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RESUMEN

Las tres tendencias predominantes en América del Sur en la década del 2000 han sido 1) la rapida
expansion del comercio y los lazos de endeudamiento con China; 2) el colapso de escenarios de
negociacion comerciales multilaterales y regionales desde el 2006; y 3) la rapida recuperacion

de la mayoria de los paises suramericanos de la crisis financiera global de 2008-2010. Este
articulo analiza las formas en las que estas tres tendencias han convergido, y de qué manera

han condicionado la escogencia de estrategias de desarrollo en Chile y Perd, quienes tienen los
lazos comerciales mas importantes con China de toda la region latinoamericana, medidos como
porcentaje de su PIB. En efecto, ambos paises han buscado forjar sus propios caminos negociando
tratados de libre comercio (TLC) bilaterales con China y Estados Unidos. Sin embargo, las
implicaciones politicas de estos caminos de desarrollo han resultado mas complejas de lo que se
esperaba, a pesar de que estas politicas comerciales pueden representar el mecanismo de avance
mas viable para paises con economias pequefias, mercados emergentes y que han consolidado sus
reformas macroeconémicas preparandolos para llevar su estrategia econdémica al siguiente nivel.
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The China Conundrum: Economic Development Strategies
Embraced by Small States in South America

ABSTRACT

The three most prominent trends in South America in the 2000s have been: 1) the rapid expansion of
trade and borrowing ties with China; 2) the collapse of both regional and multilateral trade negotiating
venues since 2006; and, 3) the quick recovery of most South American countries from the 2008-10
global financial crisis. This paper analyzes the ways in which these three trends have converged and
shaped the choice of development strategy in Chile and Peru, which have the strongest trade ties with
China in the entire Latin American region when measured as a percent of GDP. Indeed, both countries
have sought to stake out their own paths by negotiating separate bilateral free trade agreements (FTAs)
with China and the US. Yet, although making these respective policy choices may well represent the
most viable way forward for small emerging market countries which have consolidated macroeconomic
reforms and are prepared to take their economic strategy to the next level, the political implications of
this development path have already become more complicated than expected.
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INTRODUCTION

Some thirty years in the making, the phenomenon of China’s relatively
rapid rise in the international political economy has elicited far more ques-
tions than it has answers. The data, for the most part, are unambiguous. Be

it China’s historically unprecedented growth rate over the past three decades,
its amassment of the world’s highest level of foreign exchange reserves, or
its recent emergence as the largest holder of US Treasury securities, there is
little doubt as to the dazzling economic prominence that this country has
now attained (Subramanian 2011). However, while these economic advances
may seem beyond dispute, any consensual interpretation of the mid- and
long-term implications of this structural shift in the global economy remains

elusive. This is especially so for Latin America, given its geographic proximity

1 The author thanks Kimberly Burtnyk, Javier Colato, Mariana Gonzalez Insua, Daniel
Paly, Victor Paredes-Colonia, Dawn Powell, Chengxi Shi, Vijeta Tandon, and Becky
Turner for their excellent assistance in completing the research and compiling the
database for this paper.
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to the US and the longstanding designation of the Western Hemisphere as
part of the US “sphere of influence”.

Although China’s participation in the region is still largely a matter of its
rapidly growing trade and lending ties with any number of Latin American
countries, the sheer magnitude of these ties has thrown the US presence into
relief. For example, since 2000 China has become the first or second most
important trading partner for Argentina, Brazil, Chile, Costa Rica and Peru
(Barcena and Rosales 2010, 16); moreover, between 2003 and 2011 Chinese
foreign direct investment (FDI) in Latin America totaled close to $23 billion,
up from basically nothing at the outset of the 2000s. Not only has Chinese
demand for South America’s natural resources been a motor for high growth
in this sub-region in the 2000s, it was this continued demand that at least
partially accounted for Latin America’s quick rebound from the 2008-10
global financial crisis (Porzecanski 2009; Bircena and Rosales 2010, 9-10). In
the wake of this crisis, China has become the second largest economy in the
world, after the US, and it has provided the stimulus for global growth as the
“Great Recession” in the OECD bloc continues to linger.

A closer examination of the participation of both the US and China in Latin
America suggests an emerging division of labor: for better or for worse, the US
will continue to promote democracy, market reforms, and rule of law in the re-
gion, while China will do the heavy lifting with trade expansion, infrastructure
investment, and a range of other development projects. Ever mindful of this
being the US sphere of influence (Shixue 2008), and of its own dependence on
investing in and exporting to the US market (Lanxin 2008), China has moved
cautiously in the Western Hemisphere and its mission in Latin America has
largely been developmental in nature (Yang 2009). Still, China is hardly oper-
ating under the radar screen. For example, China has now become the major
source of demand for soya beans from Argentina and Uruguay, iron ore and
soya beans from Brazil, copper and livestock feed from Chile and Peru, and
crude oil from Colombia and Ecuador (Barcena and Rosales 2010, 19). Not only
has this prompted the longest resource boom and foreign exchange bonanza
ever for some countries in the region, the multiplier effects in terms of Chinese
development assistance, infrastructure support, and others forms of lending

and investment have been an additional windfall.
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For large states like Argentina and Brazil, the pattern has been to export
raw materials to China and manufactured exports to the region and the rest
of the world, except China. For small open economies like Chile and Peru,
where the size of the non-resource based manufacturing sector is minor,
this is less of an option. In both of these cases the stated goal has been to
diversify raw material exports to the region and the rest of the world and to
modernize the domestic service sector into a Pacific Rim hub for transport,
finance, investment, and all logistics related to trade. Herein lies the decision
of both Chile and Peru to negotiate separate bilateral free trade agreements
(FTAs) with the US and China. Chile was the first to accomplish this dual
feat, with the implementation of the Chile-US FTA in 2004 and the Chile-
China FTA in 2006, and Peru followed suit in implementing separate FTAs
with the US and China in 2009.

When the Chile-US and Peru-US FTAs are examined, both emerge as
highly sophisticated post-industrial accords which reflect the eagerness of US
investors in services (e.g. banking, finance, telecom, pharmaceuticals, insur-
ance) to further imprint US regulatory standards and investment codes on
the economic structures of these partners. In short, although US producers
were anxious to obtain tariff reductions for agricultural and manufactured
exports to Chile and Peru, at heart these US agreements pertain mainly to
the new trade agenda (the liberalization of services, investment, and intel-
lectual property rights). In essence, and as services and investment have
become increasingly interwoven, these two US FTAs have been geared to-
ward the efforts of both Chile and Peru to transform their respective service
sectors into competitive Pacific Rim hubs. On the US side, as the relation-
ship between services and investment has become increasingly interwoven
(Kotschwar 2009), this has spawned a North-South FTA pattern whereby “[...]
concentrated interests in FDI-exporting countries have a strong incentive to
lobby for preferential agreements because they confer specific advantages
over competitors” (Manger 2009, 19).

In contrast, for both countries the FTA with China centers primarily on
the old trade agenda (market access for agriculture and other raw materials,
textiles, and labor-intensive manufactured goods), and in particular China’s

resource-based demands for steady access to raw material imports from both
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nations (Wise and Quiliconi 2007). Thus, the Chile-China and Peru-China
FTAs hark back to the trade patterns which characterized the turn of the
last century, whereby old-fashioned comparative advantage fueled the export
of ores and other raw materials by these countries to the more developed
North and their import of manufactured and basic consumer goods in return
(Bulmer-Thomas 1994, 57-60).

In light of the pre- and post-industrial nature of these respective FTAs
with China and the US, it appears that these two small open economies with
negligible industrial bases and minor weight in negotiating venues at the
World Trade Organization (WTO) have basically short-circuited the current
standoff within the Doha round negotiations concerning concessions to be
made around the old and new trade agendas. While this two-pronged strate-
gy is admittedly incipient, this pursuit of different goals across separate FTAs
may well represent a way forward for other small non- or semi-industrial
economies which face the challenge of combining comparative advantage
based on natural resource exports with the exploitation of a competitive edge
based on the modernization of services and investment.

At first glance, this arrangement appears to be quite strategic for all par-
ties concerned. However, what might be the costs for these Latin American
countries given the steep asymmetries involved, especially with regard to the
hefty liberalization demands of the US concerning the new trade agenda? In
Peru, direct political costs have already arisen in the form of violent protests
in the northern mining town of Cajamarca against pollution of the local water
supply by US and Chinese companies operating within these mining communi-
ties (Sanborn and Torres 2009; Romero 2010). Similarly, Chilean civil society
has rebelled against the prospect of China’s further incursion into that coun-
try’s mining sector. In both countries, the deterioration of incomes for those
working outside of this traditional primary export-led model, and the failure
of policymakers in both countries to generate jobs and badly needed human
capital investments in education and health, has invoked mass social protests
over the past few years. In the following sections of this article I evaluate the
agreements themselves and then explore the political implications that are

inherent in the choice of this particular development path.
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1. GOING FOR BROKE? THE RECENT HISTORICAL BACKDROP

As longstanding members of the Asia Pacific Economic Cooperation forum
(APEC), and as two of the top economic performers in Latin America over the
past decade, there is little question as to the preparedness of Chile and Peru to
literally play both sides of the Pacific in economic and political terms. As figures
1 and 2 show, both countries have grown briskly during the 2000s in terms of
the average rate of GDP, and in the case of Peru it is the pace of investment
growth that has been especially spectacular. Based on a steady and ongoing
process of unilateral liberalization spanning nearly four decades in the case of
Chile and two decades in the case of Peru, policymakers in these small open
economies have effectively consolidated an export-led model driven by invest-
ment and competitive gains. Although both countries took a major hit on the
capital account during the 2008-10 global financial crisis (see figures 3 and 4),
the previous consolidation of financial sector reforms in both cases enabled
policymakers to avoid a full-blown meltdown of the kind that occurred a de-

cade earlier during the 1997 Asian financial crises (Porzecanski 20009).

Figure 1. Chile vs LAC-7 GDP Growth and Investment Growth
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Il LAC-7 GDP Growth (%) 7% 6% 7% 7% 5% -1% 6%

LAC-7 Investment Growth (%) 16% 18% 15% 15% 13% -10% 14%
[ Chile GDP Growth (%) 6% 5% 4% 4% 4% -2% 5%
[l Chile Investment Growth (%) 19% 26% 10% 14% 23% -24% 20%

Source: Inter-American Development Bank. http://www.iadb.org/en/inter-american-
development-bank,2837.html
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Figure 2. Peru vs LAC-7 GDP Growth and Investment Growth
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Il LAC-7 GDP Growth (%) 7% 6% 7% 7% 5% -1% 6%

LAC-7 Investment Growth (%) 16% 18% 15% 15% 13% -10% 14%
[ Peru GDP Growth (%) 5% 6% 4% 8% 9% 1% 8%
M Peru Investment Growth (%) 12% 14% 19% 22% 29% -13% 27%

Source: Inter-American Development Bank. http://www.iadb.org/en/inter-american-
development-bank,2837.html

Figure 3A. Chile vs LAC-7 FDI
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Il LAC-7 FDI (miltions of U$S) 51.983,29 | 61.644,86 | 31.548,47 | 96.466,28 | 84.227,35 | 74.088,72 | 88.941,05

[ Chile FDI (millions of U$S) 5.609,5 4.801,1 5.126,9 9.960,8 7.108,7 4.813 6.351,1

Source: Inter-American Development Bank. http://www.iadb.org/en/inter-american-
development-bank,2837.html
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Figure 4A. Peru vs LAC-7 FDI
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Figure 4B. Peru vs LAC-7 International Reserves
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Source: Inter-American Development Bank. http://www.iadb.org/en/inter-american-
development-bank,2837.html

While Chile and Peru are united by geography, endowment factors, and
deep-rooted commitment to economic reforms, there are important differ-
ences. As figure 5 shows, Chile now ranks ahead of the US and in the top ten on
the Heritage Foundation’s index of economic freedom, one of the most widely
referred to indices of economic competitiveness, whereas Peru clearly has a way
to go. Since 2008, however, Peru moved up from 57" to 42nd™ place on this
index in 2012,? and it now dominates the top seven Latin American countries
(LAC-7) on half of the key competitiveness rankings within the World Bank’s
Doing Business database (see figure 6); Peru can thus be expected to move
steadily up in its competitive ranking. China’s abysmal ranking on the eco-
nomic freedom index in figure 5 reflects the extent to which its record-breaking
growth relies less on productivity and efficiency gains and more on its sheer
size, massive economies of scale and decidedly heterodox development strategy

2 See Heritage Foundation, 2012 Index of Economic Freedom, Country Rankings, http://
www.heritage.org/Index/Ranking.aspx (accessed 4/24/12)

3 See World Bank, Doing Business: Measuring Business Regulations, http://www.doingbu-
siness.org/ (accessed 4/24/12)
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(Naughton 2006; Devlin 2008; Subramanian 2011). In contrast, as small pri-
mary exporters with aggregate GDP which totals a mere fraction of China’s, the
route to success for Chile and Peru lies in increased efficiency and productivity
gains, i.e. making the very most of their endowment factors (Bulmer-Thomas
1994). In both cases, the FTA strategy has emerged as an integral part of this

quest to promote higher growth, investment, and overall competitiveness.

Figure 5A. Economic Freedom Ranking

RANKING

United States

Source: The Heritage Foundation. http://www.heritage.org/index/ranking

Figure 5B. Economic Freedom Ranking

RANKING

Source: The Heritage Foundation. http://www.heritage.org/index/ranking
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Figure 6. Competitiveness Ranking
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Apart from signing a number of bilateral FTAs within Latin America,
Chile has finalized similar agreements with Canada, Japan and Korea, has
put in place a partial preferential agreement with India, and has Economic
Association Agreements with New Zealand, Singapore, and the European
Union (EU) (Stallings 2009). While these agreements may signal a chaotic
spaghetti bowl pattern of trade and investment integration (World Bank
2005), they also reflect Chile’s determination to continue reaping the gains of
past liberalization. In particular, Chile’s pursuit of FTAs with developed and
large emerging market countries distinguishes it from much larger players in
its own sub-region, for example, Argentina and Brazil. Chile’s separate FTAs
with China and the US are a hallmark of this competitive strategy.

While Peruvian policymakers have long voiced admiration and a com-
mitment to launching a Chilean style export-led model, it has taken the
past two decades for the country to implement the institutional and eco-
nomic policy reforms that such a strategy necessitates (Wise 2003). Having

crossed a threshold of reform consolidation in the early 2000s, Peru has
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embraced the Chilean FTA strategy of negotiating with large countries
which promise to deliver the most compelling trade and investment gains.
On this point, apart from the launching of FTAs with Canada, Chile,
Singapore, the US, and China, Peru is in the process of finalizing separate
agreements with Japan, Mexico, and the EU. However, in the case of both
countries it is their separate but simultaneous negotiation of bilateral
FTAs with China and the US—the two countries with which they have the
strongest economic ties—as well as the enormous possibilities for realizing
dynamic gains and hub production status by virtue of their strategic Pacific

Rim location, which represents something entirely new.

2. TRADE LIBERALIZATION A LA CARTE

A number of additional factors account for the success of Chile and Peru
on these FTA fronts. It goes without saying that the implementation and con-
solidation of market reforms, the steady pattern of favorable macroeconomic
performance and growth, and the impressive professionalization of the trade
policymaking apparatus in both countries, were necessary conditions for the
launching of FTA negotiations, as was the unique endowment factors and
rich array of natural resources that each brought to the table.

It should be pointed out that two larger trends prompted these small, open
economies to engage in a pattern of “trade liberalization a la carte.” First, there
was the collapse of negotiations for a Free Trade Area of the Americas (FTAA)
in 2005, a project launched by the Clinton administration back in 1994 with
the intention of negotiating a comprehensive liberalization accord amongst all
34 democratically elected countries in the Western Hemisphere. Second, a year
later the Doha round negotiations at the WTO broke down. While the lapse of
both sets of negotiations occurred amidst a complicated political and economic
backdrop, the deal breaker for both the FTAA and Doha was the inability of
all sides to agree on the granting of deeper concessions around the aforemen-
tioned items on the old and new trade agendas.

Up until 2000, the FTAA option had been touted by Washington as an
interim step that would prepare the Western Hemisphere to enter the next
round of multilateral negotiations with a cohesive set of accomplishments

and demands on the old and new trade agendas (Cohn 2007). Implicitly, as
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a brain child of the US policy establishment, the FTAA offered the opportu-
nity to hammer out these differences between North and South on a smaller
scale, but in ways meant to favor specific US interests in crafting new invest-
ment rules and disciplines within the hemisphere. However, from the Latin
American standpoint, the FTAA was also a response to the Uruguay Round
(1986-1994), where compromises which had been made on both the old and
new trade agendas in order to get the job done, provoked an almost immedi-
ate sense of buyer’s remorse.

On the old trade agenda, although the Uruguay Round was the eighth
set of multilateral negotiations since the launching of the inaugural
GATT Geneva Round in 1947-48, it was the first multilateral agreement
to cover reductions in tariff and non-tariff barriers for agricultural
goods, textiles, and clothing. However, by the mid-2000s, Stiglitz and
Charlton (2005, 46) noted that “the average OECD tariff on imports from
developing countries is four times higher than on imports originating in
the OECD.” Moreover, the US and the EU have notoriously been stubborn
in resisting sizable cuts in agricultural subsidies. On the new trade agen-
da, a coalition of developed countries led by the US had finally succeeded
in extending WTO coverage to services and trade-related investment and
intellectual property. In expectation of their increased market access
for agricultural and industrial goods, the developing countries agreed
to negotiate new rules and domestic disciplines in these areas. The re-
sult was the GATS (General Agreement on Trade in Services) and two
agreements on Trade-Related Investment Measures (TRIMS) and Trade-
Related Aspects of Intellectual Property Rights (TRIPS) (Kotschwar
2009; Roy, Marchetti and Lim 20009).

The motivation for all parties concerned was the projected welfare gains
from the implementation of the Uruguay Round, which ranged wildly from
US$50 billion to US$275 billion a year, a large share of which was projected
to benefit the developing countries (Stiglitz and Charlton 2005, 46). Yet, five
years into the Uruguay Round, the ill preparation and steep costs of com-
plying with these various agreements meant that 9o of the 109 developing

country members of the WTO were far behind schedule in implementing
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those new trade agenda items to which they had signed up earlier (Finger
2000). While the participation of the developing countries in the Uruguay
Round had been unprecedented, there was clearly more work to do in
realistically reconciling developed and developing country demands and
implementation capabilities around the old and new trade agendas. Herein
lay the decision to launch the 2001 Doha round and to assign it a specific
development mandate (Cohn 2007).

However, with the subsequent collapse of these regional and multilateral
negotiating venues, a more recent and bold trend of bilateralism has pre-
vailed, as evidenced by the recently confirmed Colombia-US FTA, the Costa
Rica-China FTA and, of course, the China and US FTAs negotiated with Chile
and Peru. The bottom line in terms of Chile and Peru is that both countries
are seeking to achieve different sets of goals around the old and new trade
agendas by simultaneously engaging in FTAs with two of the largest markets
in the global economy. Especially with regard to China, it is the rapidity with
which its trade ties have grown with Chile and Peru, in both absolute terms
and relative to US trade with these countries, which renders this a new chap-

ter in the political economy of Latin American integration.

3. BRIDGING THE OLD AND NEW TRADE AGENDAS

a. The Old Trade Agenda
By the time of the 1996 WTO trade ministerial in Singapore, the ‘old’ and

‘new’ issues on the multilateral trade agenda had been clearly demarcated. As
mentioned earlier, the new trade agenda issues such as investment, services,
and IPRs had been covered in separate mini-accords in the final phases of
the Uruguay round. At the Singapore meeting, Japan and the EU called for
further negotiations on competition policy, government procurement, and
trade facilitation (Cohn 2007, 156-158), which have been incorporated into
the new trade agenda. While still contentious, the contours of the new trade
agenda are fairly concise. The old trade agenda is less so, mainly because the
original GATT clauses dealing with market access and other issues were more

generally phrased and thus left open to interpretation.
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For the purposes of this analysis, and following the framework put forth by
Estevadeordal, Shearer and Suominen (2009, 98-99), negotiations concerning
the old trade agenda refer not just to the quest to liberalize agriculture and
labor-intensive manufactured goods but also to: the extent of product cover-
age for liberalized tariff lines; the length of the transition period in reducing
tariff and non-tariff barriers; and, the removal or phasing out of those policy
instruments deemed to be most detrimental to market access. The latter would
include, for example, subsidies, technical barriers, rules of origin, customs pro-
cedures, anti-dumping, safeguards and other special regimes. As the following
analysis will show, the FTA that Chile and Peru each signed with China stuck
closely to the extension of product coverage and to timelines for liberalizing
all product lines, whereas the FTA which each negotiated with the US was
weighted much more heavily toward the Singapore issues.

b. Chile’s FTA with China: Market Access Concerns Prevail

To a certain extent, the trade data in tables 1—4 reflect the triangular dy-
namic which is emerging in the Chile-China-US economic relationship, on
the one hand, and the Peru-China-US relationship, on the other hand. On
the export side, both countries are shipping a rich array of raw materials to
China (copper, fishmeal) and the US (fruit, frozen seafood, wood, copper, tin
and other minerals), while each is primarily importing manufactured goods
from China and the US (see tables 1 and 2). The eagerness of both countries
to lock in access to the Chinese market for their respective primary goods is a
demand-driven phenomenon, as China’s voracious appetite for raw materials
to fuel its high growth has continued almost unabated.

The Chile-China FTA, China’s first Latin American accord, sought the
comprehensive reduction of tariff and non-tariff barriers for trade in goods.
At the same time, the negotiation of services and investment was refer-
enced as part of a future work program (Kotschwar 2009, 390). In terms of
traded goods, this FTA provided immediate duty-free entry for 92 per cent
of Chile’s exports to China, although some of the country’s most successful
agro-industrial exports (fruits and fish) were placed on a ten year timeline
for accessing the Chinese market (Stallings 2009). On the import side, 50 per
cent of Chile’s imports from China were granted duty-free access at the outset
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Table 1. Top Products Traded Chile-China & Chile-US (2010)

TOP EXPORTS TO CHINA (2010)

In Millions of 9% of Total
o

US Dollars

Copper and articles thereof 11.115,90 62,0%
Refined copper and copper alloys, unwrought 10.232,55 57,1%
Copper cathodes and sections of cathodes unwrought 10.117,43 56,4%
Ores, slag and ash 4.685,70 26,1%
Copper ores and concentrates 3.757,72 21,0%
All Commodities 17.935,19

Electrical, electronic equipment 2.071,43 20,9%
Nuclear reactors, boilers, machinery, etc 1.363,06 13,8%
Electric apparatus for line telephony, telegraphy 815,41 8,2%
Articles of apparel, accessories, not knit or crochet 749,24 7,6%
Articles of apparel, accessories, knit or crochet 719,94 7,3%
All Commodities 9.889,08

TOP EXPORTS TO US (2010)

Copper and articles thereof 2.243,01 29,2%
Refined copper and copper alloys, unwrought 2.211,53 28,8%
Copper cathodes and sections of cathodes unwrought 2.096,87 27,3%
Edible fruit, nuts, peel of citrus fruit, melons 1.681,89 21,9%
Grapes, fresh or dried 742,27 9,7%
All Commodities 7.671,05

Mineral fuels, oils, distillation products, etc 2.415,92 24,5%
Nuclear reactors, boilers, machinery, etc 2.219,98 22,5%
Oils petroleum, bituminous, distillates, except crude 2.087,77 21,2%
Light petroleum distillates nes 1.626,93 16,5%
Vehicles other than railway, tramway 1.184,65 12,0%
All Commodities 9.852,26

Source: UN comtrade. http://comtrade.un.org/
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Table 2. Top Products Traded Peru-China & Peru-US (2010)

TOP EXPORTS TO CHINA (2010)

In Millions of

% of Total

US Dollars
Ores, slag and ash 3.470,22 54,5%
Copper ores and concentrates 1.695,44 26,6%
Residues, wastes of food industry, animal fodder 846,10 13,3%
Flour etc of meat, fish or offal for animal feed 846,03 13,3%
Lead ores and concentrates 798,27 12,5%
All Commodities 6.368,18

Electrical, electronic equipment 1.058,14 20,7%
Nuclear reactors, boilers, machinery, etc 979,15 19,1%
Vehicles other than railway, tramway 450,88 8,8%
Electric apparatus for line telephony, telegraphy 401,14 7,8%
Automatic data processing machines (computers) 341,77 6,7%
ALl Commodities 5.115,34

Mineral fuels, oils, distillation products, etc 1.394,25 26,0%
Pearls, precious stones, metals, coins, etc 1.302,76 24,3%
Gold in unwrought forms non-monetary 1.222,19 22,8%
0Oils petroleum, bituminous, distillates, except crude 980,64 18,3%
Copper and articles thereof 714,15 13,3%
All Commodities 5.357,16

Nuclear reactors, boilers, machinery, etc 1.102,68 19,0%
Mineral fuels, oils, distillation products, etc 1.062,32 18,3%
Oils petroleum, bituminous, distillates, except crude 1.040,99 17,9%
Light petroleum distillates nes 943,80 16,2%
Plastics and articles thereof 558,67 9,6%
All Commodities 5.815,39

Source: UN comtrade. http://comtrade.un.org/
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Table 3. Chile’s Trade Balance and Reliance on U.S. and Chinese Markets

Carol Wise

Year 2003 2004 2005 2006 2007 2008 2009 2010 2011
Trade Balance with U.S (millions $USD)
Exports to U.S. | 3.837,20| 4.955,50| 6.649,99| 9.315,55| 8.788,30| 8.010,73| 6.050,19| 7.006,21| 9.019,89
Imports from
us 2.478,39 | 3.326,53| 4.620,11| 5.476,21| 7.117,04|10.750,11| 7.212,52 | 9.224,16|13.953,17
Trade Balance 1.358,81 | 1.628,97| 2.029,88 | 3.839,34| 1.671,27 | -2.739,38 | -1.162,32 | -2.217,94 | -4.933,28
Reliance on U.S. Markets (millions $USD)
(A)Exports to
s 3.837,20 | 4.955,50| 6.649,99| 9.315,55| 8.788,30| 8.010,73| 6.050,19 | 7.006,21| 9.019,89
(B)Total
21.664,16 | 32.520,32 | 41.266,95 | 58.680,11 | 67.971,63 | 66.258,81 | 54.004,37 | 71.028,44 | 80.585,95
Exports
(A)/(B) 17,71% | 15,24%| 16,11%| 15,88%| 12,93%| 12,09%| 11,20%| 9,86%| 11,19%
Percentage ' ’ ' ’ ' ' ' ’ '
CHILE-CHINA
Year 2003 2004 2005 2006 2007 2008 2009 2010 2011
Trade Balance with China (millions $USD)
Exports to
China 1.895,34 | 3.278,23| 4.780,71| 5.140,45|10.203,30 | 9.042,85 | 12.491,78 | 17.355,61 | 17.922,97
Imports from
China 1.689,29 | 2.234,06| 2.915,50| 4.025,23| 5.52534| 7.510,07| 5.794,52| 9.119,81|11.891,20
Trade Balance 206,05 | 1.044,17 | 1.86521| 1.115,22| 4.677,96| 1.532,78| 6.697,26 | 8.235,80| 6.031,77
Reliance on Chinese Markets (millions $USD)
(A)Exports to
China 1.895,34 | 3.278,23| 4.780,71| 51.40,4510.203,30 | 9.042,85 | 12.491,78 | 17.355,61 | 17.922,97
(B)Total
21.664,16 | 32.520,32 | 41.266,95 | 58.680,11 | 67.971,63 | 66.258,81 | 54.004,37 | 71.028,44 | 80.585,95
Exports
(R)/(B) 0 ’ o 0 9 y 0 9 9
8,75% | 10,08%| 11,58%| 8,76%| 1501%| 13,65% | 23,13% | 24,43%| 22,24%
Percentage
Source: Central Bank of Chile. http://www.bcentral.cl/estadisticas-economicas/
series-indicadores/index_se.htm
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Table 4. Peru’s Trade Balance and Reliance on U.S. and Chinese Markets

Year 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

Trade Balance with U.S (millions $USD)

Exports to U.S. 2.408,72 | 3.701,55 | 5.119,16 | 5.880,39 | 5.271,61 | 5.812,45 | 4.223,31| 5.056,92 | 6.235,79

Imports from

Uu.s 1.698,53 | 2.101,02 | 2.309,45 | 2.926,84 | 4.119,77 | 6.182,97 | 4.918,84 | 6.754,26 | 8.319,17

Trade Balance 710,19 | 1.600,53 | 2.809,71| 2.953,55| 1.151,83 | -370,52| -695,53|-1.697,34 | -2.083,37

Reliance on U.S. Markets (millions $USD)

A)Exports to
(A)Exp 2.409 3.702 5.119 5.880 5.272 5.812 4.223 5.057 6.236

u.s.
(B)Total 8.995| 12.716| 17.273| 23.800| 28.084| 30.628| 27.073| 35.806| 45.726
Exports
(A)/(B) 26,78% | 29,11% | 29,64% | 24,71%| 18,77%| 18,98% | 15,60% | 14,12% | 13,64%
Percentage

PERU-CHINA
Year 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011

Trade Balance with China (millions $USD)

ExPons to 676 1.245 1.871 2.261 3.040 3.567 | 4.079 5.436 6.962
China
ImPorts from 598 702 958 1.446 2.252 3.715 3.267 5.140 6.319
China
Trade Balance 78 543 913 815 788 -148 812 296 643

Reliance on Chinese Markets (millions $USD)

(A? Exports to 676 1.245 1.871 2.261 3.040 3.567 4.079 5.436 6.962
China

(B)Total 8.995| 12.716| 17.273| 23.800| 28.084| 30.628| 27.073| 35.806| 45.726
Exports

(A)/(B) 7,52%| 9,79% | 10,83% | 9,50% | 10,82%| 11,65%| 15,07%| 15,18% | 15,23%
Percentage

Source: U.S. Department of Commerce http://tse.export.gov/
Peru's Ministry of Foreign Commerce and Tourism http://www.mincetur.gob.pe/newweb/
Default.aspx?tabid=2315
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and Chile was able to exclude 152 “sensitive products” (wheat, flour, sugar,
some textiles and garments, and some major appliances) altogether (Barton
2009, 244). While the Chile-China agreement was simpler and shallower
than those FTAs which Chile has negotiated with other Asian economies, the
impact has been immediate. Chilean exports to China jumped by 140 per cent
during the first year that the FTA went into effect in 2006, rendering China
Chile’s top partner in bilateral trade by 2008 (Ellis 2009, 35).

As table 3 shows, Chile’s trade with China rose from about g per cent of its
total trade in 2003 to nearly 14 per cent in 2008, the bulk of it based on cop-
per. For example, copper represented 84 per cent of Chile’s exports to China
in 2008, with the rest made up mostly of other mineral and wood products.
The importance of copper and minerals in this agreement is highlighted by
the fact that only six of Chile’s agricultural exports are covered by the FTA:
apples, grapes, plums, chicken products, cheese, and cherries (Ellis 2009, 38).
More than 9o per cent of Chile’s imports from China in 2008 were manufac-
tured goods, with over 42 per cent ranking as medium and high-tech (Barton
2009). In both the Chile-China and the Peru-China FTAs, penalties for
protectionist measures relating to covered trade were incorporated, includ-
ing the application of safeguards in response to preferential tariff treatment
which could harm an industry of the other party.*

In 2008 the governments of Chile and China signed The Supplementary
Agreement on Trade in Services of the Free Trade Agreement. While the nego-
tiation over services is a more recent phenomenon (the 1994 NAFTA and 1995
GATS agreements set important precedents), Chile stands with the US and
Singapore as one of the only three countries that are now party to more than
five FTAs that include services (Roy, Marchetti and Lim 2009, 318-319). With

this 2008 Supplementary Agreement China signaled an increased willingness

4 “Free Trade Agreement Between the People’s Republic of China and the Government
of the Republic of Chile,” Articles 44 and 45, Foreign Trade Information System,
Organization of American States, http://www.sice.oas.org/Trade/CHL_CHN/CHL_CHN_e/
Text_e.asp#Secl(accessed 4/24/12)
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to tackle the new trade agendas’ In sum, this agreement covers business
services (e.g., engineering, architecture, financial auditing, and advertising),
computers and related services (e.g., software implementation, data process-
ing, and hardware installation), real estate, research and development, tele-
communications, and manufacturing services.

Of note here are the very few limitations applied by Chile in terms of
market access for services and national treatment compared with China’s
thicker list of restrictions concerning Chile’s access to its services market, in
particular. With Chinese FDI in Chile currently amounting to less than one
per cent of Chile’s registered FDI (see figure 1), and Chilean flows of FDI to
China were actually declining through the 2000s (Barton 2009, 237), the two
governments are currently in the process of negotiating an agreement on
investment. Despite Chile’s goal of greatly enhancing its services trade and
FDI inflows from China, the disproportionate weighting of the Chile-China
economic relationship toward trade in goods and the dominance of Chile’s
copper exports suggests that old trade agenda issues will dominate Chile-
China relations for some time to come.

A 2005 agreement signed by Chile’s state-owned copper firm, CODELCO,
and the Chinese company MinMetals bolsters this insight. By far the
strongest FDI link between China and Chile, this agreement established a
joint venture in which both companies kicked in US$110 million for capital
investments (Barton 2009, 240-241). Through this new joint venture firm,
Copper Partners Investment Company Ltd, Chile agreed to sell China cop-
per at a fixed price and China committed to further capital investments
to enable Chile to increase output to further meet Chinese demand (Ellis
2009, 37-38). Because this joint venture is registered in the tax haven

of Bermuda, it does not appear in the accounting of Chile’s FDI inflows

5 For a summary of this supplementary agreement on services go to Ministry of
Commerce of the People’s Republic of China, http://fta.mofcom.gov.cn/topic/enchile.
shtml (accessed 4/24/12)
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(Barton 2009, 242).° This problem aside, the thrust of the Chile-China part-
nership is copper, not the promise of new dynamic Chinese investments in
services. The importance of copper is such that China’s efforts to acquire
additional mining assets have met with staunch political resistance on the
part of Chilean civil society (Ellis 2009, 37).

c. The Peru-China FTA: Broad but Shallow

Some similar dynamics are underway in Peru-China trade and investment
relations. The Peru—China FTA was formally implemented in March 2010 and
China has hailed this as the most comprehensive FTA it has yet signed.” While
this is true, the very low levels of Chinese FDI in Peru (see figure 2) and the
overwhelming role played by Peru’s primary exports in its trade relationship
with China also relegate the main action within this FTA to the old trade
agenda. Peru’s combined mineral and fishmeal products make up 9o per cent of
its exports to China (copper at 42 per cent, fishmeal at 20 per cent, with other
minerals comprising the remaining 28 per cent), while the bulk of its imports
from China are medium-to-high value-added manufactured products (see table
2). At the outset of this FTA, Peru’s trade with China accounted for around 12
per cent of its total trade, up from 8 per cent in 2003. By 2007 China had joined
step with the US as Peru’s most important trading partner (Ellis 2009, 148).

Whereas Chile was the first Latin American country to negotiate a com-
prehensive FTA with China for the elimination of tariffs on trade in goods,
Peru was the first to actually incorporate items on the old and new trade
agendas into an FTA with China. Yet despite Peru’s success in negotiating the
broadest agreement so far with China, those portions of the Peru-China FTA
which cover the new trade agenda are nowhere near as detailed, for example,

6 There are wild discrepancies in the Chinese data that report FDI flows to Chile and
in Chile’s reporting on this same indicator. The difficulty in gauging these numbers
is that Chinese FDI is frequently channeled through tax havens in Bermuda or the
Cayman Islands and tends to show up under ‘services’ in Chile’s national accounts
(Barton 2009, 238). In fact, the bulk of these funds are invested in mining and in
mining-related endeavors.

7 See Ministry of Commerce of the People’s Republic of China, http://fta.mofcom.gov.cn/
topic/enperu.shtml (accessed 4/24/12)
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as the Chile—China 2008 Supplementary Agreement on Trade in Services. On
this count, the Peru—China FTA is rather light. The treatment of labor and en-
vironmental issues in both the Chile-China and Peru-China FTAs is another
case in point. In both FTAs these issues are addressed under the umbrella of
a separate chapter on ‘Cooperation’. However, these are little more than bul-
let points which make reference to previously existing letters of agreement
between China and these countries on labor and environmental issues.

On the old trade agenda Peru was quite proactive in reducing tariffs on 99
per cent of its exports to China, 83.5 per cent of which entered the Chinese
market duty free at the outset of the agreement (Gonzilez Vigil 2009). In re-
turn, 68 per cent of China’s exports to Peru were granted immediate market
access. At the same time, Peru altogether excluded some 592 “sensitive prod-
ucts” in the textile, garment, shoes, and metal mechanics industries, which
amounted to around 10 per cent of the value of China’s exports to Peru. For
its part, China excluded wood, paper, and some agricultural products (e.g.,
coffee, wheat, rice, corn, sugar, and vegetable oils) from the FTA, which re-
flected just 1 per cent of the value of Peru’s exports.?

On the new trade issues, separate chapters on services and investment
commit both sides to uphold national treatment, greater transparency, and
the use of dispute settlement mechanisms in the event of a conflict. The
services chapter explicitly covers tourism (China has designated Peru as an
official tourist destination), postal express services, transfer payments, and a
range of professional services (e.g., translation, consulting, cross-border data
transmission). The investment chapter basically reaffirms The Agreement for
the Promotion and Protection of Investment that both countries signed back
in 1994. Like Chile, Peru is anxious to attract Chinese FDI and services trade
as a result of this FTA. In support of these goals, Peru’s Grupo Interbank
opened a branch office in China in 2007, and China Development Bank es-
tablished a strategic partnership with Peru’s Banco de la Nacion in 2008 to

8 For more detail go to Ministry of Commerce of the People’s Republic of China, http://
fta.mofcom.gov.cn/topic/enperu.shtml (accessed 4/24/12)
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facilitate microfinance lending in Peru (Ellis 2009, 155). Still, this is not where
the action lies in China-Peru economic relations.

Like Chile, China’s FDI presence in Peru is concentrated in mining (iron and
copper), with some minor commitments in oil and natural gas. In addition, per-
haps even more so than in Chile, China’s investment in Peru’s mining sector has
at times provoked civic unrest, especially with regard to China’s labor practices
and its weak record in the safe disposal of environmental waste (Romero 2010).
Although China’s FDI in Peruvian mining has been widely reported, the routing
of these investments through tax havens like Bermuda or the Cayman Islands
has led to a similar, albeit legal, pattern of under-reporting as has occurred in
Chile. Thus, some spectacular investments, like China’s Aluminum Corporation
purchase of Peru’s share in the Canadian mining company Peru Copper for
US$792 million in 2007 (Ellis 2009, 151), fail to appear in the data. Yet, and akin
to Chile, the ties that bind Peru and China are central to the old trade agenda and

offer little in the way of new dynamic Chinese investments in services.

d. The New Trade Agenda and Deeper liberalization: Chile’s and
Peru’s FTAs with the US

With the Latin American region long regarded as part of the US sphere of
influence, the historical timeline on trade and investment between the US and
these countries is of course much longer. For the purposes of this discussion,
the relevant starting point for Peru was its entry into the Andean Trade and
Preference Act (ATPA) in 1991 and for Chile its ultimately thwarted invitation
to join NAFTA in 1994. Additional factors shedding light on why the FTAs
which each negotiated with the US in the 2000s were weighted heavily toward
the new trade agenda, include the longstanding membership of each in the
GATT, the concomitant lowering of Most Favored Nation (MFN) tariffs under
the GATT/WTO,? and the deep process of unilateral liberalization underway

9 According to Article 1 of the GATT, member countries must offer market access on par
with the ‘most favored nation” amongst their trading partners; the formation of an
FTA, the criteria for which are defined in GATT Article 24, is one way of circumventing
the mandate that each signatory to the GATT/WTO charge trade duties on an MFN, or
non-discriminatory, basis.
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in each country. There was also the firm realization by policymakers and
private actors in both Chile and Peru that the modernization of services and
investment was a necessary condition for achieving higher levels of efficiency,
productivity, and competitiveness.

As for the antecedents to the Peru-US FTA, in 1991 the US Congress
passed the ATPA with an eye toward lessening the reliance of the Andean
countries (Bolivia, Colombia, Ecuador, and Peru) on the proceeds from drug
production and transshipment. So as to encourage the diversification of crops
and exports away from the drug trade, the US offered significant aid and
generous market access for goods exported from these countries. By 2004,
when FTA negotiations between Peru and the US were started, ATPA-covered
trade accounted for roughly 20 per cent of Peru’s exports to the US market,
all of which consisted of agriculture and other raw materials (see table 2).*°
In mounting their lobbying effort for the passage of this agreement, Peruvian
policymakers and the various pro-FTA business chambers argued that ATPA-
covered exports from Peru to the US market accounted for more than a
million jobs in Peru (USTR 2009, 45). There was, moreover, the uncertainty
of how much longer the US Congress would continue to approve these ATPA
trade preferences, given that Bolivia had abdicated in 2008 and Ecuador was
continuing to waver in its compliance.

Thus, Peruvian policymakers and export-oriented producers were eager
to lock in ATPA preferences with the negotiation of the Peru-US FTA (De la
Flor 2010), as the US Congress had failed to renew this bill in 2001—o02, and
the trade and investment hit suffered by the Peruvian private sector had been
palpable.*” In achieving their goal of completing a bilateral FTA with the US,
Peruvian negotiators secured some additional, although minor, concessions

for exports covered by ATPA (De la Flor 2010, 66).*2 In exchange, the US made

10 Copper cathodes dominated this list of APTA-covered goods, which included apparel,
fresh asparagus, mangoes, grapes, paprika, and molybdenum ore (USTR 2009, 11).

11 Author’s interview with Eduardo Ferreyros, Vice-Minister of Foreign Trade, Ministry of
Foreign Trade and Tourism, Lima, Peru, September 2, 2008.

12 When renewed in 2002 the ATPA was renamed the ‘Andean Trade Preference and Drug
Eradication Act’ (ATPDEA).
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significant inroads with the liberalization of Peruvian agriculture, manufac-
turing, and the aforementioned items on the new trade agenda (USTR 2007).
On this latter point, both the Peru-US and the Chile-US FTAs are modeled
closely after NAFTA, which is considered to be the most comprehensive and
detailed of all FTAs (Estevadeordal, Shearer and Suominen 2009, 137).

The nature of the Chile-US FTA was shaped by Chile’s designation as
the first new adherent to NAFTA, as announced by the US and its NAFTA
partners at the 1994 Miami Summit of the Americas. It was envisioned that
NAFTA would be incorporated into the FTAA, which would embrace WTO-
plus rules and norms which surpassed the achievements of the Uruguay
Round. However, the ability of the US to negotiate the FTAA, or for that
matter the accession of Chile to NAFTA, was hampered by the systematic
veto of the fast-track negotiating legislation by the US Congress until the
passage of the Bipartisan Trade Promotion Authority Act of 2002 (TPA). By
this time, Chile’s bilateral trade strategy was highly developed. Apart from
negotiating separate FTAs with Canada and Mexico in anticipation of NAFTA
entry, Chile had negotiated bilateral FTAs with nine other Latin American
countries in preparation for the FTAA. Simultaneously, Chile embarked on
the aforementioned negotiation of FTAs with much larger global partners,
including the EU, South Korea, Japan, China, and India.

With Trade Promotion Authority finally in hand, the first point of busi-
ness for the Office of the US Trade Representative (USTR) was the completion
of the Chile-US FTA, which enabled the Bush administration to showcase
its newly articulated “competitive liberalization” strategy of rewarding neo-
liberal reformers and achieving WTO-plus results in these bilateral deals
(Quiliconi and Wise 2009). However, in the case of Chile, the US actually had
some catching up to do, as the 2005 Chile-EU agreement had been declared
by an EU spokesperson to be “the most innovative and ambitious results ever

13 Fast-track/TPA stipulates that the US Congress can vote up or down on a trade agree-
ment submitted by the executive branch, but amendments are prohibited once the
final bill is sent to Congress.
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negotiated by the EU” (Stallings 2009).** Whereas overall US FDI to Chile had
dropped from 37 per cent of the country’s total FDI in 1994 to 20 per cent in
2003, Spain, in particular, now represented some 18 per cent of FDI inflows
in such Chilean service industries as banking/finance, energy, and telecom-
munications, all of which had proved quite profitable (Manger 2009, 164).

From the standpoint of the US, competitive liberalization quickly came
to denote the goal of establishing a firm toehold in services and FDI, if not
‘first mover’ status, in the FTAs it negotiated with Chile and subsequently
Peru, as well as with other countries in the Western Hemisphere.*s Since
the Chile-US and Peru-US FTAs were modeled closely on the NAFTA ac-
cord, the old trade agenda items within each concerning the elimination of
tariffs and opening up of markets are quite similar. One notable exception
lies in agriculture, where Chile negotiated a 12-year transition for the re-
moval of tariffs and elimination of an import price band system on wheat,
wheat flour, and sugar.*® Similarly, Peru retained a 17-year liberalization
timeline on sensitive agricultural products, while some 60 per cent of US
farm exports to Peru became duty-free automatically.” Otherwise, these
two North-South FTAs conformed to an emerging trend, one where the
bulk of all tariff lines are liberalized by year 5 and the remainder by year
10 (Estevadeordal, Shearer and Suominen 2009, 126).

On the new trade agenda, the Chile-US FTA set the precedent of incor-
porating labor and environmental standards within the agreement, rather
than the side accord format adopted under NAFTA, and Peru followed suit

14 The Chile-EU accord covered goods, services, government procurement, the liberali-
zation of investment and capital flows, the protection of intellectual property rights
(IPRs), and a binding dispute settlement mechanism (Stallings 2009).

15 Including the US-Central American-Dominican Republic FTA, or CAFTA-DR, and separate
FTAs with Panama and Colombia that have yet to be ratified.

16 See Office of the United States Trade Representative, United States - Chile Free Trade
Agreement, Final Text, Article 3.16. http://www.ustr.gov/trade-agreements/free-trade-
agreements/chile-fta/final-text (accessed 4/24/12),

17 Office of the United States Trade Representative, United States - Peru Trade Promotion
Agreement, Final Text. http://www.ustr.gov/trade-agreements/free-trade-agreements/
peru-tpa/final-text. (accessed 4/24/12)

158 COLINT 75, enero a junio de 2012: 131-170



Carol Wise

in its FTA with the US.*® Of particular note are the chapters within both
FTAs on investment, cross-border trade in services, financial services,
telecommunication, electronic commerce, and intellectual property. The
negative-list approach is used in both agreements, which means that ev-
erything is liberalized unless otherwise marked. In all respects, both FTAS
are considered to be WTO/GATS-plus, “the aim being to achieve greater
coherence between services and investment disciplines so as to avoid
discrepancies in the treatment of investment in goods and services or in
the treatment of trade in services under different modes of supply’ (Roy,
Marchetti and Lim 2009, 320-321). Alternatively, to put this in GATS/WTO
parlance, both the Chile-US and the Peru-US FTAs made giant leaps in
terms of higher levels of commitment and enhanced sector coverage within
both mode 1 (cross-border supply, or service flows from one WTO member
country to another) and mode 3 (commercial presence, whereby a service
supplier from one WTO member country establishes a territorial presence
in another to provide services via ownership or leasing provisions) under
the GATS (Kotschwar 2009, 370; Roy, Marchetti and Lim 2009, 334-35).

In both Chile and Peru, the US won extensive access to professional
services (e.g. engineering, accounting, architecture), the local telecommu-
nications market, the supply of financial services across the border, and
the right of US insurance companies to establish local branches. In both
counties, for example, US insurers were allowed to offer marine, aviation,
and transport insurance for the first time; in financial services, asset
management companies were allowed to offer new instruments, including
mutual funds and voluntary savings plans (Roy, Marchetti and Lim 2009,
346-350); and in telecom, US suppliers were granted local access in the

provision of basic services. However, given the previously mentioned dif-

18 However, the labor and environmental commitments made by Chile and Peru in these
separate FTAs with the US are no more binding that those within NAFTA. In all three
agreements, each signatory has pledged to uphold their own domestic laws on these
non-trade issues which, in the case of NAFTA, have undermined compliance.

19 Also see Office of the United States Trade Representative, United States - Peru Trade
Promotion Agreement, Final Text. http://www.ustr.gov/trade-agreements/free-trade-
agreements/peru-tpa/final-text. (accessed 4/24/12)
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ferences between the two countries in terms of the overall level of devel-
opment, the US addressed this discrepancy by providing Peru with about
$58 million in trade capacity building assistance during the negotiating
period between 2004 and 2006.

Moreover, although the Peru-US FTA had been approved by the con-
gress of both countries in 2007, the Bush administration held up the
formal implementation of that agreement until it had received the green
light from the USTR with regard to the Peruvian Congress’s ratification of
a core package of regulatory measures which conformed with those of the
US.?>° From the standpoint of Peruvian policymakers the change of admin-
istration in the US in January 2009, at the very moment of the launching
of the Peru-US FTA, has left some doubt as to US follow-through on trade
capacity building, but little ambiguity in terms of US expectations for
deep regulatory reform to uphold Peru’s commitments to implementing
the new trade agenda (De la Flor 2010, 75). The USTR has, in fact, closely
monitored Peru’s compliance, which has been the source of some tension

between the two governments.”

4. THE POTENTIAL COSTS AND BENEFITS

Given the steep asymmetries inherent in these parallel North-South
FTAs, it is little wonder that they have invoked the wrath of anti-globaliza-
tion activists and fair trade proponents, especially with regard to the lesser
developed country, Peru. In the case of each country’s FTA with China, it
was this same reliance on raw material exports and manufactured/indus-
trial imports that gave rise to the theory of “unequal exchange” in Latin
America back in the 1950s (Bulmer-Thomas 1994, 298-299; Jenkins 2009,
60). In other words, this heightened dependence of Chile and Peru on a
primary export model riddled with possibilities for adverse terms of trade
and comparative disadvantage suggests valid cause for concern. At the same

20 This statement is based on my confidential communication with policymakers at the
Office of the United States Trade Representative, Washington, DC, September, 2008.

21 See “EE. UU. constatara posible falta a acuerdo commercial con Perd". http://www.
bilaterals.org/spip.php?article17949 (accessed 4/24/12)

160 COLINT 75, enero a junio de 2012: 131-170



Carol Wise

time, the clear intention of the US to stake its claim within lucrative sub-
sectors of each country’s telecom, insurance and financial services market
has raised old 1960s-style dependency hackles concerning imperialism and
exploitation (Weiss, Thurbon and Mathews 2004). In a more tempered vein,
there is also the longstanding concern as to whether these agreements are
trade-creating or trade-diverting and whether they promise Pareto-optimal
welfare gains (Balassa 1961). The question which has been raised here is: can
these pitfalls inherent in the old and new trade agendas be mitigated via
the “a la carte” strategy that Chile and Peru have pursued through parallel
FTAs with China and the US?

Despite the challenges, this strategy does offer some promising prospects.
Any concerns over possible trade diversion as a result of these FTAs can be
dispensed with rather quickly. As the data in Tables 3 and 4 shows, the US
percentage share of total Chilean trade has declined over the six-year lifetime
of the Chile-US FTA, and the drop in this similar indicator for Peru-US trade
has been even more precipitous since the onset of negotiations for the Peru-US
FTA in 2004. In contrast to Colombia and Mexico, where well over 50 percent of
exports are destined for the US market, both Chile and Peru have now reduced
their percentage dependence on the US market down to 10 percent. While some
of this declining trade with the US can be accounted for by the growth of each
country’s trade ties with China, the latter has occurred in tandem with a brisk-
er pace of growth in both Chile’s and Peru’s trade with the rest of the world.

What about the possibilities for investment diversion, given the heavy
emphasis of the US FTAs on the new trade agenda? In fact, as table 5 shows,
the US ranks a distant third in its FDI flows in both countries, accounting for
just 14 per cent of total FDI in Chile in 2010 (versus 25 per cent for Canada
and 20 per cent for Mexico) and 15 per cent of total FDI in Peru (versus 21
per cent for Spain and 21 per cent for Great Britain). Whereas US FDI in Chile
declined in the 2000s, in Peru it has more or less stagnated over the same

time period (see figures 1 and 2).
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Table 5. Sources of Foreign Direct Investment in Chile and Peru

SOURCES OF FDI - CHILE 2010 (FDI INFLOW BY DL600)

Country of Origin Millions of $USD % of Total
Canada 585,88 25,4%
Mexico 478,66 20,8%
United States 324,95 14,1%
Japan 283,92 12,3%
Colombia 279,05 12,1%
Austrialia 102,87 4,5%
Peru 57,50 2,5%
Total FDI in Chile(By DL600) 2.113 100,0%
Total FDI in Chile(All) 18.200

Country of Origin Millions of $USD % of Total
Spain 4.405 21,2%
United Kingdom 4.372 21,0%
United States 3.167 15,2%
Netherland 1.354 6,5%
Chile 1.323 6,4%
Brasil 1.014 4,9%
Panama 931 4,5%
Total FDI in Peru 20.781 100,0%

Source: Chilean Foreign Investment Committee http://www.cinver.cl/
Peru's Private Investment Promotion Agency (ProInversion) http://www.proinversion.gob.pe/

The trade and FDI portrait that emerges between the US with these two
South American countries is decidedly different from that of other US FTA
partners in the region, such as Mexico or CAFTA-DR. Under NAFTA, for ex-
ample, Mexico’s trade dependence on the US has fluctuated between 80-88 per
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cent of its total trade since the launching of NAFTA in 1994, and in 2008 the
US percentage share of FDI in Mexico, although on the decline, still towered
over distant competitors at 41 per cent.” Since the launching of FTA negotia-
tions with CAFTA-DR in 2004-05, US exports to this bloc have expanded by
44 per cent and US EDI has more than doubled; in Costa Rica, alone, US FDI
accounted for 63 per cent of that country’s total in 2008.>4 In North and Central
America, then, concerns over trade and investment diversion, as well as an
over-dependence on the US market, may well be justified. However, the data
for Chile and Peru suggest a more defensive posture on the part of the US,
one where US service investors are lagging behind their competitors, and US
policymakers are anxious to stay in the game, rather than calling the shots.
What about the very legitimate claim concerning the risks of asymmetri-
cal integration with the US with regard to items on the new trade agenda
(Weiss, Thurbon and Mathews, 2004)? Since the advent of NAFTA, the entry
into a bilateral FTA with the US has been prized by capital-scarce developing
countries as the most expedient way to signal to foreign investors that their
commitment to deep economic reform is authentic. The trade-off, of course,
has been the willingness of these US FTA partners in Latin America to sign
on to the new trade agenda and to the adoption of US regulatory codes and
disciplines. Yet while an FTA with the US may still be the ultimate signal for
potential investors, both Chile and Peru have managed to leverage invest-
ment from multiple sources even prior to implementing an FTA with the US.
By liberalizing unilaterally and covering some 9o per cent of their respective

22 Mexico’s trade statistics are published by the Secretariat of the Economy at: http://
www.economia.gob.mx/comunidad-negocios/comercio-exterior/informacion-estadistica-
y-arancelaria (accessed 4/24/12)m

23 Mexico’s statistics on FDI are published by the Secretariat of the Economy at: http://
www.economia.gob.mx/comunidad-negocios/inversion-extranjera-directa/estadistica-
oficial-de-ied-en-mexico (accessed 4/24/12)

24 For these export figures go to U.S. Department of Commerce, Bureau of Economic
Analysis, http://www.bea.gov/newsreleases/international/trade/2012/pdf/info0212.pdf.
(accessed 4/24/12). For the FDI data go to U.S. Department of Commerce, Bureau of
Economic Analysis, International Economic Accounts, http://www.bea.gov/internatio-
nal/ii_web/timeseries7-2.cfm (accessed 4/24/12)
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trade in FTAs with more developed and competitive partners, these countries
have succeeded in diversifying and strengthening their economic ties in ways
that have eluded their northern neighbors in the region.

This is not to say that Chile and Peru have avoided the costs of entering
into an FTA with the US, but they have certainly managed to spread the risks.
Furthermore, for both countries, the China FTA has been another way of
hedging. Firstly, as secured access for exports to the US and Chinese markets
are a main priority for producers in these countries, as is the attraction of
FDI inflows from these mega-economies, the prospect of dynamic gains and
lower opportunity costs enabled political leaders in Chile and Peru to finesse
the usual collective action standoff over negotiations around the new trade
agenda. Secondly, the pursuit of old and new trade issues across the two FTAs
transformed the political incentives for public support of these accords, as
the perceived net benefits now appeared to credibly exceed the overall costs.

On the upside, in contrast with the revenue losses associated with a re-
duction of tariffs on trade in goods, the reduction of barriers in new trade
agenda sectors does not lead to a loss of revenue. Moreover, the nature of
services liberalization is such that the removal of barriers for suppliers from
one country (e.g., the US or Spain) makes it more likely that this increased
access will be applied to suppliers from other countries (Roy, Marchetti and
Lim 2009, 353-54). Equally important, under the impulse of unilateral and
bilateral liberalization across the old and new trade agendas, both Chile and
Peru are quickly advancing their own respective positions within the inter-
national political economy. For example, on the World Bank’s 2011 Doing
Business competitive rankings,” out of 183 countries, Chile now stands at
number 39 and Peru at number 41, versus scores of 114 for Uruguay, 118 for
Argentina, and 130 for Brazil.

However, as Rodrik (1992) reminds us, there are always winners and
losers from these arrangements and any semblance of success will require

that the losers be compensated. As regional leaders in terms of high growth,

25 See World Bank, Doing Business: Measuring Business Regulations, http://www.doingbu-
siness.org/ (accessed 4/24/12)
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low inflation, and rock solid macroeconomic management in the 2000s
(Porzecanski 2009), and by virtue of having implemented these parallel FTAs,
both Chile and Peru have indeed projected the image of dynamic Pacific Rim
hubs. Still, there is a downside. On the new trade agenda, although the re-
moval of costly domestic restrictions can lead to lower domestic prices and
to the extension of market access to country suppliers from outside the FTA,
as a first-mover in some of these markets the US is at a distinct advantage.
Hence, there is a strong need for sound regulatory oversight and transpar-
ency with regard to anti-trust and decision-making practices on licensing
applications (Roy, Marchetti and Lim 2009, 353-54). This is especially urgent
for Peru, which is still in the process of implementing many of these laws
as a result of the aforementioned US demands around the harmonization of
codes, disciplines, and business practices.

The effect of these FTAs on old trade agenda sectors represents another dis-
tinct downside, as both have placed considerable pressure on small agricultural
concerns and local manufacturing industries in Chile and Peru. This includes,
for example, Peru’s textile producers or Chile’s mid and high-tech industrial
enterprises. In the agricultural sector, the setting of prolonged liberalization
timelines and the offering of structural adjustment support has provided
somewhat of a cushion from the US FTA, in particular (De la Flor 2010, 70). In
the manufacturing sector, given the ferocity with which China has conquered
these markets worldwide over the past decade (Gallagher and Porzecanski,
2010), the disruption of these sectors in Chile and Peru is a foregone conclusion
with or without an FTA with China. In the Chilean case, the articulated goal is
to move more quickly up the innovation curve, including large investments in
the kinds of high-tech infrastructure and scientific human capital that would
enable the country to fully emerge as a competitive Pacific Rim transport and
logistics hub (Barton 2009, 235; Ellis 2009, 42). The pace of Chile’s advances in
this realm has been slower than promised by government policy makers. The
strongest evidence of the public’s dissatisfaction is the year-long university
protests that paralyzed the public universities for most of 2011-12. At heart,
Chilean university students are calling for affordable and relevant courses
which will enable them to acquire the skills needed to absorb their labor into

this strategy of combining comparative advantage based on natural resource
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exports with competitive edge based on the liberalization and modernization
of services, and investment is both credible and tenable.

If the Chilean strategy lacks credibility in the eyes of the electorate, Peru
is much further behind in this respect. As the country’s 2011 Presidential
election showed, the 50 percent or so of Peruvians who perceived themselves
as excluded from the gains of trade and buoyant growth over the past decade
succeeded in electing a candidate who offered the equivalent of a massive hu-
man capital shock. Without the exponentially higher investment in human
capital and small businesses promised by newly elected President Ollanta
Humala, these two recent FTAs will mean little without a more compelling
public policy framework to bolster and complement them.*® Although the
country is clearly reaping the benefits of sound macroeconomic reforms and
deep liberalization since the early 1990s, it still lacks the necessary micro-
economic policies to bring these reforms to full fruition (Wise 2003; De La
Flor 2010, 81-2). Taking a page from Chile’s lesson book, this would include:
more targeted and vigorous investment in human capital; the equivalent of
an investment shock in infrastructure and productive capacities; and an ex-
plicit strategy which promotes ties between R&D, private initiative and the
adaption of efficiency-enhancing technology, especially within small and me-
dium-sized firms. Should Peruvian policymakers lose focus and mistake the
implementation of these FTAs as a substitute for continued reform, they will
quickly confront the reality that FTAs cannot substitute for the hard work

of microeconomic restructuring, institutional renewal and policy innovation.

CONCLUSION

The pattern that has been analyzed here, whereby the respective US bilat-
eral FTAs with Chile and Peru target the new trade agenda, and the respec-
tive Chinese FTAs with each country focus closely on the old trade agenda,
represents an important breakthrough; these two small open developing

countries have managed to overcome the collective action standoff which has

26 “UNDP: Regional Inequities Persist in Peru Despite Economic Growth,” Peruvian Times,
23 April 2010.http://www.peruviantimes.com/undp-regional-inequities-persist-in-peru-
despite-economic-growth/235865 (accessed 4/24/12)
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stalled the Doha round at the WTO since 2006. Although a multilateral route
to trade and investment liberalization would probably offer longer liberaliza-
tion timelines and more flexible terms for small open developing countries,
the foreclosing of this venue for the time being has rendered bilateralism a
second-best option. The ability of Chile and Peru to successfully engage in
this bilateral strategy of liberalization a la carte may well represent the more
viable path forward for other small developing countries which have consoli-
dated macroeconomic reforms and are prepared to take their development
strategy to the next level of modernization and competitiveness.

Finally, although I have basically applauded this pattern of pragmatic bi-
lateralism from the Latin American standpoint, I conclude with a note of cau-
tion. Both Peru and Chile have set their sights on becoming dynamic Pacific
Rim hubs. The launching of these bilateral FTAs with the US and China
represents an impressive effort to combine a strategy based on comparative
advantage and natural resource exports with one based on promoting com-
petitive edge via the liberalization and modernization of services and invest-
ment. However, the success of these FTAs will rest crucially on the design
and implementation of a more pro-active competition policy, one that invests
vigorously in human capital, spurs productive investments, increases ties
between R&D and private initiative, and promotes the adaption of efficiency-
enhancing technology. For Peru more so than Chile, the negotiation of these
path breaking FTAs could mean little without a more compelling political
commitment and public policy framework to bolster and complement them.
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