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Abstract

Latin America and the Caribbean enters the current period of global uncertainty with
greater macroeconomic and financial resilience than in previous decades. More
flexible exchange rates, deeper local-currency debt markets and stronger external
buffers have reduced the region’s vulnerability to external shocks, although elevated
public debt and borrowing costs continue to constrain fiscal space. At the same time,
global trade reallocation and the energy transition are creating new opportunities.
The region could benefit from the reallocation of global supply chains, while its
comparatively clean electricity matrix and substantial critical-mineral endowments
provide additional strategic advantages. Europe can play an important role through
trade, investment and strategic cooperation. Realizing these opportunities will
require credible institutions, reliable infrastructure, productive capabilities and
policies that transform investment and natural endowments into higher productivity,
employment and domestic value added.

A more resilient region

Latin America and the Caribbean is no longer entering global shocks from the same
position as in the past. The region remains exposed to external disturbances, but the
frequency with which these shocks develop into currency, debt, inflation or banking
crises has fallen substantially.

Chart 1 shows the number of crisis episodes recorded across the region since 1970.
Crisis incidence was particularly high during the 1980s and 1990s, when several
countries experienced overlapping currency, inflation, sovereign debt and banking
crises. After 2000, these episodes became markedly less frequent. Even including
the global financial crisis, the number of crises recorded between 2000 and 2016
was around 70% lower than during the 1980s and 1990s.

1 Chief Economist and General Manager of the Research Department at the Inter-American
Development Bank and Warren Alpert Professor of Business Administration at Harvard Business
School.
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Chart 1
Number of crises in Latin America and the Caribbean

(Crisis episodes by country, year and type)
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Sources: Reinhart and Rogoff (2009).

Notes: The sample includes Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, the Dominican Republic, Ecuador, El Salvador,

Guatemala, Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay and Venezuela.

This resilience is not the result of luck. It stems from stronger fiscal and monetary

policy frameworks, enhanced financial supervision, and greater financial deepening.

Collectively, these improvements have made economies less vulnerable to the

amplification of external shocks. One is greater exchange-rate flexibility. As shown in

Chart 2, the share of economies operating rigid exchange-rate arrangements
declined from about 65% in 1970 to roughly 35% by 2019. More flexible regimes
allow part of the adjustment to changes in global financial conditions, commodity
prices and capital flows to occur through the exchange rate, rather than entirely
through reserves, interest rates or domestic demand.

Chart 2
Exchange-rate regimes in Latin America and the Caribbean
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Sources: llzetzki et al. (2019).

Notes: De facto exchange-rate regimes are grouped into five broad categories using the classification of lizetzki, Reinhart and Rogoff

(2019). “Freely falling” denotes annual inflation of at least 40%.
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Another example is the decline in foreign-currency public debt. Chart 3 shows that
the foreign-currency share of public debt in Argentina, Brazil, Colombia, Mexico and
Peru fell from close to 30% in 2000 to around 11% in 2020. Lower foreign-currency
exposure reduces the increase in the domestic-currency value of public liabilities
following a depreciation and therefore limits one of the balance-sheet channels that
historically turned currency shocks into broader fiscal and financial crises.

Chart 3
Currency composition of public debt

(Share of total debt, percent)
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Sources: BIS Debt Securities Statistics.
Notes: Simple average for Argentina, Brazil, Colombia, Mexico and Peru. Public debt refers to central government debt.

These developments do not imply that the region is insulated from global shocks.
They indicate instead that the transmission of those shocks has changed. Exchange-
rate movements are less likely than in earlier decades to generate the same degree
of fiscal and financial distress. The next question is whether this stronger
macroeconomic position is sufficient to preserve stability when public debt and
borrowing costs remain high.

Debt remains a constraint

The improvement in resilience should not obscure the region’s main remaining
vulnerability. Public debt is still high, and the cost of servicing it has increased as
global interest rates have remained elevated despite historically low risk spreads.
Chart 4 shows that the median public debt in Latin America and the Caribbean is
close to 60% of GDP. This leaves governments with less room to respond to future
shocks and limits the resources available for public investment.

Chart 5 puts these pressures in the context of global financing conditions. The yield
on the ten-year US Treasury remains high relative to the period before the recent
global tightening cycle. Since US Treasury yields provide a benchmark for
international borrowing costs, higher risk-free rates raise the cost of financing even
when country risk does not deteriorate.
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Chart 4
Public debt remains elevated in Latin America and the Caribbean
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Sources: Inter-American Development Bank (2026), based on IMF (2025) data.
Notes: Median across Latin American and Caribbean economies. The shaded area represents the interquartile range across the

region.

At the same time, the chart shows that EMBIG spreads for the region remain
comparatively low. The distinction is important. Low spreads suggest that investors
continue to view the region relatively favourably, but the total interest rate paid by
sovereigns can remain high because it combines the US risk-free rate with the

sovereign spread. Resilience in risk perceptions therefore does not eliminate the
pressure created by high global rates.

Chart 5
High global interest rates continue to raise borrowing costs

(U.S. Treasury yield in percent; EMBIG spreads in basis points)
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Sources: Inter-American Development Bank (2026), using Bloomberg data.
Notes: Ten-year US Treasury yield and EMBIG spread median for Latin America and the Caribbean.

The combination of high debt and expensive financing narrows fiscal space.
Preserving the gains in macroeconomic resilience will therefore require credible
fiscal frameworks and a gradual reduction in debt pressures. Otherwise,
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governments may enter the next external shock with stronger monetary and financial
institutions, but without sufficient fiscal capacity to respond.

Trade reallocation creates an opportunity for the region

Stronger macroeconomic resilience provides Latin America and the Caribbean with a
better foundation from which to respond to changes in the global economy. One of
the most important of these changes is the reorganization of international trade. The
recent evolution of global trade is better described as reallocation than
deglobalization.

Reallocation, not deglobalization

The world is not deglobalizing; it is reallocating. For example, aggregate U.S. imports
have continued to expand as U.S. imports from China have declined sharply relative
to total imports. The adjustment has therefore been selective. Direct sourcing has
shifted away from China toward other established trade partners rather than
contracting across the board. Vietnam, Mexico and Taiwan have been among the
most visible beneficiaries.

Chart 6 illustrates this shift by showing the change in the value of U.S. imports from
different origins relative to 2015Q1. Imports from Asian economies excluding China
have recorded the largest increase, while Latin America and the Caribbean has also
gained, although more modestly. The evidence points to a redirection of U.S.
sourcing across regions rather than a generalized retreat from international trade.

Chart 6
US imports show that trade is reallocating

(Imports percentage points change, basis 2015Q1)
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Sources: US Census Bureau and Bureau of Economic Analysis; extension of Alfaro and Chor (2023).

Notes: The series show the change in the value of U.S. goods imports from each origin relative to 2015Q1, which is normalized to
zero. Regional aggregates follow the geographic classifications used by the U.S. Bureau of Economic Analysis. Asia excludes China.
Regional values are aggregated before calculating the change relative to the 2015Q1 baseline.
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Alfaro and Chor (2023, 2026) show that this reorganization has occurred across
countries, products and firm relationships. The decline in China’s share of U.S.
imports has been persistent, but the largest gains have generally accrued to
economies already embedded in industrial clusters and supply-chain networks.
Furthermore, Alfaro and Chor (2023, 2026) also show that diversification has
occurred mainly within the group of the United States’ leading trade partners. The
cumulative share accounted for by these partners remains substantial, even though
their relative positions have changed.

This pattern matters because supply-chain adjustment is neither costless nor
instantaneous. Production relationships involve sunk costs, specialized inputs and
durable links between buyers and suppliers. The evidence in Alfaro and Chor (2023,
2026) suggests that firms initially adopted a wait-and-see approach, particularly in
contract-intensive goods and products characterized by persistent supplier
relationships. As tariffs remained in place, reallocation extended to products for
which changing suppliers was more difficult.

Most of the adjustment occurred through the intensive margin, as firms changed the
value sourced within existing product relationships. Entry into new products played a
larger role in some countries, particularly Vietnam and India (Alfaro and Chor, 2026).
Trade diversion therefore tends to benefit economies that already possess
productive capacity, reliable logistics, credible institutions and established
connections to major markets.

For Latin America and the Caribbean, this produces both an opportunity and a policy
challenge. Proximity to the United States and existing production capabilities can
help the region capture redirected activity. However, a decline in direct U.S. sourcing
from China does not necessarily eliminate indirect dependence on Chinese inputs,
investment or ownership networks. The objective should not simply be to attract
redirected trade, but to deepen domestic and regional capabilities so that
participation produces investment, learning and local value added.

Europe can support greater diversification

Europe is already a major economic partner for Latin America and the Caribbean.
The European Union is the region’s third-largest trade partner and an important
source of foreign direct investment. The bilateral relationship is supported by trade
and cooperation agreements with most countries in the region, including the Chile
Advanced Framework Agreement and the EU—Central America Association
Agreement. The EU-Mercosur Partnership Agreement and its interim Trade
Agreement would further reduce bilateral trade barriers and reinforce the European
Union’s role as Mercosur’s second-largest goods partner.

The trade data nevertheless indicate that there is substantial room to deepen this
relationship. Chart 7 shows that the European Union’s share in Latin American and
Caribbean trade has generally declined over time. In addition, it shows that the
decline has been particularly visible in Mercosur. These trends should not be
interpreted as evidence of weak economic complementarities. Rather, they show that
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existing political ties and agreements have not yet translated fully into deeper
production, investment and supply-chain relationships.

Chart7
The European Union’s trade relationship with LAC and Mercosur

(Share of total exports, imports and trade, percentage)
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Sources: IDB staff calculations based on UN Comtrade data.

Notes: The series show trade with the European Union as a share of each region’s total trade with the world. Export shares are
calculated as exports to the European Union divided by total exports; import shares as imports from the European Union divided by
total imports; and total-trade shares as the sum of exports to and imports from the European Union divided by the region’s total
exports and imports. LAC refers to Latin America and the Caribbean. Mercosur comprises Argentina, Brazil, Paraguay and Uruguay.

Clean energy and critical minerals create a strategic
opportunity

Trade diversification is only one dimension of the opportunity facing Latin America
and the Caribbean. The global energy transition is also increasing the value of
assets in which the region has a strong comparative advantage. Latin America and
the Caribbean combines the cleanest electricity matrix among regions with a
significant share of global production and reserves of several critical minerals.

A cleaner energy matrix provides a strong foundation

The region already generates a much larger share of its electricity from renewable
sources than most other regions. Chart 8 shows that renewables accounted for
approximately 58% of electricity generation in Latin America and the Caribbean
during 2023-25, compared with around 37% globally and 40% in advanced
economies.

From Resilience to Growth: Opportunities for Latin America and the Caribbean



4.2

Chart 8
Latin America and the Caribbean has a comparatively clean electricity matrix

(Share of electricity generated from renewable sources 2023-25, percent of regional generation)
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Sources: IMF, Regional Economic Outlook: Western Hemisphere, April 2026.
Notes: The chart reports the share of total electricity generated from renewable sources during 2023-25. Regional aggregates follow
the country classifications used in the IMF Regional Economic Outlook.

This cleaner electricity matrix is an economic asset as well as an environmental one.
It can lower the emissions associated with industrial production and make the region
a more attractive location for activities whose competitiveness increasingly depends
on access to reliable, low-carbon energy. It also creates opportunities to connect
renewable generation with new investment in manufacturing, processing and energy-
intensive services.

The region is central to the critical-minerals map

Chart 9 shows the scale of the region’s mineral endowment. Latin America and the
Caribbean also accounts for a substantial share of global reserves and production of
minerals required for electrification, renewable energy systems and emerging
technologies. The region holds approximately 46% of global lithium reserves and
35% of copper reserves. It also produces more than 90% of the world’s niobium and
significant shares of silver, copper and molybdenum.
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Chart 9
Latin America and the Caribbean holds significant critical-mineral resources

(Share of global production and reserves in 2024, percent)
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Sources: U.S. Geological Survey data.
Notes: REEs denotes rare-earth elements.

These endowments position the region to contribute to global energy security and
technological transformation. But geology creates an opportunity, not a development
outcome. Natural-resource advantages will generate sustained growth only if they
are accompanied by investment, infrastructure, regulatory credibility and the capacity
to move beyond extraction into processing, domestic supply chains and higher-value
activities.

Europe can deepen investment and strategic cooperation

The region’s clean-energy and mineral endowments create a strong basis for
investment, but mobilizing capital on a sufficient scale will require stable and
diversified sources of external financing. Foreign direct investment is especially
important because it tends to be more durable than portfolio flows and can bring
technology, managerial capabilities and links to international production networks.

Chart 10 shows that direct investment remains the largest component of Latin
America and the Caribbean’s external financing. Portfolio and other investment flows
have been more volatile, while reserve accumulation has continued to provide an
additional buffer against external shocks. The composition of financing therefore
matters as much as its overall volume. A larger role for stable investment flows can
support productive capacity without increasing exposure to abrupt reversals in global
financial conditions.
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Chart 10
Foreign direct investment and reserve buffers strengthen external resilience

(LAC financial account decomposition, percent of GDP)
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Sources: Inter-American Development Bank (2026), using Bloomberg data.

Notes: The chart decomposes Latin America and the Caribbean’s financial account into direct investment, portfolio investment, other
investment, financial derivatives and reserve assets, expressed as a share of regional GDP. For investment flows, negative values
indicate net inflows into the region, while positive values indicate net outflows. For reserve assets, positive values indicate reserve
accumulation, and negative values indicate a drawdown of reserves.

Europe remains one of the largest sources of foreign direct investment in Latin
America and the Caribbean. Chart 11 shows that European investors accounted for
about 24% of FDI inflows in 2024, combining 15% from the European Union
excluding the Netherlands and Luxembourg and 9% from the Netherlands and
Luxembourg. This made Europe the region’s second-largest source of FDI after the
United States, which accounted for 38%. Europe’s share, however, was well below
the roughly 42% recorded on average in 2015-19, indicating that its relative
importance has declined even though it remains a central investment partner.
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Chart 11
Sources of foreign direct investment in Latin America and the Caribbean

(Share of total FDI inflows, percent)
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Sources: ECLAC (2025).
Notes: The chart presents the distribution of foreign direct investment inflows into Latin America and the Caribbean according to the
origin of the immediate investor, following ECLAC'’s regional classifications.

The institutional framework for expanding this relationship is already substantial. The
European Union has trade or cooperation agreements with most countries in the
region, including the Chile Advanced Framework Agreement and the EU-Central
America Association Agreement. The EU-Mercosur Partnership Agreement and its
interim Trade Agreement would deepen these links further by phasing out duties on
most exports and reinforcing the European Union’s position as Mercosur’s second-
largest goods partner.

Cooperation is also moving beyond traditional trade policy. Through the Global
Gateway, the European Union and the IDB are working to strengthen the conditions
for responsible investment, inclusive growth and the energy transition. The EU-IDB
Critical Minerals Initiative combines European grant resources with IDB investment
across countries in the region, with a focus on sustainable copper, lithium and rare-
earth projects.

The broader objective should be to use these partnerships not only to expand capital
inflows, but to improve their development impact. European investment can help
finance infrastructure, processing capacity, cleaner production and stronger domestic
suppliers. In this way, closer EU-LAC cooperation can support both sides: Europe
gains access to more diversified and sustainable sources of strategic inputs, while
Latin America and the Caribbean gains a pathway from natural endowments toward
productivity, employment and higher domestic value added.
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Conclusion

The evidence presented here points to a region entering a period of global
uncertainty from a stronger position than in the past. More flexible exchange rates,
deeper domestic-currency debt markets and stronger external buffers have reduced
the likelihood that external shocks will develop into systemic crises. Yet resilience is
only a foundation.

At the same time, changes in global trade and energy systems are creating new
opportunities. Trade is reallocating across countries and established supply-chain
networks. Latin America and the Caribbean can benefit from this process, but
proximity and natural advantages will not be sufficient on their own. Capturing
redirected activity requires reliable infrastructure, productive capabilities, integration
into supply chains and policy frameworks that reduce uncertainty for investors.

The region’s cleaner electricity matrix and critical-mineral endowments provide an
additional strategic advantage. These assets can support greater investment and
closer cooperation with Europe in clean energy, technology and mineral supply
chains. Europe is already an important trade and investment partner, and existing
agreements and EU—IDB initiatives provide a platform from which to deepen that
relationship.

The central policy objective should therefore extend beyond attracting additional
capital. Investment must become more durable and productive, contribute to
stronger domestic suppliers and generate more local value added. Achieving this will
require macroeconomic stability, predictable rules, efficient infrastructure and
permitting, credible environmental and social standards, relevant skills and deeper
regional integration.
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