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Abstract

~

The 2004 edition of Latin America and the Caribbean in the World Economy, which reviews the past year and looks
at trends in 2005, is divided into six chapters.

Chapter I examines recent developments in the world economy, particularly the major changes occurring in
the structure of international trade and financial flows and their implications for the Latin American and Caribbean
countries.

Chapter IT analyses the international negotiations taking place within the framework of the World Trade Organization
(WTO). These multilateral negotiations have yet to result in the anticipated convergence, although the participants have
shaken off the discouragement that came with the frustrated expectations of Doha and the failure of Canctin, when the
original 2005 deadline for the talks’ conclusion was pushed back. The chapter gives an account of the negotiations on the
main topics under consideration. It also assesses the potential for the success of this process, in which the countries of
the region have maintained an increasingly active presence as exemplified by Brazil’s leading role in the establishment
of the Group of Twenty (G-20).

Chapter III looks at the status of regional integration efforts at this critical juncture, as a number of the region’s
countries become more actively engaged in North-South negotiations with the United States and the European Union.
This situation underscores the need to harmonize the trade agenda’s different levels and highlights the classic challenges
of subregional integration, i.e., how to go about strengthening the institutional structure for integration, harmonizing
disciplines, ensuring macroeconomic coordination and dealing with asymmetries.

Chapter IV discusses protectionist trends in the world economy and especially in developed countries. The analysis
covers the pressures being exerted on China’s textiles sector, the main agricultural issues and the favourable rulings
secured by some developing countries through the Dispute Settlement Body of WTO.

Chapter V considers the strategic aspects of economic and trade relations between China and Latin America and the
Caribbean, particularly South America. China has become a major actor in world markets for goods, services and capital
and is becoming a valuable strategic ally for the Latin American and Caribbean countries in trade-related matters and
negotiations. This chapter reviews the formidable network of trade and investment agreements that has grown up between
South America and China, which is engendering expectations of a new type of relationship between the two.

Chapter VI provides a Latin American and Caribbean perspective on the complex links that have developed among
trade, security and transport as security measures are tightened in the wake of terrorist attacks in the United States and
Europe.
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Summary

Introduction

In 2004-2005 the international economy has been influenced by two phenomena that have
been taking shape for a number of years now. The first is a new geography of international
trade and financial flows, one of whose most salient features is China’s greater presence in the
world economy and financial system. The second has been the United States economy’s strong
reactivation in 2004, which has made the global economy’s growth pattern more dependent
on this country. These two factors, which go a long way towards accounting for the robust
expansion of the international economy and trade flows in 2004 and 2005, have both direct
and indirect effects on the Latin American and Caribbean economies, given how important
the United States and China are to the region as trading partners. The nature of these effects
is largely determined by these two economies’ particular modalities of growth, as well as the
structure of their trade and financial ties. The impact is also shaped, however, by the specific
ways in which the region is linked to these two economies and by the profile of its trade and

financial relations with the global economy.

The outlook for Latin American and Caribbean trade global players in the production sector, trade and financial
activity is encouraging, thanks to the dynamic growth movements. Although there are still factors that provide
of the world economy, and particularly the emergence of grounds for a certain degree of pessimism (including
China, India and other developing Asian countries as new the United States’ hefty twin deficits, high petroleum
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prices, the possibility of interest-rate hikes, an increase
in antidumping complaints and in the use of safeguards),
on balance, the situation in 2005 remains promising.
In the first half of the year, the region’s merchandise
exports rose by 17%, with the South American countries
outpacing Mexico, Central America and the Caribbean
in this regard. A similar pattern was seen in imports. If
commodity prices continue to climb, the region will see
another strong increase in its trade flows, as occurred in
2004 (see figure 1).

The world economy’s momentum drove up the
growth of merchandise trade in 2004 to a 25-year
peak and promises to keep it high in 2005. Within this
framework, the trade activity of developing countries has

Economic Commission for Latin America and the Caribbean (ECLAC)

risen sharply. This is mainly attributable to the expansion
of intraregional trade flows that is occurring among the
Asian countries as their production linkages with China
multiply, thereby spurring on the Asian region’s already
ample intra-industry trade flows.

Also on the horizon, however, is a marked upswing
in the use of protectionist measures such as antidumping
actions, safeguards and export quotas. The industrialized
countries, especially the United States and the European
Union, have increasingly been taking recourse to such
measures to shield themselves from developing-
country imports, particularly from Asian nations, and
protectionism is thus beginning to pose a serious risk
to world trade. These potential threats raise a number of

Figure 1
LATIN AMERICA AND THE CARIBBEAN: GROWTH RATES OF
MERCHANDISE EXPORTS AND IMPORTS, 2001-2005
(Values and percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official data from the countries’

statistical offices, customs offices and central banks.

a The petroleum-producing countries in South America are: Bolivarian Republic of Venezuela, Colombia and Ecuador. The
non-petroleum-producing countries are Argentina, Bolivia, Brazil, Chile, Paraguay, Peru and Uruguay.

b 37 countries.
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concerns about the Doha Round negotiations and have
prompted developing countries to consolidate or broaden
their access to industrialized-country markets through
the conclusion of bilateral free trade agreements. Recent
disputes regarding agricultural products that have been
brought before WTO have also called some the developed
countries’ policies in this regard into question.

The negotiations on market access, standards and
other institutional matters taking place in the framework
of WTO gained some momentum with the July package,
but the overall picture is still rather discouraging. As
signalled by the outgoing Director-General of WTO,
this raises some urgent questions with regard to the
Sixth Ministerial Conference, to be held in December
in the Hong Kong Special Administrative Region of
China (WTO, 2005). The absence of signals from the
main parties to the negotiations on agricultural trade,
which is one of the pillars of these talks, inevitably
slows progress on the other issues. The failure to make
headway on the development dimension, which is a
prime motivating factor in the Doha Round, also calls
for changes in attitudes and approaches. In particular,
progress on market access for agricultural and non-
agricultural goods and services continues to hinge on the
conclusion of agreements on “modalities”. These accords
will not be enough to move the talks forward, however,
unless rules on antidumping actions, trade facilitation
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and dispute settlement, among other matters, are also
developed and refined.

This is a defining moment for regional integration.
The Doha Round has run up against some difficulties,
and the countries are concluding an increasing number of
intra- and extraregional bilateral trade agreements. This
makes it essential to achieve greater coherence among
trade policies at the multilateral, hemispheric, subregional,
bilateral and unilateral levels. Given the multiple tiers of
negotiations, together with the kaleidoscope of decisions
involved, a clear internal consensus must be reached on
international trade priorities and on means of ensuring
consistency among the different public policies.

China’s role in Latin American trade has expanded
during this decade, and bi-regional trade between the
Latin American and Caribbean region and Asia and the
Pacific is increasingly shaped by the predominance of
China. Japan was the region’s biggest customer until
recently, but China has now largely displaced it as
the leading Asian buyer of Latin American products.
The marked concentration of China’s trade with Latin
America and the Caribbean as a whole is notable for its
dynamism (see figure 2) and is gradually diversifying to
include a broader range of countries and products.

For the South American countries, China —with
its voracious demand for the natural resources that
abound in the subregion— represents the world’s most

Figure 2
LATIN AMERICA AND THE CARIBBEAN: CHINA’S SHARE OF TOTAL EXPORTS, 1990 AND 2004
(Exports to China as a percentage of total exports)
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populous and fastest-growing market. If Chinese demand
for commodities and natural resources involving a low
or intermediate degree of processing remains high, the
South American countries can expect their exports and
terms of trade to be reinforced for some time to come.
China also offers investments, especially in infrastructure,
energy and mining, where these funds could provide
supplementary financing for the implementation of
major works.

An interesting challenge in this regard is to identify
the cases in which Chinese investment would be the most
helpful in accelerating the implementation of infrastructure
and energy projects. As well as strengthening investment
and trade facilitation links with China and the Asia-
Pacific region, this would generate externalities for the
integration process itself. The region’s trade with China
suffers from the same constraint that limits all of its
international trade activity, namely the high proportion
of commodities and semi-processed goods in its export
basket. The Latin American and Caribbean region must
make every effort to increase the degree of processing of
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its natural-resource-based exports and seek new Chinese
markets for differentiated, higher value-added products.
The current product mix, which is highly dependent on
the business cycles of importing countries, does little to
stabilize export earnings.

Tariffs have tended to decline in importance as
barriers to trade, but new measures such as technical,
sanitary and phytosanitary standards and rules on
transport and logistical security are now having a growing
impact and are starting to have a decisive impact on
systemic competitiveness. In addition to low prices,
systemic competitiveness is determined by such factors
as adequate infrastructure, efficient transport systems,
and streamlined customs procedures. Economic agents
that are able to meet these new standards are in a position
to secure competitive advantages. Steps therefore need
to be taken to strengthen the institutions involved in
trade logistics, harmonize standards and regulations
at the regional and multilateral levels, and improve
capacity-building, especially for small and medium-sized
exporters.

The current status of the global economy and the

outlook for the region

The upturn in the global economy that began in the
second half of 2003 continued to strengthen during most
of 2004, when its growth rate reached a 30-year high.
Although this boom took in many of the world’s regions,
it was most pronounced in developing Asia. This group
of countries’ performance was strongly influenced by the
exceptional performance of a few of its members, such
as China (9.5% GDP growth in 2004) and India (7%).
Even if Asia is factored out of the calculations, however,
the developing regions still posted an impressive 5%
growth rate in 2004. What is more, it was probably the
first time in the last 30 years that the developing countries
entered a growth phase ahead of the developed nations.
The buoyancy of the Chinese economy alone accounted
for 15% of the global recovery in 2002-2003.

Thanks to the global upturn, in 2004 merchandise
trade expanded faster than it had for a quarter of a
century, rising at a nominal rate of 21%. This surge
reflected sharp increases in the dollar-denominated prices
of many products, as well as the large volumes traded.
South America’s real goods trade picked up especially
strongly, outpacing the other world regions. The increases
in the prices of petroleum and other commodities and the
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upturn in trade in electronics and telecommunications
equipment helped the developing countries to achieve
a truly extraordinary 31% share of global merchandise
trade, which was the largest proportion recorded since
1950. The value of trade in services rose by 16% in 2004,
after an even higher increase in 2003. Both these figures
reflected a powerful upswing in transport and travel.
Net financial flows to Asian and emerging European
economies jumped by 40% in 2004. This was mirrored
in Latin America and the Caribbean, whose inward FDI
flows climbed by a robust 44% in 2004. At the global level,
private capital flows declined as both direct and portfolio
investment slipped. The decrease was counterbalanced by
official flows, as State authorities in the Asian countries,
particularly China, bought United States treasury bonds.
This is, in effect, the financial manifestation of a shift in
the structure of global demand, with large trade surpluses
in the Asian economies helping to finance the United
States’ current account deficit, which was equivalent
to 6.3% of GDP at the end of 2004. Since the upturn in
world growth is closely tied to United States consumption
levels and, to an extent, investment, the situation calls
for increased savings rates on the part of other countries
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and the expansion of exports to that market in order to
satisfy a demand that is outstripping supply.

The recent revaluation of the yuan must be analysed
in the light of these factors. The United States’ large
external imbalance can only be dealt with by limiting
absorption and adjusting relative prices. To achieve
the former, the United States must tighten its fiscal and
monetary policies to gradually rein in the expansion of
expenditure and bring it into line with potential GDP.
The latter takes the form of a devaluation of the United
States dollar relative to the currencies of economies
that are benefiting the most from trade with the United
States, namely the Chinese and Asian economies. Given
the United States’ significance in the world economy,
a slowdown there, coupled with a marginal downturn
in the developing Asian economies, will have to be
accompanied by a higher level of activity in Europe and
Japan if the global economy is to avoid a hard landing.
These two elements, which are essential in order to
dismantle current global financial imbalances, have yet
to be factored into growth projections, however.

Most such projections point to a slackening of
growth in world output in 2005 and 2006, with rates
of between 3.0% and 4.3%. The main factors involved
here are: (i) the dampening effect on global demand
of higher oil and commodity prices; (ii) exchange-rate
adjustments among the main international currencies;
(iii) the uncertainty generated by steeper interest-rate
hikes; (iv) difficult fiscal situations in many countries,
and (iv) the threat of global neo-protectionism
associated, in particular, with reactions to the increase
in Chinese exports.

The current state of the world petroleum market
suggests that prices will remain high. According to the
conventional calculations, a US$ 10-per-barrel increase
causes world output to fall by half a percentage point

and Latin American output to dip by 0.2 points. In 2004
the price of oil (West Texas Intermediate) averaged
US$ 41.40 per barrel and was projected to reach US$ 53
by mid-August 2005.

With a tighter fiscal policy and the recent increases in
its benchmark interest rate, the United States is expected
to post a lower growth rate, of between 3% and 3.6%, in
2005 and a similar rate in 2006. Meanwhile, the European
Union is also expected to slow its rate of expansion as a
result of more restrictive fiscal policies. The euro zone
is projected to grow by only 1.2%-1.6% in 2005 and by
2.0%-2.3% in 2006. In Japan, higher interest rates will
curb investment, the fiscal stimulus will weaken and the
economy’s external surplus will decrease. These factors
will hold its growth rate down to around 1% in 2005 and
possibly 2% in 2006. Thanks to China’s present efforts
to cool its economy, economic activity is expected to
expand at a rate of between 8.5% and 9.0% in 2005 and
by between 8.0% and 9.2% in 2006. Even this somewhat
lower growth rate in China will still be high enough to
keep GDP growth in the developing countries above the
world average, however.

The slower growth rates expected for world output
will help to weaken international demand and reduce the
volume of international trade, which will expand by only
7.2%-7.4% in 2005, or some two percentage points below
the 2004 rate. Global export volumes are expected to be
slightly higher in 2006 than in 2005, but the rate of price
increases for certain commodities is likely to slacken.
Although smaller prices rises for commodities, higher
petroleum prices and higher interest rates mean that the
world economy and trade will be less buoyant in 2005
than in 2004, 2005 will still be a good year for world trade
and output, with a dynamic performance being turned in
by developing countries, in general, and by Latin America
and the Caribbean, in particular.

Negotiations in the multilateral trading system:
WTO and regional expectations

The negotiating and working agendas established at
the Fourth Ministerial Conference of WTO, held in
Doha in 2001 (the Doha Round), cover market access
issues, the refinement of trade rules and topics that deal
explicitly with the concerns of developing countries.
However, the debates that arose in the wake of that
conference and, in particular, after the following
conference, held in Canciin, Mexico, in September
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2003, have pushed back the conclusion of this round
beyond its original deadline.

The main stumbling blocks to progress in these talks
were encountered in the work on agricultural reform and
the debates on the development dimension (including
special and differential treatment and implementation-
related issues). The Fifth Ministerial Conference inherited
this climate of discord, which was exacerbated by the
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controversy over the so-called “Singapore issues”,
which the developing countries have staunchly resisted.
The disagreements that had arisen in the aftermath of
Canciin were broadly resolved by a decision taken on
1 August 2004, known as the “July package”. Although
no new date has been set for the completion of the
Doha Round, it is tentatively expected to conclude in
2006. This will depend, however, on the outcome of
the forthcoming Sixth Ministerial Conference, to be
held in the Hong Kong Special Administrative Region
of China in December 2005. The recent meeting of the
General Council of WTO, held on 29 July 2005, which
was expected to be a landmark event in this process,
failed to give any sign of a convergence of the countries’
positions.

Be that as it may, the July package did change
the climate of the post-Canciin talks and steered the
process in a new direction by determining a number
of important matters: (i) the start of negotiations on
trade facilitation, which was the only Singapore issue
on which consensus was reached; (ii) an agreement
to eliminate subsidies on agricultural exports, reduce
and discipline subsidy-equivalent measures, secure a
substantial reduction in trade-distorting domestic support
and incorporate negotiations on cotton; (iii) guidelines
for the liberalization of industrial goods based on
bound tariffs, without admitting new sub-categories of
developing countries but reaffirming the flexibility and
corresponding technical assistance required by those
countries; and (iv) the establishment of new deadlines for
certain tasks, including dispute settlement, development
issues and services offers.

It remains very difficult to specify modalities for
the three pillars of agricultural reform, since there are
major differences in the countries’ underlying structures,
be they tariff- or subsidy-based. In addition, exporting
countries are not in favour of the proposals that have been
tabled for increasing the flexibility and diversification of
instruments or for establishing differentiated deadlines
for developing countries (which is also an aspect of
modality definition), and wish to see a limit on such
concessions. Lastly, the possibility of agreeing to a
standstill commitment until the round is completed is
another key issue. Although some progress has been made
this year, a consensus does not yet exist regarding even a
preliminary approach to the establishment of modalities
in this connection.

Up to July 2005, the work on market access for
non-agricultural goods had focused on modalities and
technical questions such as conversion to ad valorem
equivalents, the treatment of unbound tariffs and sectoral
liberalization. Issues of particular concern to developing
countries include the proposed degree of tariff binding
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and a cap on unbound tariffs. Along with agricultural
issues, much of the work has centered on defining a tariff
reduction formula and determining what flexibilities are
to be extended to developing countries. These are all
issues about which developed and developing countries
have strongly disagreed. The pace of negotiations on
services has picked up in recent months, but progress on
the requests-and-offers process and in the discussions on
rules and cross-cutting issues has been so slow that he
talks on these matters may be reaching a crisis point.

Trade facilitation is an important topic that has been
brought into the negotiations on trade rules, but little
progress has been made towards specific guidelines on
antidumping and subsidies. Deadlines for the Agreement
on Trade-Related Aspects on Intellectual Property Rights
(TRIPs) have been reviewed, but the proposals made by
developing countries regarding the distribution of benefits
do not appear to have been taken up. These issues clearly
have an impact on competitiveness, and although the
developing countries are in need of such regulations, they
are reluctant to move forward in these areas because of
the costs involved.

With regard to cross-cutting institutional matters,
some headway has been achieved on development
issues with the incorporation of the cotton initiative,
but less progress has been seen in other areas of work in
terms of the constraints affecting developing countries
(particularly in regard to implementation-related issues,
which is one of the areas in which talks are the furthest
behind schedule). More specific guidelines or signals
are expected in relation to the Dispute Settlement Body,
which is not part of the single undertaking, although in
fact the system operates very well and could help to carry
the negotiations forward (see section 5). The work on
regional trade agreements has made headway with the
issue of transparency and as its pace picks up further, it
may help to spur the talks on other topics.

At Canciin, the configuration of the various
groupings and clusters, which included the G-20,
attested to the conditions and active participation of the
developing countries. After that conference, however,
new alliances have formed that cut across the pre-
existing ones. One such cluster involves a handful of
WTO members, most of which are large economies from
the developed and developing worlds, that have differing
positions on a given issue. Other group forums are also
playing an increasingly important role. These groups,
which take the form of “mini-ministerial meetings”
and sessions held within the framework of conferences
convened by other international bodies, are helping to
coordinate different parties’ interests and help to move
the negotiating process forward.

In the formation of country groupings based on
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common negotiating stances, the Latin American and
Caribbean region has come to play an important and,
to some extent, leadership role among the developing
countries. Structural and policy-based differences exist,
however, make it difficult to arrive at a consensus position
on all the issues under consideration. Given the countries’
differing economic sizes, production and commercial
structures, trade policies and development strategies,
unified action in all the areas under negotiation is a highly
complex undertaking. This hinders efforts to formulate a
“regional” proposal for the Doha Round negotiations, on
the one hand, and, on the other, encourages the formation
of shifting alliances among countries of the region. The
challenge here is to build upon those areas where the
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countries’ views do converge while providing scope for
subtly differing stances on the rest without undercutting
the cohesiveness of the countries’ positions on the main
issues, especially agriculture and the development
dimension. Under these circumstances, it is all the
more important to devise strategies for positioning the
countries within the development process. The countries
of the region are also increasingly aware of the need to
complement trade agreements with domestic policies
(forming what has come to be known as the “domestic
agenda”) in such areas as competitiveness, infrastructure,
technological innovation and the modernization of small
and medium-sized enterprises (SMEs).

2004-2005: a critical biennium for regional integration

For the second year in a row, 2004 saw a reversal of the
downward trend in intraregional trade observed in 2001
and 2002, although the figures still fell short of the record
level posted in 1997. Intraregional trade in Latin America
and the Caribbean remains low (17%) by comparison
with Asia (34%) and the European Union (62%). It is
also markedly procyclical (see figure 3).

The low density of trade within subregional
integration groups is attributable to various factors, such
as slow economic growth, the small size of subregional
markets, and the presence of similar export structures
that tend to be concentrated in natural resources and that
consequently cater primarily to industrialized markets.

Furthermore, the infrastructure for trade within such
groups is generally displays greater shortcomings than
the infrastructure used for world trade. In addition, trade
flows within subregional groups are increasingly made
up of manufactures, which are highly sensitive to the
business cycle. The growth rate’s instability therefore
ends up deterring export diversification.

The negotiations between MERCOSUR and the
European Union were not completed in 2004 as scheduled
and will probably have to wait for the close of the Doha
Round in order to rebuild their own political momentum.
MERCOSUR has expressed an interest in opening
free trade negotiations with the Caribbean Community

Figure 3
LATIN AMERICA AND THE CARIBBEAN: GDP AND INTRA-SUBREGIONAL AND
EXTRA-SUBREGIONAL EXPORTS, 1991-2004
(Annual percentage variation in constant 2000 values)
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(CARICOM), Mexico and Morocco in 2005, as well as
in reaching partial-scope agreements with India and the
Southern African Customs Union (SACU). The Andean
Community and MERCOSUR concluded their free
trade negotiations and, except in the case of Peru, the
resulting agreement has already entered into force. At
the beginning of July 2005, the MERCOSUR countries
became associate members of the Andean Community,
while Chile is expected to follow suit within the next few
months. The Andean Community itself is in negotiations
with El Salvador, Guatemala and Honduras, and three
members of its members (Colombia, Ecuador and
Peru) are negotiating a free trade agreement with the
United States. CARICOM, meanwhile, is engaging
in trade negotiations with Canada and the European
Union. There is a crowded agenda for international
negotiations, in addition to the region’s involvement in
the multilateral talks being pursued in the Doha Round.
At times, the sheer scale of the agenda can distract the
countries’ attention from the necessary effort to update
subregional integration schemes and make them more
efficient, particularly inasmuch as the problems these
schemes encounter will not be solved by accumulating
extra-community agreements.

Within the existing framework of multi-tiered
negotiations, integration mechanisms have shown no
signs of remedying some of their traditional failings,
such as the weakness of the relevant institutions and
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particularly of dispute resolution mechanisms; the failure
to enforce community rules once they are adopted; lack
of macroeconomic coordination and insufficient attention
given to asymmetries within the integration groups.
Bilateral South-North agreements (such as the free-trade
agreement among the Dominican Republic, Central
America and the United States (the expanded CAFTA)
which has just been ratified by the Dominican Republic, the
agreement between the United States and three countries
of the Andean Community (Colombia, Ecuador and Peru)
that is now being negotiated, and the efforts being made to
arrive at an association agreement between MERCOSUR
and the European Union) put added pressure on the
region’s integration schemes, inasmuch as they include
commitments on wider and more far-reaching issues than
those addressed by the integration schemes themselves.
The dilemma lies in how to preserve the core objectives
of integration by rapidly realigning these schemes to
prevent them from being overtaken by the course of events
or corporate decisions. This is a formidable challenge,
as the agenda must now be configured to cope with
the asymmetries that are reflected in more demanding
commitments with Northern partners and less rigorous
ones with subregional groups. These negotiations with the
North will result in a notable erosion of intraregional tariff
preferences within the four customs unions (see figure 4),
and the present situation thus calls for an effort to review
and update subregional integration agreements.

Figure 4
LATIN AMERICA AND THE CARIBBEAN: TARIFF PREFERENCES AS OF JULY 2005
(Percentages of total exports)
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The region’s economic actors tend to see trade
agreements with industrialized economies as more
binding, with more reliable dispute settlement
mechanisms and, as a result, greater legal certainty for
investment and foreign trade decisions. In addition, trade
agreements with the United States or the European Union
include potential investment or service commitments that
would entail granting most-favoured nation status, and
this means that the region’s integration schemes have
to abide by decisions in which they have taken no part.
This spillover opens the door to a rapid reappraisal
by the countries of the rules and institutions of their
integration efforts while maintaining the idea of an
expanded market in which there is free movement of
goods and factors, in combination with real progress
towards macroeconomic coordination, genuinely binding
dispute settlement mechanisms, a proper approach to
existing asymmetries, the creation of structural funds to
provide evenly distributed benefits and bold initiatives
in the energy and infrastructure sectors.

The “energy ring” initiative in the Southern Cone
—a bold step that calls for a high level of policy
coordination and consistency among the countries
involved— is an excellent example worthy of
emulation. The creation of this energy ring constitutes
a formidable challenge, yet, the priority thus far
assigned to this effort by the participating governments
and the interest shown in it by foreign investors and
multilateral lending institutions provide grounds for
cautious optimism regarding this initiative’s chances

of success. The scale of the project is such that it
could mark a turning point in regional integration
by facilitating the adoption of additional measures to
reinforce economic and trade complementarity among
South American economies.

The importance of the gradual harmonization of the
various rules and disciplines employed by subregional
integration schemes as a contributing factor in the region’s
competitiveness has been somewhat underestimated.
Efforts should be made to regionalize the rules of origin
on a plurilateral basis encompassing all the countries
involved. This would provide a powerful boost to
intraregional trade and investment decisions. In the same
vein, countries that have trade agreements with the United
States and with each other could work towards recasting
their rules of origin within a plurilateral framework. The
regionalization of rules of origin, together with the mutual
recognition and harmonization of technical, sanitary
and phytosanitary standards, would send a clear signal
of commitment to the idea of a unified market. Similar
efforts could be made in the area of dispute settlement
with a view to establishing a single system encompassing
all subregional agreements, together with the economic
complementarity and bilateral trade agreements existing
among all the countries belonging to any of the subregional
schemes (plus Chile and Mexico, which do not belong to
any of them). Making progress towards a single dispute
settlement mechanism and making its decisions binding
would be another strong signal of concrete rather than
merely rhetorical commitment to integration.

Resurgence of protectionism

One factor that may curb the growth of the region’s
export sectors is adoption of protectionist measures by
industrialized economies, particularly those of the United
States and the European Union. Although the number of
cases brought before the WTO Dispute Settlement Body
dropped from 38 per year between 1995 and 2002 to a
mere 18 in the two and one-half years between January
2003 and June 2005, the proportion of complaints lodged
against developed countries in relation to dumping and
export subsidies actually increased (see figure 5).

With just a few months to go before the decisive
Sixth WTO Ministerial Conference, the debate in
the United States over its worsening current account
imbalance is being increasingly linked to concern over the
rise in Chinese exports to that country’s market. Senior
authorities within the United States Government and
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Congress have deployed a battery of mechanisms to put
pressure on the Chinese authorities to revalue the yuan. In
simplified terms, the aim of this would be to facilitate the
correction of the external imbalance in the United States
economy. The tone in the United States Congress has
been set by fairly aggressive unilateral proposals which,
although none has yet come to fruition, are contributing
to considerable uneasiness about trade between China and
the United States and about the prospect of the United
States playing a leadership role in the Doha Round.

At the end of July 2005, the Central Bank of China
responded to strong United States pressure and announced
that the system of anchoring the currency to the dollar, in
use since 1994, would be replaced by a managed floating
exchange-rate system with a 0.3% band around a central
rate for the yuan to be set on the basis of a basket made
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Figure 5
CASES BROUGHT BEFORE THE WTO DISPUTE SETTLEMENT BODY,
JANUARY 1995 - MAY 2005
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of reports from the Dispute
Settlement Body (DSB) of the World Trade Organization (WTO).
A = Antidumping: B = Subsidies; C = Sanitary and phytosanitary regulations; and D = Other (which covers issues such as
import licences, taxes, agriculture, intellectual property, technical barriers, trade in services, textiles, etc.).

up of its main trading partners’ currencies. Although the
revaluation of the yuan was initially modest (2.1%), it
nonetheless paves the way for international parities to
be adjusted to achieve more balanced growth among
various parts of the world, particularly if other Asian
economies follow suit. Had the yuan and other Asian
currencies remained pegged to the dollar, the extent of
the resulting devaluation of the United States currency
would have brought about revaluations of the euro and
Latin American currencies. This would have reduced
export buoyancy and growth capacity while increasing
the external debt burden as a result of successive rises in
international interest rates.

With this major debate providing the backdrop, the
end of the Agreement on Textiles and Clothing and the
consequent elimination of quotas that impede access to
the main markets in question have led to a significant
increase in Chinese textile and clothing exports to the
United States and the European Union. The production
sectors of these countries are now up in arms, and
politicians and trade authorities have reacted publicly
to the situation. In the first four months of 2005, world
exports of Chinese textiles climbed by 18.4%. Although
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this was lower than the growth rate recorded in the first
four months of 2004, exports to the United States were up
by 71% and those to the European Union by 48%. Both
trading partners have reacted by initiating protectionist
measures in the textile sector, while continuing to insist
on the need for a revaluation of the Chinese currency.
In response, the Chinese authorities decided to apply
fairly hefty tariffs on exports of 74 categories of textile
products, although this decision was later revoked as a
result of continued pressure to revalue the yuan.

The debates concerning the Central American Free-
Trade Agreement (CAFTA) in the United States Congress
have highlighted the power of the sugar lobby within that
body, and the pressure exerted by that lobby has been
reinforced by protectionist voices in the textile sector.
This has focused concern on two sectors of major interest
to the Central American economies and the Dominican
Republic. The voting on the Treaty in both houses of the
United States Congress was directly linked to the strength
of the protectionist stance taken towards China: following
the announcement that the yuan would be revalued at the
end of July, some members of Congress stated that they
would only vote in favour of CAFTA if Congress adopted
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drastic retaliatory measures, including high surcharges
on imports from China.

The agricultural sector is both the icon of
industrialized economies’ protectionism and the
focus of recent victories won by developing countries
protesting these distortions. One such example is
provided by the favourable rulings won by Brazil from
multilateral bodies in the cases it has brought against
European sugar subsidies and United States cotton
subsidies. The judgements delivered by the WTO
Dispute Settlement Body on subsidies and domestic
support have backed up the developing countries’
position on these matters and have upped the stakes of
the Doha Round, since certain aspects of these issues
could have been addressed in the negotiations had the
WTO not already ruled them incompatible with its rules
and therefore in need of adjustment.

Given that these are sensitive sectors in the respondent
economies, WTO credibility will be called into question

as long as these policies remain unchanged. This reopens
the debate on reforming the WTO Dispute Settlement
Body itself with a view to guaranteeing the effectiveness
of its rulings, since shortcomings in its current procedures
allow losing governments to “buy” their way out of the
obligation to change a protectionist rule by offering
compensation or simply by weathering the retaliatory
measures. This often occurs when the case is lost by
a developed country that has the economic capacity to
offer compensation or neutralize the negative effects of
retaliatory measures. The challenge to the credibility
and effectiveness of WTO rulings is particularly serious
when the parties involved are major players in the world
economy and are denouncing practices in breach of
multilateral WTO agreements. The most recent example
is the Boeing/Airbus dispute, with the world’s two largest
civil aircraft manufacturers confronting each other in
what is set to become the more extensive and complex
case ever handled by WTO.

China in the new geography of trade and world production

China has come to represent 4% of world GDP and is
the sixth largest economy (or the second, measured by
purchasing power) in the world. It has thus become a
major player in world markets following its accession
to WTO and the opening of its economy. From less than
2% of total exports in 2000, China came to account for
almost 6.5% in 2004, ranking as the world’s third largest
exporter. It also ranks third in the world in imports, which
expanded by 36% in 2004.

China’s exceptional contribution to this global
recovery has been in the making for a number of years.
Its strong economic growth has had a major impact on the
rest of the world, since it has become a large consumer
of raw materials, minerals, energy and, to some extent,
foodstuffs and industrial products. China is the world’s
top consumer of coal, tin, zinc, copper and cereals and is
one of the leading consumers of fertilizers; iron and steel;
bananas; oilseeds and oils; plastics; electronic equipment;
optical, photographic and medical equipment; and nuclear
reactors and machinery. China accounts for at least 20%
of world consumption of 8 out of 16 selected products
(see table 1). In addition, it represents much of net world
demand for 8 of these products and is one of the three top
world consumers of 15 of them. This has brought pressure
to bear on international markets and has triggered steep
increases in the prices of many of these products. This is
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the case of soybeans, nickel and petroleum, whose price
increases have outstripped those of manufactured goods,
posting a 32% rise in 2004 relative to 2000.

China is now a key trading partner for many of the
region’s countries, and the Latin American and Caribbean
region is China’s main supplier of a number of very
important mining and food products. Since China’s
manufacturing exports are less expensive, it has clearly
been influential in the decline seen in the prices of steel,
zinc, tin, toys, textiles and clothes, and electronics. This
has added up to a net improvement in the terms of trade
for Latin America, in general, and for South America,
in particular.

Latin American exporters are actively competing
in Chinese markets with exporters from other regions,
and particularly with those from the economies of the
Association of South-East Asian Nations (ASEAN). It is
therefore in the Latin American and Caribbean countries’
interests to strengthen linkages with businesses in Asia,
building partnerships and promoting different modalities
of cooperation, in order to maintain the buoyancy of their
exports of raw materials and semi-processed goods to the
Chinese and Asian markets. This will require, in turn,
deeper knowledge of those markets.

The region’s basket of exports to China has also
changed significantly. It now includes a growing
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Table 1

CHINA: SELECTED PRODUCTS HAVING A STRONG INFLUENCE
ONTHE WORLD ECONOMY, 2004
(Percentages of world totals)

Products Production Consumption Imports Exports Cg:;t??;i%n/ Co?;:lgnpéion
Coal 41.1 38.6 13.7 93.8 1
Iron ore 22.8 36.2 27.6 158.6 1
Tin 37.1 27.6 13.5 40.4 1
Meat 27.2 271 3.1 3.5 99.8 1
Zinc 23.6 25.9 6.8 13.0 56.1 1
Steel 25.8 22.4 2.6 13.5 86.7 1
Aluminium 22.8 21.0 5.6 90.5 2
Lead 25.0 19.6 2.6 29.9 77.2 2
Copper 12.9 19.6 25.3 157.3 1
Cereals 18.3 18.8 71 2.7 102.5 1
Soybeans 8.6 16.8 34.3 0.4 165.6 2
Nickel 7.6 10.6 21.7 3.9 144.4 3
Bananas 9.0 9.7 3.0 0.4 106.0 3
Petroleum 4.3 8.3 71 0.8 191.5 2
Sugar 7.4 8.1 2.1 1.0 107.8 2
Natural gas 1.5 1.5 95.6 14

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Food and Agriculture Organization of the United Nations
(FAO), The State of Agricultural Commodity Markets, 2004, The Economist Intelligence Unit, BP Statistical Review of World Energy, June 2005
[online] <http://www.bp.com/>, Heren Energy Ltd., Secretariat of the Organization of Petroleum Exporting Countries (OPEC), United Nations
Conference on Trade and Development (UNCTAD), Commodity Yearbook 2003; World Metal Statistics Yearbook, 2005; ISSB Monthly World 1&S
Review [online] <http://www.steelonthenet.com/production.html.> and International Iron and Steel Institute, World Steel in Figures, 2005.

number of mid-level or high-technology manufactures,
which could represent an avenue to the incorporation
higher-value-added products in the future. Both China
and the Latin American and Caribbean countries would
benefit from cooperation to position the region’s firms
in Chinese value chains. Of course, FDI flows would
have to increase substantially in both directions in order
for this to happen. One question to be asked regarding
trade relations between the two parties is whether China
poses a threat to Latin America. The answer to this
question is not open and shut, but instead will depend
to a great extent on how the two regions cultivate their
trade-investment links, as well as the specific policies
they adopt to promote joint ventures and partnerships in
investment and technology.

As well as contributing to the transparency and
predictability of the multilateral system, China’s
accession to WTO and its commitment to adjust rules and
policies have various implications for the region, which
can be divided into three categories: (i) access to the
Chinese market for the region’s exports; (ii) competition
between these economies in third markets (particularly
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the United States); and (iii) competition from Chinese
products in the domestic markets of the region’s
countries. As a result, certain disciplines and the means
or degree of China’s compliance with its commitments
have taken on greater importance for the region, as has
China’s stance in the current WTO negotiations, both as
a single country and as member of groups with shared
proposals and agendas.

It has been three and a half years since China
acceded to WTO. Although this is not very long, it is
enough to provide grounds for one key observation:
China has made considerable progress in implementing
its WTO commitments and is continuing to do so.
Nevertheless, China’s legal regimes continue to form
a labyrinth that many countries have difficulty in
negotiating. The associated lack of transparency is
still one of the main hurdles to the full realization of
the potential advantages of China’s accession to WTO
and to access to fairer competition for its enormous
market. Many State firms continue to apply tariff quotas,
especially in the agricultural sector, where intellectual
property rights are still not fully enforced. China
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also continues to deploy sanitary and phytosanitary
measures as non-tariff barriers to agricultural goods.
The areas giving most cause for concern are copyrights,
intellectual property, non-tariff measures and access to
services markets.

Importantly, however, an examination of the
complaints taken to the Dispute Settlement Body (DSB)
indicates that, thus far at least, China is not considered to
be in breach of its WTO commitments,. On the contrary,
China is making use of the DSB to defend itself from
trade measures invoked against its products. From the
start of 2002 until mid-2005, China has been named as
arespondent in four cases and has brought six cases as a
complainant. Furthermore, in the interests of resolving
trade disputes with China, some countries, including
the United States, are forming working groups with
the Chinese Government. The European Union has also
established a European Commission delegation to work
with China and has approved a bilateral cooperation
accord as set out in its Regional Strategy Paper for
2002-2006.

Seeking to avert the use of arbitrary procedures
and the application of measures corresponding to non-
market (transition) economies in future antidumping
cases, China is actively lobbying its trading partners in
order to secure market-economy status before the 2016
deadline. China is hoping to obtain recognition of that
status from the United States, the European Union and
Japan. As of July 2005, over 30 countries had granted
China market-economy status, including 10 from the
region, Argentina, Brazil, and Chile among them. The
Chinese authorities have been unflagging in their efforts
to win China a reclassification from a transition economy
to market-economy status.

China has been engaging in very active diplomacy
in a wide variety of forums, including negotiations on
bilateral free trade agreements, to ensure recognition of
market-economy status. A case in point is the accord
recently signed with New Zealand. Australia also granted
China market economy status prior to embarking on
free trade negotiations and stated that antidumping
complaints henceforth will be based on costs incurred
in China rather than on third-country costs or prices.
In addition, all 10 ASEAN countries granted China
market-economy status before the China-ASEAN free
trade agreement was signed at the end of 2004, on the
understanding that this was an essential requirement for
the trade pact’s conclusion.
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WTO rules allow member countries to approach
the issue of market-economy status in a variety ways.
For example, the United States authorities usually reject
the price and cost information supplied by China and
use information derived from substitute markets. The
European Union uses a more hybrid approach for cases
involving China and other countries whose economies
are classified as being in transition or otherwise not
subject to market-economy treatment. Imports from
China may thus be considered, in a very limited number
of cases, as coming from a market economy, providing
that market conditions can be demonstrated to prevail in
the industry concerned. In this regard, China’s removal
from the list of countries having non-market economies
should not act as a serious constraint on the use of
trade defence mechanisms against sharp increases in
imports form China, since WTO instruments will still
be available. In any case, continuing to treat China in an
apparently discriminatory manner would clearly interfere
with bilateral relations rather than contributing to the
development of strategic, mutually beneficial ties.

In 2004, Chinese government authorities embarked
on a particularly busy itinerary of South American visits.
President Hu Jintao conducted State visits to Argentina,
Brazil and Chile, as well as Cuba, and Chinese ministers
and deputy ministers accompanied high-level business
delegations to practically every South American country.
During all of these tours, important commitments were
made to strengthen economic and trade relations. The
Presidents of Argentina, the Bolivarian Republic of
Venezuela, Brazil, Colombia, Chile and Peru have also
recently paid visits to Beijing, and many more ministerial
and business visits have been paid by these and other
countries to China in 2004-2005.

These overtures have resulted in almost a hundred
public agreements and commitments, which are the
outward manifestation of this interesting juncture in
economic relations between China and South America
and of their mutual interest in moving forward towards
a strategic relationship. China has used a variety of
formulas —sometimes in combination— to seek closer
relations with the Latin American countries: different
sorts of trade agreements, direct investment, especially
in infrastructure and energy, joint ventures with State
enterprises, and special agreements on science and
technology. The negotiation of a free trade agreement
with Chile opens up a new avenue for establishing more
permanent trade and investment links.
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Trade, security and transport

The events of 11 September 2001 in New York and the
attacks of 11 March 2004 in Madrid, as well as other
incidents of a similar nature, have prompted countries to
adopt a series of measures to defend themselves against
threats to food security and merchandise transport. The
United States, for example, has passed the Bioterrorism
Act, which came into effect in mid-December 2003
and is intended to protect the security of the country’s
food supply.

In order to access these countries’ markets, food
shipments must comply with new legislation requiring
them to provide a full account of the relevant production
chain. The life history of a foodstuff is referred to
as its “traceability” or “trackability” and provides
certain assurances of food security, improves quality
management and risk evaluation, boosts consumer
confidence and permits the implementation of corrective
measures in the event of quality or safety shortfalls. Firms
that do not provide proper and timely information to a
destination-market country seeking to track a product’s
entire production chain in the event of any suspicion of
tampering may find the product barred from that market,
impounded, returned or destroyed. Although these rules
have been created in response to a justifiable demand
for security, the exporting country faces the challenge of
ensuring that they do not turn into market-entry barriers,
especially for SMEs that may not have the capacity to
meet the new requirements quickly.

The recent cycle of trade expansion has brought with
it significant increases in maritime cargo and therefore in
the total value of shipments, which began to rise all over
the world in 2003. Several factors are implicated in this
situation. First, the huge surge in trade between China
and the United States has drawn much of the storage
capacity in container carriers onto this route, causing
a severe shortage of ships on other routes (including
Latin American and Caribbean ones) and generating
an unprecedented degree of congestion in transport and
port systems, especially on the west coast of the United
States. In addition, cargo flows are clearly unbalanced.
The rise in shipping costs has been further compounded
by a steady increase in the price of fuel for cargo vessels.
The downturn in shipping rates seen in the second quarter
of 2005 may reflect either seasonal factors or the recent
slowdown in economic growth in the United States and
in growth projections for other OECD countries.

There is an economy-of-scale problem in
international transport which translates into an inverse
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ratio between the number of shipments and the freight
volumes, as described earlier. This limits, particularly,
small and medium-sized producers’ possibilities of
securing long-term transport service contracts at
reasonable rates and forces them to pay much more than
a firm that ships, say, 50 containers per month. In the
case of highly perishable goods, such as fresh berries,
the scale of production determines a firm’s ability to
secure space on cargo flights and thus to engage in direct
export operations.

These events, and the repercussions they have
on infrastructure and transport security, have not only
led to the adoption of more stringent international
regulations (International Ship and Port Facility Security
Code (ISPS), Bioterrorism Act, traceability, technical
standards, sanitary and phytosanitary measures), but
have also pushed up the costs of international trade. In
mid-2005, a sample of 107 ports worldwide revealed that
the average increase in security costs was US$ 8.53 per
container, with a mean incremental cost for the region that
is much higher than the average and three times higher
than the average in Australia and the United States, even
though many countries in the region have not yet invested
in electronic scanners to check container contents (see
figure 6).

Some security measures adopted in the face
of terrorist threats have received the support of the
international community, while the legitimacy of others
has been questioned in view of their unilateral nature.
An ongoing dialogue among all parties concerned is
called for, and financing mechanisms for implementing
the measures need to be expanded and improved. This
would help reduce the high costs of purchasing advanced
equipment and technology to enable countries, especially
those in Latin America and the Caribbean, to comply with
the new security standards. It is also vital to improve the
physical infrastructure and to invest in human resources
via training programmes. All the parties involved should
discuss the new security measures and implement them
within a multilateral framework in much the same way
as the ISPS has been implemented under the guidance
of the International Maritime Organization (IMO),
thus ensuring the full participation and support of the
international community.

In short, the risks bearing down on the world
economy are far from insignificant: a large current
account deficit in the United States; stubbornly low
growth rates in Japan and the European Union; a
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Figure 6
INTERNATIONAL CHARGES FOR PORT PROTECTION, JUNE 2005
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a8 Weighted average for trade to December 2004.

rise in oil prices; an unrelenting terrorist threat; and
protectionist signals in industrialized economies, chiefly
in response to the increase in exports from China and
other Asian countries.

The performance of the world economy in 2004-
2005 has benefited Latin America and the Caribbean,
as it has underpinned high international prices for the
region’s exports, better terms of trade, low interest
rates and, consequently, low inflation and positive fiscal
results. Oil prices are a crucial factor for the region as a
net exporter. However, a number of small and medium-
sized countries in the region are net importers of oil, and
prices of around US$ 60 per barrel therefore translate
into high costs for these countries in terms of their
fiscal accounts and balance of payments. Net exporters,
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meanwhile, face a considerable fiscal challenge as they
seek to take advantage of these boom times to save or
pay off debts while achieving a more sustainable form
of growth.

Increased competition from China and Asia
in general should be taken into consideration as a
fundamental component of the region’s trade, production
and technological strategy. The most striking feature of
the present global economic cycle is the new geography
of the world’s economy and its trade flows, which is
increasingly centred around Asia and China. Latin
American and Caribbean authorities should redouble
their efforts to identify and capitalize upon the potential
complementarities of greater integration with Asia and
with China in particular.
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Chapter |

Trade and the world economy in 2004
and the outlook for 2005 and 2006

A. Introduction

Two new developments that have been taking shape in the international economy over the past

few years have been particularly significant in 2004-2005. First, a new geography of international

trade and financial flows has begun to emerge as China takes on greater economic and financial

prominence on the world scene.

The second is a cyclical phenomenon associated with the
strong recovery of the United States economy in 2004,
which has generated a world economic growth pattern
that is more dependent on that country. This situation is so
closely connected with the structural change taking place
in the world economy that the recovery in the United
States can best be understood in the light of this new
international financial and production structure. These
two developments go a long way towards explaining
the exceptional growth of the world economy and trade
in 2004.

The change in the international division of labour,
with its corresponding dynamic in the areas of trade and
finance, has given rise to major imbalances with respect
to the accumulation of savings and consumption on a
global level, thereby threatening international financial
stability. The form that the adjustment of these substantial
imbalances in the world economy ultimately takes will
be of decisive importance and will, in particular, have

Pane_Cap_|_Eng.indd 29

a strong impact on the future growth prospects of Latin
America and the Caribbean.

The convergence of these two phenomena will thus
have direct and indirect implications for Latin American
and Caribbean economies, given the importance of the
United States and China in the region’s trade. On the
one hand, the interaction between these two countries’
economies and the specific type of growth they
experience, how they establish commercial and financial
relations, and the impact on the price of oil will all affect
the region. On the other hand, the characteristics of Latin
American and Caribbean countries —the composition of
their foreign trade, trends in their main import and export
markets, and their financing needs and level of external
debt— will have their own influence.

This chapter will address some aspects of these
structural changes, especially those seen in the
geography of trade and finance and the tremendous
impact of the current economic boom in the United
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States on this process. The current strength of China’s
economy will then be analysed, along with its role as
an international price maker in various sectors and
its importance as a new engine of worldwide growth.
Next, the difficult issues associated with the world’s
major currencies will be examined, in particular
the debate on the revaluation of the Chinese yuan.

Economic Commission for Latin America and the Caribbean (ECLAC)

Against that backdrop, the imbalances of the United
States economy and possible adjustment scenarios
will be reviewed, and their principal implications for
the economies of the region will be discussed. The
chapter will end with a brief summary of the prospects
for growth and trade relations in Latin America and
the Caribbean.

B. The international economic climate in 2004

The recovery of the world economy that began in the
second half of 2003 gathered strength throughout most
of 2004, bringing overall growth to 4.0% for the year,
the highest level achieved in the last three decades.!
This boom, though relatively widespread, continued
to reflect the fact that Asia has experienced a more
vigorous recovery than elsewhere. In fact, the developing
countries’ 6.5% growth rate surpassed the world average,
marked the second year in a row of strong growth and
was the highest rate to be posted in the last 30 years.? The
figures for this group of nations are heavily influenced
by the exceptional performance of a few countries, such
as China (9.5%) and India (7%), but even if these two
countries are excluded from the calculations, the other
developing regions still managed to attain a growth rate
of 5% in 2004. Moreover, this was probably the first
time in 30 years that the developing countries entered a
growth phase ahead of the developed nations (United
Nations, 2005a).

In the industrialized world, growth rates have been
more uneven across countries, and the main engine for
growth among developed nations and for the world as
a whole has been the United States economy, which
reported a 4.2% growth rate in 2004, thanks to a robust
expansion in the first quarter which outweighed the
ensuing slowdown. The most dynamic components of
aggregate demand were investment in hardware and
software and in housing. Government spending continued
its upward trend because of greater defence outlays,
though spending was cut in other categories. Long-term
interest rates have not echoed the rising trend in the
short-term federal funds rate since mid-2004. Real short-
term interest rates are still low, however, and is therefore
spurring on the money supply. In addition, the long-term
rate is moving downward owing to the excess liquidity in
the economy, the low level of inflation and expectations of

world GDP figures would be about 1% higher.

declining activity due, in part, to the high price of oil.

In 2004, the European Union reported a moderate
expansion (2%), which fell short of expectations.
Germany’s growth was below that average and Italy
actually entered a recession, but Spain and France
posted higher rates. The main impetus for expansion in
this bloc of countries was external demand, although
the appreciation of the euro dampened exports and
boosted imports beginning in the second half of the
year. The Japanese economy grew by 2.6% in 2004, but
in the second quarter GDP fell, and the level of activity
has been weakening. This situation is attributable to a
reduction in private consumption and public investment,
given the country’s large fiscal deficit and the high level
of public-sector indebtedness. The external sector’s net
positive impact on growth was considerable, thanks to
the buoyancy of its exports to China.

In spite of Chinese officials’ attempts to curb what
has been considered an excessive expansion, the Chinese
economy’s growth rate in 2004 (9.5%) was even higher
than in 2003 (9.3%). The greatest boost in 2004 came
from the notable surge in exports (35%) and fixed
investment (26%), which more than offset the decline in
private consumption and, during the second half of the
year, in manufacturing output as well. The inflation rate
slid from 5.5% to 2.4% in the second semester. The step
taken to limit demand and contain inflation included the
sterilization of the money supply, an increase in banks’
reserve ratios, a cutback in real estate loans and a freeze
on investment for some products. In addition, interest
rates were nudged upward in late October (Ramos and
Ryd, 2005).

The United States managed to maintain its share of
global GDP (30%), in contrast to the euro zone and Japan,
whose shares both shrank somewhat (see figure 1.1.a).
Consequently, the relative weight of the most advanced

In this chapter, calculations of growth rates are based on market prices and do not take into account purchasing power parity (PPP). Otherwise,

2 The average annual growth rate for the 1970s, 1980s and 1990s was 5.4%, 3.5% and 3.2%, respectively.
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Figure 1.1
WORLD ECONOMIC INDICATORS
(Percentages and billions of dollars)

a) Real annual GDP growth rates
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nations in global GDP declined between 1990-1991 and
2003-2004, while that of developing countries expanded.
This is particularly true of China, which doubled its share
to 4.2% of global GDP. Latin America and the Caribbean
were less dynamic than developing countries as a whole,
but they did manage to hold on to their 6% share.’

Merchandise trade reached a 25-year high in
2004, jumping by 21% in nominal terms. This robust
performance was made possible by sharp increases in the
dollar prices of many products and by the large volume
of goods traded. In real terms, merchandise trade was
up sharply in South America in 2004, surpassing other
regions of the world.

Thanks to surging prices for oil and other commodities,
especially electronics and telecommunications equipment,
developing countries’ share in global merchandise trade
soared to 31% —the highest level recorded since 1950
(WTO, 2005).4

The value of trade in services, on the other hand,
was up by just 16% in 2004, following a sharper
increase in 2003. This upswing came in response to a
steep rise in transport and travel. These trends set the
current recovery (2003-2004) apart from the situation
in 2001-2002, when merchandise trade rose more
slowly than trade in services. The notable expansion in
merchandise trade brought to light shortcomings in port
and transport facilities, which combined with higher oil
prices to drive up the costs of these services. The value of
tradable services (three fourths of which is in the hands
of industrialized countries) rose to 25% of the value of
trade in goods.

In 2004 net private financial flows to developing
countries jumped by 34%, although there was a decline
at the world level. This development is partly accounted
for by the high level of liquidity worldwide and by the
low long-term interest rates prevailing in the United
States. The bulk of these flows consisted of foreign direct
investment (FDI), which had begun to ebb in 2001 but
picked up by 3% worldwide in 2004, although this was
not enough for it to regain the levels seen between 1998
and 2000.5 Net flows to Asian and emerging European
economies soared in 2004 (40%),° but, as a reflection of
the international relocation of production facilities, most
of these flows went to China (see figures I.1.g and I.1.h).

3 Calculations in constant 2000 dollars, on the basis of IMF, 2004.
For example, in some Asian countries, electronics and telecommunications equipment amounted to over 50% of total exports of goods in 2004,

which had a major impact on the expansion of trade flows.

Economic Commission for Latin America and the Caribbean (ECLAC)

The region also benefited from larger flows of
FDI, which climbed by 44% in 2004 (the first increase
since 1999). The region accounts for 22% of all FDI
in developing countries, in contrast to the 50% share
recorded in the 1970s and 36% in the 1980s. The FDI
received by Latin America and the Caribbean in 2004
corresponded to 3% of the region’s GDP; this was
slightly less than China’s share but more than that
of Central and Eastern Europe and the rest of Asia
(ECLAC, 2005b).

The decrease in flows of private capital in the form
of direct or portfolio investments at the global level was
offset by official flows in the form of purchases of United
States Treasury bonds. This trend is reflected in the steep
gain in the “other flows” category in figure I.1.h. The main
sources of these official flows are Asian governments
(particularly China, Japan, Republic of Korea and Taiwan
Province of China), as will be discussed further in a later
section. To a great extent, this financial phenomenon
is the counterpart of the enhanced competitiveness of
Asian exports —China’s in particular— on the United
States market.

Noteworthy developments on the international
scene, in addition to the key role played by the
economies of China and other developing countries in
the recovery made by global GDP in 2004, included the
countercyclical fiscal and monetary measures applied in
the United States to deal with the 2001 recession. Thanks
to these steps, the recession was shorter and more shallow
than previous ones, which in turn kept global GDP growth
from declining further.

Given the fact that the recession was so slight, it is
remarkable that the economic upturn has been so weak
and sluggish in the United States and other developed
countries. Part of this situation can be blamed on
the lethargic expansion of manufacturing output in
industrialized nations (see figure I.1.f).

The slowness of the recovery has been accompanied
by persistently high unemployment in developed
countries, which has prompted concern about “jobless”
growth. This trend is associated with the relocation of
production to countries with cheaper labour, particularly
China and the emerging nations of Asia, as well as some
emerging European countries.

Data from UNCTAD (2005). Reference is made to the recession in the United States, as defined by the National Bureau of Economic Research.

Since this country is the main driving force of the world economy, its recession triggered other recessions or severe downturns in most countries
of the world. For a discussion of the general concept of recession, see Ryd (2003).
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C. Recovery and dynamic growth in the United States

The recovery of the United States economy between
the first quarter of 2003 and the first quarter of 2004
was a fundamental factor in the expansion of the world
economy, especially for China and other Asian countries,
as well as the European Union.

The strength of private consumption has been a
significant factor in this recovery. In fact, nearly three
quarters of the increase in GDP between the onset of the
recovery and the third quarter of 2004 corresponds to this
sector, while gross fixed investment, which has been slow
to pick up speed, has accounted for the other fourth. Two
sectors, housing and computer hardware and software,
were the main focus of this expansion. The surge in
investment, primarily in the housing market, is associated
more with durable goods consumption than with the
expansion of production. Net exports siphoned off
growth, despite the depreciation of the dollar beginning in
2002, and made a negative contribution to GDP, thereby
widening the trade and current account deficits.

In contrast to the trends in investment and wages,
which have fallen in real terms, the growth rate of
earnings began to climb sharply in 2002, although,
measured in terms of GDP, they failed to regain the peak
level attained in 1997.

Employment has not increased much, while the
unemployment rate has remained relatively stagnant.
Saving is down, and the level of indebtedness is therefore
rising quickly. This is especially the case with household
debt, but public-sector and business debt indicators are
also high, although businesses have begun to pay off
creditors and improve their financial balances. All in all,
total debt is approaching 290% of the country’s GDP.

This trend can be attributed to a number of fiscal
and monetary stimulus measures, such as tax cuts and
tax incentives for corporate investment. In addition, the
federal funds rate was lowered to 1% in mid-2003. This
historically low rate has boosted consumption, especially
of durable goods but also of other items as consumers
obtain additional liquidity through mortgage refinancing.
In short, the real estate market has been a counterbalance
to the loss of wealth on the sagging stock market and has
bolstered consumption. As a result of these measures, the
budget surplus that greeted the current Administration
when it took office has turned into a hefty deficit (nearly
5% of GDP), as defence and security spending mount.
Nearly one fifth of GDP growth during the recovery can
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be attributed to higher fiscal spending, much of which
has gone to defence. These countercyclical policies are
similar to those applied in previous recessions, but in this
case have been unusually intensive.

In the second quarter of 2004, the United States
economy’s growth began to slow, and this trend has
carried over into 2005. Monetary policy began to
change in July 2004, with eight successive rate hikes
bringing interest rates up to 3% by the second quarter
of 2005. These adjustments come primarily in response
to the Federal Reserve’s concerns about the inflationary
pressures exerted by oil prices. In fact, inflation has gone
from less than 2% in early 2004 to 3.2% at the end of
the first quarter of 2005. Excluding energy and food, this
indicator rose from 1% to 2.5% during the same period.
At the same time, fiscal spending surged, especially in the
area of defence, though some of the fiscal stimuli have
ceased to be a factor. The investment incentives lasted
only through the end of 2004, which explains the smaller
contribution of investment to growth in the first quarter
of 2005. Gross fixed investment accounts for more of that
growth, thanks to a sharp rise in inventories. In addition,
the part attributable to consumption has dipped slightly
since 2004, but even so, it is responsible for nearly
80% of GDP growth, and over half of that percentage is
represented by services.

The external sector also appears to be trending
downward; in the first quarter of 2005, exports and
imports both grew more slowly than they had in 2004.
In any case, imports were more dynamic than exports,
so the net contribution to GDP growth attributable to the
external sector was even less than it had been in 2004.
Thus, the trade and current account deficits continue to
widen, despite the real depreciation of the dollar since
early 2002. As of May 2005, the value of the currency
had fallen nearly 15% below the peak reached in 2002.
The current account deficit, which amounted to 6.3%
of GDP at the end of 2004, has been financed by an
increasing flow of capital from abroad. The composition
of this flow has changed, however, with purchases of
bonds rising while FDI and equities have fallen sharply
from their pre-recession highs. In fact, government
bond purchases financed 43.2% of the deficit in 2004
(see figure 1.2).

The total stock of government financial assets
held by foreigners grew by 38% between 2003 and
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Figure 1.2
ANNUAL FLOWS OF DOLLAR ASSETS PURCHASED BY CENTRAL BANKS, THE CURRENT ACCOUNT DEFICIT AND THE
REAL EXCHANGE RATE IN THE UNITED STATES, 1985-2004

600 000 200.0
400 000 + | 180.0
200 000 +
+ 160.0
<
I
= 0
©
5 - 1400 3
7 el
c £
& -200000 +
=
+ 120.0
-400 000 +
-600 000 T 1000
-800 000 80.0
[Tel © ~ © [ o — [aV) [se) < 7o) o ~ [eo] D o — 2V} [s0) <
[ee} <o} [ee} © © (2] (2] (o2 [2] [2] [2] [} (2] (2] [2] o o o o o
(2] (2] (2] [} [} (2] (2] (2] [} [} [} [} (2] [} [} o o o o o
- = = - = ¥ ¥ ¥ += += += += += == - & & N & «
[ Current account [ Government-held foreign assets = Real exchange rate

Source: Bureau of Economic Analysis (BEA), United States Department of Commerce and

International Monetary Fund.

the end of 2004 to US$ 1,852 billion. Most of these
assets are held by public authorities in Asian countries,
particularly China. In fact, this group of countries
accounts for nearly 73% of the total, up 3% from the
previous year.

China, whose expansion is primarily due to the
strong growth of exports and increased investment,
especially FDI, has built up a hefty trade surplus with
the United States. Although the net total trade balance
amounts to just 2% of its GDP, China’s trade surplus
with the United States accounted for one fourth of the
latter’s total deficit for 2004 according to official statistics
compiled by the United States. Nonetheless, Chinese

Government records indicate that its surplus amounted
to only one half of that deficit.

In sum, this recovery of world growth, being closely
tied to consumption and, to a certain extent, to United
States investment demand, requires saving by other
countries and the expansion of exports to that market in
order to satisfy a demand that is outstrips supply. In other
words, the United States is playing the role of consumer
of last resort, and the effect of this compounds the impact
of higher defence spending. These factors account for
the major imbalances that the country is experiencing,
which include the largest current account and budget
deficits in its history.

D. China in the emerging geography of world trade and

production

The changes under way in the global financial and
production structure, which are associated with the nature
of the current recovery and the international division
of production, mean that trade will expand much faster
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than output, with most of the growth in activity taking
place in flows into and out of new centres of production.
Thus, the expansion of the volume of world trade was
more than twice as high as average annual GDP growth
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for the 1990s, and grew even more rapidly in the case of
developing nations. In fact, in most countries, though not
in the United States, exports, along with the investments
that go hand in hand with those flows, appear to be engine
of growth. In fact, the volume of world trade was slightly
more than 10% greater in 2004 than it had been in 2001,
when all the countries were experiencing a slump. The
developing countries —and particularly the transition
economies and China— actually exceeded that average,
with exports and imports rising by about 15% in the
transition economies and by 30% in the case of China.
Changes in the relative share of different groups or
countries are reflected not only in world GDP but also
in trade and in the trade mix. Sharp disparities between
regions and countries can be seen, however. As shown
in figure 1.3, which depicts export trends by major
categories of country, it is developing countries and
economies in transition that are primarily responsible
for the recovery and vitality of exports in the wake of
the 2001 crisis. In the developed countries, in contrast,
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export growth has stalled and they have therefore failed
to regain the rates of expansion they enjoyed before the
crisis (see figure I.1.e).

The dynamism of developing countries’ trade flows
can also be seen in South-South trade relations, as the
relative weight of these nations in worldwide exports
rose from 9.4% in 1990 to 12.5% in 2002. Most of this
expansion can be attributed to the brisk intraregional
activity of Asian countries, whose share of world exports
doubled during that period (Kuwayama, 2005).

This dynamic expansion reflects the shift in intra-
Asian competitive advantages and in production locations
as assembly activity in China moves to the forefront.
The Asian economies are functionally linked to China’s
export growth, and behind every Chinese export there
may therefore be a great many indirect exports from
other Asian economies in the form of parts, components,
equipment and services. Indeed, what the world is seeing
is an integration of trade arising out of the integration of
production chains.

Figure 1.3
TRENDS IN EXPORTS AND IMPORTS, BY MAJOR COUNTRY CATEGORIES
(Index: 1990 = 100)
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1. China as an international price maker

The burgeoning Chinese economy, driven by exports and
imports, has had major global repercussions. China has
become a major consumer of raw materials, minerals,
energy, and also, to a certain extent, foodstuffs and
manufactures. It is between first and third place worldwide
in terms of the consumption of copper, fertilizers, iron
and steel, oilseeds and oils, plastics, electronics, and
optical, photographic and medical devices, as well as
nuclear reactors and machinery. International markets
have therefore felt the pressure as the prices of many
of these goods have been driven upward. Cases in point
include copper, soybeans, nickel and petroleum, whose
prices have outpaced those of manufactured goods. These
high prices have, however, been partially offset by the
depreciation of the dollar against various international
currencies, as illustrated in table I.1 with respect to the
euro (OECD, 2005).

The growth of China’s industrial exports has been
concentrated in labour-intensive merchandise requiring
large-scale inputs of intermediate goods. The international
prices for such products —especially automotive and

electronic goods, textiles and apparel — have plunged.
This trend has been fuelled by China’s entry into the World
Trade Organization (WTO) and, in the case of textiles, by
the expiration of the Multifibre Arrangement (MFA) wand
its attendant restrictions in January 2005. This situation
has had a major impact on many Latin American and
Caribbean countries that export these goods, especially
the maquila industry in Mexico and Central America.

The textile trade provides the best illustration of
this development. In the first four months of 2005,
Chinese textile exports jumped by 18.4%. Although this
increase was lower than the corresponding figure for
the same period in 2004, exports to the United States
and the European Union climbed by 71% and 48%,
respectively. In response, both of these trading partners
have introduced protectionist measures in this sector, as
well as urging China to revalue its currency. In response,
the Chinese authorities decided to impose significant
tariffs on exports in 74 categories of textile products,
although they later rescinded the decision in the face of
persistent pressure to revalue the yuan.’

Table I.1
PRICE VARIATIONS FOR SOME COMMODITIES
(Percentages)
Dollars Euros
2002 2003 2004 2004/2001 2004/2001

Commodities 1.2 13.8 29.4 49.1 8.5
Soy oil 28.3 21.9 11.2 74.0 271
Soy 8.6 241 16.1 56.5 14.3
Wheat 16.9 -0.9 6.8 23.7 -9.7
Nickel 13.9 42.2 43.6 132.5 69.8
Iron -1.0 8.5 17.4 26.0 -7.9
Steel products 1.4 16.4 54.2 81.9 32.9
Copper -1.2 14.1 61.1 81.6 32.6
Gold 14.4 17.3 12.6 51.0 10.3
Fuels 4.4 22.3 28.8 64.6 20.2
Crude oil 10.8 20.9 25.2 67.7 22,5
Petroleum products -5.3 23.8 34.8 58.1 15.5
Coal -16.2 2.9 96.5 69.3 23.7
Natural gas -15.4 63.9 7.3 48.7 8.6

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

7

This measure can be considered a goodwill gesture on China’s part, since its official position is that both the United States and the European

Union delayed the adjustment process for this sector of production, postponing the elimination of most textile quotas beyond the deadline
agreed upon in WTO (interview with the official spokesman for the Chinese Government, 26 May 2005, www.english.mofcom.gov.cn).
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Among commodities, steel production is flourishing.
China has become the world’s leading producer of this
product, and in the second half of 2004 it became a
net exporter of some steel products, which it sells at
prices 30% below the international average. If this
trend continues, it will have adverse consequences for
several countries in the region, including the Bolivarian
Republic of Venezuela, Brazil and Mexico. China’s
industrialization process is highly energy-intensive,
and the country’s entry into WTO has exacerbated this
situation, since the environmental restrictions instituted
by that organization require the substitution of oil for
dirtier fuels. In both 2003 and 2004, the annual growth of
demand in China was not only the highest in the world,
but also quadrupled the rate of increase in global demand
for petroleum (IEA, 2005). China accounted for one third
of the upsurge in worldwide oil consumption in 2003 and
2004, and its oil imports soared by 70% between 2003
and 2004 (CRS, 2005). In other words, China has become
an international price maker both for many manufactured
goods and for some commodities.

According to the commodity price index compiled by
ECLAC, prices for this group of products climbed by 32%
between 2000 and 2004. Some categories were better off
than others, however. Such is the case with minerals and
metals (48%), oils, flour and oilseeds (45%) and energy

(31%). In contrast, the rise was clearly below average for
other products, such as foodstuffs (10%) and forestry and
agricultural products (7%). Beverages actually declined
in price (-13%).

The World Bank estimates that the rise in commodity
prices since 2001, despite the mitigating effect of
the dollar’s depreciation, has boosted revenues for
developing countries by an additional 1.1% of their GDP.
This positive effect was primarily felt in oil-exporting
countries, to the detriment of importers. Net earnings
from increases in other commodity prices were modest
or even negative for some countries, since they applied to
just a few products (minerals and metals) (World Bank,
2004, chapter I).

Several developing regions and transition
economies saw their terms of trade improve, which
allowed them to build up large trade, current-account
and balance-of-payment surpluses and thus to
bolster their net foreign reserves. As a result, several
developing countries became major net exporters of
capital. This was also the case for Latin America and
the Caribbean as a whole, since in 2004 the region
recorded a net transfer of capital equivalent to 4% of
GDP (ECLAC, 2004). Net oil exporters accounted for
most of these transfers, given the steep increase in oil
prices seen since 2002.

2. China as a new engine of world growth

China’s exceptional role in this cycle of world recovery
has been taking shape for several years. In fact, this
country enjoyed phenomenal growth between 1980 and
2004, with an average annual rate of 9.5%, albeit with
periods of upturns and downturns during that time. For
example, during the Asian crisis and the subsequent
recession in the United States, the Chinese economy
cooled off slightly, with average growth rates of just 7.6%
between 1998 and 2002. Beginning in 2003, however, it
recovered strongly, expanding by 9.2% in 2003-2004.
One additional characteristic of China’s current
boom is the large contribution made by its external
sector, which has seen net exports regain momentum
after being hampered by the Asian crisis prior to 2002.
This has stimulated growth and shored up the current
account surplus created by capital inflows, which have
consisted primarily of FDI and, since 2004, the financial

8 See WTO Statistics, www.wto.org.
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capital attracted by expectations of a revaluation of the
yuan (Ramos and Ryd, 2005).

Thus, China now represents 4% of global GDP
and has become the sixth-largest economy in the world
(second, if measured by purchasing power parity). As a
result, the country accounted for 15% of the international
recovery between 2002 and 2003 (United Nations,
2005a). Furthermore, by opening up its economy and
being allowed to join WTO, China has also become a key
player in world markets, moving from less than 2% of
total exports in 2000 to nearly 6.5% in 2004. In this past
year, it has boasted a 35% jump in such transactions and
now ranks as the world’s third-largest exporter, displacing
Japan. It also ranks third in imports, with a 36% rise
in that category in 2004. China’s imports therefore lag
somewhat behind its exports, having contributed 16.5%
of the world’s total import growth in 2002-2003.8
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This remarkable export-led trend in China, which, as
mentioned earlier, has also been spurred by an intensive
investment effort (amounting to more than 40% of GDP),
also entails a process of industrialization, urbanization
and infrastructure development. It is significant that
domestic saving represents such a large share of GDP
(42% in 2004) (CRS, 2005). What is more, this country
has become a key supplier of manufactured goods to
world markets, displacing other Asian economies, as well
as several industrialized economies and some developing
ones. As noted previously, this situation is directly related
to the concentration of FDI.

Indeed, the bulk of FDI went to developed countries
in 2000 (80%), with the United States being the primary
recipient. By 2003, these flows had shrunk dramatically
(60%), with only two thirds of FDI going to this group
of nations. FDI received by the United States plunged by
90%. Although flows to developing countries have also
declined (albeit by relatively less), China continues to
be an increasingly favoured recipient. In 2003, it nearly
took the lead in attracting worldwide FDI.° Then in
2004, China received US$ 60.6 billion, and Hong Kong
Special Administrative Region of China took in US$ 33
billion. These two sums combined account for 16% of
global FDI, which means that they were bested only by
the United States.'? In fact, this country garnered 20% of
total world FDI, having posted a huge upswing as an FDI
destination that year. Remarkably, flows to Latin America
and the Caribbean are expanding even faster than those
to China, but the region’s relative share remains small,
having edged upward from 7% to 9% between 2003 and
2004 to a total of US$ 54.4 billion (UNCTAD, 2005).

China’s economic opening and expansion has
helped strengthen Asia’s trade and financial integration.
According to the latest available data, nearly 60% of
FDI in China comes from its Asian neighbours, with one
third of this sum coming from the Hong Kong Special
Administrative Region of China, followed by Japan,
the Chinese province of Taiwan, Republic of Korea and
Singapore. These Asian economies are all among the top
10 sources of FDI in China.!! The United States comes
in third, with one tenth of the total, ahead of Japan in
terms of its relative share but behind the Virgin Islands (a
tax haven), which accounts for a slightly larger share of
FDI than the United States. One innovative feature of the
current recovery is China’s presence as a foreign investor

Economic Commission for Latin America and the Caribbean (ECLAC)

in the natural-resource sectors of several developing
countries. It has also made investments in the automotive
and informatics industries.

China’s trade with Asian nations accounted for
nearly half its exports and close to two thirds of its imports
in 2004. The scale of these trade flows demonstrates
the strong production linkages existing between other
Asian countries and China. The resulting integration
of production in that region is a manifestation of the
channelling, as mentioned earlier, of indirect exports
through China. Of China’s 10 largest export markets,
the United States is still in first place (21%), followed
by the European Union (18%). Japan was the largest
supplier of imports to China (16.8%), followed by the
European Union (12%), while the United States, with
which China has a hefty surplus, ranked only sixth in that
category. Trade with Latin America and the Caribbean,
though growing at a clearly above-average pace for
China, represented only 4% of total exports and 3%
of total imports in 2004. It should be pointed out that
China’s obviously robust trade with this region is due to
the activity of just a few nations, principally Chile, the
MERCOSUR countries and Mexico. Brazil ranked tenth
as a supplier to China in 2004.

The rise in investment in China has concentrated
on a relatively small number of sectors. Examples are
the automotive and steel industries, which are already
beginning to show signs of overproduction, and, to a
lesser extent, cement and aluminium. The expansion
of the automotive sector has been fuelled not only by
domestic demand, which expanded at an extraordinarily
rapid pace in 2003, but also by the fact that major
transnational corporations have decided to set up motor
vehicle plants in China with a view to supplying the
international market. In other words, overproduction,
which could generate a high level of investment in this
country, could also saturate the domestic market and
thereby exert downward pressure on international vehicle
prices (Ramos and Ryd, 2005).

The growth trend in China’s foreign trade and
its balance-of-payments surpluses in 2003 and 2004
translated into a considerable accumulation of foreign
reserves. By the end of the first half of 2005, China held
US$ 610 billion in reserves, equivalent to nearly 40% of
its GDP, compared to just 10% a decade ago. This amount
is also equivalent to one year’s worth of imports. The

In fact, China is surpassed only by Luxembourg, and that is because the latter country is a tax haven.
The expanding flow of FDI towards the United States in 2004 is due to the increase in intra-company loans, as American subsidiaries abroad

transfer ever-larger sums to their home offices, according to the Bureau of Economic Analysis (2005). Therefore, this movement, facilitated
by the depreciation of the dollar, is attributable more to financial considerations than to productive investment.

See Ministry of Commerce of China, www.mofcom.cn.
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reserves have been used primarily to buy United States
Treasury bonds in an attempt to keep the currency’s
dollar parity stable.

First China and then, to a lesser degree, Japan pegged
their currencies to the dollar as a means of defending the
competitiveness of their exports. These interventions
forced other Asian countries to shore up their own
currencies, given the financial and commercial integration
of this geographic area. The upshot has been trade
imbalances and costs incurred by countries with floating
currencies, especially in the euro zone, and there has been

concern about the exchange rates of various currencies
against the dollar. There has also been speculation on
those markets. For this reason, the measures have been
heavily criticized, and Chinese authorities have come
under mounting pressure to abandon their currency
policy. In particular, initiatives have been sponsored in
the United States Congress in support of demands by the
private sector, European Union authorities and the Group
of Seven (G-7), as well as the World Bank and IMF, that
not only China but also Japan and the Republic of Korea
adopt a more flexible exchange rate.

3. China’s revaluation dilemma

The revaluation of the Chinese yuan against the dollar
should be viewed in the context of the broader debate
about how to resolve financial imbalances in the global
economy and, in particular, the United States’ huge
current account deficit. As with any of such imbalances,
the deficit should be tackled with the help of policies
designed to absorb liquidity and the adjustment of relative
prices. Correction through absorption requires a gradual
slowing of spending growth in the United States, which in
turn calls for tighter fiscal and monetary policies. Relative
price adjustments, meanwhile, will entail the devaluation
of the dollar, which, in order to be effective, should also
be accompanied by a revaluation of the currencies of
countries benefiting the most from trade with the United
States (i.e., China and other Asian countries). Because
it is the largest economy in the world, a slowdown in
the United States and a marginal deceleration of Asian
economies ought to be coupled with an upswing in
activity in Europe and Japan in order to avoid pushing
the world economy into a hard landing.

As mentioned earlier, an enabling feature of this new
international division of labour is the fact that, while the
United States is the main consumer, China is the supplier
par excellence, both of goods and of financing. The fact
that the yuan was pegged to the dollar has contributed
to this situation. This asymmetrical relationship may
be viewed as part of a new monetary system (dubbed
“Bretton Woods II"’), in which the United States is at the
centre and Asian nations form the periphery. The latter,
by keeping their currencies fixed against the dollar, are
also keeping their own currencies artificially low. This
stimulates investment on the periphery and drives exports

12
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towards the centre, resulting in a build-up of the current
account deficit in the centre.

The corollary of that deficit is the accumulation of
reserves in China and some other Asian nations. These
reserves are then converted into credit and channelled to
the United States via purchases of United States Treasury
bonds. These purchases are partially responsible for the
expansion of the global supply of dollars (the money
supply in the United States plus reserves in foreign hands),
which swelled by 25% in 2004, the largest jump in 30
years. When these dollars return to the United States, they
depress bond yields and thus help to hold down interest
rates in that country and the rest of the world. Available
estimates indicate that Asian bond purchases have driven
down yields by between 0.5 and 1.0 percentage points,
which means that long-term interest rates will remain
relatively low in the United States, with the consequent
repercussions for the rest of the world.

This asymmetry has caused major imbalances not
only in trade, but also in current accounts, international
financial flows and the value of many countries’
currencies. As a result, the euro has appreciated sharply,
the yen has depreciated and the yuan has appreciated
slightly, both relative to the dollar and in real effective
terms (see figure I.1.b).12

In spite of the depreciation of the dollar, the strength
of consumption and investment in the United States have
kept the trade and current account deficits high, and
this translates into the trends observed in international
reserves (see figures I.1.d, 1.4 and 1.5).

In mid-2005, the United States and the European
Union began to step up the pressure on China to revalue

It should be noted that the appreciation of the euro to some degree counteracted the negative impact of higher prices for European imports.
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Figure 1.4
TRENDS IN CURRENT ACCOUNTS, BY REGION AND COUNTRY
(Billions of dollars)
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Figure 1.5
TRENDS IN INTERNATIONAL RESERVES?
(Billions of dollars)
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its currency, which they felt would help correct global
imbalances. Two factors come into play here: the actual
role that the revaluation will play in correcting such
imbalances, and the domestic factors that may have
motivated it. In the first case, the United States’ current
account deficit is the largest in the world economy
and stems in part from the continuing gap between the
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above-potential growth of the United States and the
below-potential growth of Japan and the European Union.
The United States is expanding beyond its long-term
potential, with an extremely low level of private saving
and a hefty public deficit, both financed by funds derived
from saving in the rest of the world. Correcting this
imbalance will therefore require an integrated package of
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policies designed to gradually curb growth in the United
States, including tighter fiscal and monetary policies,
and a similarly gradual devaluation of the dollar, along
with faster growth in Japan and the European Union
and a slower pace of growth in China, with the help of a
revaluation of the yuan.

Itis clear that, given the magnitudes and interactions
involved, the emphasis being placed on the revaluation of
the yuan is excessive. It is inappropriate for a number of
reasons, the first being that China is not responsible for
most of the United States trade deficit. In fact, it accounts
for only 10% of that deficit, so a 10% revaluation of the
yuan would bring the trade-weighted value of the dollar
down by just 1%. If the rest of Asia followed China’s lead
and revalued its currencies, the dollar would decline by a
mere 4%. Secondly, there is the fact that the dollar needs
to be devalued substantially. The figures cited here fall far
short of the required depreciation, since the dollar needs
to fall to a level 15% below where it was in mid-2005
in order to bring the external deficit to sustainable levels
of between 2% and 3% of GDP. And thirdly, China’s
exports have a high import content. This means that a
revaluation of the Chinese currency would have no more
than a limited effect. For example, the value added of
Chinese cellular telephones exported to the United States
is 15%, so a revaluation of 15% would raise the price of
those products in the United States by just 1.5% (The
Economist, 2005a).

Aside from these concerns, there is a reasonable
doubt as to the actual impact of a revaluation on flows
between China and the United States. In general,
exchange-rate adjustments yield results if the elasticities
of the products being traded move in the right direction,
assuming a constant level of earnings. In China’s case,
however, a revaluation would deter foreign investment,
thereby dampening the level of economic activity and
the growth rate of imports (McKinnon, 2005). In short,
while the effect of a revaluation on Chinese exports to
the United States would be diminished by the sizeable
imported content of the products it sells, its effect on
imports would also be uncertain, given the vital role
that foreign investment plays in China’s growth and the
fact that trade between China and the United States, in
particular, is dominated by intra-firm commerce, which
is less sensitive to price elasticities.

One of many recent studies done on this subject
states that a 5% revaluation of the Chinese currency

would reduce the United States current account deficit by
amere 0.03% of GDP by 2007 and that a 20% revaluation
would bring it down by just 0.13% by that same year (Asia
Monitor, 2005). At the international level, an intense
debate has arisen as to the wisdom of revaluing the yuan
and its implications for the rest of the world.'3

In late July 2005, the Chinese authorities announced
the end of the yuan’s 10-year peg to the dollar and the
beginning of a transition to a managed float based on a
basket of currencies. They indicated that, under this plan
(with no word yet on what currencies would be involved
or what the weightings would be), the yuan’s value against
the dollar would be announced on a daily basis. The first
day, the yuan climbed by 2.1%, from 8.28 yuan to the
dollar to 8.11. After that decision, heading off speculation
about an additional revaluation, Chinese officials insisted
that any measure affecting the exchange rate must be very
gradual and should take into consideration not only the
effect on the balance of payments but also its impact on
the solidity of the financial system. The announcement of
the yuan’s revaluation reflects China’s sensitivity to the
debate going on in the United States and the European
Union regarding their respective trade deficits with China
and the sustainability of its foreign-exchange policy. It
also reveals a fuller understanding of the global role China
is beginning to play in defining the world economy’s main
parameters. And finally, it demonstrates that the Chinese
authorities will take a gradual approach to this issue in
view of its implications for the management of capital
accounts and the soundness of the financial system.

In any event, some analysts oppose the notion that
China and other Asian countries should revalue their
currencies.'* They argue that by pegging their currencies
to the dollar, these nations have managed to keep their
growth rates high, and that China’s competitiveness can
better be explained by structural factors, particularly the
effective division of labour within Asia.'

Another study (McKinnon and Schnabl, 2004)
also highlights the advantages of the Asian countries’
policy of defending the value of their currencies and
emphasizes that the reason for setting the exchange rate
is not linked to trade relations with the United States.
Instead, this policy has more to do with the use of the
dollar in international pricing, since only one fifth of
Asia’s exports go to that country. In this regard, East
Asia is a dollarized zone, and even though Japan is the
second most important industrialized country in the world

For a more comprehensive review of this debate, see Ramos and Ryd (2005).

14 For an example of such reasoning, see McKinnon and Schnabl, 2003 and 2004; CEPII, 2003 and 2004; and Dooley, Folkerts-Landau and

Garber, 2003.

There are domestic reasons for a moderate revaluation of China’s currency, but each should be examined in its own context, without expecting

China’s currency policy to shoulder the full burden of correcting the imbalances of the world economy.
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economy, it uses the dollar more than the yen in trade
with its neighbours. For example, half of Japan’s exports
to Asian countries and three quarters of its imports from
them are priced in dollars.

Thus, the revaluation of the yuan, although initially
modest, helps to set the stage for an adjustment of
international parities that will permit more balanced

Economic Commission for Latin America and the Caribbean (ECLAC)

growth among the different geographic areas, especially
if other Asian currencies follow suit. Indeed, in the
absence of such an adjustment in Asian currencies, the
necessary devaluation of the dollar would have brought
with it revaluations of the euro and of Latin American
currencies, which would sap their export strength and
their growth capacity.

E. Short-run prospects for the world economy

(2005-2006):s

Most projections point towards slower world GDP
growth in 2005 and 2006, with rates between 3.0% and
4.3%. In other words, at most, the growth rate would be
one percentage point below the rate for 2004.!7 In fact,
according to a very recent estimate, projected world
growth for 2005 will be down by three tenths of a point,
bringing it to 2.9% in 2005 and a similar rate (3.0%) in
2006 (United Nations, 2005b). Several factors underlie
these short- and medium-term forecasts. Firstly, global
demand is likely to be dampened by the rise in oil and
other commodity prices. Secondly, relative shifts in
the major currencies’ exchange rates will also have an
impact. It is assumed, however, that, barring any new
geopolitical conflicts, the risks for the world economy
may ease, as they did in 2004, when global imbalances
and the depreciation of the dollar did not have any major
repercussions.

The current imbalances are far from negligible and
bear close monitoring, since, depending on the direction
they move in, they could hurt the world economy’s
growth prospects. Also of concern is the uncertainty
arising out of the larger hikes in interest rates, the
very difficult fiscal situations that many countries are
contending with and the structural weaknesses that
restrict growth in vital economic areas because they
heighten vulnerability to external impacts. To cite just one
example, a highly sensitive investment climate exists in
many Latin American and Caribbean countries alongside
a high rate of foreign borrowing.

In addition, rising oil prices, the terrorist threat and
the strong protectionist signals being sent by the major
industrialized economies further cloud the medium-term
scenario in the world economy.

Aside from the factors mentioned above, world GDP
growth projections also take into account the domestic
downturn that is likely to occur in some of the larger and
more economically influential countries, since a number
of these nations were growing at rates quite near their full
growth potential in 2004, at the same time that stimulus
policies were discontinued in several of them.

The temporary nature of fiscal measures in the United
States, along with recent upticks in the prime rate and
unprecedented imbalances, all suggest that growth will
slacken in that country. This trend has been corroborated
by the growth rate recorded for the first quarter of 2005.
Moreover, the investment cycle has reached its turning
point, higher interest rates will act as a deterrent to
investment, and the fiscal stimulus will be weakened. In
short, the United States is expected to expand at a lower
rate in 2005, probably by between 3% and 3.6%, and this
pace will likely be maintained in 2006.

The European Union is also expected to expand
more slowly due to tighter fiscal policies and its shrinking
external surplus. Thus, it is estimated that the euro zone
will record a growth rate of from 1.2% to 1.6% in 2005
and between 2.0% and 2.3% in 2006. As for Japan, it
should be noted that steeper interest rates will hinder
investment, the fiscal stimulus will be weaker and the
foreign surplus will become smaller. Consequently, that
country’s expansion will be limited and the economy is
projected to grow at about 1% in 2005, possibly close
to 2% in 2006.

As a result of China’s efforts to cool down its
economy, it is expected to expand by between 8.5% and
9.0% in 2005 and between 8.0% and 9.2% in 2006. All
things considered, even that lower projected growth rate

16 This section is based on: World Bank, 2004; IMF, 2005; United Nations, 2005b; OECD, 2005b; European Commission, 2005; Johnson, 2005;

and Kimbrough, 2005.
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As indicated, these rates have been calculated on the basis of market prices.
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will enable developing countries to continue to achieve
GDP growth above the world average. For the rest of
the decade, it is anticipated that two thirds of world
consumption will be generated by the United States and the
Asia-Pacific region. Thus, developing countries can look
forward to growth rates of 3% in 2005 and 6.0% in 2006.

The somewhat slower pace of global GDP growth
will help to weaken international demand and therefore
reduce the volume of world trade, which will rise at a
rate of only 7.2%-7.4% in 2005, according to the main
projections. This would be tantamount to a decline of

1. The current oil crisis

The oil supply is characterized by high fixed production
and transport costs, but also by low variable costs and
large economies of scale. This normally leads to major
lags between an increase in demand, a rise in prices and
the expansion of production capacity. Inversely, once
that capacity is generated, a decline in prices does not
immediately result in production cuts; on the contrary, oil
companies tend to augment production to take advantage
of economies of scale. Demand, on the other hand, has
a very low price elasticity and a relatively high income
elasticity. In other words, demand for oil is closely linked
to the level of global economic activity, while production
responds slowly to price movements. The result of this
combination of factors is a markedly procyclical price
trend (Kaufmann, 2000).

The currently high level of oil prices and their impact
on the world economy are a cause of increasing concern.
Indeed, nearly every recession in the United States
economy in the post-war period has been preceded by a
rise in oil prices. In fact, it has actually been demonstrated
that there is a lag of three quarters between an oil price
hike and the beginning of a recession in the United States
(Birol and Kaufmann, 2000). By way of illustration, it
may be noted that several studies have measured the
impact of the price hikes of the 1973-1974 and 1979-1980
crises, and each shows a deterioration in the terms of trade
in the member countries of the Organisation for Economic
Co-operation and Development (OECD) equivalent to
2% of GDP. In these cases, oil prices climbed by 350%
and 130%, respectively. Furthermore, it is estimated that
the first of these crises led to a decline in GDP of 4.7%
in the United States, 2.5% in Europe and 7% in Japan.
According to officials in the United States, the rise in
the price of petroleum in 1979 alone was responsible for
a drop of 3% in world GDP (IIE, 2000). In practically
all the crises mentioned, the price hike coincided with
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about two percentage points from 2004. The world
volume of exports in 2006 should be slightly higher
than in 2005, while commodity prices should rise more
slowly than in the past. In sum, although the global
economy and international trade will be somewhat less
dynamic in 2005 than in 2004, with smaller increases
in commodity prices, higher oil prices and escalating
interest rates, 2005 will still be a good year for world
GDP and trade, and developing countries — particularly
those in Latin America and the Caribbean— will post a
robust performance.

a world economy that was expanding rapidly, limited
oil production capacity and declining investment in
petroleum and natural gas prospecting. Nearly all of these
factors are present today as well.

Nonetheless, it is estimated that the impact of the
current price rises will be smaller than on previous
occasions, primarily because the increase in the price of
petroleum is comparatively less in real terms. The price
went up by 74% between June 2003 and March 2005,
which compares favourably with the previous increases
of 185% in 1974 and 158% between June 1978 and
November 1979 (IMF, 2005). Another reason for the
smaller impact is that developed economies are less
dependent on oil. Not only have efforts been stepped up
to substitute other energy sources, but changes have also
taken place in production structures that have reduced
energy use and boosted efficiency. For example, in the
United States the intensity of oil use per unit of production
has been cut in half since the 1970s. Thus, the number of
dollars generated for each barrel of petroleum is now a
little more than US$ 1,000 of real GDP. In other developed
nations, such as Germany, France, the United Kingdom
and Japan, this indicator is more than US$ 1,600.

The situation is quite different in developing
countries, particularly in the Chinese economy. In fact,
the rise in income in those nations entails more intensive
use of petroleum because of the larger number of motor
vehicles and the replacement of other sources of energy
such as firewood and coal. As a result, per capita oil
consumption has more than doubled since 1970 in Asia.
This increase can be explained, first of all, by demand in
China, followed by India. These two countries combined
accounted for 35% of the rise in global consumption
between 1990 and 2003, but they produced only 15% of
world GDP during those same years. Moreover, China
has become the second-largest consumer of oil in the
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world, exceeded only by the United States (IMF, 2005).
It should also be emphasized that developing countries
make considerably more intensive use of petroleum than
industrialized nations. In fact, many of them generate only
US$ 600 of real GDP per barrel of oil; this is especially
true of oil importers. In other countries, such as the
Russian Federation, Mexico, Indonesia, Thailand and
Brazil, the figure is nearly US$ 850.

In any case, the effects on this group of countries are
quite differentiated. The World Bank reports that developing
nations that are oil exporters felt an impact on their terms
of trade equivalent to 5.6% of GDP, while oil importers in
that group reported an impact of -0.3%. For the poorest
oil importing countries, it is estimated that the additional
burden caused by the rise in oil prices has absorbed 75%
of the financing they received from the World Bank for all
of their development programmes in 2004. In view of this
situation, the wealthier nations will need to increase that
financing substantially if the high prices persist.

Current conditions on the world oil market suggest
that prices will remain high. The International Monetary
Fund, for example, bases its growth projections on an
average price of US$ 46.50 per barrel in 2005 and US$
43.75 per barrel in 2006, but it indicates that futures
contracts place the price slightly above US$ 50 per
barrel in 2005. This level would not endanger world
growth, but if the price remains between US$ 60 and
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US$ 69 per barrel, IMF forecasts for world growth will
be reduced by three fourths of a percentage point (Wall
Street Journal, 2005).

According to conventional calculations, an increase
of US$ 10 in the per-barrel price should result in a half-
point reduction in the global GDP growth rate and a
0.2-point reduction in that of Latin America (IEA, 2005).
In any event, if oil prices remain high for several years,
there will be changes in households’ and businesses’
consumption patterns that will encourage energy
efficiency. In fact, there has been a persistent effort in
OECD to make adjustments in energy consumption.
Thus, whereas energy imports in the late 1970s amounted
to 13% of all commodity imports, by the end of the 1990s
that figure was just 4% (The Economist, 2005). Moreover,
the current cycle of the world economy, unlike that of the
1970s, is characterized by low inflation, an absence of
price or wage indexing, and central banks with enhanced
credibility and more expertise in controlling inflation.
Therefore, today it is less likely that a hike in oil prices
will trigger spiralling inflation and interest rates.

However, calculations of real oil prices are not
all the same. According to IMF, the price in 2004 (in
2003 dollars) was US$ 36 per barrel, which compares
favourably with previous increases, particularly the
maximum price of US$ 79 per barrel recorded in 1980,
also in 2003 dollars (see figure 1.6). According to other

Figure 1.6
OIL: TRENDS IN SUPPLY, DEMAND AND REAL PRICES
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sources, the real price in 2004 was close to that seen in
1983, which was still high in comparison with subsequent
trends (IEA, 2004). These differences seem to be related
to the method used to calculate deflation and the base
year chosen.

According to IMF (2005), the more advanced
countries will account for only one fourth of the rise in
worldwide demand for petroleum in the next 25 years,

2. Risks and uncertainties

In addition to the risks associated with oil price trends,
it is important to note, first of all, the magnitude of the
trade and budget deficits in the United States, which
have reached increasingly unsustainable levels. For this
reason, one possible —though unlikely — scenario is that
additional hikes in the benchmark rate will have a greater
recessionary impact than has been seen previously in that
country, given the high level of average household debt.
This would also affect the rest of the world, since such
increases would raise the risk premiums in countries with
limited resources. The World Bank estimates that a jump
of 200 basis points in the interest rate would reduce world
growth by half a percentage point per year in the short
and medium terms. The problem will become much more
serious if the United States does not cut its deficits in the
long term, a circumstance that might even lead to a new
period of stagflation like the one seen in the 1970s and
1980s (World Bank, 2004, chapter I).

Secondly, there is a risk that the currency composition
of international reserves may shift away from the dollar,
which could precipitate an uncontrolled depreciation of
that currency. Indeed, a change has been observed in
Asian banks’ preference for dollars. The share of dollars
in their international deposits dropped from 81% in
September 2001 to 67% in September 2004, according
to the Bank for International Settlements (BIS, 2005).
If the continuing trend in dollar preferences translates
into even higher interest rates, world growth will be
eroded further. This would have serious implications for
developing countries, which would see their debt service
rise and, at the same time, would feel downward pressure
on their currencies. Brazil, the Philippines, Indonesia,

and most of the increase will come from developing
countries, driven primarily by the expansion of the
number of motor vehicles in China and other emerging
nations of Asia. In short, by 2030, the demand for oil
will have at least doubled in developing countries. This
heightened demand is expected to boost the real price of
that commodity to a level much greater than the average
for the last 20 years.

Poland and Turkey are among the countries that would
suffer this plight.

Thirdly, the downturn in the growth of the Chinese
economy may be steeper than predicted, which would
have serious implications for global growth and trade
in primary goods and certain manufactures, given that
nation’s current preponderance in the world economy. This
possibility would amplify the international repercussions
of the problems in the United States economy, given
the increasing interdependency of production, trade and
finance between the two countries.

Fourthly, there is alooming danger that protectionist
measures will be taken in order to rein in imports in
industrialized countries, especially the United States
and the European Union. The loss of jobs in these
countries has sparked a heated debate in which high
unemployment levels and domestic products’ lack
of competitiveness are linked to the relocation of
businesses overseas. In addition, the United States and
Europe have both exerted pressure on nations that are
shoring up their currencies’ value against the dollar in
an effort to reduce the competitive edge that United
States’ and European products enjoy in their markets.
Europe, above all, has suffered the consequences
of the dollar’s decline, as the value of the euro has
mounted and exports, the most dynamic element in
the European economy, have sagged.'® In view of the
escalating current account deficit in the United States,
authorities in that country pushed for the revaluation
of the yuan. Consequently, protectionist measures have
been announced or already applied, with an especially
adverse impact on imports from China. The number

The rejection of the European Constitution by France and the Netherlands caused a short-term dip in the exchange rate of the euro, exacerbated

by conflicting statements by European leaders. The importance of this effect becomes clear in the calculations of the European Central Bank
(ECB), which predict that if a 5% decline in the value of the euro against the currencies of its principal trading partners lasts for 12 months,

European growth could gain 0.5 to 0.9 percentage points.
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of anti-dumping measures applied by these nations
against their Asian counterparts has been on the rise,
which reflects this concern and makes protectionism

an important risk factor on the short-term horizon. All
of these potential protectionist threats form a cloud of
uncertainty over prospects for the Doha Round.

3. Possible adjustment scenarios

There is a general consensus that the United States’ rising
budget and current account deficits are unsustainable
and must be reduced immediately, though there is
disagreement as to the best ways to accomplish this. To
be sure, the longer these adjustments are postponed, the
worse the consequences will be, both for that country and
for the international economy. Different scenarios can be
envisioned depending on what measures are adopted and
how the current imbalances play out.

It is conceivable that the current imbalance will
persist, or that it will become progressively worse. If
so, capital flows into the United States will continue or
even intensify to offset the lack of domestic saving. If
that occurs, the dollar will stay at practically the same
level, while Asian nations will continue their policy
of intervening on currency markets. This would put
off the necessary adjustment, but the magnitude of the
subsequent fall in the dollar’s value would increase.
The resultant appreciation of the euro would cause
more and more problems for European economies,
where, as in Japan, growth has been based principally
on exports, but at the cost of smaller profit margins. A
similar situation would ensue in the Latin American and
Caribbean countries, which would be forced to revalue
their currencies as the dollar depreciated, thus limiting
their exports and their growth.

The Federal Reserve’s current policy is designed
to ensure that the funds rate has a neutral effect on the
economy, that is, neither expansionary nor restrictive.
This neutral rate may prove to be between 3.5% and 4%,
and may be reached sometime in 2005.

If the imbalances are not corrected and they prompt
steeper interest rate hikes in order to attract the capital
necessary to finance those deficits while containing
inflation, the United States can expect a more significant
downturn than usual, considering the high level of
household debt and the fact that consumption has been
sustained by debt refinancing.

There is also the possibility of a slight decline
in consumption in the United States, which might be
brought about, for example, by an increase in domestic
saving and a slight depreciation of the dollar to make
up for the decline in domestic demand. This would
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raise the question as to what to do with the surplus that
would result from production exceeding consumption
in that country in order to shrink the current account
deficit. This situation would necessarily force the rest
of the world to make an adjustment, resulting in a loss
of competitiveness, and everyone would be obliged to
absorb the surplus. Both Europe and Japan, in view
of their weak domestic demand, would face serious
difficulties under these circumstances. In other words,
although this scenario would benefit the United States, it
would have a mildly recessionary impact on the rest of the
world. In any case, a depreciation of the dollar, no matter
how large, would not be enough to cut the current account
deficit, though it would improve the balance of trade.
What would be needed is a change in saving habits or
tighter monetary and fiscal policies. It is worth recalling
that the cumulative current account deficit for 2004 was
twice as high as the deficits recorded in the 1980s, and
the dollar has only depreciated by half as much compared
to then. Furthermore, a hefty depreciation of the dollar
would expose countries with large dollar holdings to
negative wealth effects, which would dampen growth
and further complicate the absorption problem. In other
words, there is reason to believe that the risks of slower
growth are greater now than in the second half of the
1980s, when both Europe and Japan were growing faster
than they are now.

Finally, we cannot rule out a more drastic adjustment
and a steep drop in the dollar if central banks stop
counteracting the pressure to revalue their currencies
and begin liquidating their dollar reserves. If this were
to happen, equities would decrease in value all over the
world, international capital movements would ensue, and
the dollar would grow extremely weak; in other words,
investment and consumption would fall in the United
States, undermining that country’s role as an engine
of international growth. The result would be a more
pronounced adjustment in the rest of the world and a
widespread recession. All things considered, as of mid-
2005 this scenario appears to be very unlikely, however.

The year 2005 will continue to be a good one
for global GDP growth and trade. However, if the
price of oil climbs too high, the entire world will feel

15/12/05 18:15:33



Latin American and the Caribbean in the World Economy, 2004 « 2005 Trends 47

inflationary pressures. In that case, there would be
upward pressure on interest rates, and lending terms
would be less promising than in 2004, especially for
developing countries. Although there are grounds for
a certain optimism regarding short-term prospects,
there is no doubt that if the imbalances persist, there
is a greater danger of an undesirable turn of events in

the longer term. For this reason, it is necessary for the
main actors in the world economy —namely, China,
the United States, Japan and the euro area— to adopt
coordinated measures to overcome these weaknesses. In
addition, protectionist pressures will continue as long as
oil prices stay high and the imbalances in world demand
are not corrected.

4, Consequences for Latin America and the Caribbean

Latin American and Caribbean exports have shown a
marked tendency to increase since the early 1980s, and
especially since the 1990s. In the past decade, exports
have doubled, although that growth was substantially
overshadowed by the tripling of imports. Consequently,
towards the end of the last decade the trade balance
and the current account began to register ever-larger
deficits, amounting to US$ 13 billion and US$ 46 billion,
respectively. In 2004, however, for the second year in a
row GDP growth was accompanied by a current account
surplus, thanks mainly to propitious external conditions
that favoured a large volume of exports and, above all,
improved the terms of trade for the region. This trend
is expected to continue throughout 2005, though to a
lesser extent.

The region’s share of world commodity trade
expanded from 7.1% to 9.8% between 1985 and 2000
thanks, in part, to improved production technologies.
The reverse is true of low-technology, natural-resource-
based manufactures, where its share fell from 5% to 4.6%
during the same period (ECLAC, 2002). A significant
proportion of these exports are subject to widely
fluctuating prices, deteriorating terms of trade and tariff
barriers that block access to developed-country markets,
especially in the case of agricultural products. Other basic
goods, including steel and sheet metal, must, increasingly,
contend with non-tariff restrictions such as safeguards,
countervailing duties or anti-dumping provisions in those
markets (ECLAC, 2003).

IMF (2005) has noted that developing countries,
especially those with hefty current account deficits or
limited access to external financing, will be the hardest
hit by soaring oil prices, which may translate into a
deterioration in their trade balances amounting to between
0.5 and 1 percentage points of GDP. The report makes
special mention of the cases of the Dominican Republic,
Honduras and Nicaragua. This circumstance is linked
to trends in the terms of trade. Indeed, the recent rise in
the price of petroleum has favoured net exporters such
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as Argentina, the Bolivarian Republic of Venezuela,
Colombia, Ecuador and Mexico, while the opposite has
happened in Brazil, Chile, Paraguay, Peru and Uruguay.
Although the region as a whole saw an improvement
of over 5% in its terms of trade in 2004, this increase
was 12% for the Bolivarian Republic of Venezuela and
Colombia, and most of it was attributable to escalating
oil prices. On the other hand, countries such as Brazil,
Paraguay and Uruguay suffered losses in this regard
ranging from approximately 7 to 9 percentage points
(ECLAC, 2004).

In an effort to estimate the impact of changes in
oil prices on trade balances in the region for 2005,
ECLAC has made calculations using three different
price levels for each member State of the Latin American
Integration Association (LAIA) (ECLAC, 2005a). The
first calculation assumes that the average price that
prevailed in the first quarter, US$ 49 per barrel, holds
for the rest of the year. The second one is based on a
price of US$ 40 per barrel, in the light of projections of
slower global growth. The last one assumes a price of
US$ 60 for 2005. In the first scenario, the merchandise
trade balance would improve by US$ 13.5 billion for
the region as a whole. This improvement would come
at a price for several countries, however; Chile, in
particular, would see its merchandise trade surplus
decline by nearly US$ 1 billion. In the second case, the
merchandise trade balance would improve by just US$
3.5 billion, primarily because Mexico would take in less
revenue and its trade deficit would increase by nearly
US$ 4 billion. In the third scenario, LAIA would post
a surplus of US$ 28 billion, or 44% more than in 2004,
with the Bolivarian Republic of Venezuela accounting
for 37% of that upsurge. Chile would suffer the most
damage, with its trade balance moving from a surplus
to a deficit position 2004 and 2005.

As for the fiscal implications, IMF has estimated
(IMF, 1999) that the impact of a 10% hike in the price
of petroleum would, thanks to higher public revenues,
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Figure 1.7
IMPACT OF OIL PRICES, MEASURED AS A PERCENTAGE OF EXPORTS, 2004
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(ECLAC).

boost Mexico’s GDP by 0.4 points and the Bolivarian
Republic of Venezuela’s by 1.2 points. Of course, the
price of oil not only affects revenues in countries where
the State is a major oil producer, but also influences other
countries through its effect on tax revenues. Although
oil tax revenues have slipped, they are still a significant
source of revenues in many nations of the region. In
addition, the price of this commodity is reflected, directly
or indirectly, in the consumer price index. This impact
has been greater in countries that have deregulated prices
on the domestic market, including Brazil, Chile, Peru
and, to a lesser extent, Mexico. In these cases, rising
oil prices have been passed on entirely to consumers
(Campodonico, 2001).

The consequences of slower world economic
growth for Latin America and the Caribbean will vary
depending on how large or small each country’s share of
international trade is and on the vulnerability of its current
account and financial situation. International interest rate
hikes will weigh on countries with large debts, while
the scarcity of financial resources may hurt investment
potential and opportunities for productive development.
Nevertheless, as long as the Federal Reserve’s policy
does not translate into more pronounced or more frequent
rate increases and excess liquidity continues to limit the
impact on long-term interest rates, debt service costs will
remain moderate. The implications of such a policy would
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have to be evaluated in light of the debt structure of each
country, since the higher the concentration of short-term
debt, the greater the repercussions.

In summary, the international economic situation
in 2004-2005 has been favourable for the region, since
it has included good international prices for exports,
improved terms of trade, low interest rates and,
consequently, low inflation and positive fiscal outcomes.
The recent revaluation of China’s currency will allow the
depreciation of the dollar to remain moderate, fending off
the possibility of a drastic escalation of interest rates in the
United States. The gradual reduction of the budget deficit
in the United States is moving in the same direction.
The price of petroleum is still a critical variable in the
region’s economic performance. The Latin American
and Caribbean region is a net oil exporter, and therefore
high prices are good for the region; but several small
and medium-sized countries are net importers of oil,
and current prices of around US$ 60 per barrel place a
heavy burden on their budgets and balance of payments.
Net exporters, for their part, face a considerable fiscal
challenge, in that they must find a way of taking
advantage of the windfall to bolster savings or to pay
down the public sector’s debt.

The nations of the region should take China’s new
stance as a stronger competitive force into consideration.
The effect of this increased competition on the part
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of China has already become apparent in the textile
market, both in the short term (e.g., foreign-exchange
policy) and in terms of industrial strategies and long-
term trade alliances. This competition may also take on
more significance in the case of goods in which China
is generating surplus supply, such as those mentioned
previously. Even if China’s economy slows down a
little, its exportable surpluses of these products will
probably increase. It is clear that the new geography
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Chapter Il

Negotiations in the multilateral trade
system. The World Trade Organization
and regional expectations

A. Latin America and the Caribbean in the multilateral
framework

Since 2001, the member countries of the World Trade Organization (WTO), which currently
number 148, have been working on a new multilateral round of trade negotiations which are
expected to be concluded by the end of 2006. The current trade system has come a long way
since the origins of the General Agreement on Tariffs and Trade (GATT) (1947), including the
work done on the Uruguay Round, which has been in force since 1995. The coordinates of the
current effort — within the framework of the Doha Round — arise out of an agreement signed in
August 2004 that helped breathe life back into the flagging multilateral system. In the initial
months of 2005, little progress was made; it was not until the beginning of May, when critical
issues in the area of agriculture were resolved, that an optimistic outlook could be justified,
though the goals that were set are far from being reached. This task focuses in particular on five
fundamental spheres in the negotiating process: modalities in agriculture and access to markets
for non-farm products, critical mass of offers to open up service markets, progress on rules and

trade facilitation, and adequate treatment of the development aspect (WTO, 2005j).

That process is reviewed in this chapter, beginning content, the visions of some key players — including
with a brief look at the situation leading up to August the countries in this region — and the major sticking
2004, the legacy of the Uruguay Round and the points. The final section provides an overview of
orientation of the current Doha Round. The main issues the negotiations and the role of Latin American and
under negotiation are then examined, including their Caribbean countries.
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1. WTO and the legacy of the Uruguay Round

The countries of Latin America and the Caribbean have
incorporated trade liberalization as a central theme
of their development strategies and are involved in
trade negotiations at various levels.! For this reason,
strengthening multilateral institutions for international
trade is a key aspect of these strategies.

With the multilateral system, which operates within
the framework established by the Uruguay Round and,
since 1995, WTO, the liberalization of goods that was
achieved in successive negotiations in GATT was
expanded, and the groundwork was laid for beginning a
far-reaching reform of two sectors of interest to developing
countries —agriculture, and textiles and apparel — that had
not previously been fully integrated into the system. That
round also resulted in the establishment of liberalization
instruments and regulatory frameworks for trade in
services, and standards were defined for intellectual
property.> At the same time, new negotiations were
launched in agriculture and services, areas in which the
Uruguay Round had just begun the liberalization process.
Finally, in that same period some negotiations were
concluded for the liberalization of sectors of interest to
developed countries, such as the Information Technology
Agreement and the corresponding accords on financial
services and telecommunications.

Given a number of factors relating to the
methodologies, assumptions and scope of available
evaluations, the impact of liberalization measures on the
volume of agricultural trade can be described as mixed.
It is positive, on the one hand, because of the reduction
of tariffs, but it is negative with regard to the reduction
of subsidies for production and exports.> According to
Hertel and Martin (2000), the gains in income resulting
from liberalization are greater in percentage terms in
developing countries, and these gains are primarily due
to enhanced efficiency, thanks to the removal of their
own protective measures.* Something analogous may
be occurring with the liberalization of manufactures and
increased access to the other main developing-country

countries.

markets to which most of their manufactured exports
are sold.

The above-mentioned authors estimate that a 40%
reduction in tariffs and export subsidies for farm products
after the Uruguay Round —in 2005— has increased
global income by nearly US$ 60 billion per year. This
figure rises by another US$ 10 billion if domestic support
is cut by 40% as well. Moreover, with a 40% decrease in
tariffs on manufactured goods, the volume of global trade
would jump by more than US$ 380 billion, equivalent
to about 5% of projected trade in merchandise and non-
factor services in 2005. What is more, the gains almost
double if liberalization measures are applied to all kinds of
goods, and developing countries would benefit the most,
although with an uneven distribution among them. In the
case of Latin America and the Caribbean, it is estimated
that a 50% cut in tariffs on all goods would boost exports
by about 6% (Laird, Cernat and Turrini, 2003).5

The Latin American and Caribbean countries began
to open up their economies in the late 1980s, when the
Uruguay Round was under way, and the implementation
of the corresponding agreements complemented and
supported the reform efforts being undertaken in
these countries. The Uruguay Round therefore did
not involve major adjustments, except in areas such
as those pertaining to the institutional structure for
intellectual property protection and the approach to be
taken within the context of the WTO dispute settlement
system to policies involving price bands and subsidies
that had been adopted by some countries (Lengyel and
Ventura, 2003).

By reforming its approach to trade, the region has
expanded the role of its external sector in the economy
(exports now account for more than 20% of GDP) and
has restructured to some extent the areas of specialization
for its exports and its target markets.® Against that
backdrop, the farm and textile sectors have maintained a
significant presence, particularly in some countries. The
year 2005 marks the end of the implementation period

The countries of Latin America and the Caribbean are classified as developing countries in WTO; only Haiti is in the category of least developed

In the Uruguay Round a broad set of regulations governing trade relations was also devised, disciplining traditional trade policy instruments

(anti-dumping, safeguards) and instruments intrinsic to development policies (subsidies, investments). In addition, the transition periods were
defined for applying and revising some relevant agreements with respect to the year 2000.
3 See, in particular, Nogués, 2004; Laird, Cemat and Turrini, 2003; and Whalley, 2000.

importers (Laird, Cernat and Turrini, 2003).
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The reduction of export subsidies, in contrast, reportedly resulted in deteriorating terms of trade for developing countries that are net food

The figure mentioned for Latin America and the Caribbean contrasts with the figure given for China (7.5%) and South Asia (12%).
All things considered, that export percentage is still one of the lowest in the world, especially in the case of South America.
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of the agreements corresponding to the Uruguay Round,
the Agreement on Agriculture and the Agreement on
Textiles and Clothing.

In the latter sector, a profound change is taking place
in the regulatory sphere in these countries, while in the
area of agriculture they still face major barriers to entry
in the principal markets and distortions in international
markets. One reason for this is the level and complexity
of tariffs and other border protection mechanisms, such as
licenses, quotas and standards; another reason is the level
of subsidies that developed countries are providing in this

sector. These distortions also tend to be concentrated in
some products that are of special interest to developing
countries. Indeed, some analysts believe that the Uruguay
Round Agreement on Agriculture “is probably one of
the worst” because it lacks transparency and allows the
levels of protection to rise (Nogués, 2004, p. 9, see also
section B.2.a). Therefore, demands have been made in the
negotiations for more liberalization, and caution has been
called for regarding the effects on the importing countries
of the region. Hence the active participation by these
countries in negotiations in the sector (see table II.1). At

Table 11.1
PARTICIPATION OF LATIN AMERICAN AND CARIBBEAN COUNTRIES IN INTEREST GROUPS OF THE MULTILATERAL SYSTEM?

Period of formation Created or existing in preparations

Created in conjunction with Cancun, 2003, on

Created in conjunction with other thematic interests current in 2005¢

for Doha, 2001 agriculture®
GROUP Cairns Common G-20 AU-ACP-LDC G-33 Friends of Intellectual Friends of Fish Colorado
interests Anti-dumping Property and
Negotiations Convention
on Biological
Diversityd
COMPOSITION 17 countries 12 developing 20 developing Broad group 33 developing 18 countries 8 developing 9 countries 15 countries
countries countries of developing countries countries
countries
INTEREST Agriculture Developing Equitable Balanced Framework for  Negotiations on Distribution Disciplining Negotiations
liberalization countries and agricultural agricultural  special products  anti-dumping of benefits of  fishing subsidies  on trade
special and liberalization framework and Special intellectual facilitation
differential Safeguard property
treatment Mechanism,
agriculture
negotiation
Argentina participant participant participant
Bolivia participant participant participant
Brazil participant participant participant participant
Chile participant participant participant participant participant
Colombia participant participant participant participant
Costa Rica participant participant participant
Cuba participant participant participant
Ecuador participant participant
El Salvador
Haiti participant participant
Guatemala participant participant
Honduras participant participant
Mexico participant participant
Nicaragua participant
Panama participant
Paraguay participant participant participant
Peru participant participant participant
Dominican participant participant participant participant
Republic
Uruguay participant (participant)
Venezuela participant participant
(Bolivarian Rep. of)
Caribbean participants participants

countries (of Africa,
the Caribbean and
the Pacific)

(13)

(11

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official information.

@ This table is not exhaustive because it is difficult to find official information on participation and on the content of proposals by the different groups of
countries; it should therefore be used as a reference only.

Changes have been made in the composition of all these groups since Cancun; this table shows the current situation. G-22 is now known as G-20 (see
http://www.g-20.mre.gov.br). The African Union/African, Caribbean and Pacific States/Least-Developed Countries (AU/ACP/LDC) are made up of 61
members, of which 15 are in this region. This group also opposes the “Singapore issues”. G-33 currently consists of 42 countries, 19 of which are in this
region (WTO, 2004d).

In addition to this group, the following groups have made proposals that have been coordinated with the agricultural negotiations: CARICOM — and
a subgroup participating in the “Small Developing Island States” — “Central American Group”, MERCOSUR — and in coordination with others, and a
“Developing Countries Group”, made up of 15 countries, in which Cuba, the Dominican Republic, El Salvador, Haiti, Honduras and Nicaragua are
participating (WTO, 2004d). See also the preceding note.

d Although they do not constitute a recognized group, several countries in the region mentioned here have been involved in supporting related proposals

(WTO, 2005a).

o

o
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the same time, the sector has been given special treatment
in the countries’ trade policies, including preferential
treatment in trade agreements within the region; but
more progress needs to be made in opening up markets
to trading partners, especially other developing countries
within the same region.

With the implementation of the Agreement on
Textiles and Clothing and the consequent dismantling of
the Multifibre Agreement,’ the textile and apparel sectors
became fully incorporated into the GATT multilateral
framework of trade in goods. This change is disturbing to
countries in the region that produce significant amounts of
these goods. Mexico, the Central American nations and the
Dominican Republic, in particular, face major challenges
in the United States because of competition from China.

One widespread complaint among developing
countries is that due attention has not been devoted
to asymmetries in countries’ levels of development
within the multilateral system, given the continuing
difficulties they encounter in gaining market access and
the distortions created by subsidies in markets of interest,
the costs of adjusting their institutions and the narrower
range of policies available to foster competitiveness.
Moreover, while the expected benefits of the multilateral
system may come in the medium and long terms, the
adjustments have to be made right away, and the various
resources required for the task are limited (see Laird,
Fernandez de Cordoba and Vanzetti, 2004; Fernandez

Economic Commission for Latin America and the Caribbean (ECLAC)

de Cordoba, Laird and Vanzetti, 2005b; and Fernandez
and Vanzetti, 2005).

Some of the problems regarding agricultural market
access are also present in industrial sectors (tariff peaks
and escalation) and especially in the textiles and apparel
sector. To improve access, it is not enough just to cut
tariffs; an entire series of instruments need to be adjusted
as well, including quotas, standards and subsidies (anti-
dumping measures).® The adjustment costs and changes
in the range of policies, on the other hand, arise largely
out of the new Uruguay Round disciplines on industrial
subsidies, investment, customs valuation and intellectual
property.” Furthermore, in quantifying the potential
value to be gained from the liberalization of services or
of trade facilitation, developing countries are somewhat
resentful about the efforts they will have to make to
adjust their institutions. For the reasons outlined, many
developing countries — some in Latin America — have
resisted including new issues proposed by the developed
countries on the agenda regarding such matters as
investment or competition policies. In light of all of
this, it can be concluded that a noteworthy feature of
the Doha Round is that it raises expectations for more
significant concessions by the countries of the North,
especially in agriculture, and on sensitive aspects of their
policies regarding this sector. For that very reason, such
concessions will be all the more difficult to achieve in
terms of a balanced result.

2. Beginning of a new round of negotiations: the Doha Round

The negotiating and working agenda drawn up at the
Fourth WTO Ministerial Conference, held in DOHA
in 2001, encompasses market access problems, the
refinement of rules and issues arising out of the specific
concerns of developing countries. Some of these issues
stem from the Uruguay Round agreements, while others
have emerged in the course of the application of those
agreements or relate to proposed approaches to new
conditions and circumstances affecting international
trade. As can be seen in table II.2, in the Doha Round
there are some matters for which a mandate for
negotiations already exists (column 1), while others
are to be developed in programmes or working groups

dispute settlement system (Davey, 2005).
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(column 2). The precise content of each of these issues
is discussed in the following section.

The negotiating process in the Doha Round was
supposed to conclude in 2005, with a midterm review
and the adoption of a number of resolutions to take place
at the Fifth Ministerial Conference, held in Canctin in
September 2003. The progress and conclusion of the
negotiations, with the exception of the work on dispute
settlement, were to be approached in accordance with
the principle of the “single undertaking”. However,
the debates that followed Doha, particularly at the
Fifth Conference, have pushed back the target date,
although a draft, the “Derbez text”, did emerge from this

That agreement regulated trade in textiles and clothing from the 1970s onward by means of quotas set by importing countries.
Most of these issues are being negotiated, and the corresponding agreements are the ones that have been challenged most often in the WTO

See Finger and Schuler, 1999; and Finger, 2005. See also Lengyel and Ventura, 2003, with respect to Latin America and the Caribbean.
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Table I1.2
BASIC CONTENT OF THE DOHA ROUND, AS DETERMINED AT THE FOURTH WTO MINISTERIAL CONFERENCE, 2001

Beginning/continuation of negotiations

Work programmes
(do not represent negotiation)

Implementation and special and differential treatment
Agriculture
Services
Market access for non-agricultural products
Intellectual property (and its relationship to public
health)
. WTO rules

— anti-dumping measures

— subsidies and countervailing measures

— regional trade agreements
. Relationship between trade and environment
. Dispute settlement

e o o o o

1. Potential negotiation of the “Singapore issues”
. Investment
. Competition policy
. Transparency in procurement
. Trade facilitation

2. Continuation of work on aspects of relationship
between trade and environment

3. Begin work on three matters of interest to developing
countries:?
. Small economies
. Trade, debt and finance
. Trade and technology transfer

Source: Author’s compilation, based on World Trade Organization (WTO), “Ministerial Declaration” (WT/MIN(01)/DEC/W/1), Doha, Fourth Ministerial

Conference, 14 November 2001.

@ The objectives of these groups are, respectively, to foster fuller integration of the most vulnerable economies into the multilateral system; to contribute to
a solution for the debt problem of less developed countries and reinforce consistency among international financial and trade policies; and to increase
technology transfer to developing countries. Another goal is to strengthen technical assistance and capacity-building, as well as support for the least

developed countries.

conference. The Derbez text has been an important input
for subsequent deliberations and reflects the concern
expressed by the least developed countries regarding
cotton (see WTO, 2003b, and ECLAC, 2004a, chapter
V). Among the greatest obstacles to progress since Doha
have been the work on agricultural reform, the debate on
special and differential treatment, and aspects related to
the problems encountered by developing countries in
implementing the WTO agreements. In fact, practically
none of the deadlines had been met upon arriving in
Cancin. The Fifth Conference inherited this climate

of discord, aggravated by the debates on the Singapore
issues, which were strongly resisted by developing
countries.'?

After Cancln, the process was characterized by
disagreements which were then generally resolved by
means of a decision adopted on 1 August 2004. Although
no date has been set for the conclusion of this round, 2006
has been tentatively targeted. The results of the next WTO
Ministerial Conference, to be held in Hong Kong Special
Administrative Region of China in December 2005, will
determine whether or not this target can be met.

B. New stage in the Doha Round: topics of negotiation,
interests and prospects

On 1 August 2004, thanks to a package of framework
agreements (the “July package”), the WTO General
Council managed to move beyond the obstacles and
differences that were apparent in the negotiations at
Cancin (WTO, 2004a). These difficulties primarily

10

revolved around four issues: subsidies for agricultural
exports, technical issues and matters related to special
and differential treatment in access to markets for
non-farm products, the Singapore issues and a cotton
initiative.!!

In December 2003 it was agreed to evaluate these issues separately and explore modalities for two of them: trade facilitation and transparency

in Government procurement. In this regard, developing countries did not agree to establish a two-track multilateral system, as proposed by the

European Union.

The evaluation of December 2003, subsequent to Canclin, made it possible to clear the air and resume negotiations beginning in 2004. The

Derbez text was to be a reference, but did not yet have the support of the developing countries. With regard to the process, see the Doha
Programme for development in the WTO and the periodic reports of the Institute for Agriculture and Trade Policy (IATP) and the International
Centre for Trade and Sustainable Development (ICTSD), among others.
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In the months following Canciin, a number of
noteworthy initiatives were advanced by developed
countries.'? In January 2004, the United States set out
what it views as the principal coordinates and central
themes of the negotiating process and the market-
access process. In particular, it noted that agriculture
is an “essential, catalytic” issue. In November 2003,
the European Union had reaffirmed an appeal for
greater flexibility, and in May 2004 it advanced some
key proposals for agricultural negotiations, such as the
elimination of export subsidies. In turn, some groups
of developing countries (such as G-20) undertook a
coordination effort after the Fifth Conference ended,
which also fuelled the process. In short, the work was

intensive, especially with respect to the agricultural
negotiations (WTO, 2004b).

In parallel with the work performed within WTO,
these negotiations received a considerable boost from
many high-level intergovernmental meetings. Most
significant were the meetings held in June 2004 in
the region (the eleventh session of the United Nations
Conference on Trade and Development, in Sdo Paulo,
and the meeting of Asia-Pacific Economic Cooperation
(APEC) ministers responsible for trade in Pucon, Chile),
in addition to the Ministerial Meeting of the Organisation
for Economic Co-operation and Development (OECD),
which confirms that multilateral work is a gradual
consensus-building process. '3

1. The “July package” of 2004: coordinates and achievements

The “July package” outlines a broad framework for
continued negotiations and provides impetus for the
WTO process. This framework refers to commitments
made in the Doha Round and gives some direction to the
negotiations on a variety of matters, in some cases with
more detailed recommendations and general guidelines.
It also reaffirms the commitment to continue negotiating
(see table I1.3). In addition, the timeline for the work
that was established at Doha is extended, with no fixed

ending date, and the next Ministerial Conference is
confirmed for 13-18 December 2005 in Hong Kong
Special Administrative Region of China.

The July package confirmed that a change had
occurred in the climate of the discussions after Cancin,
insofar as some important determinations were made: (1)
the beginning of negotiations on trade facilitation, the
only one of the Singapore issues on which a consensus
was reached; (ii) an agreement to eliminate subsidies and

Table 11.3
COORDINATES OF THE 2004 “JULY PACKAGE”

Issues with detailed negotiating

Guidelines on development

General orientation and commitment to

guidelines continue negotiating
» Agriculture and cotton (annex A) » Principles * Rules (including anti-dumping
» Market access for non-agricultural » Special and differential treatment measures, subsidies, countervailing
products (annex B) » Technical assistance duties and regional trade
» Services (annex C) * Implementation agreements)
» Trade facilitation (annex D) » Other issues » Trade and environment

 LDCs

 Intellectual property
» Dispute settlement

Source: Author’s compilation, based on World Trade Organization (WTO), “Doha Work Programme. Decision Adopted by the General Council” (WT/L/579),

2 August, 2004.

12 See Zoellick, 2004, and Letter from Pascal Lamy and Franz Fischler (EU, 2004).

In June 2004, APEC proposed an ambitious and flexible focus to market access in agriculture, with significant reductions in domestic support and

the elimination of export subsidies as of a specific date. Regarding market access for non-agricultural products, on the other hand, negotiation

on the basis of the Derbez text was encouraged (APEC, 2004a).
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equivalent measures for agricultural exports, to ensure a
substantial reduction in trade-distorting domestic support,
and to incorporate the negotiations on cotton; (iii)
guidelines regarding the liberalization of manufactures
based on bound tariffs, without admitting new categories
in developing countries but confirming the flexibility and
the corresponding technical assistance they require; and
(iv) the establishment of new time frames for some tasks,
such as dispute settlement and offers on services, among
others (see the WTO document, 2004c).

Few critical dates are specified in the decision
with respect to the agricultural negotiations and

2. Market access

With the resumption of negotiations on agriculture and
services in 2000, as provided for in the Uruguay Round,
the plan was to accord due attention to developing-country
needs and capacity-building. In the case of agriculture,
the task also involved the treatment of subsidies granted
by developed countries as an important barrier to market
access in those countries.'>

A critical phase in the Doha Round has been
the conclusion of an agreement on liberalization
“modalities”.'® Operational targets should be established
for the negotiations on these modalities. For the
liberalization of trade in goods, this entails a formula
for determining tariff reductions, parameters, the
implementation base (time of reference), deadlines,
flexibility for developing countries, treatment of unbound
tariffs and other barriers. It is precisely this series of
definitions and the associated technical details that have
made progress difficult up to this point, although the
underlying problem will continue to be whether the key
players have the political will to achieve balanced results
for the members of WTO.

market access for non-agricultural products, and only
general guidelines are given for services. Little detail
is provided regarding development; the negotiation
dates established for implementation tasks and for
special and differential treatment are extended, and
no more explicit tasks are added for the working
groups of interest to developing countries.!# Nor is
there any orientation for groups or work programmes
in other areas, such as that of the Singapore issues
that will not be negotiated, tasks associated with
trade and the environment, and some intellectual
property issues.

(a) Agriculture: priority issue for countries of the
region

(i) General conditions and key players

Of the three sectors mentioned, the principal interest
of developing countries and countries in the region is
agriculture. The Uruguay Round only marked the start
the reform process based on the three pillars of market
access, domestic support and export competition.!” In
addition to these three pillars, which were reaffirmed at
Doha, attention is given to the non-trade concerns related
to the sector.

As indicated previously, agriculture faces more
distortions than other sectors with respect to the level
and complexity of the tariffs and other border barriers
— licences, tariff peaks, standards, and quotas — as well
as the level of subsidies that developed countries extend
to the sector (see FAO, 2005 and Contreras, 2005). In
contrast to the situation with regard to manufactures,
however, in this sector there are no prohibited subsidies,
just acommitment to reduce some of them. The distortions

Small economies; trade, debt and finance, and trade and technology transfer.
The gains derived from the liberalization of trade in agricultural goods would be greater than those arising from the liberalization of non-

agricultural goods, but the greatest benefit is achieved when both types of products are broadly liberalized (Laird, Ferniandez de Cordoba and

Vanzetti, 2004).

In Doha, 31 March 2003 had been established as the deadline for agreeing on the new agricultural commitments and initial offers on services.
Two years after that deadline, the task has still not been completed.
In WTO, agriculture is considered to include primary and processed goods (basically chapters 1 through 24 of the Harmonized System, without

encompassing fishing products but including non-food raw materials of agricultural origin). See WTO, 2003a and ECLAC, 1995 for an overview

of the agriculture agreement.
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noted tend to be concentrated in some products of special
interest to developing countries, such as dairy products,
sugar, meat and grains. For this reason, these countries
propose to advance on the three pillars of reform, with
some specificity regarding greater opportunities for
access and flexibility in relation to their development
process (WTO, 2004d).

Regarding market access and tariff reductions,
in addition to an average tariff that is considerably
higher than the average for manufactured goods, there
are many instruments for this sector: specific tariffs,
seasonal tariffs, tariff peaks, escalation, quotas and
others. Although the average tariff applied to the region’s
products in the principal markets (the United States
and the European Union) is relatively low (some with
preferential treatment), maximum rates applied by these
areas can be as high as 350% (applied by the United
States to tobacco) and 52% in the European Union. The
average tariff in Asia is higher, and there are tariff peaks
in China and Japan for various Latin American and
Caribbean products. Moreover, the sector faces other
non-tariff barriers, which are being discussed outside the
scope of the agricultural agreement. These include anti-
dumping measures, licences, standards (and traceability),
geographical indications and others.!®

With respect to subsidies, in the Uruguay Round
basically two categories of aid are defined for this sector:
export subsidies and production subsidies.!® The latter
represent nearly 90% of spending. Globally, the European
Union accounts for approximately two thirds of the two types
of aid and for 90% of export subsidies (Jank, Fuchsloch and
Kutas, 2004, p. 31, table 1-5).2° As for domestic support,
in 2003 the bloc accounted for 47%, followed by Japan

Economic Commission for Latin America and the Caribbean (ECLAC)

(17%) and the United States (15%), although in terms of
production value the European Free Trade Association
(EFTA) comes in first (ECLAC, 2005).2!

OECD has devised a measure that shows the degree
of domestic support for producers in the agricultural
sector. Called the producer support estimate (PSE),??
this indicator accounted for nearly 30% of the value
of farm production in 2004, and has declined and
changed in structure in most countries (OECD, 2005b).
It corresponds basically to the WTO amber box, or the
Total Aggregate Measurement of Support (AMS), with
a few differences that make it a more precise indicator
of domestic support. On average, approximately one
third of the specific subsidies go to the category of
“other products”, and the remainder is distributed more
or less equally among grains, milk and meat, as shown
in figure II.1.

These products absorb most of the specific aid, and
some countries in the region are net exporters of them,
even though they must compete with similar products
that are heavily subsidized. Several of these products
also represent another type of protection in the form of
other subsidies, high tariffs, standards and other non-
tariff barriers.

Given the high degree of protectionism prevailing
in agriculture in the major developed countries, signs
of moves towards liberalization and flexibility on their
part have a great impact on negotiations in this sector.
The United States Trade Representative, Ambassador
Robert Zoellick, in a letter written in January 2004,
proposed a significant reduction of various barriers, but
the elimination of export subsidies by a certain date was
considered to be of key importance. The European Union

It should be noted that several disputes over anti-dumping measures, safeguards and technical barriers, among other matters, involve products
and instruments in this sector (Davey, 2005).

Production subsidies — domestic support — and export subsidies should be reduced. Among the former, only those that have the greatest impact
on trade (amber box) need to be reduced, and disciplines are imposed only on the support that causes the least distortion (blue and green boxes).
The amber box is for domestic support measures that are felt to distort production and trade, and it encompasses price supports and subsidies
directly tied to the volume of production. The reduction commitments are expressed in terms of a “Total Aggregate Measurement of Support”
(AMS). The blue box is an amber box “with conditions” intended to limit distortion, which requires farmers to restrict production. There are
no limits on subsidy spending of this type. The green box covers subsidies that are not expected to distort trade, or at worst have a minimal
impact on it; the subsidies must be financed with public funds (without charging higher prices to consumers) and should not amount to price
supports. The green box tends to encompass programmes that do not focus on specific products, and it includes direct aid to farmers that is
“decoupled” from production levels or current prices. It also covers environmental protection and regional development programmes. Green-
box subsidies are allowed without limitations, provided that they meet the criteria related to specific policies (WTO, undated). At present, the
degree of distortion produced by various instruments is the subject of an intense conceptual debate (see also FAO, 2005).

According to notices published in 1998 by WTO. Considering the 1995-1997 average, the products in that bloc with the highest rates of export
subsidies, above 100%, were pork, sugar, rice and lard and butter oil (Nogués, 2004, p. 18, table II1.4).

Canada and the United States also rank high if spending per farmer is the criterion.

The PSE measures the annual value of gross transfers from consumers and taxpayers to support agricultural and livestock producers. It is
divided into two major components: (i) price supports (the more significant form) are calculated on the basis of the difference between domestic
prices paid to the producer and international reference prices for the principal agricultural products, which is why this component includes the
effect of trade policy; and (ii) budgetary expenditures, including transfers to producers based on production levels and area planted (or number
of animals), utilization and restrictions on inputs, total income from the property and others. The PSE does not include other spending in the
agricultural sector as a whole (that is, no individual payments to farmers), such as spending on agriculture research or infrastructure.

20
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22
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Figure 11.1
STRUCTURE OF PRODUCER SUPPORT ESTIMATE (PSE) PER PRODUCT IN SELECTED COUNTRIES,
AVERAGE 2000-2003?2
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W Other products
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Union of Korea States

Source: Economic Commission for Latin America and the Caribbean
(ECLAC), “Panorama de la agricultura de América Latina y el
Caribe”, Santiago, Chile, 2005, unpublished.

a The data for 2003 are estimates.

is the primary user of such subsidies.?® A note from the
European Union in May 2004 sent another important
signal, indicating that all export subsidies would be the
subject of negotiations based on parallelism with all
forms of export competition.?* The European Union has
systematically given special treatment to agriculture, in
view of what is referred to as the multifunctionality of
the sector. This view is also advocated by other countries
in the Group of 10 (G-10), including Japan, the Republic
of Korea and other developed countries.

The Cairns Group, which is made up of agricultural
exporters, has taken the opposite position. Since the
Uruguay Round, it has been an enthusiastic supporter
of reform in the sector with a view to merging these
disciplines with those applying to manufactured goods.
Over the last two years, developing countries in general,
and the Group of 20 (G-20) in particular, have been
demanded two conditions: (i) greater market access for
their products;? and (ii) flexibility in the form of different

23

the three pillars and, more controversially, non-trade issues.
24

rates of implementation and levels of commitment from
developed and developing countries, while retaining
instruments such as agricultural safeguards for the latter
only. These groups consider the demand for liberalization
in agriculture to be a top priority, but with certain nuances.
The Cairns Group, consisting of both developed and
developing countries, has staked out stronger positions
insofar as it represents agricultural exporters, whereas
the G-20, made up of developing countries, includes net
agricultural importers, which attenuates its desire for
market opening. The active participation of several Latin
American and Caribbean countries in this coordination
effort reflects the importance of agriculture to the region
(see table I1.1).%° The countries of the Caribbean are part
of a broad group of developing nations (African Union/
African, Caribbean and Pacific States/Least Developed
Countries) as well as the Group of 33. The latter, made
up of agricultural importers, including China and other
countries in the region, is promoting specific instruments

For Zoellick, an ambitious outcome in this sector should precede the negotiations and is the key to their success, with due consideration for

Parallelism refers to all forms of export subsidies or measures with an equivalent effect, such as credit subsidies for exporters, food aid and

the exports of State trading enterprises, areas in which the United States and other developed countries are quite active.

25

They propose to reduce or eliminate subsidies, apply disciplines to specific products rather than using averages, establish a lower level of

progressivity, simplify structures and applied rates, and reduce other barriers.

26

competitive.
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to address the sensitivities of developing countries in
the sector.

Two developing countries, Brazil and India, are
part of a new partnership in the negotiations, referred
to as “the Non-Group 5” (NG-5) or “the Five Interested
Parties” (FIP), with the other members being the United
States, the European Union and Australia. This group
was instrumental in the final stages of the negotiations in
reaching the decision that gave rise to the July package.

The high level of tension and expectations in
connection with agricultural issues can also be seen in the
disputes brought before WTO, inasmuch as several cases
regarding the implementation of anti-dumping, safeguard
and sanitary and phytosanitary measures, among others,
have involved products and instruments in this sector
(Davey, 2005). This can be expected to have an impact
on negotiations currently under way, and even more so on
the results of disputes over sugar and cotton subsidies.?’
With respect to cotton, the G-20 and Cairns Group are
likely to strengthen their bargaining positions, pushing
disciplines to higher levels of reduction commitments

Economic Commission for Latin America and the Caribbean (ECLAC)

and bringing in disciplines in the areas of subsidies and
domestic support (Abraham, 2005).%8

(ii) The July package and the current debate

The July package of 2004 incorporates diverse
viewpoints in a broad guidance framework which is
outlined in detail in its annex A. This outline sets forth
general and specific criteria for the three pillars of the
reform effort. General criteria include: (i) a harmonization
element that consists of a tiered formula representing
greater reductions in the highest subsidies or tariffs; (ii)
reductions in subsidies and tariffs based on “bound”
levels; (iii) special and differential treatment provisions
that must be incorporated into the modalities in an
effective and meaningful manner;? (iv) due consideration
for non-trade concerns; and (v) the objective of lending
greater transparency to the system through notifications
and supervision.

Regarding each of the three pillars of agricultural
reform —the major features of which are detailed
in box II.1— countless variables remain to be

Box Il.1
PRINCIPAL AGRICULTURE REFORM FEATURES CONTAINED IN THE JULY PACKAGE

Market access:

* Single approach to tariff reduction for

Domestic support:

* “Amber box”: a stringent commitment

credits, State trading enterprises and
food aid.
» Specificity and transparency in all

developed and developing countries,
to be applied by means of the tiered
formula that differentiates according
to tariff bands, with parameters still to
be negotiated.

Fewer liberalization commitments for
“sensitive” products, which remain

to be defined, with a substantial
improvement in market access based
on a combination of tariff quota
commitments and tariff reductions.
The possibility for developing
countries to define “special” products
that are to be subject to less
stringent requirements in terms of
liberalization, special consideration
for tropical products and a Special
Safeguard Mechanism.

Other elements subject to
negotiation are tariff simplification,
the expansion of quotas for
sensitive products and the
treatment of preference erosion.

to the overall reduction of aid,
reductions in the de minimis level
and caps for specific products.

“Blue box”: limits on direct payments,
with degrees of freedom; the creation
of new possibilities in this box and
lesser commitments for developing
countries oriented towards areas
where the population lives at
subsistence levels or in poverty.
“Green box”: Review of criteria,
attention to non-trade concerns,
more surveillance and supervision to
ensure that trade and production are
not distorted (or that distortions are
kept to @ minimum).

Export competition:

» Export subsidies to be eliminated

by a credible deadline, in addition to
including and disciplining equivalent
measures (“parallelism”): export

instruments.

Special and differential treatment:

This is integrated into the provisions
and modalities through various
measures favouring developing
countries, including:

Transition periods and lesser
reduction commitments with different
coefficients in the various formulas.
Exemptions from support
commitments or from de minimis
reductions for certain purposes.
Special market access instruments:
“Special” products to meet the needs
of food security or rural development,
and a Special Safeguard Mechanism.
Exemptions for least developed
countries, attention to the problem of
preference erosion and the treatment
of cotton, bearing in mind trade and
development considerations.

Source: Author’s compilation, on the basis of World Trade Organization (WTO), “Doha Work Programme. Decision Adopted by the General Council”

(WT/L/579), 2 August 2004.

27
28

Documentation on these disputes is available from WTO.

The case filed by Brazil is the first one without a peace clause. It concerns the losses sustained by its producers as a result of the decline

in international prices for the product caused by the United States’ support programmes. The panel determined that several instruments in
these programmes did not qualify as permitted support (green box) and were not part of the United States’ multilateral commitments. The
recommendation, therefore, was to adjust or eliminate these instruments.
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defined.3? In the discussions that followed the decision,
a working procedure was established that would focus
on technical aspects, with the understanding that
in 2005, the main objective would be to forge an
agreement on the modalities. It is essential that this
agreement, especially in the area of market access, be
achieved at the conference to be held in Hong Kong
Special Administrative Region of China in late 2005 so
that the round can be concluded the following year.

The conversion of specific tariffs into ad valorem
equivalents was one of the most critical technical
aspects, since it is necessary in order to negotiate and
apply the tariff reduction formula. This matter became
a stumbling block towards the end of April 2005 due to
differences between exporting and importing countries,
as the European Union and the G-10 countries are the
primary users of specific tariffs. At the WTO “mini-
ministerial” meeting of 4 May 2005, an adjunct to
an OECD meeting in Paris, 30 countries reached an
agreement on this issue. The NG-5 agreed to it only
provisionally, however, and the other WTO member
States still have to confirm it.

The technical debates on converting specific tariffs to
ad valorem equivalents covered such issues as the method
of calculation, data requirements and the calculation
verification process (WTO, 2004d and WTO, 2004e;
ICTSD, 2005). The aforementioned agreement stipulates
that: (i) calculations shall be made based on the unit value,
and the specific duty — per unit — shall then be expressed
as a percentage of that unit value; (ii) the reference
price required for the calculation of the unit value
shall be determined by weighting two types of prices
(international and import);3! (iii) the international price
shall have a greater weight in the calculation. It should
be mentioned that when the conversion is done based
on international prices — which are generally lower — the
equivalent tariff comes out to a higher percentage, so the
reduction should be greater (depending on what band it is
located in).3? The European Union and the G-10 wanted
to use import prices, whereas the United States, the Cairns
Group and the G-20 favoured international prices, for
the reason stated. Under these terms, the agreement was
more advantageous for the latter countries; however,
there are other related matters, such as the sequence of
the calculation, that would suggest a result that balances
the competing interests better.

30

the differentiated export tax and geographical indications.

The progressive nature of market access, which is
to be achieved with a non-linear formula that guarantees
reductions larger than the highest tariffs, is also a complex
issue. The developed countries are advocating a mixed
market access formula with flexibility for the sensitivities
of developing countries, but at the same time they want
these countries to open up their own markets to a greater
extent. Although the non-linear formula would help reduce
escalation and peaks, which is of interest to developing
countries, the latter have expressed apprehension about
the larger reductions that would come about as a result of
their higher tariffs. In the G-20 Ministerial Declaration
issued in New Delhi on 19 March 2005, it was reaffirmed
that because the formula is the main component of
market access, it should be negotiated before addressing
flexibility aspects.3® The declaration also emphasizes
that there should be progressivity, proportionality and
flexibility, with reference to, respectively, deeper cuts in
higher tariffs, less stringent reduction commitments for
developing countries and consideration of the sensitive
nature of some products, in order to ensure improved
market access for all products. Some countries consider
that the results of the debate on the formula will be linked
to the use of sensitive products, since these would be
subject to a smaller tariff reduction.

The developing countries have also called attention
to the erosion of preferences that results from the
overall lowering of tariffs for countries benefiting from
preferential access to certain markets (through the
Generalized System of Preferences or other arrangements).
In this regard, they propose a comprehensive approach
involving increased market access for products that are
of vital importance to beneficiary countries, effective use
of existing preferences and additional support for dealing
with supply constraints, promoting diversification and
easing the adjustment.

With the new instrument and product categories
incorporated into the agricultural sector, there are many
combinations that reflect the flexibility demanded by
developing countries, but there are also significant
margins for developed countries to provide special
treatment. Thus, the real increase in market access for
products of interest to developing countries will also
depend to a great extent on the agreements that are
reached with respect to sensitive products, the quotas
used and the way they are administered.

Further complexity arises out of the different viewpoints on issues of interest that have not been agreed upon, such as the sectoral initiatives,

31 The former are derived from the United Nations Commodity Trade Statistics Database (COMTRADE), with figures carried out to six digits;
the import prices are contained in the WTO Integrated Database, with more detailed data.

32
33

agtradepolicy.org/output/resource/G20_delhi_declaration.pdf.
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International prices are different from (national) import prices because of the presence of quotas or preferences.
Uruguay has just joined this group. At this meeting, the G-20 was accompanied by other groups of 