal packages to sustain firms’ finances and avoid large 

bankruptcies during the pandemic (see Cavallo and Powell, 2021).

Even though the region’s corporate sector is still highly indebted and facing elevated 

risks, the return on assets of the median listed firm in Latin America and the Caribbean 

has recovered and exceeded its pre-pandemic levels in 2022 (see Table 5.2). Also, aver-

age profits in Latin America and the Caribbean have grown since the COVID-19 pandemic, 

while they have stagnated in other emerging economy corporate sectors. Corporate profits 

grew in all five countries in the sample, with Peru’s corporate sector enjoying a notable 

1.8 percentage-point jump relative to pre-COVID-19. In part, the resilience in profit rates 

is owing to the recovery in economic activity and aggregate demand during 2022.

On the risk side, firms’ leverage (total debt over assets ratio) is higher than before the 

pandemic (in contrast to other emerging economies) and higher than in other emerging econo-

mies (28.5% vs. 17.8%). High leverage creates more challenges for corporates as it tends to 

harm investment through a debt overhang effect (see Powell and Valencia, 2023), which may 

only worsen given the higher borrowing costs following the spike in worldwide interest rates.

Additionally, firms in the region face a higher risk of default than other emerging 

economies, and higher than in their pre-crisis period.11 This elevated level of risk is generalized 

11  The distance to default measure is defined by Merton (1974) and a higher number indicates a greater distance 
to default, while a number closer to zero indicates that firms are closer to default.
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across economic sectors. The median firm in all industries, except mining, faces a higher 

risk of defaulting on debt than before the pandemic. The specter of default is another 

factor holding back physical investment in the region. Mining’s recovery is likely related 

to the increase in international commodity prices.

Recent developments in the Latin American and Caribbean corporate sector show 

that the high levels of debt and risk that firms built up during the pandemic have yet to 

recede. Investment fell sharply at the beginning of the pandemic, and the recovery process 

has been slow. Despite many signs of slow and incomplete recovery, with the distance to 

default decreasing and leverage increasing, the positive news is that the return-to-assets 

of listed companies has started to rise. However, the global outlook for 2023, including the 

high cost of borrowing and the possibility of a slowdown in worldwide economic activity, 

might delay the recovery of private investment.12

Policy Recommendations

The rise in global inflation, the subsequent hike in interest rates, and a shift towards more 

risk-averse portfolio management in the context of intense geopolitical uncertainty strained 

financial markets in emerging economies. While foreign capital continued to flow in, its 

cost increased notably. The region’s EMBI yields rose from 5.5% to 8.5% during 2022. 

As economies worldwide decelerate, financing needs in Latin American and Caribbean 

countries may diminish, reducing the vulnerability to sudden stops in capital markets. 

However, to reduce vulnerabilities, countries need to consolidate their fiscal positions.

One source of concern is the growing trend in liability dollarization in some coun-

tries. While this may reflect expanding capital markets with all the potential benefits to 

productivity growth that this expansion entails, close monitoring is needed to avoid cur-

rency mismatches, which can hurt financial and nonfinancial firms when exchange rates 

fluctuate. Prudential regulation should be in place to mitigate this concern.

The recovery of credit in the region has been fragile, as is clearly noted in the financial 

stability reports of central banks.13 Authorities understand that risks associated with external 

forces are mounting. Financial stability reports highlight that these risks could affect the 

cost of credit, economic activity, and the solvency of creditors, particularly in consumer 

credit, mortgages, and the smaller corporate segments; however, they also suggest that 

financial institutions are well capitalized and well provisioned to weather the risks safely.

12  A key question is if firms will be able to rebuild their capital stocks, Overall, firms’ fixed assets are lower as 
firms did not invest much during the pandemic, but there is heterogeneity between sectors (see Powell and 
Rojas-Suarez, 2022). While all firms now have a lower level of fixed assets, those that suffered less from the 
negative shock, specially via their revenues, have a much better chance of being able to rebuild their investment.
13  See, for example, Banco Central do Brasil (2022), Banco Central de Chile (2022), Banco de la República 
(2022), Banco de México (2022), and Banco Central de Reserva del Perú (2022).
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A challenge for the region is how to increase the access of small and medium-sized 

enterprises to credit. Despite low levels of debt, access to credit for this segment is notably 

constrained.14 Authorities should design programs that discriminate better and promote the 

recovery of pre-COVID fixed asset levels and investment in the new technologies needed to 

adapt to digitalization. Additionally, they should consider a wider set of financing options.15

Maintaining the overall stability of the financial sector to ensure that potential problems 

arising from weak banks do not lead to systemic problems is critical. Authorities need to 

be alert to the full gamut of potential risks. Uncertainty remains high and potential risks 

are lurking. Traditional balance sheet indicators may not provide an accurate assessment 

of risk (see Box 5.1). Under these circumstances, stress testing systems at the individual 

bank level are a valuable supervisory tool. While many countries implement stress testing 

to anticipate macroeconomic and systemic events, stress testing can also help identify 

institutions facing unusual circumstances and allow supervisors to design specific plans 

to overcome situations of distress or, when necessary, devise a robust recovery strategy.16 

Providing more information regarding these plans to complement current balance sheet 

indicators may also boost confidence among investors and other agents seeking more 

credible information in these uncertain times.

14  See Powell and Valencia (2023) and Cavalcanti et al. (2021).
15  See Powell and Rojas-Suarez (2022) for a discussion.
16  Basel II’s Pillar 2 (encapsulated in Basel III) allows supervisors to request additional capital depending on 
the results of stress tests.
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CHAPTER 6

Challenges and Opportunities

When the region was still recovering from the COVID-19 pandemic, Russia’s war 

in Ukraine disrupted several markets and brought new challenges. With the war, 

regional and global growth perspectives plummeted, and financing costs rose. 

Even so, 2022 was a better-than-expected year for Latin America and the Caribbean. In 

April 2022, the IMF forecasted growth at 2.5% for the year. It subsequently upgraded its 

projection to 3.5% in October, and current estimates suggest that growth was 3.9%. 

Inflation rose everywhere in 2022, and the region was no exception. The median 

annual inflation rate in Latin America and the Caribbean reached 9.6% in July 2022, the 

highest since the global financial crisis in 2008. And this was the pattern for all Latin 

American and Caribbean countries, regardless of their monetary policy regimes. This price 

behavior reflected increased commodity prices, fertilizer prices, supply chain constraints, 

and pent-up demand from the COVID-19 crisis. As a result, central banks increased rates 

by more than 500 basis points in only one year.

Poverty and inequality levels returned to pre-pandemic levels as labor market 

conditions improved. By September 2022, employment had surpassed its pre-pandemic 

levels. A critical question is whether these gains will prevail as inflation and uncertainty 

about economic perspectives remain elevated. Since economic growth is the primary 

determinant of poverty reduction, policymakers should focus on measures to avoid 

contractions in the short term, and reforms to boost productivity growth in the medium 

and long run.

The fiscal consolidation process in the region continued in 2022, with fiscal balances 

returning to their pre-pandemic levels. As a result, the primary deficit in 2022 is estimated 

at only 0.4% of GDP, reaching 4.8% of GDP in 2020 and 1% in 2019. Additionally, gross 

debt decreased from 71% of GDP in 2020 to 64% by the end of 2022; however, it is still 

higher than before the pandemic (57% of GDP) and estimated prudent debt levels (54% of 

GDP).1 Moving forward, the declining trend is expected to revert slightly as interest rates 

rise and growth slows; by 2026, debt ratios may reach 67% of GDP. Therefore, policies to 

strengthen fiscal consolidation are recommended.

1  See Powell and Valencia (2023).
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Since the worst part of the pandemic, most countries have enjoyed good access to 

external financing from private and multilateral sources. However, the second quarter of 

2022 ushered in a turn for the worse as inflation increased, international and domestic 

interest rates rose, high debt ratios materialized, and financial markets became more 

volatile. As a result, in 2022, the region’s EMBI yields rose from 5.5% to 8.5%. Still, in the 

first month of 2023, regional governments engaged in exceptional bond issuance. As 

economies decelerate and current accounts contract, financing needs in Latin American 

and Caribbean countries may diminish, reducing exposure to sudden stops in capital 

markets. However, governments must consolidate their fiscal positions and tackle liability 

dollarization to minimize vulnerabilities.

The perspectives for 2023 present challenges and opportunities. World growth 

prospects are weaker and, given the need of central banks across the world to tame 

inflation, global interest rates are higher. As a result, Latin American and Caribbean 

countries face a year of depressed global demand—compensated in part by China’s 

reopening following its very strict COVID-related shutdowns—and high financing costs. 

Moreover, financing costs may continue to rise in some countries struggling to stabilize 

inflation. This combination may contribute to a slowdown in growth. The future may look 

even bleaker if growth is lower than expected and interest rates rise even more. However, 

against this backdrop, countries in the region still have policy room to maneuver and 

avoid deep economic contractions.

Inflation, in most countries, has started to show signs of slowing down. However, it 

will remain above target until at least 2024, and monetary policy interest rates will stay 

above neutral levels. Central banks will struggle to maintain inflation expectations anchored 

and keep a tight monetary stance until expectations align with targets. A de-anchoring 

of expectations would be very costly in the future. Though monetary policy rates have 

had a much larger impact on reducing inflation than hurting growth and labor markets, 

a trade-off still exists.2 To mitigate the potential effects, monetary policy needs to rely 

on consistent fiscal and economic policies. In this context, the independence of central 

banks is crucial and is a priority to control inflation.

Fiscal policy needs to consolidate and reach lower deficits and debt ratios. Not only 

is this necessary in itself, but it is also crucial to enhance the efficiency of monetary policy. 

Improving fiscal institutions helps reduce sovereign credit risk, which leads to reductions 

in the neutral interest rate. It also provides central banks with additional space to ease 

monetary policy interest rates and limit the trade-offs in terms of economic activity. Fiscal 

consolidation also helps diminish pressure on aggregate demand. Through these channels, 

it helps align inflation and inflation expectations with their targets. However, consolidat-

ing fiscal accounts is challenging and implies implementing complex policies. Reducing 

2  See Powell (2016).
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monetary policy rates also brings down government bond rates if sovereign risk does not 

increase, thus contributing to fiscal consolidation.

Strengthening fiscal positions and reducing debt to prudent levels demands a combina-

tion of actions that vary according to each country’s specific situation and characteristics. 

However, most countries need policies to increase the efficiency of expenditure and tax 

revenue collection, improve fiscal institutions, and adequately manage debt.

Expenditure efficiency can be attained through improved targeting of transfers and 

subsidies and strategies to enhance the quality of public investment. These policies also 

promote a progressive use of public expenditure, which helps provide a safety net for the 

poor, and contributes to long-term growth via productivity enhancements. Furthermore, at 

the current juncture of high inflation, wage adjustments should follow expected inflation 

rather than observed inflation to reduce the risk of future increases in inflexible spending.

On the revenue side, many countries are planning tax reforms in the coming two or 

three years. When considering a reform, the focus should be on expanding the tax base 

and reducing tax evasion and tax avoidance. Additionally, promoting the progressivity of 

the tax structure is critical. A negative income tax, for example, allows for more efficient 

management of taxes and subsidies and also contributes to combating high levels of 

informality.

Strong fiscal institutions are crucial for fiscal consolidation. Debt-anchored fiscal 

rules and independent committees that support them enhance market confidence that 

fiscal accounts will remain around medium-run targets compatible with macroeconomic 

and financial stability. Having these institutions in place contributes to lower debt and 

also allows for a more gradual transition to a lower level of debt.

Active debt management practices that smooth the debt service burden over time 

may help consolidation. Exchanges of expensive short-term debt for long-term debt at 

lower costs would benefit many countries, and multilateral institutions can play a vital 

role in this process.

Coordination among policies must go beyond the fiscal and the monetary arenas. 

A key example is the negotiation of public sector wages and, where relevant, minimum 

wages. Wages should be set considering expected future, rather than past, inflation to avoid 

the persistence of inflation and the buildup of additional public expenditure inflexibilities. 

In addition, labor market policies should promote formality and reduce the gender gap. 

Policies that grant access to social security benefits regardless of the labor market status 

of workers are part of the solution. Better labor and social security policies that support 

successful career paths for all workers improve productivity and equity.

Boosting selected, high-quality infrastructure can crowd in private sector investment, 

improve labor market dynamics, and help reduce inequality and poverty. Accompanied 

by mechanisms to increase the efficiency of expenditure, this can lead to a reduction in 

poverty figures.



PREPARING THE MACROECONOMIC TERRAIN FOR RENEWED GROWTH

76

The region has benefited from a solid financial sector. However, rising global financ-

ing costs and lower economic activity may stress financial markets and institutions. Even 

though external markets have been open, financing costs have increased substantially, and 

vulnerability to stress episodes is growing as financial dollarization increases and fiscal 

positions remain weak. Therefore, prudential measures that limit the exposure of financial 

and nonfinancial firms to exchange rate risks are advisable. Similarly, financial supervisors 

should enhance the use of stress tests as a policy tool to address specific weaknesses in 

financial institutions and produce detailed plans to manage them. Providing more informa-

tion on such plans also boosts confidence among investors and other agents seeking more 

credible information in these uncertain times. In addition, adjusting prudential regulation 

and supervision is increasingly becoming necessary to address the risks of climate change 

in the balance sheet of financial entities in the region. Doing so may also signal greater 

confidence about how the region manages its financial risks.

Overall, 2023 will be challenging for Latin America and the Caribbean, given the 

complexity of the global scenario and its significant uncertainties. As a highly integrated 

region, particularly in financial terms, the global cycle will influence the region. The mag-

nitude of the impact of external fluctuations will depend on the region’s strengths and 

weaknesses. A more robust current policy framework is therefore critical. Latin America and 

the Caribbean has the tools to address its triple challenge of improving social conditions, 

strengthening fiscal accounts, and promoting long-term growth. By harnessing these tools, 

the region's policymakers can prepare the macroeconomic terrain for renewed growth.
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