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Economic paradigms
and the role of the State

in Latin America

Enrigque V. Iglesias

T his paper looks at the two successive development paradigms that
prevailed in Latin America during the second half of the twentieth century,
examining in particular the role assigned to the State in each. It will discuss
how, in the ECLAC paradigm, a far-reaching role for the State as guide,
sponsor and direct participant in productive development became less
viable as the State was captured by private interests that no institution
was solid enough to contain. Later, after the advent of the Washington
consensus, the State became too severely weakened to carry out proper
regulation of privatized activities or to sustain its long-term vision or its
concern about income concentration. The paper touches upon the social
demand for a new type of State and examines the requirements and
objectives that will have to be met if the State is to facilitate the effective
operation of markets and act to reduce social inequalities, among other

things.
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Introduction

At the kind invitation of my great friend and colleague
José Luis Machinea, I took part not long ago in a very
special meeting at the Economic Commission for Latin
America and the Caribbean (ECLAC). The meeting was
convened to honour the memory of Ratl Prebisch,
an iconic Latin American economist and illustrious
contemporary of many of those present. His memory
evokes the golden age of development economics in
the latter half of the twentieth century, a discipline he
led with such wisdom in Latin America and brought
to greater prominence in international academic
circles and prestigious specialist institutions such as
ECLAC, the Latin American and Caribbean Institute
for Economic and Social Planning (ILPES) and the
United Nations Conference on Trade and Development
(UNCTAD). His life was rich in thought and action
and in due course was instrumental in moulding new
generations of professionals committed to the economic
and social progress of Latin Americans, while his ideas
are held in deservedly high regard by many prominent
economists in the academic world today. For me his
memory is genuinely moving, since he was both the

11

teacher who opened my eyes to the workings of the
real economy in Latin America and the world and a
generous friend whose example, advice and support
were a crucial influence on my career and my own
dedication to the economic and social development of
Latin America and the Caribbean. At the event, these
feelings mingled with nostalgia for the years spent at
ECLAC, which was and, I feel, still is my home —the
cradle of aspirations and experiences shared over so
many years. | feel very grateful for the opportunity I
was given to revisit the memories it holds for me and
to find myself once again in the company of such good
friends and travelling companions.

On that occasion, I shared a number of reflections
on the role of the State over more than half a century
of efforts to develop economic paradigms in the Latin
America region. In this paper I will do the same. I do
not intend to write a theoretical treatise, but rather to
illustrate the vision of an exceptional practitioner in the
work of academic disquisition and in the practicalities
of the development policies followed by the great
majority of the region’s countries.

Economic paradigms

The search for economic paradigms has been a constant
in the region since the middle of the twentieth century.
Few regions have known such fierce debate or such
varied experimentation as Latin America. The region
has been a veritable laboratory of ideas and policy
proposals, each driven by the ideologies of the moment
and often following teachings that originated elsewhere
in the world.

L] This paper is based on the lecture given by the author at the
Economic Commission for Latin America and the Caribbean
(Santiago, Chile, 28 August 2006) on the occasion of the Sixth Raxl
Prebisch Memorial Lecture.

A number of lessons can be drawn from this
search. One thing I have learned in nearly half a century
of experience is that economic underdevelopment is a
much more complex matter than we believed it to be
fifty years ago, for all the thought devoted to the subject
at the time. In part, ECLAC was a seedbed of ideas
brilliantly propounded by Raul Prebisch. But it was also
a centre for research and learning about the economic
reality in each country, often in close cooperation
with governments. The experience this provided gave
us a better understanding of each country’s economic
complexity and of its international environment.

Thus, one thing we were taught by the experience
of so many years was to avoid the reductionism or
oversimplification of reality that often accompanies the
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search for paradigms. Simplification of this kind has
been a feature of almost all theoretical formulations
and the policy proposals following on from them. In
my personal experience, oversimplification is found
in two areas: in economic matters, and in relation to
social and political frameworks.

How can we avoid the simplifications of theory?
Advances in macroeconomic analysis have made an
enormous contribution to policymaking. Macroeconomic
models have made extraordinary progress in their
capacity for policy analysis and prescription. Three areas
in which particularly substantial and useful progress
has been made are monetary and financial affairs, price
formation (including inflation) and external trade.

Often, though, I feel that reality has been sacrificed
to the formal and mathematical elegance of the models.
Not that we should underestimate the contribution
of macroeconomic models to knowledge and policy
implementation, but there is sometimes a tendency
to put formal elegance before the complexity of the
economic, social and political reality.

Perhaps we can illustrate this by drawing a parallel
with the building of a house. The input of a good
engineer is needed to make sure the house has proper
foundations and infrastructure. It will simply not be safe
without them. But there is also the need for an architect
who can supply a design that matches the aspirations and
needs of its occupants. I think the search for economic
paradigms is rather akin to this. Good economic
engineers are needed to ensure the consistency of
economic models and work out the optimum conditions
for them. But economic architects are needed as well
to see that the rationality of the economic engineering
matches the requirements of the social and political
reality. In my view, economic engineering has moved
far ahead of the architecture of economic paradigms.
The experience of years past has often revealed flaws
in the design of houses whose structure, by contrast,
has been a model of formal elegance.

What has the experience been as regards socio-
political paradigms? Different ideas and categories
of sociological and political analysis have been
deployed in the effort to ascertain and grasp the true
state of affairs, and this has brought us closer to a
comprehensive understanding of reality. Inevitably,
though, this appreciation of conditioning social and
political factors has often fallen prey to non-empirical
ideologies or constructs which, while useful in shedding
light on social phenomena, risk putting ideology before
reality. And this leads to socio-political simplification
that is just as dangerous as the economic kind.

One of the most valuable lessons of recent years,
then, is the need to avoid both types of simplification.
In one case we risk ending up with economies but no
society, and in the other with societies but no economy.
All paradigms entail one risk or the other, so we must
guard against oversimplification if we hope to develop
an all-round appreciation of the reality in which we
mean to implement relevant and viable economic and
social policies.

None of this is to say that we should dismiss
the role of ideas and ideologies. These have proven
their value throughout history. What I have found in
my personal experience, though, is that the search for
economic and social paradigms needs to take account
of national and international realities and identify
the obstacles and conditionalities these create for the
application of different policy proposals.

Institutions play a crucial role in shaping economic,
political and social realities, as is increasingly being
recognized. And one of the most important institutions
is the State. In Latin America, the role of the State
has been a key element in all major development
paradigms.

This issue is not new, but I propose to address it
here because it may be interesting to examine it in the
light of my personal experience, drawing in particular
on the findings of our work over the last few years at
the Inter-American Development Bank (IDB), where
we set up a special unit to analyse political problems
in Latin American development, particularly the role
of the State. In doing this, we were simply adding
our efforts to the institutionalist thinking of recent
years, with its stress on the fundamental role of
institutions when it comes to explaining and combating
development problems.

I should like to discuss the role of the State in each
of the two main economic policy paradigms of the last
50 years in Latin America: the ECLAC paradigm and
the Washington consensus. Consideration of this and
the lessons it yields shows the need to rethink the role
of the State in the light of the new realities in Latin
America and the economic strategies being applied in
the region.

1. The ECLAC paradigm

For our generation, the first great encounter between
State and paradigm in Latin America resulted from the
ECLAC approach. As we know, the framework of that
paradigm contained a set of key ideas that included:
(i) the setting of the paradigm in the framework of the
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centre-periphery relationship; (ii) inward development;
(iii) the role of technology; (iv) import-substitution
industrialization; and (v) an active role for the State.
Implementation of this development strategy required
a series of specific tariff, tax, currency and credit
instruments and policies, along with fiscal incentives
for industrial development and measures to deal with
the explosion of social demands generated by migration
from rural areas to cities.

In these circumstances, the State had a leading
role to play and accordingly created line ministries,
planning offices and development banks to mobilize
financial resources and technology. Enlarging and
strengthening the State apparatus was the central tool
of economy policy. The development process driven by
this strategy profoundly altered the economic and social
profile of Latin America. One of the main aspects of
the social transformation was intensive urbanization.
As regards the economy, the manufacturing sector
came to account for a larger proportion of total
production and employment while agricultural output
held steady or declined, the growth of public-sector
services (and employment) accelerated, and government
bureaucracies expanded in tandem with the share of
total resources absorbed by the State. Urban incomes
grew and outstripped rural incomes quite markedly,
although this upward tendency weakened sharply from
the 1960s to the 1970s.

What accounts for this progressive exhaustion
of Latin American development? Were not the
underlying development policy principles the same as
those applied so successfully by the “Asian tigers”?
So why did Latin America prove unable to operate a
progressive industrial economy in a viable way, instead
losing significant ground to countries that began their
industrialization from a weaker base? The causes
were many, but there were some factors that had a
particularly harmful impact.

In Asia, the State had greater autonomy than
in Latin America and could build on a tradition of
bureaucratic efficiency and independence from the
influence of private interests. The Latin American
experience was very different, not so much in the nature
of the policies as in the way these were implemented.
The fiscal base was inadequate, mainly because there
was no genuinely redistributive social and political
covenant. The State was easily dominated by private
interests, including those of political groupings or
parties, business groups, military leaders, caudillos
or dictators, who used the State to build up their own
political and economic power. This also accounts for

the clientelism of employment and public expenditure
management by authoritarian or semi-democratic
regimes.

In short, the kind of State that existed at the
time of the ECLAC paradigm was omnipresent,
centralist and captive. Moreover, few Latin American
countries succeeded in making much progress with the
construction of a solid democratic State, an essential
condition for securing independence from private
interests and confidence in the rule of law. Those flaws
led ultimately to political instability and the democratic
deficit.

The studies done at the IDB analysed this
democratic deficit from the perspective of two different
relationships: State-market and State-society. Gaps or
flaws in those relationships made sustainable, equitable
development a less viable proposition.

Thus usurped by private interests, the State
intervened in ways that blocked the efficient operation
of the market and encouraged rent-seeking, speculation
and corruption. Again, public policies that had been
captured by private interests could not respond to the
demands of most citizens, and this played a part in
excluding large sections of the population from the
benefits of development and eroding the legitimacy
of the State.

The exhaustion of the heterodox ECLAC model
precipitated the crisis of the State. This is not the
occasion to examine the reasons for this model’s
exhaustion. Suffice to say that the crisis experienced by
Latin America in the 1980s —which reached its nadir
with the debt crisis— accelerated inflationary processes,
accentuated the loss of economic competitiveness
and widened social gulfs. On the institutional side,
central banks, ministries of planning and financial
and development institutions were destroyed. Just as
serious, however, if not more so, was that the long-term
approach to development policymaking was lost. In
most Latin American countries, policymakers’ attention
was monopolized by the problems of economic survival
and short-term crises. This situation, and especially
the problems arising from the debt crisis, prompted
ECLAC to warn at the beginning of the 1980s that
a “lost decade” was imminent for the continent.
Unfortunately, this proved to be exactly the case, with
deeply damaging consequences for the economies and
societies of Latin America.

The severity of the crisis led to the abandonment
of the heterodox model and to the return of the
orthodox model and the adoption of the Washington
consensus.
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2. The Washington consensus

The return of orthodoxy meant the adoption of
market rules, use of the price system as the main
mechanism for resource allocation, the implementation
of stringent stabilization programmes, the liberalization
of international trade, inflows of financial resources
and private investment from abroad, and a far-reaching
policy of privatization. Economic reforms were
promoted largely by financial agencies in Washington,
and particularly those that emerged from the Bretton
Woods Conference, which were to be among the driving
forces behind reform.

The conception of the liberal State enshrined in the
Washington consensus was pervaded by an anti-statist
attitude whose rationale derived from the crisis of the
heterodox State, with its inefficiency, its unwieldy
bureaucracy and, especially, its corruption.

Another definite influence was the generally
expanding role of the market in a growing number of
emerging economies, both in developing countries and
in the socialist sphere.

The new conception was of a minimalist, hands-
off State. All sorts of reasons were found to disqualify
the State from acting as a mechanism of resource
allocation, the main ones being its inefficiency,
corruption, clientelism and bureaucratic excesses.
Hence the advocacy of a minimized State, entailing
the closure of institutions, the abolition of policy
instruments and the pruning back of excessive
interventionism. Industrial and agricultural policies,
for example, were dispensed with. Most importantly,
long-term vision was lost.

A serious mistake was thus made in implementing
the reforms, that of turning away from the State. Because
State involvement was rejected, the generality of reforms
lacked credibility. According to Latinobarometro
surveys, only a third of Latin America’s people have
faith in the reforms. The result has been that large
majorities of the population have increasingly come
to view reforms and the market as illegitimate. This
crisis of credibility has compounded a widespread
feeling of frustration and fatigue at the slow pace of
progress and the severity of the sacrifices made to
implement reforms.

So, how does the State relate to the market and
citizens in this new paradigm?

Where the State-market relationship is concerned,
economic policy has undergone major changes,
including: (i) privatizations and the opening up of
whole sectors of the economy to market forces; (ii) the

weakening or absence of the regulatory frameworks
needed to spur competition and protect consumers’
interests; (iii) the sustained opposition of corporate
interests to reform processes; (iv) the lack of proper
mechanisms for negotiation between the winners and
losers from reform; (v) the abandonment of measures to
promote specific production sectors; (vi) lack of progress
on genuine fiscal reform; and (vii) low and decreasing
public investment in infrastructure.

Concerning the State’s relations with citizens, a
number of points need to be raised. The conditions
for genuine justice and the rule of law are still absent
in many countries. For one thing, judicial systems are
unreliable, and this heightens the lack of legal security.
Meanwhile, the State lacks the capacity to promote
redistributive social covenants.

Moving on to the approach taken by the new
development strategies to the role of the State, a general
feature of the latter years of the twentieth century and
the early years of the twenty-first has been a strongly
renewed concern with social development. In one way
or another, too, the whole world has felt the effects of
the tragic events of 11 September 2001, especially the
emphasis on State-led security measures.

The State’s relationship with the market and
citizens in this new paradigm has left the public
administration poorly equipped to develop and
implement policies, largely as a result of fiscal crises.
Reforms to the public administration have yielded more
in the way of fiscal reforms than of specific exercises in
reorganization. They have tended to be technocratic in
nature, neglecting to pursue real change in the structure
of the State.

Hence, in recent years there has been a new
interest in redefining the role of the State in the context
of the new development strategies including, as noted
earlier, a marked concern with social development and,
since 2001, with national security measures. This has
coincided with a propitious international economic
environment, substantial growth in world output and
trade, an upturn in commodity prices and an expansion
in financial flows and foreign private investment.
The benefits this international economic upsurge has
brought to Latin America have been further enhanced
by the sound macroeconomic management that is now
the rule in most of the region’s countries, where both
external debt management and export performance have
benefited from favourable external conditions.

The new economic strategies are being applied in
a general framework dominated, on the external side, by
better balance-of-payments positions than in the past and
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12 CEPAL REVIEW 90 « DECEMBER 2006

by the presence of new international actors such as China
and India, which represent both great opportunities and
major challenges for the region; and domestically, by the
consolidation of sound macroeconomic management, a
new focus on macroeconomic problems and a renewed
acceptability both for specific public policies to correct
market failures and for State action generally. All of
these are issues that ECLAC has been working on since
its foundation.

Might this be a new paradigm we are seeing? In all
honesty, I think not; I prefer to construe it instead as an
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incremental paradigm. Latin America possesses a great
deal of pragmatism, learned from its own and others’
experience, together with an increased awareness of
the constraints imposed by international relations in
the modern world. As State and market have drawn
together, the general rule has been the one expressed by
President Ricardo Lagos here in Santiago: more market
and better State. Of course, it is up to each country to
decide the best relationship between the two.

A new conception of the State: its objectives

and the means to achieve them

The matter we need to consider, therefore, is the new
conception of the State, drawing on the good and bad
lessons learned from its role in the two preceding
paradigms. I propose now to use those experiences
to identify a number of objectives that I think are
important in the effort to define this new State.

1. Objectives

A first objective is to have a State capable of making
market efficiency a viable proposition. The State is
important, if not indispensable, in achieving an efficient
market, which requires a reliable and credible legal and
judicial system to enforce property and personal rights.
Another necessity is a regulatory framework that strikes
the right balance between public and private interests.
Competition also has to be fostered and protected in
the interests of market efficiency. Experience has shown
how bad the results of privatizing State enterprises can
be when these conditions are absent, with a public
monopoly simply being replaced by a private one. In
short, an efficient market capable of providing growth
and opportunities for the whole population requires a
State that can act effectively where needed, refraining
from intervention when this can do no good.

Second, the State needs to be able to stimulate
production capacity. This is not to argue for a producer
State as a matter of principle, although the option
should not be ruled out. What is important in this
conception of the State’s role is the implementation

of public policies to build up production capacity
in the sectors most critical to development, such as
those associated with technological and productive
innovation. We propose that the State should intervene
intelligently, but without going against the market, and
that the dogmatic exclusion of the State that was a
feature of earlier years should be avoided.

Third, we need a State that can take responsibility
for reducing social inequalities. The State plays a
essential role in actively defending social cohesion and
combating poverty. The efficiency of political and civil
rights hinges on the existence of a State apparatus that
can guarantee respect for legality and decent material
living standards for the population by recognizing and
protecting economic and social rights. This entails the
State performing two basic functions: an enabling role
and a compensatory one. The State enables citizens
by providing access to greater equality of opportunity
through education, while its compensatory role derives
from its obligation to protect the welfare of the most
vulnerable in society. This is not to say, however,
that the State should have a leading role in economic
growth as a way of solving the problems of poverty,
since this would mean supplanting the private sector
in its economic responsibilities.

Fourth, a prominent part of the modern experience
is a new relationship between the State and private
enterprise that has yielded substantial economic and
social dividends. New forms of cooperation can be
identified in this field, such as the joint financing of
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infrastructure by the State and private enterprise, which
will certainly represent one of the greatest challenges
for the regional economy in the coming years.

Fifth, where the State’s role vis-a-vis civil society
is concerned, it is clearly understood today that
strengthening civil society goes hand in hand with
State reform. At the IDB we have repeatedly stressed
that there can be no effective State without a strong
civil society, and vice-versa. That is, there cannot be
a strong civil society without the support of a robust
and efficient State. Strength must not be confused with
size, however, or muscle with fat, as Prebisch often
used to say. Development requires more State, more
market and more civil society, but in a coherent fashion
that allows all three to co-exist and bring out the best
in each other. The relationship needs to be fostered
creatively by building up mechanisms for civil society
engagement in State functions. This is undoubtedly a
great challenge, and the first step in addressing it is
to do away with the mutual suspicions so often found
in this relationship.

Sixth, the State has a key role to play in orienting
and setting the policies that will determine the country’s
international positioning. It is the State’s job, in
consultation and collaboration with the private sector,
to take the major decisions that go into shaping the
country’s relationship with the outside world. This
is crucially important at a time when international
relations are becoming more and more complex,
both regionally and globally. The role of the State
is especially significant in the regional integration
process. The kind of de facto solidarity on which
economic and political integration is built depends
on a progressive convergence of interests, values and
cultures, whose backbone is the institutional capacity
of the countries and, in particular, the role of the
State. Integration is a complex, dynamic process that
is advanced by resolving the conflicts that arise in
adapting the economic, political and social structures
of the different countries. It is difficult to see how
this could be achieved without the leadership of State
institutions. Jean Monet used to say that nothing was
possible without people but nothing was lasting without
institutions. Regional integration, which is itself a
process of State reform, can hardly progress unless
there are States capable of dealing effectively with the
adaptation problems it entails.

Seventh, the State plays an absolutely crucial
role in technological innovation. At the early stages of
nation-building, the State played a fundamental role
in educating citizens. Today, the new frontier that is

opening up for the primary responsibility of the State
is support for the development of technology and
technological innovation. What education was yesterday,
the expansion and quality of education are now. Today’s
responsibilities also include the promotion of scientific
research and technological innovation. This is not to
deny the essential role of private-sector activity in this
field, but the gap that separates us from the developed
world may widen unless we make a massive effort of
technological development, and this will inevitably
require effective action on the part of the State.

Eighth, in our increasingly complex world we
need to strengthen our capacity to analyse key trends
in the economy, society and politics at the international
level. We live in a world that is advancing at an
unprecedented rate in every field, dominated by the
forces of globalization and the astonishing development
of information and communication technologies.
Accordingly, one of our very highest priorities must be
to maintain the maximum possible level of observation
and monitoring capabilities. In this, the modern State
needs to encourage ongoing discussion and analysis
by the public and private sectors so that we can cope
with the challenges and benefit from the opportunities
created by different aspects of globalization.

Ninth, planning offices are a proven institutional
tool for developing the capacity to analyse major
national and international economic, social and political
trends. It is time to make amends for our past failure to
analyse and reflect on the future. Long-term thinking
must again become an important objective for the
contemporary State. We are not arguing for central
planning, but for the ability to project long-term trends
as a basis for development strategies.

Tenth, another vital function of the modern State
is to build up broad national consensuses. We know
that consensus-building at different levels between
the State, private enterprise, trade unions and civil
society has been a valuable experience for many
developed countries. Without wishing to dilute the
responsibilities of each sector of society, it is worth
trying to create mechanisms to contribute to the broad
national consensuses that appear to be so useful and
necessary in the conditions prevailing in the region
today. Creating and supporting economic and social
councils would seem to be a task that merits particular
attention from the State.

To supplement this veritable catalogue of objectives
for the new State, we should try to identify or determine
the requirements and instruments that are appropriate
and necessary to achieve them.
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2. Requirements

In my view, the first requirement is a robust
democratic system. This is certainly the most important
precondition, although this assertion may be rather
unexpected given that it is perhaps unusual to treat
the capacities of the State as conditional upon the
maintenance and advancement of democracy. It is,
however, relatively common to associate the poor
functioning of democracy with the development of
its liberal component, relating this to the weakness of
the mechanisms that protect civil and political rights
and liberties by effectively limiting and apportioning
power. Less attention has been paid, however, to the
weakness resulting from deficiencies in what has been
called the republican component of democracy, by
virtue of which the exercise of public power should
be a public-spirited activity involving strict obedience
to the law and the public interest, often at the expense
of private interests.

A second condition is the creation of a professional
civil service with a solid institutional position and
sense of duty, set within a suitable legal framework. In
advanced democracies, the institutional independence
of a civil service in which access and career progression
are governed by strict criteria of equality, merit
and ability acts as a counterweight to political and
governmental freedom of action and as a check on
arbitrary behaviour, safeguarding the values of legality
without which the rights and liberties of citizens
would be difficult to protect effectively. Democracy
cannot be consolidated without State reform to
institutionalize a professional civil service. The
progress of political, economic and social democracy
in developed countries cannot be understood without
acknowledging the strength of their administrative
institutions. It should come as no surprise, either, that
the Latin American countries with the best indicators
of social cohesion are those whose public institutions
have the strongest traditions, including a career civil
service. Consequently, there is a need to depoliticize
the public administration and prevent its capture by
private interests, leading to clientelism and cronyism.
This is a vital step along the road to the kind of State
that Latin American democracy needs today.

There is also a need to expand and improve public
expenditure management capabilities. Sustainable and
equitable growth depends on the quality and efficiency
of public policies and management. It is therefore

essential to increase the fiscal capacity of governments,
together with their responsibility. A particular priority
must be to adapt resource allocation systems to the
needs of the poorest and to tailor systems of provision
to their specific circumstances, providing them with
opportunities for direct participation and engagement.
To achieve all this, it is essential to depoliticize the
public administration and prevent its capture by
private interests, as already noted. It is the role of
public administration to provide the basic institutional
platform for the design and implementation of public
policies that reflect the general interests of society.

Lastly, any approach to State reform will need to
deal both with the ideological baggage associated with
this and with the logic that reduces it to a mere set of
technical problems. State reform can only be arrived
at through incremental adjustments conceived on the
basis of a political economy that is grounded in the
achievable. Reality shows that ideas, not ideologies,
are what gradually drive progress towards solving
problems. This holds true for the design of the State:
there are few viable options associated with flags of a
particular colour, but there are opportunities for gradual
and usually cross-cutting changes requiring broad
consensus and support from society as a whole.

By the same token, to treat State reform as an
exclusively technical problem distinct from politics
is to ignore a reality that reappears over time in
unsuspected forms. It has become increasingly clear that
the countries which have been able to make sustainable
progress are not those which have subordinated political
logic to purely technical criteria. Only when there is
some kind of entente between technical and political
rationality, when reforms have been presented and
discussed openly and without fear of the political
cost, when there has been cross-cutting investment
in local knowledge and collective appropriation of
plans and projects, do we see advances which, albeit
slower, prove more sustainable and equitable. It is
important to emphasize that, apart from some basic
common ground in relation to macro balances, the most
successful countries display a very diverse range of
institutional and political reform models. But another
common trait is that they have devised innovative ways
of solving their problems, each striking a particular
balance between political and technical rationality. This
is perhaps the most important lesson from reform in
such countries as Chile and Brazil.
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Angel or Demon?
China’s Trade Impact
on Latin American countries

Jorge Blazquez-Lidoy, Javier Rodriguez, Javier Santiso

hina’s economy has expanded in leaps and bounds to become
a major world trade player. For Latin America, China's growth is both a
threat and an opportunity. With a few exceptions, Latin American trade
clearly benefits from this country’s global integration. In order to analyse
China’s trade impact, we study the country’s export and import structures.
A database of 620 different goods and two indices of trade competition
were used to compare the impact of China on 34 economies (including 15
Latin American countries) during the period 1998-2004. In general terms,
the results confirm that there is no relevant trade competition between
China and Latin America in the United States market. Not surprisingly,
those countries that export mainly commodities face less competition.
This is to be expected, since China is a net importer of raw materials and

Latin America has a strong commodity endowment.
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Introduction

Over the past two decades, China has become a major
player in the global economy. In less than 20 years,
its GDP has grown at an impressive rate of nearly
9.5% according to official figures,' and its share of
world trade has jumped from a meagre 1% to more
than 6%.

China’s integration into the world economy has
been one of the major events of recent decades. In
2003, it was already the sixth-largest economy in the
world, measured at the market exchange rate,” the

L] This paper was presented during 2004 at the Centre for Latin
American Studies of Georgetown University; the Institute for Latin
American Studies of Columbia University; Asia and Latin America:
Opportunities and Challenges - The World Bank Ninth “LAC Meets
the Market” Conference (World Bank and Deutsche Bank, New
York); the Ninth Meeting of the Latin American and Caribbean
Economic Association (LACEA) (San José, Costa Rica); and the
Andean Development Corporation (CAF) (Caracas). In 2005, the
paper was presented at the Development Centre of the Organisation
for Economic Co-operation and Development (OECD) (Paris); the
Annual Meeting of the Board of Governors of the Inter-American
Development Bank, official seminar “Latin America and Asia in
the world economy: Towards more interregional economic linkages
and cooperation” (Okinawa); the World Bank Annual Conference
on Development Economics - Europe (Amsterdam). In 2006, it was
presented at the World Bank Annual Conference on Development
Economics (Tokyo). The authors are indebted to Santiago Sanz,
Juan Antonio Rodriguez and Luciana Taft for their technical support
and useful comments. They are also grateful to José Marfa Alvarez
Pallete, Claustre Bajona, Jean Christophe Bas, Dominique Bocquet,
Guillermo Calvo, Eliana Cardoso, Luis Miguel Castilla, Carlos
Elizondo, Barry Eichengreen, Antoni Estevadeordal, Albert Fishlow,
Ernesto Gaba, Alicia Garcia-Herrero, Andrea Goldstein, Ricardo
Hausmann, Bert Hofman, Louka Katseli, Nathaniel Karp, Sanjay
Lall, Richard Lapper, Nicholas Lardy, Bénédicte Larre, Eduardo
Lora, Ya Lan Liu, José Luis Machinea, Osmel Manzano, Diane
McCollum, Alejandro Micco, Charles Oman, Jim O’Neill, Luisa
Palacios, Mixin Pei, Guillermo Perry, Nicolas Pinaud, Philip Poole,
Helmut Reisen, German Rios, Dani Rodrik, Manuel Sinchez and
David Taguas for helpful documents, suggestions and discussions.
Thanks are also due to the anonymous referees that revised this
version and helped to improve it. The errors and omissions are the
sole responsibility of the authors.

! Uncertainties about Chinese statistics abound. In 2003, for example,
the official GDP growth rate was 9.1% but almost all economists
following China suspected that the figure was over 11%. In 2005,
Chinese authorities revised their statistics, upgrading GDP growth
among other variables. On the contrary, Alwyn Young of Chicago
University, estimated that GDP growth over the period 1978-199%
was 1.7 percentage points below the official one (Young, 2000 and
2003).

2 In terms of purchasing power parity (PPP), China is the second
largest economy behind the United States.

fourth-largest global trader and the biggest recipient
of foreign direct investment (FDI) in the world. If its
trade growth continues, China will soon emerge as the
third-largest trading economy in the world, overtaking
Japan for the first time and coming in just behind the
United States and Germany. In 2005, China overtook
the United Kingdom to become the fourth-largest
economy in the world.

As underlined by almost all Wall Street analysts,
China’s emergence has become the issue of the decade.
The figures cited in discussing the country’s 1.3 billion
consumers are inevitably on a colossal scale. Goldman
Sachs predicts that, by 2040, China will overtake the
United States as the world’s biggest economy.* Much of
the analysis might be overly optimistic, inviting some
analysts to wonder if China’s growth surge is being
driven by an investment bubble, while others sound
the alarm about a possible hard landing or worry about
the Chinese currency peg* and the banking system.’
According to other analysts, China’s developing
capitalism is not solidly based on law, a respect for
property rights and free markets. Lastly, it is unclear
whether Chinese public banks allocate their capital

3 Over the past years, Goldman Sachs has implemented an aggressive
strategy to enter China. This United States based global investment
bank runs its business in the Asia-Pacific region with an office in
Hong Kong as its headquarters. Goldman Sachs also has offices
in Beijing and Shanghai for Chinese business contacts. In Asia, it
employs over 1,000 people and 150 of them are dealing with Chinese
businesses. For the challenges facing Goldman Sachs in China, see
Yao, Li, and others (2003).

* Concerns about the Chinese currency intensified during 2003 and
2004, an electoral year in the United States (Eichengreen, 2004
and 2006).

% On the Chinese banking system, see Deutsche Bank (2004) and the
Bank of Spain (2004). Over the past two decades, the rush of foreign
banks into the Chinese financial system has also intensified, reflecting
the deeper trade relations between China and the rest of the world.
Hong Kong-Shanghai Bank Corporation (HSBC), Citgroup, Scotia,
Crédit Lyonnais and BNP Paribas are among the foreign commercial
banks with the strongest representation. Of the investment banks, the
most active are Goldman Sachs, Morgan Stanley, Deutsche Bank,
JP Morgan, UBS and Crédit Suisse First Boston (CSFB). In 2003,
investment banks paid out more than US$ 200 million in fees for
initial public offerings (IPOs) of China-based companies according
to estimates by Dealogic (a leading British information provider)
released by the Financial Times (although this amount was not
enough to compensate them for their expenditure).
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according to capitalist economic criteria and whether
they are therefore vulnerable to negative shocks. What
is evident is the Chinese “gold rush” being experienced
in nearly all markets. This is the case, for example,
in bond markets owing to the issuance of Chinese
bonds. In mid-October 2004, China issued a 10-year
1-billion euro bond that has been oversubscribed more
than fourfold by large European investors, ranging
from Finnish pension funds to Italian asset managers.
The spreads of 50-60 basis points over United States
Treasury bonds are largely comparable to those of
Chilean investment grade paper and even to those of
developed countries, like the 20 basis points paid by
Spain the same week of the issuance.

In any event, the appetite of foreign investors for
Chinese “gold mines” has grown steadily. Economic
historians would, however, nuance China’s emergence
and subsequent boom by suggesting that it is not totally
new or unprecedented.® China was already the largest
economy for much of recorded history and, until the
fifteenth century, China had the highest per capita
income in the world. In 1820, although it had already
been long overtaken by Europe in terms of per capita
GDP, it still accounted for 30% of world GDP. As is
also underlined by IMF and HSBC, the recent Chinese
experience can easily be compared to that of Japan
or the emerging Asian economies and indeed, China’s
share of world trade is still far below that of Japan
for example (IMF, 2004; HSBC, 2005). These studies
emphasize that China’s rising share in world output and
economic integration is already having a significant
impact all around the world. This is the case in Asia
(Ahearne, Fernald and others 2003) but also much
further afield in Africa for instance (Goldstein, Pinaud
and others, 2006).

The growing impact of China on Latin America
has also raised the interest of major institutions involved
in the region (ECLAC, 2005; Andean Development
Corporation, 2006). Mirroring moves by the Asian
Development Bank (Lin, 2004; Lall and Weiss, 2004),
the Inter-American Development Bank (IDB) has
multiplied the number of studies into the impact of
Chinese growth on Latin America’ and has developed
a dense research network and agenda to encourage

% See the study of Angus Maddison for the OECD Development
Centre (Maddison, 1998) for a historical perspective on the Chinese
economy and the papers of Carol Shiue and Wolfgang Keller (2004a
and 2004b).

7 See for example Lora (2004a) and IDB (2006).

research between Asia and Latin America.® At the
IDB Annual Meeting in Lima, China’s application for
membership was formally submitted and Japan was
chosen as host for the 2005 Annual Meeting. On 1
October 2004, IDB organized a major event on China
and Latin America in Washington, in cooperation
with the Asian Development Bank, and published an
extensive report (IDB, 2004). As underlined by one
panellist and then-President of IDB, Enrique Iglesias,
it was the first time in the history of the institution that
such an event was taking place.

The Banco Bilbao Vizcaya Argentaria (BBVA),
a major European bank with a large Latin American
franchise, has also published several studies to assess
the impact of China on the region. In its monthly
review, Latinwatch, BBVA published two articles on
this issue. The first, published in Latinwatch of June
2003 (BBVA, 2003) and entitled “Mexico and China in
World Trade” suggested that the emergence of China as
a global trade player was a negative event for Mexico.
The second (BBVA, 2004), entitled “China’s Economic
Potential and Opportunities for Argentina”, concluded
that the results for Argentina were the opposite of those
for Mexico. The fact that the same review published
two case studies with contradictory results is, to say the
least, surprising. The perception about the impact of the
emergence of China on Latin America seems therefore
to be rather contradictory. On the one hand, China’s
very low labour costs and strong competitiveness are
a risk for other economies. On the other hand, China’s
enormous domestic market presents an opportunity. Is
China an angel or a demon for Latin America?

This paper assesses the trade impact of China on
Latin America, on the basis of the emergence of China
as a global player. It follows the same lines as the
Rumbaugh and Blancher study (2004) which analysed
the risks and opportunities of China’s emergence,
but on a global scale. Unfortunately, Rumbaugh and
Blancher (2004) exclude Latin America. Most of the
studies on the impact of Chinese trade on emerging
markets tend to concentrate on Asia, where Chinese
exports tend to crowd out the exports of other Asian
countries (see Eichengreen and others, 2004). In fact,
much of the increase in United States imports from
China has been at the expense not of Mexico or Central
American countries (protected by proximity) but of

8 See the website of the Latin American/Caribbean and Asia Pacific
Economics and Business Association (LAEBA): http://www.lacba.
org/index.cfin.

ANGEL OR DEMON? CHINA’S TRADE IMPACT ON LATIN AMERICAN COUNTRIES -
JORGE BLAZQUEZ-LIDOY, JAVIER RODRIGUEZ, JAVIER SANTISO


http://www.laeba

18 CEPAL REVIEW 90 « DECEMBER 2006

Asian countries like Japan or other emerging economies
in the area. For example, in 1988, nearly 60% of United
States shoe imports came from South Korea or Taiwan
Province of China, compared to a meagre 2% from
China. By 2005, China’s share was more than 70%,
while United States imports from South Korea and
Taiwan Province of China had dwindled.

This emergence of China as a global trade player
is exceptional in terms of its speed and depth. China
is already a much more open economy than most
emerging markets. In 2005, the sum of exports and
imports of goods and services reached more than 70%
of GDP while the figure is 30% or less in the United
States, Japan or Brazil (Chinese trade performance is
however comparable to some Latin American countries
such as Chile or Mexico with ratios of 60-65%, and
also to some developed countries like Spain). The
growth trend also seems sustainable over the medium

I1

term, driven by both external and domestic demand.
According to Soler (2003), trade growth will be
accompanied by a 1% yearly productivity growth in
China between 2003 and 2012, which suggests that
current Chinese growth is sustainable in the medium
term. The rate of growth will probably decelerate as
China develops, yet it will remain significant.

This paper assesses the impact of growth and trade
not only in the short term, but also in the medium term.
It is structured as follows: section II concentrates on the
emergence of China as a global trade player; section III
is about the trade structure of China; Section I'V focuses
on Chinese trade competition. Section V is centred on
trade opportunities from strong Chinese demand and
deals with geographical aspects and their impact on
trade with China. Section VI examines China’s impact
in the long term. Lastly, section VII presents the main
conclusions.

The emergence of China

as a global trade player

China’s progress since it first opened to foreign
investment and reform in 1978 has been dazzling.
Average annual GDP growth reached 9.5% during the
period 1978-2005.° Over the last 20 years, and after a
long period of economic autarky, the country emerged
as a major player in world trade. In this context, China’s
accession to the World Trade Organization (WTO) in
December 2001 could be considered a milestone.
During those years, China significantly reduced its
tariffs and progressively joined global trade. Nowadays,
its weighted average tariff is 6.4% compared with
40.6% 10 years ago (see table 1).

In this process of commercial opening, the Chinese
share in the global market grew quickly. However,
when compared to some Latin American countries, the
growth rate of China’s exports looks less impressive in
relative terms. During the 1990s for example, countries
like Mexico, Chile or Costa Rica registered a more
impressive export growth rate than China during the

® On this performance and its sustainability, see Yifu Lin (2004);
Zijian Wang and Wei (2004).

same period (Lora, 2004b). The positive performance
of exports allowed China to gain market share in
developed markets (see table 2). By definition, this
gain in market share was achieved at the expense of
other economies.

This is one of the reasons why China is perceived
by most emerging economies as a tough trade
competitor.!® Some countries even blame China for
the poor performance of their exports in recent years.!!
China is indeed taking the place of other emerging
countries in world markets. This negative perception

19 One indicator of the increasing competitive tensions generated
by the emergence of China is the rising number of anti-dumping
claims against China. In recent years, China has become the top
anti-dumping target (see Chu and Prusa, 2004).

1 For example, the poor performance of the industrial sector in the
United States, despite its significant economic growth during the
period 2002-2004, is indirectly attributed to China. There is an “off-
shoring” process and, in this context, United States corporations are
transferring their manufacturing activities to China to take advantage
of its low labour costs. Similarly, some analysts claim that the poor
performance of Mexican exports in recent years is due to China.
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TABLE 1

Chinese tariffs over the last twenty years

Unweighted average Weighted average Dispersion Maximum
(standard deviation)
1982 55.6 - - -
1992 429 40.6 - 220.0
1997 17.6 16.0 13.0 121.6
2002 12.3 6.4 9.1 71.0
Source: Based on World Economic Outlook (IMF, 2004).
TABLE 2
Chinese exports’ market shares in major markets
(Percentage of total imports of major markets)
1960 1970 1980 1990 2000 2002 2004 20052
Japan 0.5 1.4 3.1 5.1 14.5 18.3 20.8 21.0
United States - 0.5 3.2 8.6 11.1 13.8 14.2
European Union® 0.8 0.6 0.7 2.0 6.2 7.5 14.1 10.1

Source: Based on figures taken from IMF, World Economic Outlook and Direction of Trade Statistics

2005 (January-June).

b Not including intra-trade among countries of the European Union.

increased after 2001, when China joined WTO. The
accession to WTO opened up global markets to Chinese
goods and it made the Chinese ability to compete
successfully in those markets even more obvious. As a
matter of fact, it is clear that there is strong competition
between China and other economies that specialize in
exporting industrial goods with relatively low value
added. It is therefore clear that some costs will appear
in the short-term.

As if to confirm this perception, China’s share of
world exports has increased rapidly over the last 20
years. In 1980, China accounted for 0.9% of world
exports and by 2002 its share had risen to 5%. In
2003, it reached nearly 6% and, by the end of 2004,
China was becoming the world’s third biggest exporter
(after the United States and Germany). From 1990 to
2002, world exports grew by around 90% and Chinese
exports by about 425%. This performance of Chinese
exports implies, by definition, that other countries are
losing market share. It is clear that, in the short-term,

some costs will appear. China can produce goods of
low value added at a very low cost. The reason is that
labour is relatively more abundant in China than in
other economies. Wages are on average four times
lower in China than in Latin American countries.
In 2002, the average Chinese monthly salary in the
manufacturing sector was 112 dollars, compared with
around 440 dollars in Mexico and 300 dollars in other
urban maquila countries of Central America such as
Costa Rica, El Salvador or Panama. However, all these
facts might be interpreted too naively in an exclusively
negative way.

On the positive side, we find that there are
benefits to be had from trade with China. China has an
enormous domestic market. The development of China
will be accompanied by a flowering of its market. The
emergence of China implies long-term trade benefits.
Developing countries like those of East Asia, which
have established strong trade and investment relations
with China, could benefit from this process.

ANGEL OR DEMON? CHINA’S TRADE IMPACT ON LATIN AMERICAN COUNTRIES -
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The trade structure of China

In order to analyse the short-term impact of Chinese
trade performance, it is first necessary to study the
country’s export and import structure.

The first relevant point is that there is an enormous
gap between merchandise exports and imports. In fact,
the difference between exports and imports is US$ 30.4
billion. As mentioned in the previous section, however,
this feature of the Chinese trade balance should be a
temporary characteristic. In other words, we expect a
more sustainable trade balance in the long term.

The database used in this section is that of the
United Nations Conference on Trade and Development
(UNCTAD).!? It covers 620 different goods and uses the
three-digit Standard International Trade Classification.
The UNCTAD one-digit classification is used here for
ease of presentation.

On the export side, there are three key sectors in
2004: manufactured goods, machinery and transport
equipment, and miscellaneous manufactured goods.
These three sectors add up to 87.4% of total exports
(see table 3).

12 This database can be found on line at www.intracen.org.

We should highlight the impressive performance of
machinery and transport equipment. In 1998, this sort
of merchandise amounted to 28.0% of total exports.
Six years later, it represented 46.6%, i.e. an 18.6 point
increase. Miscellaneous manufactured goods, on the
other hand, are rapidly losing their share.

As far as imports are concerned, we find that
manufactured goods, machinery and transport equipment
and chemicals are the relevant sectors. These added up
to 69.2% of total imports in 2004 (see table 4). The
relatively similar structure of exports and imports
suggests that significant intra-industry trade is taking
place. In fact, this evidence reflects the fact that China
has turned into a regional production centre and
manufacturing point for re-exports.

As in the previous case, machinery and transport
equipment is increasing rapidly. Manufactured goods,
on the other hand, are losing weight in the import
structure. In fact, if we use the Interactive Graphic
System for International Trade Data (SIGCI) database
(ECLAC) we find the same results. This database divides
the trade structure into high-technology manufactured
goods, middle-technology manufactured goods, low-
technology manufactured goods, manufactured goods

TABLE 3

Export Structure of China

(% of total exports)

1998 1999 2000 2001 2002 2003 2004

Machinery and transport equipment 28.0 31l 342 36.8 40.3 44.0 46.6
Miscellaneous manufactured goods 37.3 36.2 337 319 30.2 28.1 2356
Manufactured goods 16.0 15.3 15.4 14.8 14.5 14.0 152
Chemical products 54 5.1 4.6 4.7 4.5 4.2 4.2
Food and animals 58 5.4 4.9 4.8 4.5 4.0 32
Mineral fuel and lubricants 2.8 2.3 3. 3.1 2.6 25 2.4
Commodities 2.1 2.1 1.9 1.9 1.8 1.6 1.6
Crude material (excl. food and fuel) 1.7 1.8 1.6 1.4 1.2 1.0 0.9
Beverages and tobacco 0.5 0.4 0.3 0.3 0.3 02 0.2
Animal and vegetable oil/fat/wax 0.4 0.3 0.3 0.3 0.2 0.2 0.1

Source: Database 2004 of the International Trade Centre (ITC), United Nations Conference on Trade and Development/World Trade

Organization (UNCTAD/WTO).
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using natural resources, raw materials and other
transactions (see table 5).

The relatively similar trade structure suggests that
intra-industry trade is taking place. In this case, high-
tech manufactured goods are increasing rapidly. Low-
tech manufactured goods, on the other hand, mainly

TABLE 4
Import structure of China
(% of total imports)

are losing weight in the trade structure, both in terms
of exports and imports.

These data however do not reveal any information
on Chinese advantages or disadvantages. To study the
impact on other countries, a more detailed analysis is
needed.

1998 1999 2000 2001 2002 2003 2004
Machinery and transport equipment 38.8 40.5 40.3 42.3 45.3 45.9 44.4
Manufactured goods 22.5 21.2 19.0 17.7 17.2 16.2 13.6
Chemical products 13.8 13.8 12.7 12.4 12.3 11.1 11.2
Miscellaneous manufactured goods 7.8 7.3 6.1 7.7 7.6 8.6 9.4
Crude material (excl. food and fuel) 7.5 7.6 8.8 9.0 7.6 8.2 9.8
Mineral fuel and lubricants 4.9 5.5 92 7.2 6.6 71 8.6
Food and animals 2.7 22 2.1 2.0 1.8 1.4 1.6
Commodities 1.1 1.5 1.4 1.3 1.2 1.0 0.9
Animal and vegetable oil/fat/wax 0.6 0.4 0.2 0.1 0.2 0.3 0.4
Beverages and tobacco 0.1 0.1 0.2 0.2 0.1 0.1 0.1
Source: Based on data from Intracen 2004, UNCTAD/WTO.
TABLE 5

Export and Import Structure of China
(% of total exports and imporis)

1990 1995 2000 2003 2004 2005
Export Structure
High-tech manufactured goods 5.3 13.0 22.4 30.3 32.5 33.2
Low-tech manufactured goods 40.2 46.3 41.2 352 32.5 31.5
Mid-tech manufactured goods 20.8 18.8 19.6 20.4 21.7 22.0
Resource-based manufactured goods 11.4 12.0 9.9 9.1 9.3 9.4
Raw materials 20.2 9.0 6.2 4.5 3.5 3.3
Other transactions 2:1 0.7 0.7 0.6 0.5 0.5
Import Structure
High-tech manufactured goods 13.4 17.4 28.0 34.0 34.2 35.7
Mid-tech manufactured goods 45.9 42.0 30.4 31.1 29.4 27.0
Raw materials 10.8 10.3 13.7 11.5 14.5 16.4
Resource-based manufactured goods 11.9 13.9 15.2 13.0 13.2 12.6
Low-tech manufactured goods 17.0 14.9 11.6 9.9 8.2 7.8
Other transactions 1.0 1.0 11 0.6 0.5 0.6

Source: Interactive Graphic System for International Trade Data (SIGCT), ECLAC.
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IV

The short-term costs:

Chinese trade competition

Even though we think China will benefit from other
emerging economies in the long term, some costs could
arise in the short term. In particular, China is competing
with other emerging economies in developed markets.
In the case of Latin American countries, anecdotal
evidence suggests that Mexico is a paradigmatic
example of these short-term costs."?

Two indices of trade competition have been used
to assess the short-term costs stemming from Chinese
competition. The aim of these indices is to compare the
export structure of China with that of other emerging
economies over a particular period of time. If the export
structure between two countries is quite similar, then
trade competition is more likely in third markets such
as the United States, the major destination of Latin
American exports.

These indices were constructed using the UNCTAD
database. The indices are modified versions of the well-
known coefficient of specialization (CS) and coefficient
of conformity (CC).

1 n n
cs=1—ig{aﬁ —~al}

Y ara’;
cC=——_
JZ(a::VZ(a;;)Z

Where a, and a;, represent the share of good
“n” in total exports of country “i” and country “j”,
respectively, in period “t”. In this case, one country
will always be China and the other a selected economy.
If two countries (ij) have exactly the same export
structure, then both indices are equal to 1. In this case,
the potential trade competition is high. On the other
hand, both indices equal 0 if there is no coincidence.
Two indices were constructed instead of one, to ensure
that results were consistent.'* We calculate ¢S and

13 See, for example, America Economia (2003) and The Wall Street
Journal (2004).

14 The correlation between both indices is 0.94. This figure shows
that both indices report the same information.

CC, comparing competition between China and 34
economies (including 15 Latin American countries).
The period is 1998-2004. Obviously, ¢S and CC are
calculated for each year.

To sum up, the export structure of China is
compared with that of 34 countries. This comparison
is carried out for seven different years (1998-2004).
Lastly, two different indices are used for each year.
That information is aggregated to present the results
in the simplest way possible. The final figure, labelled
C1, is the arithmetic average of both indices (see table
6 and figure 1).

The results are quite interesting. Figures are
relatively low for all Latin American economies except
Mexico. In general terms, the results suggest that there
is no direct trade competition between China and Latin
America in the United States market. Unsurprisingly,
countries that export mainly commodities face lower
competition. This is to be expected, as China is a net
importer of raw materials. Paraguay, the Bolivarian
Republic of Venezuela, Bolivia and Panama are those
that exhibit the lowest figures among the 34 selected
economies, i.e. those are the countries that suffer
the least from Chinese trade competition. Brazil and
Colombia could be considered intermediate cases
between Mexico and the Bolivarian Republic of
Venezuela.

When we compare Latin America with other
emerging countries, and particularly those located in
Asia, we observe that Chinese competition is not a
problem in general terms. Thus, we might conclude
that there are only a few, if any, short-term trade costs
for Latin America from the trade point of view. In
fact, most Latin American countries are witnessing
a tremendous increase in their exports to China. In
recent years, China has, for example, become Brazil’s
fastest-growing export market, purchasing 80% more
from Brazil in 2003 than in 2002. Bilateral trade more
than quadrupled in the period 2001-2004. However
this trade is very concentrated on five commodities:
soybeans, iron ore, steel, soy oil and wood accounted
for 75% of Brazil’s exports to China in 2005. Some
big Brazilian companies like Aracruz, Latin America’s
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TABLE 6
Chinese trade competition with Latin America
in the United States market, 2000-2004°
Coefficient of specialization Coefficient of conformity Average Average
(CS)» (CCyd (CDP (CI2002)

Paraguay 0.08 0.02 0.05 0.07
Venezuela (Bol. Rep.) 0.10 0.03 0.00 0.10
Bolivia 0.12 0.04 0.08 0.11
Panama 0.11 0.06 0.08 0.11
Chile 0.14 0.04 0.09 0.11
Honduras 0.14 0.05 0.09 0.13
Russia 0.15 0.06 0.10 0.12
Uruguay 0.18 0.07 0.12 0.17
Peru 0.19 0.08 0.13 0.17
Argentina 0.20 0.08 0.14 0.17
Guatemala 0.24 0.11 0.17 0.16
Colombia 0.25 0.12 0.18 0.20
El Salvador 0.31 0.21 0.26 0.25
Brazil 0.30 0.21 0.26 0.28
Pakistan 0.30 0.26 0.28 0.32
Slovakia 0.40 0.23 0.31 0.33
Spain 0.42 0.22 0.32 0.34
Costa Rica 0.34 0.32 0.33 0.29
India 0.42 0.25 0.34 0.38
Japan 0.41 0.35 0.38 0.38
Philippines 0.40 0.37 0.39 0.33
Bulgaria 0.43 0.36 0.39 0.41
Croatia 0.45 0.34 0.40 0.42
Poland 0.44 0.35 0.40 0.46
Turkey 0.43 0.38 0.41 0.49
Indonesia 0.46 0.39 0.43 0.42
United States 0.43 0.44 0.44 0.44
Romania 0.45 0.45 0.45 0.52
Singapore 0.45 0.52 0.48 0.43
Czech R. 0.50 0.52 0.51 0.43
Malaysia 0.48 0.57 0.53 0.46
Mexico 0.52 0.54 0.53 0.50
Republic of Korea 0.50 0.60 0.55 0.48
Hungary 0.54 0.66 0.60 0.55
Thailand 0.57 0.71 0.64 0.57

Source: Authors’ own data.

2 Ascending Order of average C/
b Average 2002-2004
¢ Average 2000-2002

largest wood-pulp producer, has more than doubled
its sales to China in the past two years (they now
account for 12% of the company’s exports).!* China
has also become a major trading partner for other

15 In May 2004, Brazilian President Luiz Inacio Lula da Silva took
more than 400 executives to China, the largest official Brazilian
delegation to make a trade visit.

companies such as iron-ore producer Companhia Vale
do Rio Doce (CVRD). Another issue for Brazil is the
buoyancy of Chinese exports. China will continue to
expand its exports over the next decades, with new
products gaining market share in third markets. From
this perspective, as underlined by Brazilian economists
(Paiva de Abreu, 2005), some Brazilian sectors like
iron and steel products might be affected by Chinese
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FIGURE 1
Chinese trade competition with Latin America in the United States, 2000-2004
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FIGURE 2

Chinese trade competition, 1998-2001 and 2001-2004
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Source: Authors’ own data.

competition in the medium term. In a more long-term
perspective, the automobile industry could also become
an issue.

Mexico is, clearly, another story. The results hint
at Mexico facing strong commercial competition.'® In
fact, only the Republic of Korea, Hungary and Thailand
suffer from tougher potential competition. In this case,
empirical evidence backs formal analysis. What is
more, Chinese trade competition is tending to increase
over time, as indicated by our 7 index."

In the second period, Chinese competition
increased in countries where trade competition was
already high, such as Thailand, Hungary, Republic of
Korea and Mexico. In contrast, Latin America as a
whole suffered less from Chinese trade competition:
the index dropped in 11 out of the 15 Latin America
countries studied (see figure 2).

16 Soler (2003) reaches the same conclusion: China jeopardizes
Mexican exports. However, the final impact on Mexico depends not
only on trade competition, but also on changes in capital flows.

17 For other countries, see Appendix A.

Our analysis suggests that China could jeopardize
some Mexican exports in foreign markets. Again, some
empirical evidence supports this point. The largest
market for Mexican exports is, by far, the United
States. Thus, the United States market absorbed 8§5%
of Mexican exports in 2005. In 2003, and according to
the United States Bureau of Economic Analysis (BEA),
the market share of China was 12.1%, beating Mexico
for the first time in its history. Berges (2004) studies
these trends in detail.

Mexico specializes in information technology
(IT) and consumer electronics, electronic components,
clothing, transport equipment and miscellaneous
manufacturing, according to the Balassa index.'® This
index measures the revealed comparative advantage
according to the Balassa formula. The index, which
includes 14 different sectors, compares the share of a
given sector in national exports with the share of this
sector in world exports. If this index is above one, then

18 This information is available on line at www.intracen.org.
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TABLE 7

Balassa Specialization Index

China 2002 China 2004 Mexico 2002 Mexico 2004
Wood products 0.45 0.43 0.26 0.26
Leather products 3.70 3.34 0.34 -
Chemicals 0.46 0.42 0.35 0.34
Processed food 0.57 0.47 0.57 0.56
Textiles 2.43 2.39 0.53 0.49
Minerals 0.29 0.28 0.83 1.06
Basic manufactures 1.01 0.96 0.76 0.69
Non-electronic machinery 052 0.52 0.82 0.84
Fresh food 0.77 0.68 0.69 0.80
Miscellaneous manufacturing 1.59 1.48 1.08 1.07
Transport equipment 0.25 0.27 1.43 1.34
Clothing 3.65 3.46 1.39 1.29
Electronic components 1.04 1.04 1.49 1.53
IT and consumer electronics 2.00 243 1.81 L75

Source: Authors’ own data based on Intracen, 2004, UNCTAD/WTO.

the country is specialized in that sector. China, in contrast,
is specialized in IT and consumer electronics, electronic
components, clothing, miscellaneous manufacturing,
textiles, basic manufactures and leather goods. China and
Mexico therefore specialize in similar sectors. From the
Mexican point of view, transport equipment is the only
sector in which Chinese competition is not relevant.

Some economists argue that the Mexican export
model could be at risk. In 1994, the North American
Free-Trade Agreement (NAFTA) came into force.
Mexico specialized in manufactures of low value added,
i.e. maquila products. China can also produce this kind
of goods, but at a lower cost. Labour is relatively more
abundant in China than in Latin America. As mentioned
before, wages are four times lower in China than in
Latin American countries (on average). In addition the
Chinese authorities foster these sorts of labour-intensive
industries through their “one-stop shop” programme.
This programme grants tax exemptions and technical
assistance. Joining WTO gave China access to the
United States market. The current export structure
of Mexico will probably change because of Chinese
competition. Singapore, Taiwan Province of China
and the Republic of Korea are already changing their
export structure by upgrading the value added of their
exports.

Nevertheless, it is difficult to foresee the direction
of change in the case of Mexico and to assess the future
impact of China if we take into account dimensions
other than production and labour costs. Mexico clearly
has a competitive advantage over China: proximity

to the United States. Economists have been stressing
the related issues of transport costs and trade costs in
order to capture the penalty of distance (see Hummels,
2001a). Distance also introduces delays that give rise
to trade, freight and transaction costs. However, as
argued by Harrigan and Venables (2004), and Hummels
(2001b), an important element of the cost of distance
in trade issues is also time, that is the time taken in
delivering final and intermediate goods. Time costs are
not only a quantitatively important aspect of proximity
but quality also matters in terms of synchronization of
activities, delivery, thus creating incentives for clustering
activities. One aspect for Mexico to consider would be
the identification of sectors and products where this
issue of distance and time are key comparative and
competitive assets.

In a detailed study, Evans and Harrigan (2003)
developed a theoretical model where timely delivery
matters a great deal, and products are therefore
developed near the source of final demand, making
wages higher as a result. In their model, timely delivery
is a key asset because it allows retailers to respond
quickly and efficiently to fluctuating final demand
without holding costly inventories, and timely delivery
is only possible where location is near final demand.
This theoretical model is consistent with empirical
examples and trends during the 1990s, which witnessed
some shifts in the location of production away from
lower-wage based producers like China toward higher-
wage locations like Mexico. This shift occurred for
example in the sourcing of United States apparel and
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it is concentrated precisely on goods where timeliness
is essential. Based on detailed empirical data from a
major department store, they found strong evidence
that nearby producers are specialized in goods where
time and timeliness matters, as predicted by their
theoretical model.

One can argue that, for Mexico, working on
reducing trade costs could bring back a strategic
advantage for this member country of the North
American Free Trade Area (NAFTA), as trade costs
have become much more significant than production
costs (Deardoff, 2004). Some studies find a modest
decrease in the elasticity of trade to distance, though
most of them point to little or no change, and more
surprisingly to a modest increase (Disdier and Head,
2004), while gravity equation estimates from panel
data over long time periods tend to find an increase
(Brun, Carrére and others, 2005). According to the
estimates of Anderson and van Wincoop (2003) trade
costs are on average nearly twice as high as production
costs. This implies that trade costs are significant
determinants of comparative advantage, perhaps even
more so than production costs-where China has a
competitive advantage.

In fact, and contrary to conventional wisdom,
the effect of distance on trade has not decreased but
rather increased over the past decades.!”” Hummels
(2001b) provided evidence, using detailed data on
shipping costs, that ocean freight rates have in fact
increased while United States air cargo rates showed
large cost reductions between 1955 and 1997 (a result
confirmed also for overland transport costs by Glaeser
and Kohlhase, 2003). The reduction of transport costs
does not therefore seem to be uniform over time.
In fact, as shown by Berthelon and Freund (2003)
there has been a significant and increasing impact
of distance on trade in more than 25% of the nearly
770 industries studied, i.e. in more than 30% of trade,
and there are almost no industries for which distance
has become less important. Carrére and Schiff (2003)
reached a similar conclusion by examining patterns in
how distance affects countries’ trade over time. They
found that the distance of trade (DOT), an indicator of
a country’s proximity to the world centre of economic
activity, declined over time for a majority of countries
(with the exception of the United States) during the
period 1962-2000. In other words, countries (still)

1% See Anderson and van Wincoop (2004).

benefit from proximity to the centre of world activity
while others are penalized for being far from it. In
a systematic survey of empirical research on how
distance effects have fallen or increased over time (856
distance effects examined in 55 papers), Disdier and
Head (2004) found that the negative impact of distance
on trade has not decreased but rather has increased
over the last century.

Another issue for Mexico, and also other Latin
American countries, will be to reduce transport costs
and boost infrastructure efficiency. For most Latin
American countries, transport costs are even greater
barriers to United States markets than import tariffs.?
In a detailed analysis of shipping costs to the United
States market, using a database of more than 300,000
observations per year on shipment products, Clark,
Dollar and Micco (2004) found that port efficiency is
an important determinant of shipping costs.?! This is a
relevant issue as the lowering of average tariff barriers
(both in Asia and in Latin America) has increased the
relative importance of transport costs as a determinant
of trade. When Mexico is excluded, Latin American
average freight costs are similar or even in some cases
higher than those of the Asian competitor.

For some countries, like Chile or Ecuador,
transport costs are more than 20 times higher than the
average tariffs they face in the United States. Lowering
transport costs, and therefore increasing infrastructure
efficiency, could boost the trade performance of Latin
American exporters.??> Focusing on the effects of port
efficiency on transport costs, Clark, Dollar and Micco
(2004) found that improving port efficiency from the
25th to 75th percentiles will reduce shipping costs by
more than 12%. In the case of Mexico, which benefits
from proximity to the United States, an improvement
in port efficiency to the levels observed in countries
like France or Sweden would reduce transport costs
by around 10%. In the case of Brazil or Ecuador, it
would reduce their maritime transport costs by more

20 In this sense, the Panama-Puebla highway —a new infrastructure
project— could generate a significant increase in trade between
Central American countries and Mexico and the United States.

21 They also show that distance matters and that it has a significantly
(1%) positive effect on transport costs: doubling the distance
roughly generates an 18% increase in transport costs. See table in
Appendix B.

22 Limao and Venables (2000) showed that raising transport costs by
10% reduces trade volumes by more than 20%. They also underlined
that poor infrastructure accounts for more than 40% of predicted
transport costs.
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than 15%, according to the estimates of the authors.
Latin America is perceived as being one of the least
efficient regions in terms of ports, and also has
significant customs problems with a median clearing
delay of 7 days (the worst performers being Ecuador
(15 days) and the Bolivarian Republic of Venezuela
(11 days)); moreover, ports face high container

v

handling costs and major organized criminal activity
in seaport infrastructure. Clearly, there is ample room
for improvement. All in all, an improvement in port
efficiency from 25th to 75th percentiles would reduce
shipping costs by more than 12%, which would be
equivalent to 5,000 miles in distance, according to the
estimates of the authors.

The short-term opportunities:

strong Chinese demand

As shown, China’s impact on Latin America is
generally positive with a few exceptions. Yet even for
the countries like Mexico that are facing increasing
competition pressure in the United States market,
China could be (at least in theory) an opportunity and
a potential export market for intra-trade exchanges.

Two indices were constructed in order to assess the
potential benefits of increasing Chinese demand. As in
the previous case, the UNCTAD database containing 620
different goods has been used. These indices compare
the export structure of 15 Latin American countries
with the import structure of China. If the exports of a
particular country are similar to the imports of China,
then there is a potential trade gain for Latin American
economies. It is important to point out that the Latin
American country and China do not necessarily trade,
even if the value of these indices is close to one. We
must highlight that there is a potential gain and an
obvious commercial opportunity.

The indices are, again, modified versions of the
well-known specialization coefficient (CSm) and the
conformity coefficient (CCm).

n n
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Where a,, represents the share of good » in total
exports of the Latin American country i in period .

CCm=

On the other hand, a;, is the share of good 7 in total
imports of China in period ¢. Both indices are equal to
1 if there is a perfect correspondence between Chinese
imports and exports of the Latin American country
under consideration. Again, two indices were built to
ensure consistent results. As in the previous section,
the period considered is 1998-2004 and CSm and CCm
are calculated for every year. Finally, for presentation
purposes the previous information is aggregated into
a new index (CIm) (see table §).

TABLE 8
Potential trade with China
csm®  com®  cIm®  CIm
2002¢
Panama 0.09 0.03 0.06 0.08
Honduras 0.13 0.04 0.08 0.08
Paraguay 0.10 0.08 0.09 0.10
Peru 0.16 0.09 0.13 0.15
Bolivia 0.16 0.09 0.13 0.14
Uruguay 0.18 0.07 0.13 0.15
Chile 0.17 0.12 0.15 0.17
El Salvador 0.21 0.11 0.16 0.17
Guatemala 0.24 0.14 0.19 0.16
Venezuela (Bol. Rep. of) 0.17 0.30 0.23 0.25
Costa Rica 0.24 0.25 0.25 0.25
Colombia 0.25 0.28 0.27 0.27
Argentina 0.31 0.23 0.27 0.30
Brazil 0.40 0.33 0.36 0.36
Mexico 0.44 0.50 0.47 0.47

Source: Authors’ own data.

Ascending Order Clm
b Average 2002-2004.
¢ Average 2000-2002.
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The results are not very encouraging. The main
reason is that Latin American countries are exporters
of commodities and therefore the potential trade with
China is concentrated on a small basket of goods. In
other words, intra-industry trade is not very likely
with Latin America given its export structure (with the
exception of Mexico and Brazil).

The export specialization index is only presented
for larger countries in the interests of simplicity. In table
A.2 (appendix A), which presents data for 11 Latin
American countries, the figures in bold type represent
those sectors in which Latin America is specialized
and China is not, i.e. wood products, processed food,
minerals and perishable goods. Those sectors are
clearly raw materials. El Salvador and Guatemala
also specialize in chemicals®® and Mexico in transport
equipment.

In general terms, Latin America specializes in
exporting commodities. This means that potential trade
gains are limited to few items. Furthermore, trade with
China could entail a deeper specialization in those
goods, because of current strong Chinese demand for
commodities, thereby increasing the risk that some
countries might be caught in a “raw material corner”
without being able to move ahead in the value added
chain. In fact, China is also increasing its demand in
some raw material markets (see table 9). In 2003, China
became the world’s largest importer of cotton, copper,
soybean and the fourth largest importer of 0il.>* China’s
demand for raw materials keeps growing, particularly
for copper and soybean (demand rising by 50% yearly).
In the case of oil, the rate of growth is nearly 20%
every year. In 2003, China became the world’s leading
importer of copper, boosting exports from Chile and
Peru. The combination of a heavy industrial expansion
and a booming economy also created a huge demand
for oil that suppliers are straining to keep up with,
causing the country to leapfrog Japan to become the
second-largest oil consumer just behind the United
States. In 2003, China alone was responsible for a third
of the rise in daily global oil consumption.

23 However, China imports chemical products mainly from East
Asian countries. This sector is one in which those Asian economies
are specialized. See lanchovichina and Walmsley (2003).

24 Using 2004 data, China accounted for 34.3% of world imports of
soybeans, compared with only 7.4% in 1997. In the case of copper,
China’s imports were 25.3% in 2004, compared with 5.0% in 1997.
Lastly, Chinese imports of oil added up to 7.2% in 2004, compared
with 2.3% in 1997.

TABLE 9
China and the world: Average annual
growth in imports 1997-2004

(Percentages)
China World
Oil 24.4 29
Copper 18.4 4.0
Soybeans? 20.5 6.9

Source: Based on the United States Department of Agriculture
(USDA), World Metal Statistics and British Petroleum.

2 Average 2001-2004.

Even though trade is concentrated in a small
basket of commodities, China’s strong demand for
raw materials is good news for Latin America. In
economic terms, this could be considered as a positive
demand shock. Furthermore, there is a positive impact
on the region, even if direct trade with China does
not rise. The reason is that commodities are almost
homogenous goods. For example, if China increases
its demand for crude, oil-producer countries should
raise their production; otherwise prices will increase.
Since 2004, China’s growing thirst for oil has been
driving oil prices to their highest levels since trading
in oil futures began on the New York Mercantile
Exchange in 1983. According to the Paris-based OECD
International Energy Agency, China accounted for
one million barrels of the 1.8 million barrel increase
in daily oil use during the first quarter of 2004. From
2000 to 2004, China accounted for nearly 40% of the
entire growth in world oil demand.

The four main commodities in Latin America are
coppet, oil, soybean and coffee. These commodities
account for 66% of total exports of raw materials.
China absorbs a significant share of these commodities,
excluding coffee.

Another relevant fact is that Latin America is
a major world producer of commodities. The region
produces 47% of the world soybean crop, 40% of
copper production and 9.3% of that of crude oil.
Strong Chinese demand represents an opportunity
for most Latin American countries in the short-term,
because of their export specialization in commodities.
If this vigorous demand continues over time, there is
likely to be positive impact on the region. However,
unless the region increases its level of specialization,
its dependence on commodities will intensify and
countries will remain exposed to trade shocks.
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TABLE 10

Latin America (seven countries): Composition of exports

(Percentages of exports of each country)

Food Fuels Metals Manufactures

Mexico 6 10 2 81
Brazil 31 1 9 54
Argentina 49 12 2 34
Colombia 32 31 1 31
Peru 35 7 39 17
Chile 25 1 48 16
Venezuela (Bol. Rep. of) 2 83 2 12

Source: Based on LatinFocus (2004).

VI

China’s impact on trade in the long term

The above-mentioned negative interpretation regarding
China’s impact is that this demand shock is a transitory
one. In the long term, as predicted by economic theory,
the positive performance of the Chinese economy
and the increase in world trade would be beneficial
to other countries. In this sense, the World Economic
Outlook (IMF, 2004), presents two alternative scenarios
analysing Chinese impact on world trade and growth.
The results should, however, be treated with caution as
both scenarios show a positive impact on the rest of
the world in the long term. Most regions will benefit
from stronger demand generated by China’s rapid
growth, although regions where labour faces relatively
stronger competition from China benefit less. In
addition, this study emphasizes that more structurally
flexible countries will reap greater benefits. These
results are similar to the findings of Ianchovichina
and Martin (2003).

This state of affairs, characterized by the emergence
of a global trade player, is however not new.?> To
illustrate this point we could compare the current
situation with the Japanese experience of the 1950s and
1960s (see Yang, 2003; HSBC, 2005). At the beginning

25 See, for instance, World Economic Outlook (IMF, 2004). This
edition also analyses the emergence of East Asia.

of the twenty-first century, Japan was a key economy. It
represented around 9% of world gross domestic product
(GDP). Following the Second World War, however,
the country was devastated. At that time, Japan was
characterized by its relatively low wages. For more than
20 years, Japan implemented an economic policy that
boosted growth and exports. That policy turned Japan
into the second-largest economy. Nowadays, it is clear
that the positive performance of the Japanese economy
was partly due to the state of the world economy as a
whole (including Latin America).

In some ways, the performance of the Chinese
economy is similar to the Japanese experience. There
is a clear correspondence between the two countries.
The evidence matches up with the period of higher
growth in Japan: 1952-1972; the period considered
for China is 1979-1999. In each case, the growth rate
was an average of 8.5%. In addition, average annual
growth in trade % was around 13%.%

However, similar trade and growth patterns are
not the only similarities. The weight of each country
in the world economy during the relevant period is also
similar. Consequently, both countries have contributed

26 Tn this paper we define trade as the sum of exports and imports.
27 We have used the Summers and Heston database (PWT 6.1). See
Heston and Summers (1997).
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FIGURE 3

Japan and China: share of world GDP
(Percentage of world GDP)
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Source: based on Summers and Heston database.

to world growth, on average, approximately 0.6
percentage points every year. In other words, during
the period 1952-1972, world GDP grew by an average
of 5.8%, with 0.6 percentage points of that growth
attributable to Japanese GDP performance. During the
period 1979-1999, average annual world growth was
3.7%, with Chinese growth contributing 0.6 points
(see figure 3).

However, this comparison also throws up some
striking differences. The composition of Japan’s GDP
in the early 1950s was quite similar to that of China in
the early 1980s (see table 11). Around 60% of GDP was
consumption, 15% was investment and over 25% was
net exports.’® Throughout the periods mentioned, the
composition of GDP changed significantly. In the case
of Japan, one can observe a reduction in consumption
and net exports as a proportion of GDP, which was
offset by investment. But in the case of China, there
was a decrease in consumption and it was replaced by
an increase in net exports and investment.

These figures reveal why China is perceived as
a rival instead of a trading partner. The data show
that China exports much more than it imports. So,
other countries perceive that Chinese growth is not
spreading. But this situation is not sustainable in the

28 Net exports are defined as the difference between exports and
imports in real terms.

TABLE 11
Japan and China: Components of GDP
(Percentages of total GDP)
Japan 1953 1972
Consumption 60 53
Investment 14 33
Net Exports 26 11
China 1979 1999
Consumption 57 47
[nvestment 17 21
Net Exports 27 32

Source: Summer and Heston database.

long-term. Eventually, China will import massively
and net exports will fall.?” In fact, according to the
WTO database, in 2005 Chinese merchandise imports
totalled 6.1% of world imports. On the other hand,
Chinese exports amounted to 7.3% of world exports.
The difference between merchandise exports and
imports represents USS$ 101.9 billion. This amount is
three times the nominal GDP of Ecuador. Now in the
middle of the first decade of the twenty-first century,

29 Janchovichina and Martin (2001) share this opinion about the
future of net exports. They expect a significant increase in China’s
imports.

ANGEL OR DEMON? CHINA’S TRADE IMPACT ON LATIN AMERICAN COUNTRIES -
JORGE BLAZQUEZ-LIDOY, JAVIER RODRIGUEZ, JAVIER SANTISO



32

CEPAL REVIEW 90 »

DECEMBER 2006

FIGURE 4

Japan and China, per capita GDP
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Chinese manufacturers are already lapping up imports
and dictating global prices for nearly everything from
copper to microchips.

Another important difference between the two
countries is that Japan had a more developed economy
and China is still a developing country (see figure 4).
Chinese per capita GDP in 2000 was around 50% below
the world average. According to the Summers and
Heston database,>® per capita GDP in China is similar
to that of Ecuador. This evidence suggests that, despite
its impressive performance over the last 20 years, a
deeper convergence process might take some time.
In other words, China could still enjoy a high rate of
growth for a long period.

In this regard, some simple projections have been
made to evaluate the future weight of China within the
world economy (see table 12).3! In the 1990s, China
grew by 10.1% on average, the world by 3.3% and
Latin America by 3.4%. If these rates hold for the next
20 years, China will become the largest economy, far
outstripping the United States.*

In 2002, Chinese merchandise imports already
represented 4.4% of world imports. During the 1990s,

30 Per capita GDP is calculated in terms of PPP.

31 Using the IMF database.

32 For more information on China growth forecasts, see Wilson and
Purushothaman, 2003; Gaulier, Lemoine and Unal-Kesenci, 2005;
Goldman Sachs, 2005.

TABLE 12
China and Latin America: share
of world GDP, 2002 -2020
(Percentages)
2002 2010 2020
China 127 211 40.1
Latin America 79 7.9 8.0

Source: Authors’ own data.

Chinese imports grew by around 16% on average and
world imports (excluding China) by around 7%. If
these trends continue, China will represent 8% of world
imports in the year 2010 and 18% in the year 2020.

It is hard to foresee, in detail, the long-term
impact of China’s emergence on other economies and
on international trade. Nevertheless, we know that the
aggregate impact has to be positive. It is also true,
however, that the impact could be asymmetrical. Some
sectors could benefit and others might be harmed
by Chinese competition. China has a competitive
advantage in labour-intensive sectors in particular, and
the potential benefits for those sectors are therefore
lower. The opposite is true of capital-intensive
sectors.>?

3 See World Economic Outlook (IMF, 2004).
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VIl

Chinese and Latin America

trade relations in a wider context

Generally speaking, the impact of Chinese trade on
Latin America is positive in the short and medium term.
The results of our study are consistent with the findings
of IMF researchers and other economists (Lall and
Weiss, 2004). On average, and from the point of view of
trade impact, Latin America will benefit from increased
Chinese demand and growth. In comparative terms, as
stressed by IMF, the only net loser will be South Asia,
while for Latin America the effect will be positive. For
sectors like agriculture in Latin America, the estimated
impact of faster Chinese integration around 2020 is
clearly positive (with output up by 4%). The clear losers
will, however, be sectors such as textiles and countries
specialized in labour-intensive manufacturing exports.
More detailed analysis is needed, particularly in terms
of the trade impact of China on the domestic markets
of Latin American countries such as Mexico.

In terms of trade relations, China and Latin
America have been intensively developing their
relations over the past decade.’* The trade volume
between China and Latin America rose from USS$ 2
billion in the early 1990s to USS$ 15 billion in 2001,
according to Chinese statistics. Since 2000, Brazilian
and Chinese trade has leapt nearly threefold, a blessing
for the indebted Brazilian economy and especially for
exporters of soybean, steel and iron ore, which account
for two thirds of the goods exported. In general, Latin
America, has a surplus commodity endowment that
coincides with China’s needs and its strategy to secure
food and energy imports in order to avoid shortages.

One of the consequences of booming Chinese
demand for Latin America might not be as positive,
however. First, with China’s increasing demand for
commodities, Latin American countries are deepening
their trade specialization toward commodities - goods
usually characterized by strong price volatility. In

34 Trade contacts between China and Latin America are nothing
new. They date back to the 1570s, when Sino-Latin American trade
started to flourish across the Pacific with Chinese exports of silk,
porcelain and cotton yarn to Mexico and Peru via Manila (see
Shixue, 2004).

fiscal terms, this also could increase volatility of fiscal
receipts. Second, with the intensification of links with
China, the region is becoming more exposed to that
country’s economy. In 2003, delivery bottlenecks and
demand from China bumped up the prices of raw
materials and commodities, but Chinese industrial
use is also susceptible to recessions and booms. In
recent years, tensions have arisen between Brazil and
China because of the latter’s increasing price-setting
power in key Brazilian markets such as iron ore and
soybean. The growing dependence of Latin American
exports on China should also force the region to be
more aware of growth dynamics in Asia and China. In
2003, China became the second-largest destination of
Brazilian exports around the world according to ECLAC,
a position that has since been maintained.’® In 2004,
China accounted for half the increase in Brazil’s exports
earnings. China is therefore becoming a key driver of
Brazilian growth dynamics and is responsible for a
quarter of Brazil’s official targeted GDP growth. With
China trying to cool down its overheated economy,
Brazil’s export growth could be dampened.

Another issue not developed in this paper that
deserves further analyses is that of capital flows. While
foreign direct investment (FDI) to Latin America is
tumbling, China is experiencing a boom. Between 2001
and 2003, FDI into Mexico declined from nearly US$ 27
billion to US$ 11 billion, with an upturn in 2004 and
2005. Brazil also experienced an abrupt slowdown with
a 52% drop in FDI to the country in 2003 in relation to
the previous year (compared with 30% for Mexico over
the same period). Meanwhile, China has simply become
the major recipient of FDI in the world, reaching levels
of US$ 55 billion in 2003 (nearly twice the total that
flowed into all Latin American countries in 2003 —a
mere USS 36.5 billion)*® and again around 60 billion
both in 2004 and 2005. In other words, over the past

3 See ECLAC, 2004a.

36 See ECLAC (2004b). In 2003, FDI flows to China almost reached
the record level of FDI inflows to Latin America (US$ 88 billion
in 1999).
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three years, every week, more than 1 billion dollars of
foreign direct investment is flowing into China.?’

It is true that much of the FDI to China is in fact
related to “round tripping” (Xiao, 2005). Experts have
estimated that the scale of this round tripping could be
as high as a quarter of total FDI inflows into China.
However, the FDI from other regions is increasing. In
2002, United States firms were already investing 10
more times in China than ten years previously. The
prospect of a huge domestic market of 1.3 billion
consumers has lured countless companies to rush into
China, despite the fact that the country’s capitalism is
not solidly rooted in law, protection of property rights
and free markets.®

Some studies are pointing to “flow diversion”
in favour of China, following the full integration of
the country’s huge labour force into the international
division of labour.* In the case of Asian countries like
Indonesia, Malaysia, the Philippines and Thailand, this
process might cause significant losses if foreign direct
investment is redirected away from these countries
to China. There is a risk of them experiencing a de-
industrialization process and a return to the roles they
had in the 1950s and 1960s as primary commodity
exporters (McKibbin and Thye Woo, 2003). However
both the studies and the data show that the impact is
rather small. From studying the period 1984 to 2001,

37 On FDI in China, see the research of MIT-based economist Huang
(2003). See also the relevant United States Congressional hearings:
http://www.cecc.gov/pages/hearings/092403/huang.php

38 Investing in China might, however, become a risky business,
as underlined by the growing disputes between foreigners and
their Chinese partners. In 2004, for example, Syngenta, a Swiss
agrichemicals company sued a Chinese competitor for allegedly
pirating one of its patented insecticides, joining the growing club of
foreign investors resorting to the courts to protect their intellectual
property. The profitability of Chinese investments can also be
questionable. Foreign brewers have squandered hundreds of millions
of dollars in China over the past decade. Meanwhile, according to The
Economist (2005), the average net profit margin of these investments
is meagre: for the top 400 brewers operating in China (including
foreign joint ventures) the margin is a mere 0.5%. Compared with
Latin America, the data are interesting. According to a study carried
out by the China Economic Quarterly, direct and indirect profits made
by all United States affiliates operating in China amounted to just
USS$ 2.8 billion in 2001, nearly half the US$ 4.4 billion they made in
Mexico in the same year (and with a population more than 10 times
smaller). According to another empirical study on political control and
firm performance in China’s listed companies, the decision-making
power of local party committees (relative to the largest shareholders)
is positively associated with firm performance (See Chang and Wong
(2003); see also Wong, Opper and Hu (2004)).

39 For an empirical analysis applied to Latin America, see Garcia-
Herrero and Santabarbara (2004); Chantasasawat, Fung and others
(2004); for other analyses focused on Asia see Eichengreen and Tong
(2005a and 2005b); and Mercereau (2005).

Garcia-Herrero and others concluded that, in terms of
FDI, there is no substitution effect negatively affecting
inflows of FDI to Latin America. The study does,
however, underline the fact that the Chinese effect has
become more significant in recent years (1995-2001),
with inflows of FDI to China appearing to have affected
FDI received by Mexico and Colombia in particular.

The data for 2004 and 2005 are also mixed. They
suggest that, while China is still experiencing a boom
of FDI, reaching levels of more than US$ 60 billion,
Latin American countries are recovering from the
extremely low levels of this current decade. Foreign
direct investment towards Brazil jumped by 80% in
2004, reaching more than US$ 18 billion. Mexico also
experienced a recovery of 23%, reaching US$ 13.6
billion while Chile saw its FDI increase by 66%, to
stand at almost US$ 5 billion. The 1990s golden years
of the FDI rush towards Latin American might be over,
at least unless privatization processes are repeated.

However, a “blessing in disguise” of Chinese
investment in term of capital flows could be the future
development of Chinese foreign investment overseas.
China is no longer only an absorber of foreign direct
investment (FDI), but has also made a leap forward in
its investments overseas. Over the period 1991-2003,
Chinese foreign direct investment reached roughly
US$ 35 billion. In 2003, China’s outward investment
more than doubled year-on-year to stand at over US$
2 billion (still a low level, however). This trend was
maintained in the years that followed. In 2004, 50% of
Chinese FDI went towards Latin America (more than
the 30% than went towards Asia). In 2005, Chinese
multinationals invested a record level of just under
US$ 7 billion abroad. The bulk went to Asia (60%)
but Latin America remained on the radar screens as
the second major recipient region of Chinese FDI (16%
of the total).

The need to secure food and commodities is
boosting FDI through strategic international partnerships.
Chinese firms have been targeting resource-sector
investments in Angola, Algeria, Australia and Indonesia.
Chinese companies are already prominent investors in
Africa, mainly in energy and raw materials. According
to a survey of 100 investment promotion agencies
released by UNCTAD, China ranked fifth (after the
United States, Germany, the United Kingdom and
France) in the list of leading overseas investors in the
near future.** In 2004, Chinese corporations multiplied

40 See UNCTAD, 2004.
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attempts to boost their investments overseas, not only
in other emerging countries but also in developed
countries —as underlined by the acquisition of IBM
production units by Lenovo (for US$ 1.75 billion) or
the attempts by Chinese firms such as Minmetals to
acquire the Canadian Noranda for US$ 5 billion or
efforts by the Chinese oil group China National Off-
shore Oil Corporation (CNOOC) to acquire Unocal for
more than US$ 13 billion.

Like Japanese companies a few decades ago,
Chinese firms seem to be seeking overseas expansion.
For Latin America this looks like an opportunity. Not
only are major Asian countries (Japan and China)
interested in the region, but both have the same
aim: to secure the continued flow of raw materials
and agricultural products and derivatives. In order
to reach that goal, they are both interested in having
viable infrastructure in the Americas (more efficient
ports, airports, roads, railways). For the region, this
is therefore a unique opportunity to play a new
competitive game. It also provides the opportunity to
implement an industrial strategy in order to avoid an
intensification of the commodity trade specialization
and stimulate diversification (like in Trinidad and
Tobago) towards more value-added industries, while
building on the commodity endowment.

Latin America is on the radar of Chinese
companies. By 2001, China had set up more than
300 enterprises in Latin America with contractual
investments of over US$ 1 billion. Since then Baosteel,
China’s biggest steelmaker, undertook the country’s
largest ever overseas foreign direct investment (worth
US$ 1.5) in Brazil. Plans to invest US$ 2 billion in
the Brazilian aluminium industry were also announced
by China, but have yet to be confirmed. China already
controls, through the Shougang Group, Peru’s major
iron-ore mine, owns a major stake in an Ecuadorian oil
field and is attempting to produce fuel in the Bolivarian
Republic of Venezuela, where it has also reactivated
gold mines. Chinese investment is expected in railways
and ports in Brazil, and throughout Latin America.
Chinese interest in logistical infrastructure is high,
with a view to facilitating transport of commodities
to ports. In Argentina, China is already committed
to invest US$ 25 million in a grain port and another
US$ 250 million in a road from Argentina to Chile in
order to facilitate exports of Argentine raw materials
from Chilean ports.

We will also begin to witness agreements such as
the one signed in October 2004 by Telefonica (a leading
Spanish firm with a regional Latin American franchise)

and the Chinese telecommunication equipment
manufacturer Huawei, whereby Telefonica offers
Huawei facilities to enter the Latin American market
and sell its products to all of Telefénica’s Latin
American subsidiaries.*! In 2006, BBVA, the leading
Spanish bank, boosted its presence in China by opening
offices in Shanghai and Beijing and boosting its Hong
Kong base. It also concluded an agreement with the
Bank of China in order to capture Chinese remittance
flows coming from the United States but also from
some Latin American countries like Peru.

Latin American companies are also looking for
business opportunities in China, as demonstrated by the
official trip that Brazilian President Lula and nearly 400
Brazilian businessmen made to China in 2004. Some
large Latin American companies have already rushed
into China, such as EMBRAER, the Brazilian Aircraft
Corporation, which sells and produces jets in China*
or Marcopolo, another Brazilian company that makes
bus chassis and is planning to set up a factory in China.
They follow in the footsteps of Embraco, a pioneering
company that set up a plant in Beijing in 1995. Ten
years later, it was followed by the motor producer Weg,
which set up the first wholly Brazilian-owned factory
in China. Steel producer Gerday also announced the
acquisition of a Chinese mill while Belgian-Brazilian
Inbev acquired a local beer producer. Clearly, in terms
of trade-flow dynamics, capital flows between China
and Latin America deserve more analysis and invite
further research.

However, beyond the trade and investment impacts,
there may be a third and final impact of Chinese trade: a
cognitive effect. China’s economic development is very

41 Huawei is a clear example of the internationalization process of
Chinese companies. The company hopes to increase its international
sales from US$ 2.3 billion in 2004 to more than US$ 10 billion by
2008 as part of an ambitious global expansion strategy. In 2003,
Huawei also invested 27% of its US$ 4 billion total investment
outside China, reaching markets such as Sweden or Netherlands. The
company is now present in more than 70 countries and over 3,000 of
the group’s 24,000 employees are based overseas. In 2004, two fifths of
its USS$ 5 billion revenues were made outside China (The Economist,
2005; Financial Times, 2005). However, as underlined by Yasheng
Huang from the Massachusetts Institute of Technology (MIT), most
of the “Chinese champions” are in fact foreign companies. Lenovo,
the purchaser of IBM personal computer business in 2004, is a clear
example. Technically speaking it is a foreign company as it organized
its operations in China as subsidiaries of its Hong Kong branch. The
four Chinese companies listed as the most dynamic in Forbes all have
their headquarters in Hong Kong. As stressed by Huang, it seems that
“China’s success has less to do with creating efficient institutions and
more about allowing such an escape from inefficient institutions”
(Huang, 2005). See also http://web.mit.edu/yshuang/www/.

4 For a case study, see Goldstein, 2004.
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pragmatic. The unique marriage between capitalism and
communism is attracting a growing amount of attention.
Leading economists like Ricardo Hausmann and Dani
Rodrik have already emphasized the trade dimension
of this unusual emerging giant, the Chinese economic
miracle being a matter not only of export volumes but
also, and above all, of their higher quality: what China
exports matters (Rodrik, 2006; Hausmann, Hwang and
Rodrik, 2006). The very pragmatic economic approach
of the Chinese authorities is attracting the attention of

policy makers around the world. The Chinese miracle
is neither the result of some “Chicago Boys” process
nor the output of a Kemmerer mission. No foreign
advisor or guru of economic development ever landed
in China. If Jeffrey Sachs advised Bolivia, he never
reached Beijing, or at least his advice never did. The
lesson that is arising from China is also that there is
no magic formula for development, no special key of
a paradigm that will open the doors to the miracle of
development.

APPENDIX A

Trade competition between China and Latin America
TABLE A.1

Latin America (fifteen countries): annual average Cl,2 1998-2004

1998 1999 2000 2001 2002 2003 2004
Mexico 0.49 0.51 0.52 0.54 0.54 0.52 0.53
Costa Rica 0.31 0.26 0.28 0.33 0.36 0.31 0.33
Brazil 0.25 0.27 0.3 0.3 0.28 0.25 0.26
El Salvador 0.21 0.23 0.23 0.27 0.26 0.24 0.26
Colombia 0.19 0.16 0.19 0.21 0.19 0.18 0.18
Guatemala 0.16 0.15 0.16 0.17 0.16 0.18 0.17
Argentina 0.17 0.16 0.18 0.17 0.15 0.13 0.14
Peru 0.17 0.16 0.17 0.17 0.15 0.13 0.13
Uruguay 0.19 0.17 0.16 0.16 0.13 0.13 0.12
Chile 0.11 0.11 0.11 0.11 0.1 0.09 0.09
Honduras 0.11 0.15 0.12 0.14 0.12 0.09
Bolivia 0.11 0.12 0.11 0.11 0.08 0.08 0.08
Panama 0.12 0.11 0.11 0.11 0.1 0.08 0.08
Venezuela (Bol. Rep. of) 0.11 0.08 0.09 0.08 0.07 0.06 0.06
Paraguay 0.07 0.07 0.08 0.07 0.06 0.05 0.05

Source: Authors’ own data.

The average CT is the arithmetic mean between the coefficient of specialization and the coefficient of conformity.

®  Descending order of the column relating to 2004.
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TABLE A2
Specialization Index (Balassa)
China Mexico Costa Brazil El Colombia Guatemala  Argentina  Peru Chile  Venezuela
Rica Salvador (Bol. Rep. of)
Wood products 043 0.26 0.51 2.26 2.99 0.78 091 0.60 0.58 4.10
Leather products  3.34 0.60 2.88 1.40 0.93 0.66 1.98 - -
Chemicals 0.42 0.34 0.75 0.62 1.16 0.86 1.44 0.68 0.35 0.62 0.29
Processed food 0.47 0.56 2.11 2.93 5.17 1.49 4.73 6.60 4.13 2.53 0.16
Textiles 2.39 0.49 0.23 0.60 2.23 0.71 0.77 0.20 0.68 0.17
Minerals 0.28 1.06 1.05 0.54 3.63 0.76 1.75 2.56 1.67 7.54
Basic
manufactures 0.96 0.69 0.44 1.60 1.39 1.04 0.77 0.75 2.86 3.66 1.09
Non-electronic
machinery 0.52 0.84 0.10 0.82 0.11 0.09 0.12 0.22 0.06 0.07 0.05
Fresh food 0.68 0.80 5.67 4.13 3.00 4.14 7.18 5.50 2.52 4.54 0.11
Miscellaneous
manufacturing 1.48 1.07 1.39 0.27 0.92 0.44 0.51 0.20 0.35 0.11 0.05
Transport
equipment 0.27 1.34 0.03 0.88 0.10 0.45 0.08 0.15
Clothing 3.46 1.29 1.51 0.12 1.93 1.48 1.14 2.81
Electronic
components 1.04 1.53 0.20 0.24 0.12 0.20 0.05
IT and consumer
electronics 2.43 1.75 2.40 0.26

Source: Authors’ own data based on Intracen, 2004, UNCTAD/WTO.
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APPENDIX B
Container handling charges
Country Cargo Mandatory Price Cooperative  Median Port Crime Container Handling Charges
Handling  Services Fixed Agreements clearance Efficiency Index
Restriction Index Agreements Index time Index (1-7) World CMPCH LSU
Index Index (Days) (1-7) Bank Index® Index®
Index®
Singapore 1 0.38 0 0.33 2 6.76 6.72 117
Hong Kong 0 0.25 0 0 6.38 5.46
SAR
Taiwan 0.5 0 0 0 5.18 4.49 140 163
Japan 0.75 0.13 0.89 1 5.16 5.16 250 202
Malaysia 0 0.25 0 0.38 7 4.95 5.76 75
Spain 0 0.06 1 0 4 4.88 6.08 200 105
Republic 0 0.38 0 0 4.12 522
of Korea
Thailand 0.5 0.63 0 0.38 4 3.98 5.12 93
Argentina 0 0.13 0 1 7 3.81 4.52 139
Vietnam 0 0 0 0.5 3.81 5.02
Chile 0 0.25 0.43 1 3 3.76 6.05 202 100
China 0.5 0 0 0 Z 3.49 4.44 110
Indonesia 1 0.06 0 0.38 3 341 4.06
Mexico 0.5 0.38 0 1 4 3.34 2.61
Venezuela 0 0 1 1 11 3.28 3.63
(Bol. Rep. of)
El Salvador 0 0 0 1 4 2.95 23 61
Brazil 0.5 0.75 0 1 10 2.92 4.45 328 292
Peru 0.5 0 0.5 1 7 2.88 3.32 142
India 0 0 0 1 2.79 4.28
Philippines 0.5 0 0 0.38 7 2.79 3.51 118
Ecuador 0 0 0.43 1 15 2.63 3.65 139
Costa Rica 0 0 0 1 4 2.46 3.28 68
Colombia 0.5 0.13 0.5 1 7 2.26 1.88
Bolivia 9.5 1.61 4.38
Uruguay 0 0 0 1 3

Source: Clark, Dollar and Micco (2004).
*  USS/TEU (feet equivalent unit).

b CMPCH = Maritime Port Chamber of Chile.
¢ LSU index of the United States National Ports and Waterways Institute.

(Original: English)
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Trade and infrastructure
in the Andean Community

Gina E. Acosta Rojas, German Calfat and Renato G. Flores Jr.

his paper examines the key role of infrastructure in Andean
Community trade patterns, using three gravity models. The first identifies
the importance of preferential trade agreements and of geographical
adjacency. The second and third models encompass these aspects
while focusing on the inclusion of infrastructure in the gravity equation,
testing the assumption that infrastructure endowments reduce “distance”
(in terms of transport costs) between partners. Under the new trade
arrangements, borders and previous agreements will lose significance,
trade will be virtually free and bilateral flows will be defined in terms of
costs and competitiveness. Competitiveness, however, can be achieved
only by means of an improvement in infrastructure at all points in the

production-distribution chain.
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Introduction

This paper offers further evidence that infrastructure
development is a source of integration and competitiveness
and shows the dynamic role played by infrastructure in
explaining and determining trade flows within and
outside the Andean Community.

The work is organized as follows. The following
two sections set out the framework for the analysis.
Section II briefly reviews the evolution of what is now
the Andean Community since it was formed in 1969
as the Andean Pact, focusing on the consolidation
of the internal market and the group’s trade pattern.
An augmented gravity model of bilateral trade flows
is applied to yearly data for 1993-1999 in order to
determine whether the Andean Pact helped to increase
trade within the region and to capture the effect of
adjacency on trade among its members. Section III
discusses the first gravity model. Section IV looks at
the role of infrastructure in trade, reviewing theoretical
and statistical evidence that location and resource
endowments play a conclusive role in determining
whether countries will decide to enhance their trading

I1

opportunities by developing infrastructure to reduce
transport costs. It then briefly reviews the transport
modes employed in Andean Community trade.

Section V, where the effects of the degree of
infrastructure development are fully assessed, is the
core of the paper. We go beyond a traditional gravity
model to discuss the notion that transport costs
are not only a function of distance but also of the
availability of proper means, such as roads, energy
and telecommunications networks. These variables
are summarized in an index measuring infrastructure
development in the countries examined, modifying the
distance variable. The analysis sheds light on the role
played by infrastructure and its impact on the relevance
of other explanatory variables. We then link the results
to the new concept of infrastructure development in the
region, in which the relationship between infrastructure
and geographical space is regarded as a key integration
and competitiveness tool. Lastly, section VI offers
conclusions drawn from the work.

How the Andean Community has evolved

What is known today as the Andean Community dates
back to 1969, when a group of countries signed the
Cartagena Agreement, also known as the Andean Pact,
in which they established a customs union for the next
10 years.

Since then, Andean integration has come through
a series of stages and the initial inward-looking
development project, based on the import substitution
model, gradually gave way to an initiative more
akin to open regionalism. In June 1997, the Andean

[J Renato Flores acknowledges the hospitality extended by the
Institute of Development Policy and Management of the University
of Antwerp, where he initiated this work as a visiting scholar.

Community came into being with the Trujillo Protocol
modifying the Cartagena Agreement. The Protocol
created the Andean Presidential Council and a Council
of Foreign Ministers, affording both a critical role
in decision-making. It also strengthened the internal
cohesion of the integration process by placing all the
Community’s institutions and mechanisms under the
management of the Andean Integration System. The
Andean Community is now a regional organization
endowed with international legal status. Recently, some
friction has arisen among its five members —Bolivia,
Colombia, Ecuador, Peru and Bolivarian Republic of
Venezuela— and this last country has opted to follow an
independent course. At the same time, Mexico applied
for full membership of the group. These developments,
however, fall outside the scope of this paper.
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In 1987, the members of the Andean Community
began to design a new strategy to keep up with the
liberalization process taking place in Latin America.
A free trade area was formed in 1992 and evolved
into an imperfect customs union. As early as 1992,
Bolivarian Republic of Venezuela and Colombia
eliminated tariffs and other barriers to reciprocal
trade. Bolivia joined them in September 1992 and
Ecuador in January 1993, when the free trade area
became fully operational among these four countries.
Peru temporarily suspended its obligations under
the liberalization programme, beginning, in 1992,
to negotiate bilateral trade agreements with each
of its Andean partners and, in some cases, partially
liberalizing reciprocal trade flows. These bilateral
agreements remained in place until 1997, when an
agreement was reached for Peru’s gradual incorporation
into the Andean free trade area (Decision 414). Tariffs
were eliminated on most goods by 2000, with “sensitive
products”, including agricultural goods, to be totally
liberalized by 2005.

In 1994, the Common External Tariff (CET)
was approved by Decision 370. Its implementation,
however, has run up against the typical difficulties.
When Decision 370 was made, Bolivia was exempt
and Peru, as noted above, was not participating in the
process. Here again, Bolivarian Republic of Venezuela
and Colombia were the first two countries to adopt the
CET in 1994, followed by Ecuador in 1995. The Andean
CET is determined by level of processing: a rate of 5%
is applied to raw materials and industrial inputs; rates
of 10% and 15% to intermediate inputs and capital
goods, respectively; and 20% to final goods. The CET
average is 13.6%, with a 20% ceiling. Bolivia and Peru
are becoming gradually incorporated into the customs
union, which already encompasses Bolivarian Republic
of Venezuela, Colombia and Ecuador. Full adoption
was expected in 2005.

The Andean Community has addressed most of
the newer trade issues, such as investment, competition

policy, services and intellectual property rights and it
has adopted common policies in most of these areas.!
It has also taken steps to deal with the question of
infrastructure, the focus of this paper. Furthermore, the
Community is aware that the development of a common
foreign policy is a main objective and involves the joint
participation of all its members in the World Trade
Organization (WTO) and in negotiations concerning
regional agreements.

In 2004, the Andean countries formed a market
of over 121 million people distributed over an area of
4.7 million square kilometers. Their combined GDP
that year stood at US$ 317 billion. The main markets
for their exports are the United States, the European
Union (EU) and the Community itself.

Liberalization of the internal market has had an
important impact on trade among its member countries.
Trade flows have reached unprecedented levels, with
intraregional trade growing faster than trade with the
rest of the world. After a decade of flat or declining
growth in the 1980s, intra-Andean trade picked up in
1989 and grew steadily after 1990. At the end of 2004,
intra-Andean exports amounted to US$ 7.4 billion,
nearly three times the 1992 level. Equally importantly,
Andean trade with the rest of the world has also risen;
imports and exports from and to countries outside the
Community have increased steadily since the agreement
was reactivated in the early 1990s.

Though there is a commitment to establish a
Common Market, as noted earlier, the Community is
still an incomplete customs union, since both the CET
and the FTA are subject to a number of exceptions.

! For example, Decision 291 replaced Decision 24, which restricted
foreign direct investment activities, granting national treatment to
foreign investors and eliminating all restrictions on capital and profit
remittances. Decision 344 granted patent rights to pharmaceutical
products and Decision 351 addressed copyright issues.
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A first gravity model

In order to create a framework in which to analyse
the growth of trade among Andean countries, we first
constructed the following gravity equation:

In M, =B,+B,n¥Y,+B,,/D, +B,ACP (1)

+ B, Border +e,

where: M, is the value of country i imports from
country j; Y;Y; is the GDP of both countries multiplied
as a proxy for size; D, is the distance between
country i and country j (to capture trade costs); ACP
is a dummy to measure the impact of integration on
member countries’ trade (it takes a value of 1 when
both countries are Andean Community members and
0 otherwise); and Border is a dummy to measure the
impact of adjacency (it assumes a value of 1 when the
countries have a common border).?

The analysis encompassed the period 1993-1999,
since integration gained momentum after the formation
of the free trade area in 1992, with the aim of testing
the significance and value of the agreement’s impact
on intraregional trade. The countries on the left side of
equation (1) are the five Andean Community members
and those on the right are their partners, i.e., suppliers
or exporters. The partners selected are those that have
bilateral trade with members.

Data on trade flows, in millions of current United
States dollars, were obtained from the International
Monetary Fund (IMF, 2001). GDP data, in current
dollars, are from the World Bank Global Development
Network Growth Database® and the distance between
capital cities, in kilometres, was obtained from
Haveman’s web page.*

2 Frankel (1997) used gravity models to show that regionalization
could be explained by geographical proximity and preferential
trade agreements; Krugman (1991) formalized the role played by
geographical proximity in the regionalization process and since
then dummy variables have been used to simulate and analyse these
effects; Anderson and van Wincoop (2003) offer a more recent and
stronger theoretical support for all this.

3 www.worldbank.org/research/growth/GDNdata. html.

4 www.haveman.org.

Individual regressions were run for each year
based on equation (1), following a descriptive analysis
of the data, which led to the transformation of imports
and GDP by natural logarithm and distance by square
root. Ordinary Least Squares (OLS) were employed,
with the transformed data on imports as dependent
variables. A number of countries in Asia and Aftrica
that did not trade with the Andean Community were
removed in each year.

The results, in standardized coefficients, together
with the R? for each regression and the significance
of the coefficients, are shown in table 1. The gravity
equation performs well in explaining bilateral trade
between the Andean countries and their respective
partners. The global adjustment of the regression is
satisfactory, since the R? values are higher than 0.70.
In all cases, the independent variables had the expected
sign and were statistically significant according to F
and t-tests.

The effect of the multiplication of the countries’
GDP is positive and statistically significant, ranging
between 0.862 and 0.901. These values are consistent
with those found by Frankel (1997) and Echavarria
(1998) for the periods 1965-1980 and 1986-1995,
respectively, though slightly higher owing to the
fact that size plays a more important role in trade
nowadays and, of course, that the partners chosen for
each analysis are different. The coefficients bear out
the assumption that trade increases with economic
size and, in the case of the Andean countries, this has
a strong effect on their trade.

The distance coefficients have a negative sign,
are statistically significant and show values between
-0.443 and -0.345. Distance has less impact than GDP,
however. The value and sign of the distance coefficients
are also similar to those found by Frankel (1997) and
Echavarria (1998). Both authors worked with a period
before the liberalization of transport services and the
reduction of costs, so their coefficients are, in most
cases, higher than those found in this work, when the
distance effect had diminished.

The coefficients for the preferential agreement
dummy fluctuate between 0.101 and 0.160. Their
statistical significance (p-values) improves from 1995
onwards and they evolve positively, albeit at low levels
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TABLE 1

Gravity model estimates
(Standardized coefficients)

1993 1994 1995 1996 1997 1998 1999
ry, 0.897 * 0.862 * 0.896 * 0.882 * 0.901 * 0.867 * 0.865 *
Dy -0.435 * -0.403 * -0.443 * -0.413 * -0.377 * -0.347 * -0.345 *
D ACP 0.102 * 0.101 * 0.128 * 0.155 * 0.159 * 0.143 * 0.160 *
D Border 0.200 * 0.161 * 0.129 * 0.124 * 0.127 * 0.116 * 0.139 *
No. observations 141 243 240 255 247 261 233
R? 0.82 0.722 0.755 0.752 0.780 0.714 0.769

Source: authors’ estimates.

*  Significant at 5%.

(figure 1). It is important to recall that the free trade area
took effect only in 1993 and that Peru remained outside
the agreement until 1997. In addition, a large number
of exceptions leading to the application of different
regulations diluted the influence of the agreement. The
impact of the Pact may be expected to become more
powerful as regulations are more uniformly applied by
all partners. The positive evolution of the coefficients
and their significance gains reflect the fact that, with
the exception of 1999, member countries have been
trading increasingly among themselves. The year 1999
saw numerous economic and political crises, including
the macroeconomic and banking collapse in Ecuador,
the political problems in Peru that led to the flight of
President Fujimori and flooding in Bolivarian Republic
of Venezuela. Overall, our empirical results show that
the Pact and the free trade area had a positive impact
on trade among member countries.

FIGURE 1

The dummy for adjacency is used to establish
whether common borders, which enable trade in those
areas, do in fact increase trade flows. The coefficients
for this dummy are positive and statistically significant,
though their values are low and tending to decline.
The positive values confirm that countries with a
common border will trade more, but the low values
and the non-positive trend suggest that these economies
are relatively small and may trade more with larger
economies, even those that are geographically more
distant. Importantly, the reason adjacent countries do
not engage in more border trade often comes down to
poor transport infrastructure and difficult geographical
conditions. In this regard, the Andes mountain range
can drive up costs considerably for the Andean
countries.

Evolution of the ACP dummy

02

Value

0.05 4

0.15 /—"\/
0.1

1994 1995 1996

Years

1997 1998 1999

Source: Estimates prepared by the authors on the basis of the data shown in Table 1.
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IV

Trade and infrastructure

in the Andean Community

1. Trade, infrastructure and regional integration

Since Krugman (1991) recalled the importance of
geography to trade, several authors, including Hummels
(1998), have attempted to measure the effect of distance
and the role of infrastructure in a bilateral trade model.
A number of empirical works, such as Porojan (2000),
have used investment data as a proxy for infrastructure.
But the use of investment data to estimate infrastructure
capital can present problems, as Summers and Heston
(1991) argued. The effectiveness of the same investment
flow may vary from one country to another, owing to
differences in public sector efficiency and in the prices
of infrastructure capital.

Bougheas, Demetriades and Morgenroth (1999)
sought to examine the role of infrastructure in a bilateral
trade model and in determining the cost of transport.
According to their findings, a pair of countries in
which infrastructure investment is optimal will exhibit a
directly proportional relationship between infrastructure
endowment and volume of trade. Consequently,
variations in transport costs among countries may
account for differences in their ability to compete in
international markets. Furthermore, differences in the
volume and quality of infrastructure may account for
differences in transport costs and, hence, variations
in competitiveness. As a result, reducing the cost and
improving the quality of transport systems improves
international market access and stimulates an increase
in trade.

There is categorical evidence linking improvements
in transport services and infrastructure in general to
improvements in export performance. Hummels (1999)
estimated that for every reduction of 1% in shipping
costs, exporters will enjoy a market share gain of 5%-
8%. Limao and Venables (2001) calculated that the
elasticity of trade flows with respect to the trade cost
factor is approximately —3. Their research into the extent
to which transport costs depend on geography and
infrastructure found that differences in infrastructure
account for 40% of the variation in transport costs
for coastal countries and up to 60% for landlocked
countries. Wilson (2003 ) showed that trade performance

gaps among the Asia-Pacific Economic Cooperation
countries were attributable to substantial differences in
the quality of their transport infrastructure and level of
logistics and trade services. This study concluded that
upgrading the transport and service infrastructure of the
lagging countries would substantially boost trade.

Martinez-Zarzoso and Nowak-Lehman (2002)
examined the role of economic and geographical
distance for a number of MERCOSUR sectoral exports
to EU. Their findings reveal that geographical distance,
defined as the physical distance in kilometres between
capitals modified by an infrastructure index, has a
negative impact on trade. Transport costs increase
with distance but may be reduced by infrastructure
improvements.

The real costs of trade, including transport and the
costs of doing business internationally, are important
determinants of a country’s ability to participate in the
world economy. As Limdo and Venables (2001) pointed
out, remoteness and poor transport and communications
infrastructure isolate countries and limit their capacity
to participate in international production chains. Any
strategy aimed at increasing a region’s international
competitiveness must include improvement of the
channels that facilitate the exchange of goods and
services and the movement of people.

In terms of regional integration, as noted by the Inter-
American Development Bank (IDB, 2000), geographical
interaction creates flows that do not necessarily circulate
freely, but do so through infrastructure networks.
These networks provide the physical support for flows
to circulate: they cannot be a positive influence on
integration and development without an appropriate
legal and institutional framework combined with
efficient infrastructure-related services. Moreover, like
the integration process itself, infrastructure networks
constitute regional public goods (IDB, 2004) and
therefore require joint, coordinated action from all the
countries involved in order to fully realize their status
as such.
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2. Andean Community trade by mode of
transport

In order to determine the variables that affect transport
costs in members’ intra-community trade, it is important
to analyse the modes of transport used. Table 2 shows
trade information by mode of transport within the
Andean Community. Between 1997 and 1999, intra-
community exports were delivered mainly by road
—nearly 49% of the value traded. Maritime transport
occupied second place, with around 38% of the total
value traded, and air transport took third place with
approximately 8% of the total.

TABLE 2
Andean Community: intra-community
exports by mode of transport, 1997-1999
(Percentages of export value)

Mode of transport 1997 1998 1999
Road 49.5 51.0 45.7
Sea 38.5 36.5 39.9
Rail 0.5 0.3 0.7
Air 37 8.7 92
Multimodal 0.1 0.0 0.0
Waterway 5.6 29 4.4
Others 0.0 0.6 0.1

Source: www.comunidadandina.org

In 1997, road transport was the main delivery
method for Bolivarian Republic of Venezuela, Bolivia,
Colombia and Ecuador. The proportion of maritime
transport increased in Ecuador in 1998, likewise in
Bolivarian Republic of Venezuela in 1999. Between
1997 and 1999, 48% of Venezuelan exports were
delivered to other Andean countries by road and
39% by sea. Of Venezuela’s imports from its Andean
partners, 62% arrived by road and 29% by sea. In
this period, 55% of Colombian exports were delivered
by road and 35% by sea, while the proportions of its
imports arriving by road and sea were 60% and 33%,
respectively.

In common with other Community members,
Peru uses mainly maritime transport for all deliveries
to non-bordering partners, since inland transport is
expensive and slow in such cases. Shipping is the
Andean countries’ traditional method of delivery for
trade with geographically distant partners such as the
United States and EU and is therefore the second most
important mode of delivery to and from the Andean

region. Nevertheless, in most cases, goods carried
by sea must also be transported over an additional
inland stretch by either road or rail at both origin and
destination. Bolivia’s landlocked position makes it
the prime illustration of this point. For both exports
to and imports from non-bordering countries, Bolivia
usually combines shipment to or from a Chilean port
with inland road transportation (Andean Community,
undated).

Generally speaking, the Andean Community
members do not engage in inland waterway transportation
because the areas where it would theoretically be
feasible lack well-developed corridors. Moreover,
the locations of the counties’ business clusters often
preclude transport modes other than road and sea.

Air cargo is relatively limited: shipping merchandise
by road is quicker, especially between bordering
countries. Also, road transport is the delivery mode
with the most expedite border crossing.® Air cargo
involving partners outside the Andean region is limited
and confined to highly perishable goods.

Between 1997 and 1999, border trade among the
members represented 98% of intra-community trade by
road and 49% of total intra-community trade. Trade in
road-freighted goods among non-bordering members
was thus limited. As table 3 shows, Bolivarian Republic
of Venezuela and Colombia have a very significant
road-freighted border trade, accounting for around 66%
of all trade of this type in the subregion. Trade between
Colombia and Ecuador comes in second position, with
slightly over 23%, and trade between Bolivia and Peru
occupes third place (8%), though nearly half of all
trade between these two countries —during the same
period— was carried by road. The lowest level occurs
between Ecuador and Peru, with only 2% of the total
value carried.

In the late 1980s, the lack of infrastructure and
the limited relevance of the Andean Pact meant that
having a common border was extremely important for
all the members’ trade. Trade was conducted at borders
and there was less interest in more distant trading,
because logistics and transport services were few and
expensive. At that time distance was certainly crucial
and borders marked out natural trading partners. In
the 1990s, however, the significance of border trade
decreased considerably, as the coefficients for the
dummy in model (1) show.

5 Personal discussions with the firm ZaiMella del Ecuador S.A, which
operates export-import activities in most of the Andean Community
member countries.
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TABLE 3

Andean Community: intra-community border trade by road, 1997-1999

(Millions of dollars)
Bordering country of destination 1997 1998 1999 1997-1999 %
Bolivia to Peru 143 120 68 331 4.50
Colombia to Ecuador 353 360 198 LA 12,38
Colombia to Peru 7 2 0 9 0.12
Colombia to Venezuela (Bol. Rep. of) 802 847 688 2.337 31.77
Ecuador to Colombia 336 269 207 812 11.04
Ecuador to Peru 23 11 13 47 0.64
Peru to Bolivia 92 91 84 267 3.63
Peru to Colombia 3 1 2 6 0.08
Peru to Ecuador 64 34 14 112 1.52
Venezuela (Bol. Rep. of) to Colombia 982 1073 470 2 528 34.32
Total 2 805 2807 1744 7357 100.00

Source: www.comunidadandina.org.

v

Evaluating the infrastructure effect

1. Model specification and data

The results of model (1) showed that economic size
(GDP) is probably the most important variable in the
choice of trading partner and established that distance
plays a decisive role in cost. Nevertheless, the absolute
value of the distance coefficients declined throughout
the period, suggesting that other factors, apart from
physical distance, may be affecting transport costs (and
therefore trade) in the Andean region. Indeed, given that
the economic size of bilateral partners did not change
dramatically within the period examined, no borders
were altered and the basic structure of the Pact was
unchanged, transport cost and the associated factors
represent the variable that calls for further analysis.
Based on the literature described in point 1 of
section IV, we built an augmented gravity model in
which physical distance is modified by an infrastructure
index, i.e., a geographical distance centred on the
interaction of geography and infrastructure, to determine
the effect of infrastructure on trade. In this model,
transport costs are a function not only of distance but
also of the availability of public infrastructure, such
as roads, railroads, energy and telecommunication

networks. These public infrastructure dimensions are
summarized in an index that measures the degree of
infrastructure development in the countries, modifying
the distance variable.

Rewriting equation (1), bilateral trade is thus
modeled as:

In M, =B, +B, InYY, +B,GeoD, + B,ACP (2)

+ B, Border +e,

where M, VY, ACP and Border are the same as in
equation (1) and GeoD; is the distance between country
i and country j modified by the infrastructure index.
The analysis takes a cross section for the period
1985-1995.5 The reporting countries are again the five
Andean Community members, with partners selected

by levels of trade with the Andean countries and the

% The time difference in relation to model (1) was conditioned by
the availability of infrastructure data.
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availability of information on their infrastructure
endowment. Since the model retains the dummies
for the Andean Pact and border effects, it continues
to capture the importance of the preferential trade
agreement and the significance of a shared border when
the infrastructure variable is introduced.

Data on bilateral trade flows and GDP were taken
from the same sources as before. The geographical
distance variable is similar to that used by Martinez-
Zarzoso and Nowak-Lehmann (2002) and Limao and
Venables (2001). It is defined as the physical distance
between trading partners’ capital cities (obtained
as before) divided by the sum of the two countries’
infrastructure indexes. The index, which is explained in
the appendix, was based on five variables: kilometres
of highways, of paved roads and railways, telephone
mainlines and kilowatts of electricity generating
capacity.

Annual data on physical infrastructure stocks for
the reporter and partner countries for 1985-1995 were
taken from David Canning’s 1998 Database of World
Infrastructure Stocks.” Canning reports two data types:

raw data with a minimum of manipulation, basically
as they appear in the original sources, and processed
data with some kind of interpolation (assuming
exponential growth over the intervening period, for
instance). As recommended by the author, the index
was calculated using the processed data because of
their inter-temporal consistency for empirical work. The
data on population and country area used to normalize
infrastructure stock were obtained from the World Bank
Global Development Network Growth Database and the
Country Watch web page, respectively.®
2. Empirical results
In model (2) separate OLS regressions were run for each
year, with the natural logarithm of members imports
as dependent variable. Again, a number of Asian and
African countries that did not engage in bilateral trade
with the Andean Community were removed from the
sample.

The results (in standardized coefficients) for each
regression are shown in table 4. The R? values range

7 See www.worldbank.org/html/dec/Publications/workpapers/
WPS1900series/wps1929.

8 See www.worldbank.org/research/growth/GDNdata.html; www.
countrywatch.com.

TABLE 4

Andean Pact, 1985-1995: first gravity model including infrastructure. Empirical results

(Standardized coefficients)
Year InY.Y; In GeoDistance Andean Pact dummy Border dummy R? n
1985 0.744 * -0.252 * 0.007 0.410 * 0.677 125
1986 0.729 * -0.250 * 0.021 0.384 * 0.664 129
1987 0.743 * -0.243 * 0.032 0.374 * 0.666 131
1988 0.780 * -0.211 * 0.041 0.390 * 0717 134
1989 0.727 * -0.244 * 0.080 0.371 * 0.653 133
1990 0.773 * -0.206 * 0.170* 0.386 * 0.692 140
1991 0.798 * -0.228 * 0.243 * 0.349 * 0.735 132
1992 0.791 * -0.256 * 0.159 % 0.371 * 0.757 135
1993 0.786 * -0.245 * 0.197 * 0.339 * 0.777 143
1994 0.750 * -0.256 * 0.227* 0.307 * 0.728 146
1995 0,718 * -0.293 * 0.237* 0.264 * 0.712 151

Source: authors’ estimates.
*  Significant at 5%.
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from 0.653 to 0.735 for the period 1985-1991; between
1992 and 1995, they are higher than 0.712 in all cases.
Hence, the gravity equation adequately explains the
bilateral trade of the five Andean Community members,
especially in the second part of the period, reflecting
the increasing application and importance of the
preferential trade agreement.

Here again, economic size is the most important
variable. This not only confirms the findings already
presented but coincides with those offered in most
empirical works. Nevertheless, notably, economic
size (the multiplied GDP of each pair of countries)
has a somewhat smaller effect when infrastructure is
incorporated into the equation. Although the partner’s
purchasing power is the first requirement to engage
in trade, the smaller GDP effect found in this second
model confirms that the infrastructure stocks of both
member and partner reduce the distance between them.
By reducing transport costs, such endowments reduce
the prices of the goods traded and make them more
accessible, thus shortening the economic distance
between markets. Throughout the period analysed,
GDP coefficients are statistically significant, positive
and show no significant variation from one year to
another. They range between 0.718 and 0.791, similarly
to those found by Echavarria (1998) and Frankel (1997)
in previous empirical work on the Andean Community
though, again, higher.

The Andean Pact dummy was not significant before
1990. Until the 1990s, import substitution policies and
inward-looking regionalism shaped a non-operational
agreement rife with exceptions, since members did
not fully comply with its requirements: they all applied
high tariffs and multiple non-tariff measures. The results
for the Pact dummy confirm that the preferential trade
agreement did not influence trade among members
before market-oriented reforms set the groundwork
for boosting integration efforts. Unfortunately, in 1992,
despite the creation of the free trade area, the crisis in
Peru led the Bolivarian Republic of Venezuela to freeze
diplomatic relations with that country. As a result,
Peru temporarily suspended its obligations under the
liberalization programme. These developments detracted
necessary political support from the Community and
brought about a decline in trade among members, as
confirmed by the drop in the dummy coefficient, though
this trade remained significant. Since then the values
have shown a positive trend, indicating the consistent
enforcement of the agreement.

The new values for the Pact dummy are also
higher than those obtained before the incorporation of

infrastructure endowments into the model.’ Inclusion
of infrastructure endowments not only lessened the
distance effect but also strengthened the role of the
preferential trade agreement. The combination of
appropriate infrastructure and continuous building of
regional integration on different fronts will certainly
continue to influence intra-community trade in a
positive manner.

The border dummy not only showed statistically
significant results throughout the period, but gained
importance as a trade determinant. As with the previous
dummy, the inclusion of infrastructure heightened the
importance of borders. All coefficients were above
0.620, about twice as high as those found in model
(1), for the corresponding years (1993-1995). The
importance of borders in Andean Community trade is
consistent with the fact that nearly 50% of the trade
within the subregion is road-freighted and 98% of road
transport takes place in border areas, as noted earlier.
However, one of the most important traits of the results
for this variable in model (1), the decreasing trend
of the coefficients, is maintained in model (2). Until
1992, the coefficients present higher values, indicating
that a common border had a stronger influence on
trade than the existence of a trade agreement which,
though signed, was yet to be fully enforced. These
higher values also reflect two additional issues: the
poorer infrastructure and the greater cost resulting
from delivering merchandise other than by road. After
1992, when the free trade area became operational
and maritime transport costs decreased to affordable
figures in terms of transit and frequency, shared borders
became less important and the coefficients approached
the levels posted by the geographical distance and Pact
dummy coefficients.

The geographical distance coefficients were
statistically significant and negative, confirming that
transport costs, as represented in the model, reduce
trade. The results also support the theoretical framework
mentioned earlier, insofar as infrastructure endowments
reduce bilateral distances. The geographical distance
coefficients are roughly half those obtained from

° In this subsection and the next, assertions on the relative sizes
of the same coefficients in different regressions (either in different
models for the same year, or the same model in different years) are
supported by the appropriate significance tests. To avoid encumbering
the text, these results are not included; they are, however, available
from the authors.
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proxying transport costs by physical distance alone.!
From 1990 onwards, they show a positive trend. This
pattern is the opposite of that encountered when physical
distance alone was used, revealing that the distance
variable became more important as competition for
transport services increased and new and better ways of
shipping goods were found, thus making transport more
flexible and reducing its impact on trade. Therefore,
a key issue in increasing trade flows is to develop
infrastructure and build up the countries’ capability to
mobilize efficient delivery services and thus reduce the
prices of traded goods.

3. Further results: the importance of
infrastructure in reporting and partner
countries

To analyse the role of the infrastructure of reporting
and partner countries separately, a third gravity model
was built within the same theoretical framework. The
difference with respect to the previous models was the
inclusion of two geographical distance variables instead

10 Tt will be recalled that model (1) used the square root of distance,
though this does not refute the arguments made in this paragraph.

of one: the geographical distance of the reporter (the
five Andean members) and that of its partner.

The findings are shown in table 5. The coefficients
for economic size and the Andean Pact and border
dummies show more or less the same evolution,
exactly the same sign and approximately the same
level. Economic size continues to have a positive effect
on trade. Similarly, the common border dummy posts
important and significant values up to 1992, before the
preferential agreement gained momentum.

Table 5 shows that, until 1992, the infrastructure
of the reporting countries, i.e., the Andean Community
members, had a larger negative effect on trade than
the partners’ infrastructure endowments. This clearly
indicates that in the late 1980s and early 1990s
the lack of infrastructure and the corresponding
disadvantage with respect to other countries in the
region had a negative impact on the trade opportunities
of the Andean Pact signatories. The infrastructure in
these countries, like many others in Latin America,
deteriorated significantly in the 1980s and early
1990s, when the region lost considerable ground
to the industrialized countries and faster-growing
emerging economies (Calderon and Servén, 2003). The
coefficients show that lack of infrastructure at home
narrowed the reporting countries’ trade possibilities

TABLE 5
Andean Pact, 1985-1995: second gravity model including infrastructure. Empirical
results (of the reporting and partner country). Empirical results
(Standardized coefficients)

Year In Yin In GeoDistance In GeoDistance Andean Pact Border R? n

Reporter Partner dummy dummy

1985 0.782 * -0.207 * -0.179 * -0.034 0.374 * 0.687 125

1986 Q7FS * -0.278 * -0.161 * -0.087 0.337 * 0.695 129

1987 0.798 * -0.243 * -0.182 * -0.017 0.327 * 0.688 131

1988 0.843 * -0.302 * -0.127 * -0.031 0.328 * 0.764 134

1989 0.802 * -0.338 * -0.135 * -0.010 0.302 * 0.704 133

1990 0.840 * -0.267 * -0.107 * 0.119 * 0.330 * 0.722 140

1991 0.841 * -0.262 * -0.142 * 0.175 * 0.295 * 0.765 132

1992 0.825 * -0.215 * -0.196 * 0.118 * 0.330 * 0.777 135

1993 0.806 * -0.199 * -0.187 * 0.154 * 0.301 * 0.795 143

1994 0.770 * -0.191 * -0.203 * 0.190 * 0.271 * 0.747 146

1995 0.750 * -0.227 * -0.211 * 0.190 * 0.220 * 0.729 151

Source: authors’ estimates.

*  Significant at 5%.
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more than the same lack in partner countries. In 1989
and 1990, the reporters’ infrastructures had a negative
impact about two-and-a-half times that of partner-
country infrastructures.

Once infrastructure became an important
government objective, transportation costs decreased
and a greater number of more distant destinations could
be reached for the same price. Hence, partner-country
infrastructure gained in importance while the reporters’
infrastructure lost influence. The results indicate that
the Andean countries’ major efforts to increase private-
sector involvement in infrastructure development
were successful. Moreover, the absolute value of
distance elasticity rises after 1990. Progress has been
made in reducing public-sector funding shortfalls and
improving infrastructure productivity (Estache, Wodon
and Foster, 2002), thus making distance more flexible
again. By 1995, the infrastructure of both countries
was equally relevant in cost reduction and efficiency
determination.

4. Regional infrastructure perspectives for the
Andean Community

Infrastructure should be considered not only as a
key tool for integration but as a link to sustainable
development. We will refer briefly to the state of the
art as regards infrastructure in the Andean region. By
discussing the traits of existing corridors and outlining
the position regarding those with the highest apparent
potential for development, we attempt to link our
findings to the situation on the ground. The members
are, in fact, beginning to adopt common measures on
several fronts to foster intraregional trade and physical
integration, by facilitating and deregulating to facilitate
and deregulate transport services, electricity supply
and telecommunications.!! Specific provisions for all
modes of transport, including multimodal transport,
have been made to determine the principles and criteria
of efficient service provision.!?

Growing intraregional trade in the Andean
Community, as discussed in the previous sections, was

11 See www.comunidadandina.org/servicios/trans.htm.

12 As regards overland transport, for instance, Decisions 398
(passengers) and 399 (goods) set out the contractual terms and
responsibilities of both carrier and user; international transport by
road is regulated by Decision 467; Resolution 300 regulates Decision
399 by determining the forms to be used by country authorities and
carriers. Other important measures have been taken for maritime
and air transport, in order to harmonize policies and make firms
more competitive.

followed by market concentration. Bolivarian Republic
of Venezuela and Colombia form the country pair with
the highest share of intraregional trade, following by
the Colombia-Ecuador.

According to IDB (2000), trade flows in South
America are concentrated in a few major corridors
and associated hubs of activity, but only one of the
six main hubs is located in the Andean Community.
The largest flows do not take place in the Community,
but in the Southern Cone, with Brazil, Chile and, until
2001, Argentina occupying the main positions (see table
6). Nevertheless, the Colombia-Bolivarian Republic of
Venezuela hub, linking Bogotd to Caracas, moves more
than 3 million tons of cargo annually and is second only
to the Argentina-Brazil flow. Half of this cargo, which
amounted to US$ 2.5778 billion in 1998, is transported
by truck and half by river and maritime transport.
There is also a 380 MW electricity transmission
line. The Ecuador-Colombia trade flow ranks ninth,
with US$ 856.5 million in 1998. These intraregional
exchanges are being gradually upgraded. By 2002,
around 50% of the goods traded were high value-added
products and, among the remaining 50% —low value-
added products— petroleum is prominent.

This paper has discussed the conceptual issues,
frameworks for analysis and provisions for regional
infrastructure development being made in the Andean
Community. As well, however, seeking a common
strategic vision on development not only within the
Andean region but also for all of Latin America,
the Community joined the Regional Infrastructure
Integration in South America (IIRSA) initiative.

TABLE 6

South America: ten main bilateral trade

relationships, 1998

(Millions of dollars)
Bilateral trade partners Flows %
Argentina-Brazil 14 411.3 38.64
Colombia-Venezuela (Bol. Rep. of) 2577.8 6.91
Argentina-Chile 2 413.5 6.47
Brazil-Chile 1 851.0 4.96
Brazil-Uruguay 1 815.6 4.87
Brazil-Paraguay 1 598.7 429
Brazil-Venezuela (Bol. Rep. of) 1367.3 3.67
Argentina-Uruguay 1338.1 3.59
Colombia-Ecuador 856.5 2.30
Argentina-Paraguay 1317 2.02

Source: Interamerican Development Bank (2000).
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IIRSA is a political and strategic regional vision
revolving around the development of a hub encompassing
the 12 South American countries. It represents a new
planning approach in which countries coordinate both
national sectoral policies and projects that are consistent
with the policies of their regional partners. In view of
this, the analysis of potential corridors should consider
those in which the Andean members participate under
the Andean Agreement as well as those linking them
to other existing and potential trading partners in Latin
America.

The exchange hubs channelling the largest flows
are complemented by others which mobilize smaller
volumes but have significant growth potential. It is
precisely in these corridors with somewhat lower
volumes where fresh investment may have the highest
returns, by reducing bottlenecks and expanding
capacity. Approaching regionalism via a framework of
hubs and corridors helps to identify flows that could be
stimulated by furthering integration in different areas,
building on complementarities between economies

VI

Conclusions

Three different, though related, gravity models were
examined in this paper. The first confirmed the
relevance of the Andean preferential trade agreement
and of adjacency to the members’ trade flows. The
second and third models also took the trade agreement
and adjacency factors into account, but factored in
the role of infrastructure. One model evaluated the
general importance of reducing distance between
bilateral partners and the other separated the effects of
importers’ and exporters’ infrastructure endowments, in
order to determine which had most impact in terms of
reducing physical distance.

All the results confirmed that economic size is
crucial to trade. Even within regional agreements,
size determines a country’s level of bargaining power.
When it comes to trade, States are interested in relative
purchasing capabilities and, therefore, in the economic
power of the others. Given that economic size cannot
readily be modified by short-term policies, countries
should focus first on such variables as infrastructure
or preferential agreements to foster not only trade but

and developing plans to tie other regions into the
existing network. This approach aims to transform
trade hubs into axes of integration and development,
with infrastructure construed not in isolation but as
part of a set of activities, linking —through different
kinds of integration— physical investment with social
dimensions of development.

Our results confirm the relevance of the above
points and add to the motivation to pursue such
initiatives. But there are competing options for
infrastructure investment, ranging from local or domestic
options (the “country cost”) to those favouring distant
partners. From a regional development perspective, the
preferred options would be domestic and ITIRSA-related,
whether within or outside the Community.

The operation of new free trade areas in the
region, such as the MERCOSUR and Andean Community
area, may change the trading map of South America.
The evidence set forth in this paper suggests that the
development of the hubs and corridors should form one
of the main priorities in such agreements.

growth as well. Nevertheless, economic size will be a
consideration in any regional negotiation.

The first gravity model confirmed the Andean
Community’s positive impact on trade within the region
and with third partners. The positive evolution and low
values of the coefficients show that the preferential
trade agreement gained strength slowly, due to the
complexity of the integration process and the high
number of exceptions involved. The second model
indicated that the preferential trade agreement became
relevant only in the 1990s, when the free trade area
became operational. It also showed that the impact of
the preferential regime is greater when infrastructure
endowments are considered. Reducing the cost and
improving the quality of transport systems through
infrastructure development improves international
market access and helps to increase trade.

As the new regionalism becomes established in the
world in general (IDB, 2002) and liberalization policies
continue to lower trade barriers and tariffs, transport
costs derived from poor infrastructure may come to
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represent a much higher level of effective protection
than tariffs do. Undoubtedly, the Andean Community
should reformulate its approach to integration and
set in motion appropriate mechanisms to improve its
geopolitical stability, attract foreign direct investment,
foster functional regional cooperation —especially in
infrastructure— and improve its economic and political
negotiating position vis-a-vis other groups or countries.
But it should also foster a new type of integration aimed,
not simply at trade measures, but also at cooperation on
different fronts and global competitiveness. Otherwise
the impact of its preferential agreement will be gradually
diluted as new regional agreements lower tariffs among
other Latin American countries. From this perspective,
bilateral trade will ultimately be defined in terms of
costs and competitiveness. But competitiveness can
be achieved only through improvements in logistical
and transport services at all points in the production-
distribution chain, and the respective reduction in costs
brought about by a more comprehensive type of regional
integration.

The second model also showed that the influence
of a shared border, enabling border trade, is declining.
As transport costs decreased and the preferential
trade agreement became consolidated, promoting
infrastructure development in the process, shared borders
became less important. However, since land transport
is the favoured mode for much of the increasing flow
of goods and border trade is an important source of
economic activity between neighbours, intra-Andean

APPENDIX
The infrastructure index

Several approaches to building an infrastructure index have
been employed by different authors. Owen (1987) graded
countries in terms of infrastructure by using a linear average
of several infrastructure measures, establishing a value of 100
for one country and relating the others to it. Hulten (1996)
chose to normalize individual measures of infrastructure in
quartiles. He then assigned a value to each of the ordered
quartiles and, from these infrastructure rankings, constructed
an index by taking simple averages (Calderén and Chong,
2004). Lim3o and Venables (2001) built an index from four
variables: kilometres of road, of paved highways, and of
railways per square kilometre of country area, and telephone
mainlines per person. Factor components were used to
normalize the variables and a Cobb Douglas production
function was employed. The authors —like others employing
similar methods— stated that the normalization did not
affect the results in general terms. Martinez-Zarzoso and
Nowak-Lehmann (2002) used the same four infrastructure
variables but normalized only the variable of telephone lines

borders should be propetly equipped to efficiently
interlink national economies. This is crucial to open
trade corridors and development hubs that connect
interior regions of the Andean countries, through border
regions, with Pacific and Atlantic ports. Such corridors
will allow true crossroads to be established, building on
their privileged geographic position as a main asset.

Here again, the evolution, sign, significance and
values of the geographical distance variable highlighted
infrastructure’s positive influence on trade and strongly
suggest that, as the Andean Pact evolves into a
more sophisticated and complex integration scheme,
infrastructure will be the most manageable variable
available to governments for reducing transport costs.

The results of the final gravity model, which
considered the infrastructure of the Andean countries
and their partners separately, show that today a
country’s infrastructure is decisive not only as regards
the import of goods needed locally, but also in order
to qualify as a trading partner. Improving infrastructure
in poor and middle income countries, like the Andean
ones, brings high global returns in terms of trade (Brun,
Carrére and others, 2002).

Lastly, better infrastructure should not only be
regarded as a tool to increase trade: within the framework
of functional cooperation among South American
economies, it should be considered as a major driver
of development, enabling the region as a whole to gain
in competitiveness and become an attractive partner for
other, more distant locations.

per 1,000 people, obtaining a simple average infrastructure
index per country.

The index used in his work was calculated on the basis
of five infrastructure variables: the four used by Limao and
Venables (2001) plus kilowatts of electricity generating
capacity. Usually, quantity variables are normalized to make
them independent of country size; hence, telephone mainlines
and kilowatts of electricity were divided by population,
and roads, paved roads and railways were normalized by
square kilometers of country area. This procedure was
inspired by Canning, who proposed normalizing rival goods
by population, on the basis that the quantity of the good
divided by population indicates average consumption.!® For

13 A good is rival in nature when the use of that good by one agent
precludes the simultaneous use of the same goods by other agents.
(See “Non-rival productivity inputs”, available at: www.hassler-j.iies.
su.se/Courses/macro/2000/growth3.pdf).
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non-rival goods, however, normalizing by population does
not give average per capita consumption, since an increase
in population does not reduce average consumption with a
fixed stock of non-rival infrastructure. Hence, it makes sense
to normalize transportation infrastructure data by area, as
Ingram and Liu (1997) and Liméao and Venables (2001) did
—and as we have done.

The rationale for including kilowatts of electricity
was that electricity contributes to economic activities in
general and is crucial for telecommunications, computers
and machinery. Also, most activities rely on electricity at
(at least) one point in the transport and trade process, such
as port operation and data processing. Moreover, proper
electrification along roads allows safe and efficient movement
of cargo, especially at night, when most road transport take
place in the Andean countries.

Ports and airport data which, in any case, represent
a small share of overall infrastructure endowments, were

excluded owing to a lack of comparable data across countries
and over a sufficient period of time. For similar reasons, power
refers only to electricity. Moreover, the analysis incorporates
only quantitative stocks rather than qualitative measures, since
there is almost no data on operational efficiency.

The final index is a linear average of the five normalized
infrastructure variables, calculated for each country in the
sample for the period 1985-1995. Index values for the
countries for which regressions were calculated are available
from the authors. As noted, normalization of the infrastructure
variables eliminates the size effect; hence, small countries
with well-developed infrastructure, such as Belgium, the
Netherlands and Japan, rank high, even though in absolute
terms their kilometres of roads or numbers of telephones
appear to indicate a less developed infrastructure.

(Original: English)
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Fiscal policy and the
commodities boom:

the impact of higher prices
for non-renewables in Latin
America and the Caribbean

Juan Pablo Jiménez and Varinia Tromben

F or countries specializing in non-renewables, the usual challenges
for fiscal policy are compounded by the intrinsic characteristics of these
commodities. The countries in which non-renewables account for over
20% of exports include the Bolivarian Republic of Venezuela, Bolivia, Chile,
Colombia, Ecuador, Mexico and Trinidad and Tobago. This article reviews
the relationship between the improvement in these countries’ terms of
trade and the fiscal policy challenges they are having to cope with. To this
end, it analyses the importance of the role played by the exploitation of
these commodities, reviewing changes in their prices and their impact on
the terms of trade. It also considers the performance of these countries
in relation to the main characteristics of fiscal policy in the region and
analyses developments in the public accounts following recent price rises,

with emphasis on their impact and the policy decisions taken.


mailto:juanpablo.jimenez@cepal.org
mailto:varinia.tromben@cepal.org

60 CEPAL REVIEW 90

DECEMBER 2006

|

Introduction

...As was abundantly clear in the eighteenth century to those who pondered

Latin America and the Caribbean has traditionally
been an important supplier of energy and mineral
resources. The region accounts for 13% of the world’s
oil production and possesses 10% of world reserves,
while Chile is the leading copper producer and exporter,
accounting for an average of 35% of world output. For
this reason, the recurrent fluctuations in the prices of
these commodities have a significant impact on the
economies of the countries specializing in them.

Among the many dilemmas raised by this situation,
there are two main questions that have to be addressed
by fiscal policymakers in boom periods. The first is how
to transform windfall income into fiscal revenues, and
the second is how to use the fiscal surpluses generated
while avoiding the macroeconomic problems that such
periods of high prices usually create.

Concerning the first question, the decision as to
which tools to use will depend mainly on whether
the non-renewables are publicly or privately owned.
The most direct way of turning the exploitation of
these commodities into fiscal revenue has been for
governments to participate in their extraction through
publicly-owned companies. When they are privately
owned, fiscal revenues from these sectors are obtained
through a combination of tax instruments covering
the exploitation and marketing of the non-renewables
concerned: royalties and taxes on income, profits and
capital gains applied to the companies exploiting
resources of this type. Furthermore, over the past few
years, as prices have risen strongly, some countries
have introduced new instruments: Chile established its
special tax on operating income from mining activities

[J The authors wish to express their appreciation for the comments
of Omar Bello, Guillermo Cruces, Osvaldo Kacef and Ricardo
Martner, as well as the observations of an anonymous referee on a
preliminary version of the article. All opinions, errors or omissions,
however, are the sole responsibility of the authors.

the enigma of this gigantic empire dominated by one of the
most archaic nations in Europe, what had driven the
conquistadores was the search for precious metal...
Halperin Donghi (1990)

and Bolivia approved its direct tax on hydrocarbons
and their derivatives.

The second question concerns the role played
by fiscal policy in stabilizing the economy. In this
connection, it is often recommended that during
economic boom periods the fiscal authorities should
influence the level of activity by restricting public
spending, whereas in periods of recession fiscal policy
should contribute to the reactivation of the economy.

Accordingly, the usual recommendation is that
fiscal policy be designed with this stabilizing function
in mind. The goal of policy should be to decouple
changes in revenue, which is strongly influenced by
the economic cycle, from changes in spending. The
countries in the region have sought responses of
different kinds, ranging from discretionary fiscal policy
decisions to more institutionalized mechanisms such as
fiscal rules or stabilization funds.

In recent years, furthermore, coinciding with the
upward trend in prices for mineral and energy goods
and the consequent impact on fiscal revenues, the
countries have been discussing different mechanisms
for regulating the use of the resulting surpluses.

With these objectives in mind, this paper has been
organized as follows. The next section analyses the
importance of non-renewables in the region (section
II). This is followed by consideration of changes in
the prices of these commodities over the last few years
and their impact on the terms of trade for countries
specializing in them (section III). The performance
of these countries is examined in relation to the main
characteristics of fiscal policy in the region, and there
is an analysis of developments in the public accounts in
response to the price increases of recent years, stressing
their impact and the policy decisions adopted (section
IV). Lastly, section V contains a number of conclusions
relating to the fiscal policy applied by these countries
and their recent experience.
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The exploitation of non-renewables

in the region

Latin America has traditionally been a key supplier of
commodities to the world. The earliest ECLAC works
already refer to the region’s importance in this role.! As
figure 1 shows, commodities continue to account for a
substantial proportion of the region’s total exports.
Despite the significant efforts made by the
countries of the region to diversify exports over the last
few years, one or two commodities continue to account

UIn The Development of Latin America and its Principal Problems,
we find the following assertion: “Under that schema the specific
task that fell to Latin America, as part of the periphery of the world
economic system, was that of producing food and raw materials for
the great industrial centers.” (Prebisch, 1950).

FIGURE 1

for a major share of the export total in many of the
countries. Table 1 shows commodities accounting for
over 10% of each country’s exports in 2004.

The countries specializing in non-renewable
exports (including energy and mineral goods, referred
to hereafter as non-renewables) include, principally,
the Bolivarian Republic of Venezuela, Bolivia, Chile,
Colombia, Ecuador, Mexico and Trinidad and Tobago.
These countries can be classified into three groups by
the average share of such products in their total exports
(copper in Chile, hydrocarbons in Bolivia and Trinidad
and Tobago, oil in the other countries) over the 1980-
2005 period (figure 2 and table 1):

*  The first group includes the Bolivarian Republic
of Venezuela and Trinidad and Tobago. For the

Latin America and the Caribbean: Commodity exports, 1986-2004
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Source: ECLAC, using information from the Commodity Trade Database of the United Nations Statistics Division (COMTRADE).
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TABLE 1
Latin America and the Caribbean: Countries dependent
on a commodity export, 2004
(Percentages of each country’s total exports)
Commodity Over 50% Between 20% and 49% Between 10% and 19%
of total exports of total exports of total exports
Energy goods

Crude oil and oil products

Natural gas

Venezuela (Bol. Rep. of) Barbados (35.4%), 2003

(81.5%) Colombia (25.2%)

Ecuador (53.2%) Mexico (38.3%)*
Trinidad and Tobago
(38.5%), 2003

Bolivia (27.7%)
Trinidad and Tobago
(20.6%), 2003

Argentina (14.3%)

Mineral goods

Bauxite and aluminium

Jamaica (65.6%), 2002

Coal Colombia (10.6%)
Copper Chile (46.1%) Peru (19.6%)
Gold Peru (18.6%)
Agricultural goods
Coffee Guatemala (11.2%)
Honduras (18.4%)
Nicaragua (17.4%)
Bananas Dominica (20.5%) Costa Rica (9.3%)
Ecuador (13.2%)
Honduras (11.3%)
Panama (12.2%)
Soya Paraguay (42.4%) Argentina (11.8%)
Fish Panama (38.5%)

Crustaceans and molluscs
Beef (cattle and meat)

Belize (25.7%), 2003
Uruguay (20.6%)
Nicaragua (20.1%)

Panama (14.6%)

Source: ECLAC, United Nations.

* Mexico’s export total does not include maquila exports.

Bolivarian Republic of Venezuela, oil accounted
for an average of 79% of all exports each year
over the period in question, and the figure was
over 70% in all but three years (1981, 1982 and
1998). For Trinidad and Tobago, hydrocarbon
exports (oil and natural gas) averaged 66% of
total exports each year.

The second group includes Chile and Ecuador,
whose copper and oil exports, respectively,
averaged over 40% of total exports each year
(40.9% for Chile and 45.6% for Ecuador).

The third group includes Bolivia, Colombia and
Mexico, where non-renewables accounted for
between 20% and 35% of total exports.
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FIGURE 2

Latin America (seven countries): Exports of non-renewables
from each country, 1980-20052
(Percentages of each country’s total exports)
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Source: ECLAC, on the basis of official figures.

2 For the Bolivarian Republic of Venezuela, Colombia, Ecuador and Mexico, the figures are for oil exports. In the case of Bolivia and
Trinidad and Tobago they are for hydrocarbon exports (except in the case of Bolivia for the 1980-1989 period, when they are for natural
gas only). In the case of Chile they are for copper and molybdenum exports.

[T

Commodity price developments

Prices for the commodities exported by Latin America
and the Caribbean have increased significantly over
the last few years. The largest increases have been for
energy products, followed by metals and minerals.

According to ECLAC (2006) and as shown in figure
3, both the overall commodities index and the energy
and minerals indices are in an expansionary phase
of the cycle and prices are higher than the trends of
their respective series. The current cycle differs from
previous ones in the magnitude and duration of the
upswing.

In the energy products price index series (where
crude oil has a 70% weighting) there have been sharp
increases in the past two years (2004-2005). The
increase in the price of oil has been due mainly to
growth in the demand for crude (driven by China and

India); in the case of metals, the price rise has been
driven by the expansion of external demand, combined
with low inventories.>

Where oil is concerned, there have been significant
price fluctuations in the past few years (figure 4). After
a period of sharp rises in the 1970s and the first half
of the 1980s, prices remained relatively stable (with a
jump in 1990-1991, during the Middle East conflict)
until 1997. Volatility rose substantially from that year
onward, with large increases in the past few years.

Copper prices have also shown a high degree of
variability over the past 25 years, although less so than

2 See ECLAC (2006) and Ovalle (2006) for further details.
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Latin America and the Caribbean: Price indices, series, trends and cyclical

FIGURE 3

components, 1970-2005
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FIGURE 4

Copper, natural gas and oil prices, 1980-2005
(Cents per pound for copper. dollars per million British thermal
units for natural gas and dollars per barrel for oil)

Copper Oil
160 50
140
120 40
1,
00 30 4
80 -
60 20
40
10
20
0 — T T o 1 1111 1rrrrrrrrrrr1r 1717 0 T 111 11111 1.1 11 rrrrrrr1°r°r°T°t7T1TT7
o0 N o 0 o < W o © ® o O T Y N wvi
S EEESEEEEENE] SEEEEEEEEENEN
%2 2 T2 222 T 2R K 88 F 2 2 2 22 2 & 3 2 8§ & 81
Natural gas
10
8_.
6,
4 4
2 -
O +——T T T T T T T T T T T T T T T T T T T T T T
QO O T Vv W O O T Y X O O T
B S - N < N = A = = = U = ) S = ) SR = ) =
R = T R B B T T B o B o B o B oS

Source: World Bank.

oil prices.’ Since Chile is the world’s leading copper
producer and exporter (generating on average 35%
of world output of mined copper), its mining policy
has a direct impact on the price of this commodity
in the international market. Copper production and
investment in Chile increased sharply during the 1990s
and the consequent overproduction seems to have
been responsible for a large drop in the international
market price. Since 2002, the copper price, like the oil
price, has resumed an upward trend, mainly because of
growing demand from the large Asian economies.*
The significant price increases for the products
in which the region specializes have brought a strong

improvement in the terms of trade. The high share
of non-renewables in total exports means that the
region’s terms of trade are closely linked to the export
commodities price index. According to ECLAC (2006),
there is a statistically significant correlation between
these two variables, averaging 0.65 since the early
1990s. Nevertheless, as figure 5 shows, the process
differs greatly between countries.

The countries that showed the most pronounced
improvement in their terms of trade over the 2003-
2005 period are the Bolivarian Republic of Venezuela,
Ecuador, Chile and Colombia. In the cases of the
Bolivarian Republic of Venezuela, Ecuador and

3 Jiménez and Tromben (2006) show that the coefficient of variation
was lower for copper than for oil and gas in 1957-2005.

+ See Kaplinsky (2005) for further details on the entry of the
People’s Republic of China into the global market and its impact
on the demand for non-renewables. According to Kaplinsky, it is
possible to identify three trends that are having a significant impact

on developments in the region’s terms of trade: (i) it is not inevitable
that prices of “soft commodities” will fall; (ii) there are now doubts
as to whether the prices of manufactures will actually continue to
increase, especially those in which China is involved; (iii) the prices
of many “hard commodities”, which were in a quite profound long-
term decline, have been rising since the early 2000s.
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FIGURE 5

Latin America: Terms of trade, 2003, 2004 and 2005
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? Preliminary figures.

Colombia, this improvement reflects high oil prices.
In the case of Chile, an oil-importing country, higher
copper prices more than compensated for the increase
in oil prices.

Over the last few years, the large Asian economies’
growing share of world trade has tended to alter the
structure of global demand, skewing it more towards
raw materials and certain manufactures, while at the
same time considerably expanding the supply of a
wide range of manufactured products. As a result, the

region’s terms of trade have recovered from the decline
of the 1980s and have exhibited a generally positive,
albeit volatile, trend since the 1960s.*> The new structure
of world goods supply and demand could give rise to
long-term changes in price trends for commodities and
basic manufactures, and this ought to be taken into
account when fiscal instruments are designed.

3 See ECLAC (2005a and 2005b).
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IV

Fiscal policy in countries that

export non-renewables

To consider the fiscal policy implemented by the
countries analysed here, this section will be divided
into two parts. The first will analyse the behaviour of
these countries in relation to the most salient features of
fiscal policy in Latin America. The second will examine
how these countries in particular have coped with the
price surge of the past few years, emphasizing two of
the main issues for fiscal policy: how governments
manage to capture resources from non-renewables and,
most importantly, how higher commodity prices have
impacted fiscal revenues. It will then go on to analyse
how governments have managed this plenty so as to
attenuate its impact on spending.

In countries whose production structure is
dominated by non-renewables, the usual challenges
facing fiscal policy are compounded by the intrinsic
characteristics of these commodities. The volatility
and unpredictability of their prices can complicate
fiscal policy, making it difficult to determine an
appropriate and sustainable level of public spending.®
In addition, the fact that natural resource reserves are
finite means that fiscal policy design has to provide for
considerations of intergenerational equity.’

1. Solvency, volatility and the cycle

Any attempt to describe fiscal policy in Latin American
and Caribbean countries needs to highlight three
characteristics: solvency problems, volatility and
procyclical behaviour. Solvency problems are related to
the difficulty experienced by the region’s governments
in financing goods and services provided by their
public sectors in a sustainable way. As an illustration
of this point, only 48 of the 304 overall fiscal balances

6 Rigobén (2006) lists the typical responses of fiscal policy to
volatility and uncertainty in fiscal revenues: (i) privatization of the
source of volatility; (ii) the use of financial markets to transfer risk;
and (iii) self-insurance, basically through the use of contingency
funds.

7 See Jiménez and Tromben (2006) for further details on the special
features of fiscal policy in countries of this type.

observed from 1990 to 2005 for the 19 countries in
the ECLAC database were positive. If these indicators
are disaggregated by decade, the 1990-1994 period
included 29 positive overall fiscal balances, as against
just nine between 1995 and 1999 and 10 between 2002
and 2005 (there was not a single positive fiscal result
in either 2000 or 2001). Extending the time coverage
to 1950-20058 (figure 6), only 181 of 976 observations
show overall fiscal surpluses, which is less than 20%
of the total.

Dividing the results between countries specializing
in non-renewables and the rest of the region’s countries
shows that the former have tended to run lower deficits
than the latter. Over the 1950-2005 period, countries
specializing in non-renewables recorded an average
overall fiscal deficit of 1.74% of gross domestic product
(GDP), while the average for the remainder was 2.75%
of GDP. As figure 7 shows, the years of high oil prices
account for most of the difference in fiscal results
between the two groups.

Another striking feature of fiscal policy in the
countries of the region has been its high level of
volatility. The fiscal results of Latin America and the
Caribbean have been much more variable than those
of the countries in the Organisation for Economic
Co-operation and Development (OECD), whether
measured as a percentage of GDP, as a share of
total fiscal resources or in relation to the size of the
domestic financial system (Gavin, Hausmann and
others, 1996; Alesina and Tabellini, 2005). This high
volatility is a feature both of overall fiscal balances
and of revenues and expenditure separately (Jiménez
and Tromben, 2006).

The fiscal revenues of the countries specializing
in non-renewables can be broken down into revenue
from the exploitation of non-renewables and revenue

8 This series was compiled using the Oxford Latin American
Economic History Database (OXLAD) of the University of Oxford
for the 1950-1989 period, and the ECLAC database, developed by the
Latin American Institute for Economic and Social Planning (ILPES),
for the 1990-2005 period.
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FIGURE 6

Latin America and the Caribbean: Fiscal revenue and expenditure, 1950-2005
(Percentages of gross domestic product)
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Source: Prepared by the authors on the basis of the OXLAD and ILPES databases. The values are simple averages for central government.

FIGURE 7
Latin America and the Caribbean: Fiscal balances for countries specializing
in non-renewables and for all other countries in the region, 1950-2005
(Percentages of gross domestic product)
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Source: Prepared by the authors on the basis of the OXLAD and ilpes databases. The values are simple averages for central government.
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TABLE 2
Latin American countries specializing in non-renewables:
Coefficient of variation in fiscal revenue, 1990-2005
{Percentages)
Variation coefficient (%) Revenue from
non-renewables as share
Total revenue Revenue from Other revenue of total fiscal revenue (%)
non-renewables
Bolivia 10.6 24.7 16.9 25.3
Chile 3.9 77.2 4.4 7.4
Colombia 16.9 38.3 15.7 11.3
Ecuador 10.7 26.4 11.3 30.0
Mexico 7.5 12.5 11.5 30.9
Venezuela 16.6 33.2 35.0 55.2
Average NR countries 11.4 35.4 15.8 26.7
Average non-NR countries 9.2

Source: Prepared by the authors on the basis of ECLAC data.

from other sources. As table 2 shows, revenue generated
by non-renewables fluctuates much more than total
revenue. In the case of the Bolivarian Republic of
Venezuela, the high volatility of total fiscal revenue can
be attributed to both oil revenues and other revenues.
In the case of Chile, although income from copper is
highly volatile, the greater stability of other revenues
(together with the lower share of non-renewables in the
total) means that total revenue has fluctuated by less
than the average for the region.

The more diversified the fiscal revenue structure, the
more the volatility of a country’s tax base is neutralized.
The variability of revenue is largely determined by the
share of resources from non-renewables in the total.

It is not only fiscal revenue that has been volatile
in the region. Over the 1990-2004 period, primary
expenditure (which excludes debt interest payments)
was more volatile on average than revenue (Jiménez
and Tromben, 2006). This is surprising, since income
might be expected to be more volatile than spending,
as in the OECD countries (Gavin, Hausmann and others,
1996).°

9 This volatility might be justified if it were the result of countercyclical
movements that offset and stabilized macroeconomic shocks affecting
fiscal income. The empirical evidence suggests the contrary, however:
primary spending in the region has been procyclical, amplifying
rather than absorbing exogenous shocks (Alesina and Tabellini,
2005).

This surprisingly high degree of volatility is
associated with the third feature of fiscal policy in
the region: its relation to the economic cycle. Several
papers have demonstrated that the fiscal policy of Latin
America and the Caribbean has behaved in a way which
can be described as procyclical,'? especially as public
spending has expanded in upturns and declined during
recessions, while public accounts in the OECD countries
have shown the opposite tendency.

There are different ways of evaluating the
relationship between fiscal policy and the cycle. To
test the behaviour of the countries under consideration
compared to the rest of the region, two procedures will
be followed.

Firstly, following the methodology set out in
Martner and Tromben (2003), a graphic analysis
will be carried out to identify episodes in the GDP
cycle of each country and to observe the resulting
fiscal position of 18 countries in the region over the

10 Gavin and Perotti (1997) have argued that fiscal policy in Latin
America is procyclical, while Talvi and Vegh (2000), Catao and
Sutton (2002), Kaminsky, Reinhart and Vegh (2004) and Alesina
and Tabellini (2005) have pointed out that this phenomenon is not
exclusive to Latin America: procyclical fiscal policy is common to
many developing countries. In Martner and Tromben (2003), analysis
of 45 fiscal episodes (showing changes in the cyclically adjusted
overall balance) between 1990 and 2001 shows that fiscal policy was
procyclical in 25 of them and countercyclical in just eight.
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FIGURE 8

Latin America and the Caribbean: Economic cycle and fiscal position, 1980-2005
(Percentages of gross domestic product)
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 Cyclically adjusted balance.

1980-2005 period. Two variables are needed for this
purpose: the GDP gap'! and the change in the cyclically
adjusted balance."” In figure 8, each point represents an
economic cycle with its corresponding fiscal position.
More specifically, what is observed is the average GDP
gap over an economic cycle in a particular country
on the horizontal axis, and the average change in the
cyclically adjusted balance over the same period on

1 The GDP gap is calculated using the Hodrick-Prescott filter. What
is analysed here are cycles rather than individual years. A negative
cycle is defined as a period in which actual GDP is less than trend
GDP (that is, the GDP gap is negative), while a positive cycle is
defined as a period in which actual GDP is higher than trend GDP
(that is, the GDP gap is positive).

12 The change in the cyclically adjusted balance (B) is calculated
as follows:

BCA = BCA, _ BCAH,

where BCA = BAcmal_ BCyclical

BCelical = (Tax Revenues * GDP Gap),

which assumes that the elasticity of tax revenues is 1 and that non-

tax revenues and public spending are not included in the cyclical
balance.

the vertical axis. The chart can be read as follows:
the upper left-hand quadrant and the lower right-hand
quadrant indicate procyclical fiscal positions, the other
two quadrants indicate countercyclical fiscal positions,
and points close to the horizontal axis indicate fiscal
episodes that are neutral in relation to the economic
cycle. The great majority of cycles and fiscal episodes
are in the two quadrants corresponding to procyclical
positions (66% of the total). The countries which have
had more than one countercyclical or neutral episode
(12% and 22% of the total, respectively) are Chile,
Guatemala, Mexico and Panama.

The same methodology will be used in figure
9, differentiating the countries by their specialization
or non-specialization in non-renewables for a more
recent period (1990-2005). The upper boxes show the
change in the cyclically adjusted balance, while the
lower ones show changes in the cyclically adjusted
primary balance. What this first analysis reveals is that
countries dependent on non-renewables also display
mainly procyclical behaviour (47% of the total), but
with a greater number of neutral cases (35% of the
total) than the other countries of the region.
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The second way of evaluating the relationship
between fiscal policy and the economic cycle is to use
econometric estimates. Because consistent historical
series are not available, this will be done by arriving
at an estimate for three separate panels of data: first,
Latin America and the Caribbean as a whole; second,
countries specializing in non-renewables (NR); third,
all other countries (non-NR).

The regression is specified as follows:

A(balance,) = a+BGDPgap,, + d(balance,, ;) + yIDI, + ¢,
The specification of 5 matches the measurement

of the relationship between the cycle and fiscal policy
calculated by Alesina and Tabellini (2005). The three

explanatory variables are: the GDP gap (the difference
in logarithmic terms between GDP and its trend value
as measured by the Hodrick-Prescott filter), a fiscal
balance lag, and the terms of trade (measured as the
gap from the trend value, using the Hodrick-Prescott
filter). A negative [} coefficient indicates that a positive
shock in the economy (that is, a positive GDP gap) is
associated with a deterioration in the fiscal balance,
so that fiscal policy is procyclical. The opposite is the
case when the [ coefficient is positive. The results of
the estimates are shown in table 3.

Using this specification, negative signs are found for
the three data panels, which again indicates procyclical
fiscal behaviour in the countries of the region, whether
or not they are dependent on non-renewables.

FIGURE 9
Latin America and the Caribbean: Economic cycle and
fiscal position by groups of countries,® 1990-2005
(Percentages of gross domestic product)
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Source: Prepared by the authors.

a

b CAOB = cyclically adjusted overall balance.

CAPB = cyclically adjusted primary balance.

c

GDP gap (% of trend GDP)

Countries not specializing in non-renewables (non-NR) and countries specializing in non-renewables (NR).
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TABLE 3
Latin America: Fiscal policy and economic cycle, by groups of countries
(Estimates)*
Latin America Countries specializing Countries not specializing
in non-renewables in non-renewables
GDP gap -0.07 -0.14 -0.08
[-2.17P [-2.947° -[1.89]¢
S (-1) -0.36 -0.29 -0.46
(-9.14)¢ (-4.81)¢ (-7.14)
Terms of trade 0.04 0.08 0.01
(-2.81)® (4.03)4 (-0.72)
No. of observations 397 133 224
R? 0.21 0.29 0.25

Source: Prepared by the authors.

@ Data panel estimates with fixed effects by country. The values in parentheses are 7 statistics. The sample is from the 1980-2005 period.

> Denotes significance at 5% level.
¢ Denotes significance at 10% level.
4 Denotes significance at 1% level.

2. Fiscal policy and commodity prices

In recent years, the particular situation faced by the
fiscal authorities of these countries because of their
specialization in volatile and finite commodities has
been further complicated by the debate on the correct
stance for fiscal policy at times when rising prices
cause a surge in revenues. Of the many questions raised
by this state of affairs for fiscal policymakers in such
countries, two stand out in particular. First, what is the
best way of transforming revenues from higher prices
into fiscal resources? And second, what is the right
mechanism or approach for using these fiscal surpluses
without triggering the macroeconomic problems usually
associated with such boom periods?

The first question concerns the way governments
capture resources from the exploitation of non-
renewable resources. As stated earlier (figure 9), the
evolution and relative scale of these resources differ
from country to country. In Chile, the average fiscal
resources generated by copper exploitation each year
during 1990-2005 represented less than 10% of total
revenue, while resources deriving from oil represented
about 11% of the total in Colombia, 25% in Bolivia,
30% in Trinidad and Tobago, about 40% in Ecuador
and Mexico, and over 50% in the Bolivarian Republic
of Venezuela.

The differing composition of the revenue structure
in these countries is due to the various instruments used

to tax the sectors concerned and the relative weight
of non-renewables. The strategic importance of these
sectors to the economies concerned, combined with
the rise in prices over recent years, has made them
a central target for the tax policies of the countries’
governments, which have devised a variety of revenue-
raising mechanisms.

Obviously the choice of instrument will vary
depending on whether the resources are publicly
or privately owned. The most direct way of turning
revenue from these products into fiscal resources has
been for governments to become directly involved in
production through State-owned enterprises.

Given that these resources are largely exploited
by the private sector, countries have designed different
mechanisms and specific taxes to appropriate some of
the income generated.!® These usually take the form of:

13 Although the subject will not be dealt with in this article, it is
also very important to determine the institutional arrangements
for distributing these resources between the different levels of
government. Ahmad and Mottu (2002) classity the allocation
of oil revenues as totally centralized; totally decentralized; with
separation by tax source; and with revenue-sharing. In the four
countries of the region considered in their paper (the Bolivarian
Republic of Venezuela, Colombia, Ecuador and Mexico), subnational
governments share in oil revenues. According to ESMAP (2005),
there has been a marked tendency towards decentralization of
these resources. In Bolivia, Colombia and Ecuador, the central
government’s share of these revenues fell from 77%, 43% and 100%,
respectively, in 1997/1998 to 68%, 30% and 97% in 2000/2002.
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FIGURE 10

Latin America (seven countries): Share of non-renewables
in each country’s total fiscal revenue
(Percentages of total fiscal revenue)
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Source: ECLAC, on the basis of official figures. The figures for Bolivia cover general government; those for Chile, Colombia and the Bolivarian
Republic of Venezuela cover central government; for the other countries, they cover the non-financial public sector.

TABLE 4

Latin America (seven countries): Characteristics of tax regimes for non-renewables

Country and Royalties Revenue tax Profits tax Other taxes Public
commodity (rates) (rates) (rates) participation

Bolivia National royalties: 6%  Direct Company profits tax Special tax on Yes®
(hydrocarbons) Departmental hydrocarbons tax (IUE) of 25% and 12.5% hydrocarbons and

royalties: 12% (IDH): 32% on for remittances abroad derivatives Marketing

Share of National hydrocarbon Excess profits surtax tax Special tax

Treasury: 6% production of 25% (fixed margin)
Chile Revenue tax, Additional tax on Special tax on Yes
(copper) first category: 17%  interest remittances: 35%  operating income

For public enterprises: from mining
special 40% profits tax activity
Colombia (oil) 8-25% 35% 7% Transport Pipelines Yes
Ecuador (oil) 12.5-18.5% 25% 25% Yes
Mexico (oil) 35% 7.7% Special tax on Yes
production and
services (IEPS)

Trinidad and Tobago 10% on onshore Qil profits tax: 35-42%
(oil) sales and 12.5% on profits from oil

on offshore sales production

Additional tax on Unemployment tax: 5%

sales of crude oil of profits from oil

(rate varies with production

the oil price)
Venezuela (B.R.) 30% Oil revenue tax No Yes

(oil)

(ISLR): 50%

Source: Prepared by the authors on the basis of legislation in the countries.

2 Supreme Decree of 1 May 2006: nationalization of hydrocarbons.
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royalties (generally based on output to ensure at least a
minimum payment for mineral resources), an income
tax (often with differentiated tax rates) and profits
taxes applicable to companies exploiting non-renewable
resources. Table 4 summarizes some of the revenue-
raising instruments used by countries in the region.

This group of taxes has allowed fiscal revenues
from these sectors to reflect changes in the prices of
the commodities concerned (figure 11).

The large rise in prices between 2002 and
2005, combined with the introduction of new tax-
raising measures in 2005, has generated a significant
increase in these countries’ fiscal resources. As will be
discussed below, the authorities have taken advantage
of the price surge to apply new taxes to sectors that

FIGURE 11

produce minerals and energy products, making their
tax structures even more specialized. Of the seven
countries included in figure 12, four have increased
their fiscal revenues by more than 3% of GDP: Bolivia
(6.7%), Chile (3.3%), Trinidad and Tobago (8.9%) and
the Bolivarian Republic of Venezuela (6.4%).

The large rise in fiscal revenues from non-
renewables has brought the tax burden on the sectors
concerned to levels comparable with the highest in the
series. This burden has not, however, been matched by
a similar rise in spending (figure 13).

In Bolivia, the improvement in fiscal revenues took
place mainly in 2005, being chiefly due to the approval
of the direct tax on hydrocarbons and derivatives (IDH),
which yielded receipts equivalent to 3.1% of GDP that

Latin America and the Caribbean (six countries): Prices of non-renewables
and fiscal revenues raised from them
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2 BTU: British thermal unit.
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FIGURE 12

Latin America and the Caribbean (seven countries): Variation
in fiscal revenues between 2002 and 2005
{Percentages of gross domestic product)
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Source. Prepared by the authors from ECLAC-ILPES data.

FIGURE 13

Latin America and the Caribbean (seven countries): Variation
in public spending between 2002 and 2005
(Percentages of gross domestic product)
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Source. Prepared by the authors from ECLAC-ILPES data.

year, and the surtax on the excess profits of extraction
companies (which was decreed in 1994 but collected
for the first time in 2005). This has not necessarily
led to central government accounts improving in the
same proportion, since the hydrocarbons tax is shared
out between the national treasury (42.34% of receipts)

and the departments (57.7%). Where expenditure is
concerned, the drop in current outlays is the result of
austerity programmes implemented in recent years.
In Chile, increased activity and higher prices for
copper and molybdenum, together with legal changes
in the taxation of the mining sector (the special tax
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on operating revenues from mining activity was
introduced in 2005), have resulted in a large increase
in fiscal revenues. The countercyclical orientation of
fiscal policy (discussed in more detail below) indicates
a structural surplus of 1% of GDP, which means that
expenditure has grown by less than GDP, significantly
improving the fiscal result.

In Ecuador, the strong improvement in the
country’s terms of trade has not been fully reflected
in fiscal revenues. The rise in oil prices has affected
Ecuador’s public budget in different ways. On the one
hand, higher prices have swelled resources thanks to
specific taxes and income from the State oil company
(PETROECUADOR). On the other hand, higher oil costs
have affected the public accounts because domestic
prices for petroleum derivatives have been frozen since
2003 and much of the demand for derivatives is met from
imports (paid for at international prices). As a result,
public revenues from domestic sales of derivatives fell
by 1.8% of GDP between 2003 and 2005.

In Trinidad and Tobago, fiscal policy in recent
years has been aimed at maximizing tax receipts from
the energy sector (thereby relieving fiscal pressure on
the non-energy sector) by means of a complex tax
regime in which the oil sector'® is treated differently
from the gas sector.!> Growth in the country’s gas sector
was behind the government’s decision to carry out a
tax reform in the energy sector as a whole, announced
for the 2005/2006 financial year. The substantial rise
in revenues has enabled the authorities to raise current
and capital expenditure and increase contributions to
the Interim Revenue Stabilization Fund (IRSF), which
will be analysed below.

In recent years, the Bolivarian Republic of
Venezuela has made numerous reforms to its tax
structure: reduction of the value added tax (VAT) rate
and abolition of the corporate assets tax in 2004;
increase in the royalties and tax on oil sector revenues

14 As in other countries, oil sector taxation in Trinidad and
Tobago distinguishes between exploration, production, refining
and marketing. For the extraction and production stages, the
government collects revenues using the following instruments:
royalties (rates of 10% and 12.5%), a levy on oil production and
a small petroleum tax (used to finance the regulatory activities of
the Ministry of Energy). Income taxes are as follows: the oil profits
tax, with a top rate of 35% for oil extracted onshore and 42% for
oil extracted offshore; an unemployment tax of 5% of profits; and
a surtax on sales of crude whose rate varies with the oil price.
15 Companies in the gas sector pay royalties at a rate negotiated with
the government. Where revenue taxes are concerned, companies pay
the normal profits tax (35%) and a small petroleum tax.

in 2005; the creation of a new tax on crude extraction
(extraction tax), which has been announced but not yet
implemented; and suspension of the bank withdrawals
tax in early 2006. Increased fiscal resources have
enabled the authorities to implement an expansionary
spending policy, mainly through the country’s Fund
for Economic and Social Development (FONDESPA),
whose revenue comes from the oil sales of Petréleos
de Venezuela (PDVSA), which do not appear in central
government data.

The positive fiscal results are one of the factors
that have enabled these countries to reduce public
debt as a proportion of GDP. Between 2003 and 2005,
Bolivia reduced its debt by 10.4% of GDP, Chile by
5.6%, Colombia by 3.8%, Ecuador by 2.7%, Mexico
by 1.9% and the Bolivarian Republic of Venezuela by
12.2% (ECLAC, 2006). Except in the case of Bolivia,
much of this reduction was due to primary surpluses
in the 2002-2005 period. This ties in with another issue
that becomes important during periods of high prices:
how best to use fiscal surpluses and how to avoid the
macroeconomic problems associated with such periods
of plenty.

Thus, the situation gives rise to two problems
that cannot always be resolved simultaneously. One
is that of stabilizing expenditure by decoupling it
from the increase in resources and thus turning this
increase into a fiscal surplus, and the other is that of
dealing appropriately with this fiscal surplus and the
resulting assets.

The first problem is related to the role fiscal
policy ought to play in stabilizing the economy. The
region’s countries have looked for different ways of
complying with the basic recommendation usually
made in economic boom periods, which is to moderate
activity by restricting public spending. In recent years,
discretionary fiscal policy has accordingly been less
expansionary, as described in previous paragraphs, and
new fiscal rules have been introduced.

Countries in the region have been making extensive
use of fiscal rules since the second half of the 1990s.
While the initial aim of these rules was to improve the
solvency of the public accounts,'® in some cases they
have also successfully separated the growth of resources
from patterns of expenditure (table 5).

16 Tn the region’s more decentralized countries, such as Argentina,
Brazil and Colombia, one of the main objectives of the rules was to
coordinate fiscal policy (expenditure, deficit and borrowing) among
the various levels of government.
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TABLE 5

Latin America and the Caribbean: Fiscal rules currently in force

Country Implementation Coverage Type Additional rules Legal
date status
Balance rule  Argentina 2004 Federal and Nominal growth of Law
subnational primary expenditure
must not exceed
nominal GDP growth
Brazil 2001 Federal and Current equilibrium Limits on wage Law
subnational (subnational); primary expenditure
surplus (federal) (percentage of total)
Chile 2006 Central Overall structural Pension Reserve Law
surplus (1% of GDP) Fund (FRP)
Economic and Social
Stabilization Fund (FEES)
Colombia 2001 Subnational Current equilibrium National Coffee Fund Law
governments (FNC)
Petroleum Saving and
Stabilization Fund (FAEP)
Ecuador 2005 Federal and Real growth of current Qil Stabilization Fund Law
subnational expenditure must not (FEP)
exceed 3.3% Saving and
Contingency Fund (FAC)
Mexico 2006 Federal and Current equilibrium Oil Revenues Law
subnational Stabilization Fund (FEIP)
Peru 2003 National Deficit below 1% of Fiscal Stabilization Law
GDP; real growth of Fund
primary expenditure no
more than 3% per year
Venezuela 2000 National Current equilibrium Macroeconomic Law
(Bol. Rep. of) Stabilization Fund (FEM)
Debt rule Argentina 2004 Subnational Annual borrowing Law
governments limits to ensure that
debtservicing does
notexceed 15% of
current resources
Brazil 2001 Subnational Annual borrowing limits Law
governments
Colombia 1997 Subnational Borrowing limits Law
governments determined by solvency
and liquidity indicators
Ecuador 2005 Federal and Timetable for reducing Borrowing limits for Law

subnational

debt to 40% of GDP

subnational governments
(outstanding debt, flow
and guarantees)

Source: Prepared by the authors using data from ILPES (2004), Kopits (2004) and official sources.
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These fiscal rules have taken a variety of forms,
ranging from quantitative limits on outstanding
debt, expenditure and borrowing to the creation of
contingency or stabilization funds.

To improve fiscal sustainability, Ecuador adopted
the Organic Law on Fiscal Responsibility, Stability and
Transparency (passed in 2002 and amended in 2005),
which limits current expenditure increases to 3.5% in
real terms.!”

In Chile, since 2001 the authorities have applied
a fiscal policy rule requiring a structural surplus
equivalent to 1% of GDP.!® The central government
structural balance reflects the budgetary result that
would be obtained each year if output followed its
trend and the prices of copper and molybdenum were as
projected. The aim is to adjust the overall fiscal balance
by isolating it from the revenue effects of fluctuations
in GDP and in copper and molybdenum prices. Two
variables have to be estimated for this purpose: the
long-term copper price and the trend growth rate of
GDP. Both variables are estimated by a committee of
experts while the budget is in preparation.

Other mechanisms that have become particularly
important in the region include contingency funds
associated with the exploitation of non-renewable
resources.'” They are usually classified as either
stabilization funds or saving funds, depending on what
their basic objective is. Stabilization funds seek to
cushion the impact of revenue fluctuations on public
spending, while saving funds seek to create reserves
of wealth for future generations so that they may
benefit to some degree from the resources generated
by exploiting deposits of finite commodities; in other
words, they aim to put aside a sum of assets so that
those generations have the enjoyment of part of what
is extracted in the present. As Jiménez and Tromben
(2006) have pointed out, however, funds set up in recent
years have been governed more by stabilization than
by saving criteria.

Although there are some very old stabilization
funds in the region (the Coffee Fund in Colombia
dates from 1940), there has been a new drive to create
such mechanisms in the last few years: in Chile, the

Copper Compensation Fund (FCC) was set up in 1985,
activated in 1987 and replaced by the Economic and
Social Stabilization Fund in 2006; in Colombia, the
Petroleum Saving and Stabilization Fund (FAEP) was
set up in 1995; in Ecuador, the Fund for Stabilization,
Social Investment and Public Debt Reduction (FEIREP)
was set up in 2002 and replaced by the Saving
and Contingency Fund in 2005; in Mexico, the Oil
Revenues Stabilization Fund (FEIP) was established in
2000; and in the Bolivarian Republic of Venezuela, the
Macroeconomic Stabilization Fund (FEM) was created
in 2004 to replace the former Investment Fund for
Macroeconomic Stabilization (FIEM) set up in 1998.

As table 6 shows, these funds have various aims
and have undergone numerous changes since they were
first created. Among the main differences in their design
are: (i) the reference variable: in Chile, a committee
of experts decides what the base price will be each
year; in Ecuador, the Fund for Stabilization, Social
Investment and Public Debt Reduction (FEIREP) uses
two reference prices; in Mexico, the reference price is
the one included in the federal revenues law; and in
Colombia and the Bolivarian Republic of Venezuela,
fluctuations in fiscal revenues are taken as the reference
rather than any price; and (ii) the existence or absence
of budget precommitments, which will be explained
in more detail below. Common characteristics shared
by the funds include the fact that all have saving rules
for revenues above the reference value of the target
variable, rather than a spending limit.

The various funds have differed in their performance.
In Chile, the behaviour of the Copper Compensation
Fund (FCC) has varied in different periods. Between
1987 and 1991, very high copper prices resulted in
growing contributions to the fund, while withdrawals
almost matched contributions, meaning that the
authorities used the resources available. The Oil Price
Stabilization Fund (FEPP) was set up in those years.?
In 1992-1997 the authorities did not use the resources
accumulated in the FCC, even though copper prices
were extremely volatile. From 1998 to 2003, the
copper price plummeted and contributions to the fund
diminished. In 2000 and 2003 they were zero, although
they picked up again in 2004 and 2005.

17 For more detail, see Almeida, Gallardo and Tomaselli (2006).

18 Concerning the potential and implementation difficulties of such
rules in Chile, see Marcel, Tokman and others (2001), Tapia (2003)
and LeFort (2006).

19 See Jiménez and Tromben (2006) for an exhaustive analysis of
these funds in Latin America.

20 The Qil Price Stabilization Fund (FEPP) is a mechanism that
determines the percentage of price increases for imported crude
that is to be passed on to the public. Its aim is to maintain a degree
of price stability for petroleum derivatives in the Chilean domestic
market. It was created in January 1991 (Law 19.030) with an initial
US$ 200 million lent by the Copper Compensation Fund.
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TABLE 6

Latin America: Main characteristics of stabilization funds

Fund operating rules

Name and Stated Reference price Deposits Withdrawals Budget Fund accounting Overseeing
creation date objective(s) precommitments institution
Chile Stabilization Long-term copper If the actual price If the actual price No Budgetary central Ministry
Copper Compensation price. Set by is higher than the is lower than the government asset. of Finance
Fund (FCC), set up in external committee reference price: the reference price, There are two
1985 following a of experts since first 0.04 dollars/pound  the rule is accounts at the
sustained period of 2002 and published of excess can be used symmetrical. The central bank: a
high copper prices on the website of at the discretion of the  fiscal authorities positive one for
the Budget Office fiscal authorities; of the must withdraw the deposits and a
to increase the next 0.06 dollars, 50%  resources from negative one for
transparency of can be used at the the Fund withdrawals
the process discretion of the fiscal Fund deposits are
authorities and the not recorded as
remaining 0.03 central government
dollars/pound are revenue but as a
deposited in the Fund. financing operation
Most of the revenue
from any additional
cents/pound is
deposited in the Fund
Colombia Stabilization If additional revenue If additional revenue Administered
Petroleum Saving and and saving is higher than is lower than by the Bank of

Stabilization Fund
(FAEP) set up in 1995

average additional
revenue

average additional
revenue

the Republic

Eeuador Public debt
Fund for Stabilization, reduction,
Social Investment and stabilization
Public Debt Reduction and saving

(FEIREP), set up in
2002

[Oil Stabilization Fund
set up in 1998 and
modified in 2000]

Two oil reference
prices: one for
estimating
government oil
revenues and
another (higher)
one for calculating
the revenues of the
funds (FEP and
FEIREP)

All revenues from
oil produced with
State participation
and transported
through the heavy
crude pipeline, plus
any surplus from
the previous fiscal
year

TFund resources are
allocated as follows:

70% for debt
buybacks, 20% to

stabilize o1l income

and 10% for

education and health

FEIREP incomings
and outgoings are
recorded in the
general State
budget but are not
treated as central
government
budgetary income
and expenditure

Ministry of
Economy and
Finance,
administered by
the central bank
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Continuation table 6

Fund operating rules

Name and Stated Reference price Deposits Withdrawals Budget Fund accounting Overseeing
creation date objective(s) precommitments institution

Mexico Stabilization Price used to Revenues in excess If the federal Preference given
0Oil Revenues estimate oil of those government’s to priority
Stabilization Fund revenues in the budgeted for receipts decrease programmes
(FEIP), set up in federal revenues because income approved in the
2000 law from oil exports is  federal expenditure

lower than provided budget

for in the federal

revenues law.

Difference of more

than 1.5 dollars from

the reference price
Trinidad and Tobago Saving Price used to estimate Discretionary Discretionary No Central bank
Interim Revenue oil revenues in
Stabilization Fund (IRSF) the budget
Venezuela Stabilization of No National executive: Three cases apply:  No The FEM is Financial fund
(Bol. Rep. of) expenditure by additional oil revenues - Drop in total fiscal recorded as an without legal
Macroeconomic the three levels (in relation to the revenues from oil However, Fund extraordinary personality,
Stabilization Fund of government average for the previous compared with the  surpluses (there is a  financing source assigned to the
(FEM) set up in in the event of three years); income average for the limit on how much  (in the central bank  Ministry of
2004 to replace the fluctuations in from privatization or previous three years it can accumulate) public finance Finance and
Investment Fund for ordinary from concessions or will be allocated to:  statistics) and as administered
Macroeconomic revenues strategic partnerships - Drop in income Intergenerational external financing by the central

Stabilization (FIEM)
created in 1998

that is not used for
managing public
liabilities; and
extraordinary
contributions from the
national executive.
Petrdleos de Venezuela
(PDVSA): 50% of the
difference between
income from exports
of oil and derivatives
and the average of such
income over the
previous three years

from exports of oil
and derivatives
compared with the
average for the
previous three years

- State of economic
emergency

Accumulation Fund
(national executive),
investment
expenditure
(subnational entities)
and
Intergenerational
Accumulation

Fund and/or
investments
(PDVSA)

(in the public
finance statistics of
the Finance
Ministry), with a
positive sign if the
resources have been
used to finance
public spending
and a negative sign
if they are
accumulating in
the Fund

bank

Source: Various official documents.
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In Colombia, the Petroleum Saving and Stabilization
Fund (FAEP) began operating in 1995. Some authors
argue that although the fund did not achieve the
objective of increasing fiscal and macroeconomic
stability, it did serve to curb the expenditure of territorial
entities (departments and municipalities) that receive
oil revenues.

In Mexico, although the Oil Revenues Stabilization
Fund (FEIP) was set up too recently for conclusions to
be drawn, the amounts accumulated have been small
in relation to total resources, suggesting that it has a
limited capacity for stabilization.

In the Bolivarian Republic of Venezuela, the
Investment Fund for Macroeconomic Stabilization (FIEM)
set up in 1998 (and replaced by the Macroeconomic
Stabilization Fund in 2004) is one of the funds to
have accumulated the most resources (5.3% of GDP
in 2001). It should, however, be pointed out that its
operating rules have been amended several times and
its resources have been used for purposes other than
those originally stipulated.

In Trinidad and Tobago, the Interim Revenue
Stabilization Fund (IRSF) was set up in 2000 to save
the surplus fiscal revenues generated by the difference
between the reference oil price used to calculate
revenue and the actual oil price. Unlike other funds
in the region, the IRSF was created by the budget
act for fiscal year 2000/2001. However, there is no
law establishing its operating rules (withdrawal and
deposit laws, fund management). Despite this, it is
the fund that has accumulated the most resources as
a proportion of GDP (see below). The budget act for
the 2005/2006 fiscal year provides for the fund to be
transformed (by law) into a Heritage Stabilization Fund
with three components: stabilization, heritage for future
generations, and investment and infrastructure.

The second issue is how best to handle fiscal
surpluses during periods of high prices. In recent
years, there has been growing concern about how to
use the fiscal surpluses generated by higher prices for
non-renewables. As fiscal revenues rise and countries
successfully stabilize fiscal expenditure in the face
of short-term fluctuations in revenues from non-
renewables, countries must ask themselves how those
surpluses should be used.

As table 6 shows, most of the resources going into
the funds are preassigned. These precommitments or
specific allocations may make the budgetary process
more rigid. Although precommitments are not used
in Chile, the funds that exist in Ecuador, Mexico
and the Bolivarian Republic of Venezuela all have

precommitments of some kind. In Ecuador, the entirety
of the resources in the Special Account for Productive
and Social Reactivation, Scientific and Technological
Development and Fiscal Stabilization (CEREP), which
replaced the Fund for Stabilization, Social Investment
and Public Debt Reduction (FEIREP), are allocated as
follows: 35% for credit lines, payment of debts owed
to the Ecuadorian Social Security Institute, buyback
of external debt and implementation of infrastructure
projects; 30% for social investment projects; 5% for
development-oriented scientific and technological
research; 5% for improvements to the road network; 5%
for environmental clean-up and social improvement;
and the remaining 20% to stabilize oil revenues.

High levels of precommitment and successive rule
changes have left the region’s funds with little capacity
for accumulating resources. As table 7 shows, with the
exception of Trinidad and Tobago, the impact on fiscal
revenues of higher prices for non-renewables since
2002 has not led to a corresponding increase in the
balances of the region’s stabilization funds.?!

To ensure the fiscal surpluses generated were
used appropriately, both Chile and Mexico established
mechanisms to regulate their use in 2006. In Chile,
the Fiscal Responsibility Act was adopted to regulate
the structural fiscal balance rule and the management
of fiscal assets in excess of the expenditure level
set by that rule. Two funds were created for this
purpose: the Pensions Reserve Fund (FRP) and the
Economic and Social Stabilization Fund (FEES). The
former is designed to supplement the financing of
fiscal obligations arising from the State minimum
pensions guarantee and will be financed essentially by
contributions from the fiscal surplus, capped at 0.5%
of GDP. The latter will be financed by the Copper
Compensation Fund (which it replaces) and with
resources from fiscal surpluses exceeding 1% of GDP,
minus contributions to the Pensions Reserve Fund
(FRP). FEES resources will be used to finance social
spending and public investment.

As for Mexico, in May 2006 the federal budget
and financial responsibility law was adopted to regulate
the use of fiscal surpluses and prevent these from
being allocated to current expenditure. Compensation

21 Rigobdn (2006) summarizes the problems of this type of fund
as follows: appropriability problems (i.e., the question of whether
saved resources can be used or spent for purposes that lie outside
the operating rules) and governance problems (i.e., the tendency for
numerous funds to be created to achieve the same objective).
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TABLE 7

Latin America and the Caribbean (six countries): Year-end

balances of stabilization funds, 1996-2005

(Percentages of gross domestic product)

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

Chile 2.3 2.3 2.0 1.5 1.0 0.9 0.4 0.1 0.2 0.8
Colombia 0.0 0.1 0.2 0.6 1.7 1.7 17 1.4 1.2 1.6
Ecuador 0.3 0.4 i |
Mexico 0.2 0.1 0.0 0.1 0.2 0.2
Trinidad and Tobago 17 1.7 2.3 3.9 4.5 54
Venezuela (Bol. Rep. of) 4.0 5.3 3.7 0.8 0.7 0.5

Source: ECLAC, on the basis of official information. The 2005 figure for the Ecuadorian Fund is the balance at the time the fund was wound

up (7 October 2005).

funds have accordingly been set up to accumulate
savings for use when oil prices fall. Initially, until
these funds reach adequate reserve levels, surplus
oil revenues will be allocated as follows: 25% to the
Federal Agencies Revenue Stabilization Fund to be
used for compensation purposes when actual receipts
for revenue-sharing use are less than estimated in the
budget; 25% to the Petroleos Mexicanos (PEMEX)

v

Stabilization Fund for Infrastructure Investment to
offset declines in PEMEX’s own revenues; 40% to the
Oil Revenues Stabilization Fund to offset lower federal
government oil revenues; and 10% to the infrastructure
investment projects of federal agencies. In a second
phase, resources will be allocated as follows: 50%
for infrastructure investment, 25% for investment in
PEMEX and 25% for the pensions system.

Some closing remarks

Throughout this article, it has been stressed that
countries specializing in non-renewables are far from
being a uniform group. There are major differences
between them in terms of the non-renewable product
they have specialized in, the importance of that product
for the economy, variations in its price, the size of
reserves, the fiscal impact of its exploitation, the level
of diversification in the tax structure, the composition
of expenditure and the level of public debt, all of which
are key criteria for designing an appropriate fiscal
policy. When analysing these countries as a group,
it is therefore vital not to lose sight of the specific
characteristics of each case. Nonetheless, comparing
the fiscal performance of this set of countries with that
of the other countries in the region shows that they do
have some distinctive features, especially in respect of
the solvency and volatility of their public accounts.

It should also be emphasized that, despite the
region’s major efforts to diversify exports in recent
years, a single product continues to account for
a significant share of total exports in many Latin
American countries. Combined with higher prices for
energy and mineral products, this has resulted in a
great improvement to the terms of trade of countries
specializing in those commodities.

Thanks to their tax structures, which have been
strengthened by the introduction of new revenue-raising
instruments, and to the price patterns of recent years,
these countries have been able to achieve a strong
increase in fiscal receipts, which has meant their tax
systems becoming even more focused on the sectors
concerned. By contrast with previous periods, this
increase in revenues has not led to a matching rise in
expenditure. This has been due to non-expansionary
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fiscal decisions and the establishment of new fiscal
institutions, enabling these countries to generate
positive fiscal balances.

The region’s wealth of recent experience in
designing and implementing different fiscal institutions,
be they expenditure and public debt rules or stabilization
funds, does not allow linear conclusions to be drawn.
In the case of funds, it is not easy to carry out a
conclusive evaluation, given that those of Mexico
and the Bolivarian Republic of Venezuela are only
four years old, and that the fund set up by Ecuador
in 2002 lasted only three years. However, certain
design characteristics, multiple precommitments and
successive rule changes have meant that the balances
accumulated in these funds are small, which raises
doubts about their capacity to achieve their stated
objectives.

In the countries concerned, this situation has
intensified the debate about the most appropriate use

for fiscal surpluses, and both Chile and Mexico have
introduced new instruments to regulate the management
of public assets resulting from fiscal surpluses.

In summary, fiscal performance in the last few
years suggests that there is scope for improving the
fiscal initiatives adopted in recent times for stabilization
purposes. As has been emphasized throughout this article,
problems of solvency, volatility and the relationship
with the economic cycle are not limited to countries
whose exports are dominated by non-renewables, so
the discussion about stabilizing fiscal policies cannot
be confined to the group of countries analysed here.
Nonetheless, the debate on the appropriate use of fiscal
surpluses in countries specializing in finite resources
should give greater prominence to considerations of
intergenerational equity, so that a store of resources
can be created for future generations.

(Original: Spanish)
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Fiscal policy and
social protection

Eduardo Aldunate and Ricardo Martner

he inadequacies of social protection in Latin America and the
Caribbean reveal a clear need for more active fiscal policies in this area.
Although economic growth and decent employment are indispensable
preconditions for social progress, the need for financing from public
expenditure is ineluctable in the medium term. The present article examines
three ways of achieving this objective. The first is to close the tax gap, since
the fiscal burden is low in most Latin American and Caribbean countries.
The second is to construct budgeting systems capable of removing rigidities
and reallocating public spending, thereby helping to improve its quality.
The third is to bring social expenditure evaluation mechanisms into general
use, with a view to improving the efficiency and effectiveness of public

projects and programmes.
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Introduction

Although there is still some time to go, it seems safe to
say that most of the region’s countries will find it very
difficult to meet the Millennium Development Goals
for 2015 unless special policies are deployed for the
purpose. To take just the first goal, halving extreme
poverty and hunger, the countries (particularly the
lower-income ones) will have to achieve high rates of
growth, a task that would be facilitated by better income
distribution (ECLAC, 2005). Another pressing issue is
that, when it comes to social security and protection,
population coverage is severely inadequate everywhere
in the region (ECLAC, 2006).

Even in a context of tight borrowing constraints,
there seems to be no getting away from the need
for a significant rise in public funding to deal with
these demands in the medium term. Three concurrent
methods may be proposed for attaining this objective:
(1) increasing the tax take, (ii) shifting the composition
of spending towards social programmes, and (iii) freeing up
resources by improving the efficiency and effectiveness
of public projects and programmes. There can be no
one right answer in such diverse circumstances. In one
country or situation it may be necessary to increase
the tax burden, either through new taxes or through
more efficient collection. In others, it may be more
appropriate to aim for a higher quality of expenditure,
in terms both of allocation and of efficiency and
effectiveness.

These are the issues this essay will address, in
the belief that income distribution will not improve
significantly in the medium term without active fiscal
policies (and these cannot be confined to an effort
to improve education, as proponents of a minimalist
approach to public policies have suggested) and
that higher social spending and the widespread use
of “protected” public expenditure categories are
no panacea when it comes to reducing poverty and
inequality.

[0 Two research assistants from the Budgeting and Public
Management Area, Maria Victoria Espada and Varinia Tromben,
assisted the authors with the compilation of information for this
article.

In a more constructive spirit, this article will
emphasize the unquestionable potential of reforms to
tax systems and administrations, of policies that use
structural and multi-year planning rules to improve
budgetary allocation, and of initiatives to raise the
quality of public spending through the systematic use
of evaluation programmes.

1. Is there scope for increasing public
revenues?

Figure 1 presents government revenues as a percentage
of gross domestic product (GDP) and the composition
of these revenues in 2005. In a number of countries
(Argentina, Brazil, Colombia, Costa Rica, Guatemala,
Haiti, Honduras and Uruguay), tax revenues are
virtually the only source of current income for central
governments. In others (the Bolivarian Republic of
Venezuela, Bolivia, Chile, Ecuador, Mexico and
Peru), tax revenues are supplemented by other current
revenues deriving from natural resources (hydrocarbons
and mining). In Nicaragua and, to a much lesser extent,
El Salvador and the Dominican Republic, donations
provide significant current revenues on top of tax
revenues. In Panama and Paraguay, other current
revenues from service activities also supplement central
government tax revenues.

One of the main functions of taxes is to finance
government spending on goods and services so that,
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