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PREFACE AND ACKNOWLEDGMENTS

The first time I visited China, in 2001, I left from Mexico and not
my native Boston, Massachusetts. In Mexico I was visiting the El
Colegio de Mexico (COLMEZX), which was having a conference on
the performance of the North American Free Trade Agreement
(NAFTA) in Mexico. NAFTA, then the biggest regional trade deal
in history, went into force in 1994 and economically integrated
Mexico with the United States. By 2001 exports to the United
States had surged, and investment from the United States did too.
At the COLMEX conference we were trying to figure out why the
NAFTA-led surge in exports and investment had not translated
into broader prosperity for Mexico’s economy, its people, and the
natural environment there.

I boarded a plane in Mexico City en route to Beijing, China. The
Chinese government had asked me to participate in a workshop to
help them think about how to evaluate the economic and environ-
mental impacts of the first big trade agreement they were about to
join—the World Trade Organization (WTO). I knew next to noth-
ing about China, but had devised some economic models on how
to think about such impacts and also had a lifelong curiosity about
China and its people so I jumped at the chance—thinking that they
such opportunities would be few and far between. Little did I know
that over the next decade I would visit China numerous times as part

of a broader effort to understand how the emergence of China in the



global economy (in no small part due to its entry into the WTO)
would impact the development prospects in Latin America.

I have written, supervised, commented on, been part of, and
read countless academic studies on the China-Latin America
economic relationship for more than a decade. This book is my
attempt to synthesize and analyze those findings for a broader
audience, given the fact that the China-Latin America relationship
is at a crossroads and needs considerable dialogue and rethinking
on the part of China, Latin America, and even the United States to
ensure that the relationship continues to evolve in a way that can
bring prosperity to both China and the Western Hemiphere.

While this book is written for a broader audience, it draws
on extensive scholarly work with my team at Boston University’s
Global Economic Governance Initiative (GEGI), as well as the work
of other colleagues and friends. It is my aim that general readers
and policymakers will find this book useful, as well as scholars and
students.

At GEGI we have a research program titled “China’s Global
Reach.” Over the years I have led GEGI's research on China’s lend-
ing to Latin American governments, China’s trade and investment
policy with the region, the impact of China on manufacturing
export competitiveness in Latin America, and the environmental
dimension of China in Latin America. While I have led this work, it
has benefited from the collaboration and assistance of a number of
colleagues and students. Roberto Porzecanski and I wrote a num-
ber of technical papers on the competiveness issues when we both
were affiliated with the Global Development and Environment
Institute at Tufts University, and published them as a book with
Stanford University Press in 20r10.

Another former student whom I have published extensively with
on China and Latin America, and who is now a GEGI research asso-

ciate, is Amos Irwin. With Katherine Koleski, Amos and I produced
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the first estimate of Chinese policy bank lending in Latin America,
and compared the environmental safeguards of Chinese banks with
those of other development banks working in the region. Amos
and I have also written extensively on the environmental impacts of
Chinese foreign direct investment in Peru.

More recently I have greatly enjoyed working with Rebecca Ray,
a GEGI fellow and budding economist. Becky and I have done exten-
sive analysis on the social and environmental impacts of Chinese
trade, investment, and finance across the Americas. Indeed, we help
steer a working group that has published eight country studies on
the subject, soon to be an edited book. In addition to Becky, I have
highly benefited from collaborating with Cynthia Sanborn of the
Universidad de Pacifica in Lima, Peru, and long-time collaborator
Andres Lopez from the University of Buenos Aires in Argentina.
I also thank Julian Donaubauer, Daniela Ramos, Alejandra Saravia
Lopez, Adam Rua Quiroga, Philip Fearnside, Adriano M. R.
Figueiredo, Nicola Borregaard, Annie Dufey, Guillermo Rudas,
Mauricio Cabrera Leal, Adam Chimienti, Claudia Schatan, Diana
Piloyan, Jeronim Capaldo, and Victoria Chonn Ching for collabo-
rating with GEGI on this important work.

Most recently I have been collaborating with Fei Yuan on work
related to the environmental and social safeguards of Chinese
development finance in Latin America. Thank you Fei for helping
to prepare this manuscript as well. Christian Estrella, Yuechan Lu,
Jill Richardson, and Victoria Puyat are others affiliated with GEGI
who have been enormously helpful as we work on these issues.

I have also collaborated with scholars outside GEGI on China
and Latin America. My first paper on the subject was with Juan
Carlos Moreno-Brid at the United Nations Economic Commission
for Latin America and the Caribbean. With Juan Carlos I analyzed
the extent to which Mexican firms were losing out to their Chinese

counterparts in the US market.
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With Enrique Dussel Peters from the National Autonomous
University of Mexico, I extended the work with Juan Carlos and
examined the extent to which firms from the United States were
threatened by China in Mexico. Enrique is the pioneer on China—
Latin American studies. By far he has done the most research on
the subject (as the endnotes to this book reveal!). He has also done a
great service by founding a network of scholars across the Western
Hemisphere and in China that work on these issues.

I have also learned a lot from and benefited from Margaret
Myers at the Washington-based Inter-American Dialogue (IAD).
IAD published the working paper version of our estimates on
Chinese finance in Latin America. Margaret and I then came up
with the idea to annually publish the data on an interactive web
page housed at IAD as the China—Latin America Finance Database.
The collaboration has been a great success—helping to bring a
more empirical-based understanding of China in Latin America for
policymakers, the media, and the general public.

I am also indebted to the following individuals whom I have col-
laborated with in some way or whose insights I have benefited from:
Carol Wise, Barbara Stallings, Rhys Jenkins, Eva Paus, Michele Chan,
Jiaming Ju, Paulina Garzon, Denise Leung, Hu Tao, Li Zhu, Gregory
Chinn, Yu Yongding, Ming Zhang, Jose Antonio Ocampo, Jiaming Ju,
Riordan Roett, Fran Hagopian, Harley Shaiken, Sun Hongbo, Pieter
Bottelier, Kirsten Sternbusch, Ricardo Ffrench-Davis, Janine Ferretti,
Evan Ellis, Rose Niu, Jose Antonio Ocampo, Adrian Ahearn, Erik
Bethel, Matt Ferchen, Bo Kong, Andres Lopez, Cynthia Sanborn,
Alicia Garcia-Herrero, Mauricio Mesquita Moreira, Chai Yu, Andres
Soares, Jorge Dominquez, Ben Schneider, Matias Vernengo, Daniela
Prates, Eric Helleiner, Osvaldo Rosales, Michael Shifter, Athena
Rongquillo-Ballesteros, and many more.

I must give special thanks to Deborah Brautigam. Deborah is

the world’s leading scholar on China and Africa, and we met in
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China when she was giving lectures for her pathbreaking book The
Dragon’s Gift: The Real Story of China in Africa. We have gone on to
do comparative analyses of China in Africa and in Latin America
together. Deborah graciously hosted me as a visiting scholar in her
International Development Program at Johns Hopkins University’s
Paul Nitze School of Advanced International Studies, where the
bulk of this book was written.

I also greatly benefited from two other visiting scholarships
during the research stage of this book. In 2010 I was a visiting pro-
fessor at the School of Public Policy and Management in China’s
Tsinghua University. I thank Xue Lan and Su Jun for hosting me
there. In 2012 I lived in Argentina and was hosted by the Center
for the Study of State and Society. I thank Leonardo Stanley and
Ricardo Frenkel for that opportunity.

The research and writing of this book, and the many research
projects that came before, could not have been conducted without
the generous support of a number of private foundations. I thank
the Smith Richardson, and Allan Song in particular, for the sup-
port to write this book. The Charles Stewart Mott Foundation,
the MacArthur Foundation, and the Rockefeller Brothers Fund
have supported many of the research programs that came before.
I thank Sandra Smithey, Traci Romine, Amy Shannon, Steve
Cornelius, Jorgen Thomson, and Thomas Kruse.

Boston University continues to be a great home for research,
writing, and teaching. Our newly endowed Frederick S. Pardee
School for Global Studies is a perfect environment for such work.
I also greatly benefit from affiliations with the Center for Finance,
Law, and Policy, the Pardee Center for the Study of the Longer
Range Future, and the Latin American Studies Program. I thank
Adil Najam, Joe Fewsmith, Cornel Ban, William Grimes, Scott
Palmer, Susan Eckstein, Cornelius Hurley, Anthony Janetos,
Cynthia Barakatt, Edward Cunningham, Dilip Mookerjee, Jon
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Simon, Bruce Larson and countless others who have helped me
better understand China, Latin America, and the global economy.

I am deeply indebted to John Wright. John serves as my literary
agent and helped me craft a book proposal that led to the contract
with Oxford University Press for this book. I thank John and David
McBride, editor at Oxford, for their support, encouragement, and
acceptance. I thank my colleague Andrew Bacevich for introducing
me to John.

Let me share with you a secret. One of the reasons why I seized
the opportunity to start examining China in Latin America had
nothing to do with scholarship. It had to do with family. My wife
of fifteen years now, Kelly Sims Gallagher, is a Tufts University
professor and expert on China’s energy and environmental policy.
After writing a few papers on China and Latin America, I realized
that this was an essential relationship to understand for scholars
concerned about the political economy of Latin American devel-
opment. I also realized that it was a way to travel with my wife
and family. Our converging interests allowed us to bring our entire
family to Tsinghua in 2010, with my son Theo even learning some
Chinese. Kelly, Theo, and daughter Estelle are the inspiration for
my life’s work. I thank and dedicate this book to them.
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The China Triangle

Back in 2003, I was in Panama briefing negotiators to the Free
Trade Area of the Americas—a trade pact that would have spanned
the entire Western Hemisphere. One day en route to a breakfast
meeting, I was struck by what appeared to be a thickly populated
neighborhood buzzing with people looking Chinese but speak-
ing Spanish. I asked my driver to say more, and he informed me
that this was a neighborhood of Chino-Panamefios, or Chinese
Panamanians. At the end of the nineteenth century, the Panama
Railroad Company imported thousands of Chinese workers to lay
the tracks for the railway lines that would later lead to the con-
struction of the Panama Canal. They settled in Panama afterward
and live in these enclaves today. Hadn't I heard of Bruce Chen, one
of the most famous Chino-Panameiios, the driver added? Being a
Bostonian, I asked if he could possibly be referring to the Bruce
Chen who played for our Boston Red Sox for a short spell. The
driver was so thrilled with Panamanian pride, and that I knew who
Bruce Chen was, that he offered me my ride for free.

Over a century after they came to the Americas as laborers
on large infrastructure projects, the Chinese are back in Latin
America. This time, rather than coming to the Americas as laborers



on such projects, the Chinese are now the bankers that are financ-
ing them. To name but a few, Chinese policy banks and entrepre-
neurs are pouring billions of dollars into the Twin Ocean Railroad
Connection, a 5,000 km high-speed rail project that will connect
Brazil’s Atlantic coast to the Pacific coast of Peru, and into a con-
troversial new canal through Nicaragua. These and many other
projects will help get Latin America’s soybeans, iron ore, copper,
and petroleum to China faster, help China sell its products to Latin
America, and gain new trading routes for both China and Latin
America alike.

Latin America experienced a “China Boom” from 2003 until
about 2013, when it started to taper. As luck would have it, during
that time Latin America had just the natural resources that China
needed to feed and fuel the Chinese growth miracle that started
in the late 1970s. During the China Boom Latin America’s econo-
mies grew by 3.6 percent per year, the best spurt since the region’s
state-led industrialization period that stretched from the 1930s
until 1982. The China Boom couldn’t have come at a better time,
as the region’s economies experienced slow growth and financial
instability for over two decades under the so-called Washington
Consensus. Indeed, the China Boom helped erase the increases in
inequality in Latin America that accrued during the Washington
Consensus period. The China Boom also helped many Latin
American economies recover from the global financial crisis of
2008—2009. As the United States and Europe struggled to recover
from the crisis, Latin American trade and investment with those
partners waned. China filled the gap.

Latin America’s economic prospects are taking a turn, however.
China’s voracious appetite for Latin American natural resources
has begun to decline as China balances its economic model from
export-led industry toward a more consumer-based economy.

Latin American countries will have to consolidate gains made

2 | THE CHINA TRIANGLE


josemiguelahumada
Highlight

josemiguelahumada
Highlight

josemiguelahumada
Highlight

josemiguelahumada
Highlight

josemiguelahumada
Highlight


during the China Boom and implement sorely needed reforms that
should have been put in place during the boom period. In so doing,
Latin American leaders will not be operating in a vacuum. Latin
America will have to navigate the China Triangle. At the top of the
triangle tips is the United States, while China and Latin America
form a new base of cooperation from left to right. But China has
its own delicate relationship with the United States. The United
States has a longstanding connection to the Americas. In addition
to reforms at home, Latin American capitals will need to retool
alliances with China to be more consistent with those reforms. At
the same time, China’s new alliance with Latin America is seen as
a challenge to the United States, a nation that has long considered
the Americas its backyard. To be successful, then, Latin America’s
reforms will have to operate in a manner that simultaneously
builds on its relationships with China and the United States alike
rather than picking one over the other. The benefits from such an
approach would far exceed the costs of the escalating economic

and political storm that otherwise could stir.

The China Boom in Context

Latin America’s China Boom marks a new era of economic history
in the Americas. As I note in the next chapter, from the turn of the
nineteenth century to the Great Depression Latin America was a
winner of what has been referred to as the “commodity lottery”
period. Latin America had many of the key natural resources and
commodities that were needed for Western Europe to boom into
its industrial revolution. Silver, gold, coffee, wool, bananas, and
more were exported from Latin America to Europe—and not only
for consumption. This exporting also enabling the European peas-
antry to leave the farms for new factories. Indeed, Latin American

governments and companies couldn’t get those commodities out
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of the ground and overseas fast enough. Thus European (and US)
companies invested heavily in Latin American railroads, infrastruc-
ture, and other activities to extract commodities out of the region
and ship them back to to Europe. During the so-called commodity
lottery Latin America’s economies grew by 3.4 percent per year.

When the Depression hit in the United States the rest of the
Americas were also badly hurt. Leading Latin American economists
of the time, notably Raul Prebisch of the Central Bank of Argentina,
observed that the prices of commodities were falling over the lon-
ger term. At the same time, the more advanced economic countries
were fountains of industrial innovation whose products, at least ini-
tially, would be relatively more expensive. Prebisch and others saw
these trends as a trap for Latin America. Given that the prices of
Latin American exports would never match those of their imports,
countries in the region would become ever more dependent on
international debt flows to finance a modern way of living.

Prebisch’s observations kicked off the second modern era of
Latin American economic development, that of state-led indus-
trialization. From the Great Depression until the early 1980s,
the nation-state played a major role in laying infrastructure and
boosting industries that would substitute for the imports from the
United States and Europe. The hope was that Latin America would
produce consumer goods for consumption and export, and thus
break the cycle of dependency feared by Prebisch and others. The
state-led industrialization period remains the best period on record
in terms of growth—at almost 5 percent per annum. However,
the period was also associated with accentuated inequalities, both
economic in terms of wealth and income and politically in terms
of dictatorships and a lack of democracy. What is more, macro-
economic mismanagement during the period ultimately led to a
financial crisis in the 1980s that swept the whole region and led to
the demise of the state-led period.
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In response to the crises of the 1980s the region was forced to
adopt the Washington Consensus, the dominant economic para-
digm that ended with a major financial crisis in Argentina in 2002.
Still very much alive in some countries and political parties in Latin
America to this day, the basic tenet of the Washington Consensus
was to reduce the role of the state in economic affairs. By pushing
the government aside and opening up to global trade and finance,
the idea was that markets would develop and thrive, and lead to
prosperity. The Washington Consensus has been extremely con-
troversial both economically and politically. In economic terms
growth in this period was slowest of the eras mentioned, at just 2.4
percent per year, with inequality accentuating even more than in
the state-led industrialization era. However, during the Washington
Consensus period Latin American governments put an end to
high inflation and fiscal irresponsibility. What is more, the period
ushered in a return to democracy—the region’s hallmark achieve-
ment of the late twentieth century. Nonetheless, the policies of the
Washington Consensus left the region very vulnerable to external
shocks, and at the end of the century a wave of financial crises hit
the region—in Mexico, Brazil, Uruguay, Argentina, and beyond. In
response to lackluster performance and crisis, many of the region’s
newfound democracies threw the beacons of the Washington
Consensus out of office.

Despite the controversies surrounding the Washington
Consensus in Latin America and the fact that it has fallen out of
favor in most academic circles, official policy from the US govern-
ment has become more steadfast for the Washington Consensus,
not less. After bailing out Latin American countries in the 1980s,
Washington-based financial institutions such as the International
Monetary Fund and World Bank conditioned such loans on priva-
tization, liberalization, and deregulation. In the 1990s and 2000s

Washington minted the Washington Consensus into numerous
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and binding trade and investment treaties—most notably the
North American Free Trade Agreement (NAFTA) and treaties
with Chile, Peru, Central American countries, and more. Despite a
mixed record of these treaties, the United States pressed the region
for a full-blown treaty of the entire hemisphere—the Free Trade
Area of the Americas (FTAA). Eventually the region said enough is
enough. But the United States keeps pressing on. When Xi Jinping
traveled to Latin America in 2013 with a big financial package for
many of the region’s governments, the United States sent Vice
President Joseph Biden and offered yet another trade agreement.
The region’s leaders have been reluctant to further bind their econ-
omies to Washington Consensus policies—in large part because

they believe they have an alternative in China.

Latin America’s China Boom

China came to the rescue, at least for many South American coun-
tries. Like Latin America during the Washington Consensus, China
has been opening its economy to global market forces since the late
1970s and early 1980s. Unlike Latin America, however, China was
able to do so on its own terms. China did not reform in reaction
to a major external crisis in the way that Latin America did, and
did not have Washington-based experts dictating what the reforms
should look like. China’s was a globalization centered around the
saying of its great reformer, Deng Xiaoping—“Crossing the river
by feeling for stones” (Mo zhe shi tou guo he #F f13kiL{m).
Instead of diving head first into globalization as Latin America did,
China sequenced the liberalization of some sectors of its economy
while fostering other sectors until they were ready to compete on
a global basis.

China’s strategy paid off. China grew at over 1o percent per year

for over 30 years, the fastest and strongest growth ever recorded. In
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2001 China entered the World Trade Organization (W'TO) and soon
began purchasing and selling with the rest of the world at a break-
neck pace as well. Latin America was no exception. As China has
risen, it has been guzzling oil from Venezuela, Ecuador, and Mexico
to fuel its expanding fleet of cars, trucks, and container ships. China
has wired more than half the world’s consumer electronics products
with copper from Chile and Peru. Much of the steel in China’s new
cities is made with iron ore from Brazil at their core. As standards of
living have risen, the Chinese eat more beef from cattle that are fed
soya beans from Argentina and Brazil. In turn, Chinese companies
have flocked to the Americas to invest in these commodities, backed
by China’s state-run development banks.

At the turn of the twenty-first century, Latin American trade
with China was only 1 percent of total Latin American trade,
s12 billion. By 2013 it was $289 billion and China stood as the num-
ber one trading partner for many of Latin America’s biggest econ-
omies such as Brazil, Peru, Chile, and others. China’s demand for
Latin American commodities had double that impact, however.
Because China’s consumption of these goods made those goods
more scarce, the prices of such goods went up in the global mar-
ketplace, allowing the region to enjoy a massive commodity boom.
The commodity boom triggered investment in the region’s com-
modity sector by Chinese companies and other global firms alike.
The rate of new trade and foreign investment into the region was
both remarkable and welcome.

Perhaps most remarkable is that China has provided massive
amounts of finance to Latin American governments for infrastruc-
ture, mining, and energy projects. According to the China—Latin
America Finance Database that I publish with the Washington-
based Inter-American Dialogue, China has provided upward of
s119 billion in loans and lines of credit to Latin American govern-

ments since 2003.
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In many ways China’s appetite for Latin American commodi-
ties has been a savior for the Americas, especially in the wake of
the global financial crisis when trade and finance from the West
dried up. Latin America rode the coattails of the boom in China,
growing at an annual rate of 3.6 percent from 2003 to 2013. This
return to economic growth brought a rise to an emerging middle
class in many Latin American countries. What is more, for the first
time in a century Latin American governments started to put a
dent in rising inequality. That stands in stark contrast to the previ-
ous two decades dominated by the Washington Consensus. Under
the Washington Consensus growth was a much slower 2.4 percent,
and inequality increased.

In the wake of the 9/11 attacks and then after the global finan-
cial meltdown that originated in the United States, Washington
turned to other shores. Most of the countries in Latin America
had made a strong transition to democracy, did not harbor terror-
ists, and had been following Washington’s economic orders. While
the United States wasn’t paying attention, Latin America quickly
became of the utmost strategic importance for China—as a source
for many of the key natural resources it needs to grow its economy

and the appetites of more than a billion people.

Saving the China Boom

This book tracks Latin America’s China Boom in context and
argues that Latin Americans have not capitalized on the China
Boom in many ways. As the infamous “resource curse” predicts,
during commodity booms money pours into the commodity sec-
tor. Commodity booms create windfalls for the commodity sector,
but few jobs. What is more, it causes the exchange rate of countries

to appreciate, making noncommodity exports more expensive.
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That’s what happened in many Latin American countries during
the China Boom. Money poured in, commodity producers got
rich, and noncommodity exports became less competitive. Indeed,
78 percent of Latin American manufacturing was under threat from
their Chinese counterparts in world markets during the boom.

What is more, the infrastructure, energy, and mining projects
that were the source of so much investment from the Chinese
and beyond are endemic to environmental degradation and social
conflict in Latin America. The World Bank estimates that the eco-
nomic costs of environmental degradation during the China Boom
were an annual 8.6 percent of GDP. As Chinese, US, European,
Canadian, and other companies have flocked to the region for its
resources they deforested the Amazon, polluted waterways, and
sometimes mistreated indigenous and local communities while
Latin American governments turned a blind eye.

The curse has a cure, but the Latin Americans squandered
much of the opportunity. Nations such as Norway have navigated
their way through the curse by parking windfall profits into spe-
cial funds to be reinvested into export competitiveness, financial
stability, environmental protection, and long-run growth. Not so
in Latin America. According to the International Monetary Fund
(IMF), Latin Americans saved less from this boom than in past ones
at the margin, and United Nations calculations show that govern-
ment fiscal revenue did not increase in proportion to the windfall
either. It is thus no surprise that investment in the region was so
low overall. Economists say that nations need to invest 25 percent of
their gross domestic product per year to achieve stable and strong
growth (China has invested well over 40 percent per year over the
past 30 years), but Latin Americans averaged a paltry 20 percent—
less than one percentage point more than during the Washington

Consensus period.
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The lack of investment in long-run growth and sustainable
development will hurt the region as the headwinds that carried the
Americas for a decade start to turn. The Chinese economy is mak-
ing a shaky transition toward a more consumer-based economy:.
For one, this brings a more modest level of growth. Whereas China
was growing at 1o percent a year, that figure is now closer to 6 or 7
percent per year. Second, China will eventually be shifting toward
more consumer-based products, rather than natural resources. It is
not clear if Latin American manufacturing exports will be compet-
itive enough to seize the opportunity to meet Chinese demand for
such products. Finally, China’s transition will prove to be a tricky
one, and has been marked with financial instability. Slow growth,
different growth, and increasing instability have put fear into the
finance ministries of Latin America.

Time for Reform

Thereisstill time for Latin America to putin place the properreforms
in order to finally sustain stable growth and capitalize on China’s
rise. It would be foolish to replace the Washington Consensus with
a Beijing Consensus. In many ways Latin America was already there
during its state-led industrialization period, and is beyond that now.
Modern Latin American economic history is characterized by peri-
ods where there was arguably too much state involvement in the
economy—the state-led industrialization period—and then too lit-
tle state involvement under the Washington Consensus. It is now
time to take the best from both and embed the state in a way that
enables a well-functioning marketplace that can deliver growth,
employment, inclusion, and sustainable development. Key to
doing so will be building on the region’s comparative advantage
in primary commodities and strengthening institutions to capture
more of the windfall during boom times. The proceeds will have
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to be invested into three clusters: sustainable infrastructure, inno-
vation and competitiveness, and people and the environment.
Governments will have to capture the windfalls through fiscal
reforms. The fruits of reform to be invested into infrastructure,
innovation, and the environment can flow through commodity
stabilization and sovereign wealth funds, national development
banks, and targeted fiscal expenditure. The target and design of
all new investment should be the product of a process where the
state and the private sector jointly identify the binding constraints
for economic opportunities and craft policy to break those con-
straints loose in an inclusive and sustainable manner. Perhaps the
biggest challenge is for the region to put in place the proper checks
and balances alongside reforms. Both the private sector and the
state have to be made more accountable for reforms to move ahead

and work.

Latin America’s China Triangle

Any serious reform will have to engage with the outside world and
global economy. That means navigating the China Triangle: capi-
talizing on and strengthening ties to the two largest economies of
the world, China and the United States.

In January of 2015 the Chinese sat down with the Latin American
region as a whole and put together a cooperation plan with the
region that on paper could be a perfect complement to Latin
American reform. China pledged to boost trade to s500 billion and
investment to $250 billion over the next decade. To demonstrate
that it means business, China created a new set of funds of upward
of $35 billion for infrastructure investment in Latin America.

China’s pledge of new trade and finance will be key for the
region to draw on during the downturn. After the decade-long
China Boom, the IMF put the region’s growth for 2014 at less than
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1.3 percent, for 2015 at less than 1 percent, and estimates that Latin
America’s economy may not improve much more over the next
half decade. In addition to trade, new financing might even pro-
vide Latin America with the fiscal space it needs for infrastructure
investment—which has been prescribed by the IMF as a key target
for investment during the downturn. Indeed, according to United
Nations, the region faces an annual infrastructure gap—a need
for new and upgraded roads, ports, energy systems, and commu-
nications networks—that amounts to 6.2 percent of GDP. What
is more, Chinese finance comes with few strings attached. China
may tacitly require that Chinese companies have a hand in some
projects, but has avoided meddling in domestic policy. This is an
attractive feature for many Latin American governments, but the
onus is on them to put it to productive use.

The new joint cooperation plan also puts a premium on coop-
eration on science, technology, and innovation policy (later in 2015
establishing a s3o billion dollar fund to execute these goals). In
addition to the sharing of technology, China pledges to start a dia-
logue about the establishment of Chinese industrial parks across
Latin America. If similar agreements with Africa are an indication,
China means business, having established at least six industrial
parks in that continent by 2015, modeled after the special economic
zones that were an engine of the Chinese growth miracle. If Latin
America puts in place the proper reforms that enable such zones
to benefit the broader economy, China’s industrial parks can help
diversify Latin American economies and make them more compet-
itive. Latin American exchange rates will be depreciating relative to
their China Boom peaks as well. That will make the prices of Latin
American exports more affordable across the world—and their
industries more competitive. New industrial opportunities, com-

petitive exchange rates, and an increasing demand for consumer
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goods in China can be harnessed into diversified growth for Latin
America.

China’s cooperation plan with Latin America also boasts a
built-in dialogue on environmental cooperation. Recognizing
the environmental and social impacts of its trade and investment
with the region, this can be a forum to enable China’s firms and
financial institutions to upgrade their social and environmental
safeguards. Such an outcome will not only benefit people and the
environment across the Americas, but also help China’s bottom
line. Environmental and social conflict in the Americas can trigger
costly delays and shutdowns that cut into profits and the image of
China’s vision for South-South cooperation.

The Latin America-United States economic relationship will
need to be transformed from a patronage to a partnership. The
United States has to let go of the notion that Washington is the
place to devise economic policy in Latin America. In so doing,
Latin American governments should re-engage with the United
States, benefiting from the more diverse economic opportunities
the United States has to offer, as well as the social and environmen-
tal norms that the United States practices when at its best. The
United States has put one good foot forward when it reformed its
Cuba policy, taking that nation off official terrorist lists and reach-
ing out a hand of partnership. The United States has also made
more realistic gestures with respect to immigration reform. In
these moves, the United States has set a higher bar for itself mov-
ing forward—and it will have to live up to that bar to foster success-
ful relationships with the region in the future.

Over 8o years ago, when the United States was concerned
about rising European influence in Latin America, the US Export-
Import Bank was established. The bank has been not only pro-

viding financing Latin American governments for industrial and

THE CHINA TRIANGLE | 13



infrastructure projects all this time; it provides opportunities to
strengthen ties among US exporters and Latin American import-
ers, thus strengthening value chains in the Western Hemisphere.
At the bank’s founding there was a consensus among those in the
Roosevelt administration concerned about geopolitical aspects
of Europe in Latin America, and a private sector that wanted
access to Latin America’s capital goods markets. In this context
Nelson Rockefeller, a Republican, led an effort on the bank that
led to a tripling of its financing to Latin America. Ironically, today
the US Export-Import Bank is under threat from Congress to be
eliminated—at a point when there should be a renewed discussion
about reinvigorating it.

At this writing, the composition of US-Latin American trade
and investment is more diverse and thus more supportive of neces-
sary Latin American reforms than China’s trade with the region.
China’s economic relationship with Latin America remains one
that is based on natural resource-based commodities. It is also
important to note that for Mexico and Central America, US trade
with those areas dwarfs that of China. Whatis more, Latin America
is integrated into US value chains in the manufacturing sector, as
well as in services.

In keeping with the need to upgrade social and environmen-
tal safeguards, the United States also has a lot to offer. The US-
backed World Bank and Inter-American Development Bank now
have some of the strongest social and environmental safeguards
operating in the world economy, as does the US Export-Import
Bank. What is more, through a new executive order by President
Barack Obama, the United States has pledged that all its develop-
ment finance will be more climate-change resilient.

The diversity of US-Latin American trade and the social and
environmental safeguards of US best practice could be more ben-

eficial for Latin America if reforms were made to many of the
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trade and investment treaties that the United States has with Latin
American countries. Written during the Washington Consensus
period, these treaties leave countries without the proper flexibility
needed to invest in innovation and export competitiveness. Also,
unlike arrangements under the WTO, US treaties grant US com-
panies the right to pursue legal claims against host governments
looking to upgrade social and environmental regulations in their
countries. Under US treaties, US companies have taken Latin
American countries to task for putting in place taxes on the wind-
fall profits from commodities exports and for reducing toxic pollu-
tion and deforestation in the Amazon—the very pillars of needed
reform. A new era of US trade policy should ensue that gives both
sides the breathing space they need to diversify and grow, while
upgrading social and environmental policy.

While China and the United States can help Latin American
reforms meet their objectives, only Latin America can put in place
the reforms themselves. It is not every day that a country like
China rises in a manner that just so happens to demand increas-
ing amounts of Latin American resources. In fact, the last time it
happened was over 100 years ago when Latin America won the
commodity lottery that formed the backdrop of the industrial rev-
olution in the West. If Latin America wants to truly win the China
lottery in a manner that can help put the region on a long-run path
for sustainable development, governments in the region will have

to put in place major reforms while navigating the China Triangle.
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A Tale of Two Globalizations

In early 2006 I took my mother to visit descendants of our ances-
tors in Italy. There we were told that about half of our ancestors
went to Argentina at the turn of the nineteenth century, and the
other half went to the United States. That was typical, as the
prospects for Latin America seemed as promising as those of
the United States at the time. Latin America was booming in the
late nineteenth century, and over 6 million Europeans migrated
to the region to get in on the action.! Migration wasn’t limited to
migrants from Europe, however. As already noted, some of the
first Chinese came to the Americas to help build the Panama Canal
in the late 1800s.

At the turn of the seventeenth century China was the hege-
mon of the Eastern world, enjoying similar standards of living to
those of Latin America’s colonizers. Latin America was then in the
throes of Western colonization. Since that heyday China has been
looking to regain its place at the top of the world economy, while
Latin America has been searching for an economic path that will
help the region catch up to the rest of the world once and for all.
Latin America’s quest has remained elusive. China’s growth mira-
cle is the most successful on record.

16



But we are getting ahead of ourselves. Let’s rewind a bit. Latin
America and China have had similar economic policy goals since
the middle of the twentieth century. From midcentury to the late
19708, most Latin American countries and China both attempted
to transform their agrarian societies into industrial ones via an
inward-looking strategy of import protections and a heavy hand
for government in the economy. By the early 1980s both China and
Latin America had scrapped that strategy for one that looked to
globalize with the world economy. Each moved to make the invisi-
ble hand of the market guide the economy, and looked to integrate
with world markets as a way forward.

By the turn of the twentieth century Latin America was still
striving for that goal, though it made some notable improvements.
At the same time, China’s domestic reform made it poised to
jump into the world economy and leapfrog over Latin America to
become the biggest economy of the world by 2015. Indeed, China
overshot its goal, and must work to clean up some of the mess
that came with the fastest and strongest growth miracle in world
history. As China reformed and grew, however, Latin America was
able to ride China’s coattails.

Latin America’s Elusive Quest for Growth

Latin American economic history from the late nineteenth to the
twenty-first century can be divided into three distinct eras. In every
era, nations in the region developed a new recipe for economic
prosperity that policymakers thought held great promise for the
region. Each era had some notable accomplishments, but each
largely failed to fully deliver on its promise. Table 2.1 lists the three
eras of Latin American economic history: the commodity lottery

period from 1870 to the Great Depression, the period of state-led
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Table 2.1 Latin America’s Growth Record

Period GDP growth GDP per capita growth

Commodity Lottery 3.4% 1.5%
(1870-1929)

State-led industrialization 4.9% 2.2%
(19305-1980)

Washington Consensus 2.4% 0.5%
(1980—2002)

China Boom 3.6% 2.4%

(2003-2013)

industrialization that followed, and the Washington Consensus

that ended the twentieth century.

The Commodity Lottery

The late nineteenth and early twentieth centuries are known as the
period of the great Northern European “takeoft™ from the rest of
the world that was soon followed by an even greater takeoff by the
United States. The magnitude of economic growth by the West
during this period had been unrivaled. The world marveled as the
West rapidly industrialized its economies—and countries across
the world rode on the back of this success.” The industrial revolu-
tion in the West caused a great “supercycle” of demand for energy
and raw materials that also shot prices up to new highs.” Latin
America was a winner of the commodity lottery that ensued. Latin
America’s geography met Western economic demand. As the West
took off so did its demand for copper and iron ore from Peru and
Chile, beef and hides from Argentina, fertilizers from Peru, coffee
from Brazil, sugar from Cuba, cocoa from Venezuela and Ecuador,
tobacco from Colombia, and beyond.*

This triggered a modest takeoff in Latin America as well.

Relative to the income growth from independence in the 1820s
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up to 1870 (which was only 0.3 percent per year), the region’s
1.5 percent annual growth in incomes was significant.” More tell-
ing is the total growth rate, of 3.4 percent. Per capita incomes are
the total amount of GDP divided by the population of a coun-
try. Latin America was (and is) a highly unequal place, so some
pockets were among the richest in the world. Indeed, the Latin
American commodities sector was in such high demand that
Latin Americans alone could not get enough of the commodi-
ties to market fast enough. Latin American countries lacked the
infrastructure to get products to market, and lacked the laborers
to do the work.

The period thus marked the first significant surges in foreign
investment and migration to the region in modern times. The
British, the Europeans, and later the North Americans laced the
Americas with railways to help get commodities to port. In 1840,
there were only 478 kilometers of rail across Latin America. By 1913
there were 107,266 kilometers of rail across the region—enough to
circle the entire earth close to two and a half times. In 1913, one
fourth of the entire world’s rail was located in Latin America.®

The commodity lottery period is notable given that the region
integrated with the world economy in terms of trade, investment,
and migration. However, the commodity lottery period locked
Latin America into the commodity dependency that started dur-
ing the colonial period and continues to this day. It is also seen as
the period when the region locked in its grave levels of inequal-
ity. Based on income and wealth surveys, economists use an indi-
cator referred to as the “GINI coefficient” to measure inequality.
Ranging between zero and one, the closer a measure is to one, the
more unequal it is. In 1870 Latin America was already considered
highly unequal and had a GINI of 0.58. By 1920 the GINI for Latin
America was 0.72. Since that era Latin America has been the most

unequal region on earth.”
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State-Led Industrialization

Have you ever flown in a smaller, regional, passenger jet? Whether
you went from New York City to Washington, DC, from Buenos
Aires to Montevideo, or from Shanghai to Beijing, there is a very
good chance that you were aboard a plane manufactured by the
Brazilian aerospace giant Embraer. Embraer is the third largest air-
plane maker in the world, and has corned the market for smaller
commercial, corporate, and military aircraft. Embraer got its
wings from the Brazilian government during the state-led industri-
alization era. Whereas the invisible hand of the global marketplace
tugged Latin American economies along during the commodity
lottery era, the heavy hand of the government transformed Latin
American economies into producers of manufactured goods and

services, industrial cities, and middle classes.

Relative to the globalizing turn that ended the nineteenth cen-
tury, many of the world’s nations turned inward after the Great
Depression and World War II.* In the West, the post-World War
IT era until the late 1970s is seen as a period of “embedded liber-
alism.” Free markets were acknowledged to be the best way to
allocate resources, but markets were reined in by strong finan-
cial regulations to prevent and mitigate financial crises, by strong
wage and labor standards to ensure domestic demand for a grow-
ing production base, and by limits on global trade and financial
flows.” The period is still looked back at as the “golden age of
capitalism,” where economic growth soared and social protection
increased.”

Interestingly, Latin Americans spawned their own brand of
state-led capitalism during that period—though Latin America’s
version had a heavier hand for government and had less inter-
est in global trade. Two economists from Latin America born at

the end of the nineteenth century, Raul Prebisch from Argentina
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and Arthur Lewis from Saint Lucia, developed a set of ideas that
set Latin America apart from the Western embedded liberal tra-
dition. Prebisch was concerned that the terms of trade between
developing and industrialized nations would lock the developing
world into backwardness unless significant structural transfor-
mation occurred across the developing world. Prebisch saw the
industrialized nations as booming markets with high wages and
increasingly sophisticated manufactured and consumer goods.
In the lottery of the global marketplace developing countries
stood to gain only insofar as they supplied cheaper and less
sophisticated commodities to the rich countries to use in their
factories and homes. There would be no way, then, according
to Prebisch, for developing nations to ever afford a modern set
of goods and services by paying for them through commodity
exports. Thus, said Prebisch and others, Latin Americans and
other developing countries needed to breed their own manu-
facturing sectors and shield them from competition from rich
country companies until they were strong enough to compete
on their own. Markets alone would not make such a transforma-
tion, so the state had to step in."

Arthur Lewis saw the world economy in a similar manner and
argued that the solution was for the state to create an environ-
ment where a modern sector of manufacturing and other capital-
intensive economic activity could flourish. If the wages in that
sector were sufficiently higher than in the bloated rural sector, then
laborers would flock from the countryside into newfound factories
and boost production. With strong regulations on foreign compe-
tition, and regulations that gave incentive for the new capitalists
to reinvest their profits back into the modern sector rather than
investing it in (more profitable) enterprises in the West, a nation
could eventually build up industrial capacity to compete and pros-

per."” Lewis went on to win the Nobel Prize in economics.
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Harvard University economists Hollis Chenery and Albert
O. Hirschman further developed these ideas by pinpointing the
kinds of industries that would be the most appropriate for the state
to support. These authors stressed the need to target and develop
sectors of the economy such as automobiles and steel plants—
given the large and increasing number of inputs into those sectors
that could enable markets to develop and link to other dynamic
parts in an economy.” Chenery also worked for the US Agency for
International Development and went on to become a vice presi-
dent at the World Bank. Hirschman was an advisor to each of those
institutions and to nations such as Colombia. These ideas became
mainstream, with the United Nations, the World Bank, and the
United States advocating for and financially supporting state-led
industrialization in Latin America and beyond."

The United States publicly supported state-led industrialization
in Latin America, and not just on paper. Prominent US Treasury
officials at the time stated that “the standard of living of the
Brazilian people cannot, in our opinion, be raised until or unless
Brazil embarks upon these productive investments.”” What is
more, in 1938 the United States declared a “financial Monroe doc-
trine” for Latin America—not only supporting Latin America’s
state-led model in public, but providing long-term loans for indus-
trial projects across the region. The United States had just created
the US Export-Import Bank, which with Congressional approval
financed steel mills in Brazil and beyond. The rationale for the
United States was threefold. First, the Roosevelt Administration
looked to export its New Deal policies through a “good neighbor
policy with the region.” Second, it saw Latin American prosper-
ity as a way to maintain the Monroe doctrine and stem the threat
of European (especially German) influence growing in the region.

Third, Roosevelt, Republicans, and the private sector alike saw a
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growing and industrializing Latin America as a future source for
US capital exports.’

With the support of its northern neighbor, Latin America ran
with these ideas and created an elaborate set of institutions, many
of which survive to this day. Countries across the region attempted
to manage the prices of primary commodities through domestic
policy and global treaties to limit supply. By limiting supply, they
could ensure that prices and profits were relatively high and hoped
to escape the massive price drops that followed depression and
war. With profits from commodities they created state-owned
enterprises and supported private companies by providing cheap
credit from central banks or newly formed national development
banks. They further protected and supported the industrialization
effort by encouraging foreign direct investment into strategic sec-
tors, by protecting new sectors from foreign competition, and by
steering profits back into productive sectors rather than allowing
it to flow abroad.”

By many counts, this era was a great success. In terms of eco-
nomic growth and the diversification of the economy away from
primary commodities, the era remains the most successful for
Latin America. During the period the region grew at 4.9 percent
per year, and productivity growth sped at 2 percent per year. Brazil
and Mexico emerged as the powerhouses of the era, growing their
economies at 7 and 6.6 percent respectively.®

The state-led industrialization period was also plagued by major
mistakes and shortcomings. Macroeconomic mismanagement was
rife, especially after the discovery of new oil fields in the 1970s.
Seeing endless profits from high oil prices, Mexico, Brazil, and oth-
ers went on a borrowing spree to fund state-led industrialization.
Global banks, flush with petrodollars deposited by oil-rich nations
in the Middle East making windfall profits from high prices, were
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more than happy to accommodate. When the cost of borrowing
shot up and prices for oil plummeted in the early 1980s, the region
suffered a financial crisis that devastated Latin America—even
more so than the Great Depression. The 1980s is always referred to
as Latin America’s “lost decade.””

Although Latin America’s state-led period can be credited for
structural transformation and technological learning relative to
Latin America’s past, the region did poorly relative to the other
nations that also embarked upon state-supported industrialization.
Indeed, Asian nations such as Japan, South Korea, and Taiwan all
had higher rates of growth and transformation during the period
and under a similar model. While Asian nations also relied on the
heavy hand of government, they relied less on domestic demand
to fuel the expansion of industrial production. Where the Latin
Americans were “export pessimists,” the Asian tigers focused
more on exports. Indeed, government support was conditioned on
exporting. This had the advantage of breeding even more techno-
logical sophistication and international competitiveness.*’

Exports as an ultimate goal helped put a lid on corruption in
Asia, which was much more prevalent in Latin America. Brazil
incubated computer companies and thrust them on the domes-
tic market. While the computers were never competitive enough
to export, with no other choice, Brazilians preferred their subpar
computers over pen and paper! But sole reliance on the domestic
market put a drag on government resources as more and more
of those resources went into companies and cronies. Moreover,
the lack of competition in the Brazilian computer market gave
little incentive to innovate. When Brazil finally opened the sector
to foreign competition, the Brazilian computer companies were
wiped out in a second. South Korea and Taiwan’s computer giants
like Samsung and Acer also received significant support from their

governments. While they each had their share of cronyism and
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corruption, they also had to produce their goods at the technologi-
cal frontier in order to export. When state support was let go in the
Asian case, the firms could already compete.”

The period of state-led industrialization for many countries in
Latin America was also characterized by bloody dictatorships that
suppressed workers and human rights in the name of power and
industrialization. The political fallout and legacy of that era plagues
many Latin American nations to this day and accentuated many of

the built-in social inequities such as poverty and inequality.

Washington to the Rescue

The financial crises of the 1980s put Latin American countries on
their knees. One by one, most countries in the region turned to
Washington for money and ideas. Hence the next two decades
were the era of the Washington Consensus. The World Bank,
the International Monetary Fund, the US Treasury, and even the
White House repeatedly stepped in to provide financial support
across the Americas—on condition that each country undergo a
series of neoliberal reforms aimed at reducing the role of the state
in economic affairs.”

Table 2.2 boils these policies down to five key characteristics.
First, in exchange for rescue packages Latin American govern-
ments agreed to limit government budget deficits, to dismantle
national development banks, and to shift subsidies away from big
industrial projects. Second, central banks in the region also kept
their interest rates relatively high to tame inflation. Third, nations
fully liberalized all forms of foreign investment flows—not only
allowing foreign multinationals to set up factories, but also allow-
ing foreign financial firms to enter and exit stock, bond, currency,
and later derivatives markets. Fourth, nations moved to fully

floating exchange rates. Rather than fixing the value of a nation’s
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Table 2.2 A Tale of Two Globalizations: Core Policies
of Latin America and China

Latin America and the Washington China’s Managed Globalization
Consensus

1. Fiscal conservatism and . Public investment in infrastructure

-

‘horizontal’ policy for industry and strategic industry
2. Inflation targeting, relatively 2. Directed credit toward structural
high interest rates transformation
3. Fully open capital accounts 3. Selectively open capital account
4. Floating exchange rate 4. Fixed and competitive exchange rate
5. Free trade and deep integration 5. Free trade

exchange rate, nations allowed the exchange rate of their curren-
cies to be governed by the laws of supply and demand. Fifth, all
Latin American members became members of the World Trade
Organization and thus committed to free trade. Some nations,
such as Mexico, Central American countries, Peru, Chile, and oth-
ers, also committed to much deeper trade agreements that further
slashed regulations on innovation and intellectual property, subsi-
dies, investment, and in other areas. Indeed, many governments in
the region even further liberalized and deregulated their econo-
mies than Washington prescribed. The Washington Consensus
had not gone so far as to recommend the complete openness of
Latin American financial systems, and at the time was not recom-
mending fully floating exchange rates.”’

This package of policies brought considerable benefit to Latin
American economies. First and foremost, governments in the
region were able to tame the massive budget deficits and runaway
inflation that had long plagued the region. Second, Latin American
countries abandoned the export pessimism characteristic of the pre-
vious period, and began to engage with the world economy again.

Indeed, one of the poster children of the Washington Consensus,
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Mexico, went so far as to lock in reforms to open trade and invest-
ment under the 1994 North American Free Trade Agreement
(NAFTA) with the United States and Canada. Third, many social
indicators began to improve. By the turn of the century more
than go percent of Latin Americans had a primary education, and
70 percent had secondary education. Ninety percent had access to
safe drinking water, and the mortality rate of children under five
was slashed to 25 percent (from well over half).**

On the whole, however, the era of the Washington Consensus
did not live up to its promise. Economic growth was the slowest
of all the eras discussed here, at 0.5 percent per annum. Even if
one discounts the lost decade of the 1980s as an adjustment period
to the neoliberal regime, per capita GDP growth would still be
the lowest on record, at a mere 1.1 percent annually. Mexico saw
incomes remain stagnant at 0.8 percent annually during the period,
compared to 3.6 percent during the state-led industrialization era.
Mexico’s productivity levels have also been on the decline since
1990s.” And the growth that did occur did not produce the kinds of
jobs that give families security and boost domestic demand. By 2002
almost 48 percent of all the jobs in Latin America were in the infor-
mal market, such as selling food and consumer goods on the streets
in a manner that is untaxed and unregulated.”® Gone were many
jobs in manufacturing. Whereas the manufacturing sector averaged
close to a third of the gross domestic product of Latin America in
1978, that share dropped to 16 percent by 2002, and Asia became
the hub for manufacturing in the developing world.”” Moreover,
the productivity of manufacturing and economies as a whole was
on the decline during the Washington Consensus. The loss of jobs
and technological dynamism accentuated inequality during the
period—with the few connected to global markets gaining ground
while many others lost out. The GINI coefficient, discussed earlier,
was at (still high) 0.49 in 1980, and by 2002 had risen again to 0.53.**
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Finally, the premature deregulation of financial and capital
markets in Latin America made the region very prone to external
shocks. When global interest rates were low and growth outlooks
or commodity prices in Latin America looked promising, foreign
finance would surge into the region. While Latin America desper-
ately needed new investment, the investment that came was often
too hot to handle—in the form of short-term capital flows into
currency, bond, stock, and derivatives markets rather than in roads,
factories, and modern services. These surges of inflows tended to
push up exchange rates and make Latin American exports less
attractive. Strong currencies led to large current account deficits
and the need to take on ever-larger amounts of debt. More often
than not, the debt would be denominated in US dollars. That
seems like a bargain when your currency is strong. When external
conditions change, such as interest rate hikes in the United States,
there was often a sudden stop of capital inflows into the region’s
economies, followed by the flight of capital out of the region.
These swings would cause Latin American currencies to rapidly
depreciate—yet the debt that companies and governments accrued
during the boom still would have to be paid in dollars even though
the value of the Mexican peso or the Brazilian real would be worth
justa fraction of what it was during a boom. By the turn of the cen-
tury, these surges and sudden stops had become a key characteris-
tic of most of the more dynamic Latin American economies such
as Argentina, Brazil, Chile, Colombia, Peru, Mexico, and Uruguay.
In many cases such swings triggered financial crises, as was the case
in Mexico (1994), Brazil (1998), and Argentina (2001—2002).”

Moreover, the relatively high interest rates, free trade policies,
and poor policies from the past started a hollowing out of the
region’s manufacturing industries. Latin American nations, espe-
cially powerhouses like Brazil and Mexico, had build up significant

domestic industrial bases during the state-led industrialization
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period. However, many of the firms that benefited from the era
were shielded from competition. When countries liberalized their
trade regimes and raised interest rates, domestic firms could not
compete with new imports and could not obtain credit to invest
and upgrade their facilities to compete. The low investment by
the private sector was accentuated by the extreme cutbacks in gov-
ernment investment relative to the past period. The result was an
investment rate of 20 percent of GDP. Most economists, however,
believe that it is necessary to sustain a 25 percent rate for decades in
order to accelerate economic growth.

Thus as the century turned, Latin America had made some sig-
nificant gains but also faced new risks. By the turn of the century
Latin Americans could boast fiscal discipline, low inflation, and a
commitment to improving social well-being. Yet the region could
not live up to its promises because of volatile growth rates, weak
levels of investment and productivity, declining levels of industrial-
ization and innovation, weak competitiveness, persistent inequal-
ity, and significant environmental degradation.” Then, in 2001 a
nation of over 1 billion people leaped into the world economy
through accession to the World Trade Organization. That coun-
try was China—a country that would define the latest era in Latin
American economic history.

The Return of the Dragon

China has returned to its status as one of the leading economies
on the planet. During the early part of the Qing Dynasty (which
spanned from 1644 to 1911), China was the hegemon of the Eastern
world and some Chinese enjoyed a standard of living similar to what
could be found in Great Britain at the time. For a variety of reasons,
by the mid-nineteenth century China was on the decline. By 1950,
however, after almost a century of civil strife, foreign conflict, and
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revolution, China’s aims and policies began to mimic those of their
Latin American counterparts. Like Latin American countries, from
1950 to the end of the 1970s the Chinese engaged in an inward-looking
strategy of heavy industrialization. Like Latin America, by the early
1980s China had shifted more toward free markets and sought to inte-
grate the economy with the rest of the world. China has proven to be
a far better globalizer.

Observers tend to forget that China was among the most pros-
perous and powerful countries in the world in the seventeenth
and eighteenth centuries, while Latin America was under colo-
nization. China had a large and self-sufficient domestic market
reinforced by selling ceramics, silk, and textiles to the Western
World—in exchange for increasing amounts of silver.” Indeed, by
1820 China’s economy amounted to one-third of the entire eco-
nomic output of the earth. Latin America, at the time, produced
2.2 percent.’

By the middle of the nineteenth century, however, China failed
to keep up with the dramatic developments that happened in the
West and began to decline. Great Britain discovered large coal
deposits that were close to urban centers of manufacturing and fos-
tered rapid technological change. China had substantial amounts
of coal, but the coal was far from the centers of power and com-
merce. Moreover, the West could more easily shift workers from
agriculture and crafts into manufacturing because its colonies—
such as those in Latin America—could be used as a source of cheap
foodstuffs and raw materials to feed people and factories.*

As the West’s rise spurred a global commodity boom in the
nineteenth century, Latin America won the commodity lottery
and China lost. Whereas Latin Americans exported the beef, cof-
fee, fertilizers, silver, and other key goods to the West and grew
by 3.4 percent per year, China imported opium and saw its vast
surplus of silver disappear. Chinese economic growth from 1870 to
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1929 is estimated to have been 0.8 percent per year.* This reversal
of fortune was a factor that triggered internal social strife and mili-
tary conflict with Britain and Japan. China was being left behind,
having gone from 33 percent of world economic output in 1820
to 9 percent in 1913. Latin America’s share was still small but was
going in the right direction, growing from 2.2 percent in 1820 to 4.4
in 1913.”

There was some promise for the Chinese economy during the
onset of the young republic, but the country’s economic prospects
were sidelined by war with Japan and internal revolution. The
establishment of the People’s Republic of China (PRC) in 1949 led
to a completely new model of economic activity aimed to catch up
with the rest of the world and regain China’s sense of eminence.
The PRC's first three decades were a mixed success at best.

Like the Latin Americans, the Chinese realized they needed to
transform themselves from a society based on peasant agriculture
to one based on modern industry. Also like the Latin Americans,
the Chinese thought they would not be able to compete with
Western industry and therefore looked inward for the sources of
industrialization and growth. China embarked upon a period of
what has been referred to as “big push” industrialization, where
the primary effort of the socialist government was to coordinate
the large-scale industrialization of the economy. The Chinese gov-
ernment accrued and distributed the country’s savings into the
establishment of state-owned enterprises that were the primary
source of economic activity in the country. Large steel mills, smelt-
ers, coal plants, and factories began lacing a countryside previously
dominated by household-based farms for centuries.*

If industrialization alone was all one assessed, China’s big push
fared far better than Latin America’s. In a fairly short amount of
time China was able to start along the road that Arthur Lewis out-

lined as necessary for development—transforming the structure of
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the economy from one solely based on agriculture to one with a
strong manufacturing base. By the late 1970s manufacturing output
as a percentage of the total Chinese economy rose to 40 percent,
compared to 28 percent in Latin America. China’s overall economic
growth was similar to Latin America’s state-led industrialization
period between 1950 and 1978, growing at 5.1 percent annually ver-
sus Latin America’s 4.9. Given China’s rapid population growth,
however, per capita income growth was only 0.03 percent per year.”

Mao Zedong and the Communist Party of China constantly
shifted the policy goal posts during this period. On average growth
was strong, but occurred in spurts followed by big busts. One
aspect that held constant throughout this period was a neglect of
employment and consumption, and an inability of the agricultural
system to supply the changing Chinese populace. What stands out
in the minds of many Chinese who remember the period is the
Great Chinese famine of 1959 to 1961 that may have caused up to

40 million deaths from starvation.?®

The Great Globalization

By the end of the 1970s both China and most Latin American coun-
tries sought to integrate their economies with the rest of the world.
In terms of economic growth, China grew faster and stronger than
any country in the history of the world—including Great Britain
during the Industrial Revolution. As Figure 2.1 shows, in 1990
China’s economy was half the size of all of the Latin American
economies combined, and the average Chinese person earned less
than one-sixth of the annual income that a Latin American earned.
By 2013, China’s economy was close to twice the size of all the
Latin American economies combined and was just shy of match-

ing Latin America’s level of average income.
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Figure 2.1 China Leapfrogs Latin America

Whereas most Latin American nations took a “big bang”
approach and rapidly liberalized their economies across the
board between 1980 and 2000, China took a more managed and
gradual approach. The Mao era of big push industrialization was
replaced by the Deng Xiaoping era of reform, characterized by the
saying “Mo zhe shi tou guo he” or “Crossing the river by feeling
for stones.” China didn’t flick a switch and privatize state-owned
companies, liberalize trade, and deregulate its financial system as
the Latin Americans did in one shocking instant. Whereas Latin
Americans stood ready to inflict short-term pain as they adjusted
to a new economic model in hopes that it would eventually pay
off, China decided that reforms had to produce economic growth
immediately, not eventually Economist and long-time China

watcher Barry Naughton writes:
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It was never conceivable to Chinese policy-makers that their
economy would postpone economic development until after
an interlude of system transformation. It was always assumed
that system transformation would have to take place concur-
rently with economic development, and indeed that the process
of economic development would drive market transition for-

ward and guarantee its eventual success.”

This approach of supporting both the old and the new not only
assured sustained growth but also helped politically by giving
the state-owned sector a chance to benefit from the reforms and
therefore not fight the reforms. In contrast with Latin America’s
approach in column 1, the second column of Table 2.2 exhibits five
core policies of China’s gradualist approach to globalization.

First, the Chinese government and government-sponsored
“policy banks” played a strong role in the reform process by pour-
ing massive outlays into infrastructure and strategic industrializa-
tion policies. Over the past few decades a key engine of this pillar
was the China Development Bank (CDB). Headed by the highly
influential Chen Yuan from 1998 until 2013, the CDB had a seem-
ingly magical formula for domestic finance. Local governments set
up local-government finance vehicles (LGFVs) off of the balance
sheets of their fiscal budgets. The CDB would lend through the
LGFVs for public infrastructure and industrialization projects. The
theory was that infrastructure and industry would raise home and
land prices, and thus bring in more government income to pay the
loans. Indeed, in some cases the CDB secured loans to land sales.
As we will see in chapter 4, this model was also used when the
CDB granted finance to Latin American countries.*

Second, China’s “bigfour” state banks—the Bank of China, China
Construction Bank, Industrial and Commercial Bank of China,

and the Agricultural Bank of China—were commercialized but
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heavily regulated. China managed to regulate in a manner that
allowed the big four to make healthy profits and subsidize credit to
industry at the same time. The banks were required to keep deposit
rates very low and lending rates only a few percentage points
higher. Often times the big four banks piggybacked on CDB proj-
ects. Given that CDB loans were seen as so risk free, they acted like
a triple-A credit rating.*

When one travels in China you can’t help but notice the differ-
ence in infrastructure. China now has the second largest air trans-
portation system in the world, second only to the United States.
Brand new bridges and roads are everywhere and in much better
shape than their counterparts in the United States and even Europe.
By 2005 China had two million kilometers (roughly 1.24 million
miles) of new roads, and 75,000 kilometers of new railroads. That
is approximately 46,500 miles of rail, now equal in length to—but
much newer and faster than—the United States.* Linked to all the
new infrastructure, China built thousands of economic process-
ing zones loaded with cutting-edge facilities for the manufacture
and distribution of shoes, clothing, electronics, cars, and just about
every other manufactured good available on the planet.

Third, China put up a “Welcome” sign to foreign investors in
strategic sectors so foreign firms would locate in these new manu-
facturing hubs. Fourth, as an extra bonus to firms and foreigners,
China’s central bank, the People’s Bank of China (PBOC), adopted
a competitive exchange rate policy, essentially offering products
exported from China at a discount relative to their competitors—
in so doing the PBOC had amassed s3.9 trillion dollars in foreign
exchange reserves. Fifth, by 2001 China adopted free trade policies
by joining the WTO.

As we know, the world’s companies flocked to China. By 2013
China had the second largest stock (next to that of the United

States) of foreign investment in the world, at roughly s1.8 trillion
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dollars.” Upward of 160 million Chinese in the countryside flocked
to cities and factory towns to work in the companies—the larg-
est internal migration in human history.* Then China became the
biggest trader in the world in terms of having the world’s largest
amounts of exports and import. What makes China’s approach
so clever and productive, however, is the deal the Chinese struck
with the world’s companies. China offered access to the world’s
largest workforce, the world’s largest market (the United States
through the WTO), and a newly paved and equipped export plat-
form. In order to get in on that action, foreign companies had to
partner with domestic companies and governments in research
and development and technology transfer. It was a price, at least
in the beginning, that most companies were more than willing to
pay, especially given how sophisticated the domestic firms were
becoming in China.

An illustrative case is the electronics sector—computers,
mobile devices, home appliances, and more. In its “National
Industrial Policy Outline for the 1990s,” China singled this sector
out as a pillar industry where China wanted to eventually have
global name brands competing with the world’s biggest electron-
ics companies. These kinds of companies not only create jobs but
are highly sophisticated in terms of their embodied knowledge and
the intricacy of the parts and components used, and can thus link
to many other sectors of the economy as well. Foreign firms came
and had to participate in the “Transfer of Technology in Exchange
for the Domestic Market” program, where foreign firms had to
partner Chinese firms and transfer technology. China also created
the “Electronics Industry Development Fund” for the domestic
firms that handed out $4.87 billion to state and nonstate electronics
firms. By 2013 Chinese companies were among the largest electron-
ics makers in the world, and 7o percent of them came through

these programs. What is more, most of the companies are now
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private firms no longer in need of government support. China had
similar programs for autos, airplanes, and beyond.”

The case of Mexico is the opposite. Guadalajara, a city in the
Mexican State of Jalisco, had built the capacities for electronics in
the 1970s and 1980s with companies like IBM having a strong foot-
hold in the region and numerous other smaller electronics com-
panies. In the early 1990s Mexico had some policies for electronics
that were similar to China’s, but under the North American Free
Trade Agreement Mexico traded away the ability to forge partner-
ships between foreign firms and domestic production. Moreover,
Mexico’s infrastructure is notoriously outdated and weak, and the
firms that remained in Mexico could not access credit markets to
upgrade. In 2000 both China and Mexico produced about 5 percent
of the world’s computers; by 2010 China was producing 50 percent
of the world’s computers and Mexico’s share shrank. Where China
managed the globalization process by investing in infrastruc-
ture and building networks between foreign and domestic firms,
Mexico simply opened its doors to foreigners, who put many locals
out of business. With few roots in Mexico, some of those foreign
firms then moved to China by the 2000s.*

Eventually, the dual-track approach of supporting the state
sector while focusing on the development of private markets
took root and the private sector became the engine of economic
growth in China. By 1999 Chinese authorities were referring to
the private sector as an essential component of its economy.
According to new work by Nicholas Lardy of the Peterson Institute
for International Economics, the share of state-owned enter-
prises in China’s industrial output fell from 78 percent in 1978 to
26 percent in 2011. The private sector is also in increasing generator
of employment. According to Lardy, 0.2 percent of total employ-
ment in China was in private enterprises and individual businesses

in 1978. By 2012, 35.6 percent of jobs were in the private sector.
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This is truly remarkable given the fact that most of the interest
rate and bank credit policies discussed earlier were geared toward
local governments and state-owned enterprises. The private sec-
tor was more nimble and more productive; productivity grew
in the private sector at close to 4.3 percent per year as opposed
to 1.7 percent in the state-owned sector. Productivity and profits
allowed the private sector to finance much of its activity through
retained earnings rather than bank credit. And eventually, the big
banks began lending to the private sector as well. Fifty-two per-
cent of bank lending in 2012 went to the private sector in China.*”
The contrast with the Latin American experience is striking.
China has outreformed and outperformed Latin America by almost
every score. China’s GDP is now close to twice the size of Latin
America’s, though in 1990 Latin America’s economies summed to
twice that of China and incomes are becoming remarkably close.
The key to this has been the massive amounts of public and pri-
vate investment. “Gross-fixed capital formation” as a percentage
of GDP is economist jargon for the amount of investment in an
economy. Conventional wisdom among development economists
is that a nation needs many years of sustained investment of over
25 percent of GDP to accelerate the growth process.* China’s aver-
age investment rate was almost 40 percent since 1978, but Latin
America’s hovered around 20 percent during their reform period.
This strong and fast growth in China brought hundreds of mil-
lions of its people out of poverty. In 1981 close to 8o percent of
all Chinese lived on less than s1.25 per day; by 2011 that share was
6.3 percent. Latin America has done a stellar job of reducing pov-
erty as well, with a poverty headcount ratio of 4.6 percent in 2011,
though in 1980 Latin America’s rate only stood at 12.6 percent.
Indeed, it is important to note that China was able to make
its transition from state-led capitalism to private-sector capital-

ism on its own terms. Latin America’s financial crises in the 1980s
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and 1990s left the region’s countries bankrupt. There is no way
they could have amassed the savings and investment necessary
for fostering new industries. With the financing Latin Americans
did receive from international financial institutions such as the
IMF and the World Bank, countries in the region were explicitly
restricted from steering finance into industry and innovation. On
the domestic front there was also a lack of political will to try a
middle and managed road to globalization in Latin America. Latin
Americans wholly scrapped the state-led industrialization model
rather than making a gradual transition as China did, because the
old model was associated with brutal dictatorships that the newly
founded democracies did not want to emulate in any way.

As we will see in later chapters, China’s growth miracle has
also brought new risks to China and may be running out of steam.
More money often means more corruption, and the Chinese econ-
omy is becoming increasingly plagued by corruption scandals. The
divide between the new urban wealthy classes and those in the
countryside is growing rapidly, with inequality starting to shoot
toward Latin American levels. Massive infrastructure projects, the
proliferation of factories, and the energy use to fuel this activity
has created an acute environmental crisis in China—China is now
the world’s largest emitter of greenhouse gas emissions. According
to official estimates in China, environmental degradation may be
costing China 3 to 4 percent of its GDP in health and other dam-
age costs on an annual basis.* China’s emphasis on exports has
also come at the expense of consumption in the country and has
been a cause of imbalances at home and abroad. China’s financial
system is also very fragile, and if China opens its financial system
too quickly and without the proper regulations in place, it could
suffer financial crises as Latin American countries did when they
prematurely deregulated global financial flows into their countries

in the 1980s and 1990s.”°
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Nonetheless, in terms of transitioning from state-led capitalism
to private-sector capitalism and sustained economic growth, the
far-reaching globalization of China led to the greatest growth mir-
acle on record and brought hundreds of millions of people out of
poverty. As we will see in the next chapter, China’s rise also helped
Latin America enter a new era of economic growth, its best era in

OVer 100 years.

40 | THE CHINA TRIANGLE


josemiguelahumada
Highlight


Winning the China Lottery

In 2004, Brazil’s then-President Luiz Inacio Lula da Silva brought
close to 400 Brazilian businesspeople to China on a major trade and
investment mission. “Lula,” as he has long been referred to, had
been in office for just over a year and was keen to accelerate trade
relations with the Chinese. Lula had been campaigning for decades
against the Washington Consensus. Citing more of the same, Lula
was looking to sever negotiations on the Free Trade Area of the
Americas (FTAA), a US-led trade deal with Brazil and the major-
ity of other Latin American countries. Eyeing China’s rise, Lula
thought he could get a better deal by trading with the Chinese. Lula
later referred to his China mission as his “greatest trip.”"

For close to a decade, it would have been hard to find someone
who disagreed. As Latin America had won the commodity lottery of
the industrial revolution supercycle, it was also a winner in the China
lottery of the commodity supercycle spurred by China’s growth
miracle. By the time Lula left office in 2011 China was Brazil’s lead-
ing trading partner and his country was making headlines the world
over for its newfound growth, emerging middle class, and endless
promise. Lula was no fool to be impressed by China’s rise. As we saw

in the last chapter, no country in the history of the world has grown
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so fast, for so long, while bringing so many people out of poverty
as China has. China’s annual growth rate since the early 1980s was
10 percent per annum and accounted for more than a third of total
global economic output.?

Latin Americans watched as China’s export industrial com-
plex surged into the twenty-first century, and new cities expanded
around export industries across China. To grow at such a pace
China needed significant supplies of natural resources—like oil,
iron ore, copper, soybeans, and beef—in order to build those cit-
ies, provide inputs to the rapidly expanding factories, and to feed a
modernizing nation. That’s where Latin America came in.

Latin America rode China’s coattails. Brazil and Peru have a great
deal of the world’siron ore. Chile and Peru have the copper. Uruguay
has the wool. Colombia, Venezuela, Ecuador, Brazil, and Mexico
have oil. Brazil, Argentina, and Bolivia supplied the soy and some
beef. The Chinese increasingly toast at their meals with Chilean or
Argentinean wine. In 2000 Latin American exports to China were just
1 percent of their total exports to the world; in 2013 Latin America
sent over 1o percent or 1o billion in exports to China.’ By 2013, most
countries in the region had China as their number one or number
two trading partner. Eighty percent of those exports were in oil,
soybeans, iron, copper, and wool.

Following the imports, Chinese energy and mining companies
started investing in Latin America to get in on the action. Between
2005 and 2013 Chinese companies—backed by favorable credit
at home—poured over s50 billion into the region. Firms such as
SINOPEC, China National Offshore Oil Corporation (CNOOC),
CHINALCO, Huawei, Chery, and Minmetals have started to
become household names across the Americas. These firms have
not only been supplying investment, but have also been linking

Latin America to Asia’s accelerating production networks.
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Indeed, China became a major contributor to one of Latin
America’s best growth spurts in decades. The 2003 to 2013 period
marks the beginning of Latin America’s China Boom. During
that period, incomes grew in the region by 2.4 percent annually—
despite the global financial crisis of 2008. In fact, Latin American
incomes grew faster during the China Boom than during any other
period since the region gained independence from colonial powers
in the 1800s. And from where Lula sat the China Boom dwarfed the
record of Washington Consensus, when Latin American incomes
grew by only one-half of 1 percent per annum and the region
was struck by numerous financial crises. Perhaps most significant
is that the China Boom has enabled Latin American countries to

finally stem the rise in inequality that has long plagued the region.

Winning Another Commodity Lottery

When the industrial revolution led the West to take off from China
in the nineteenth century, Latin America won the commodity lot-
tery that ensued. Western demand for Latin American coffee, fer-
tilizers, silver, and grains triggered a commodity supercycle that
Latin American countries benefited from. Just over 100 years later
many Latin American countries were winners of another super-
cycle, this time set off in large part due to the unprecedented rise
of China. Without China, Latin America would have had a very
lackluster export performance in the early twenty-first century.
Figure 3.1 shows just how dynamic exports to China were with the
rest of the world. Exports to China grew by a factor of more than
20 between 2000 and 2013, whereas exports to the rest of the world
increased just over two times.*

Much of the hoopla surrounding China’s trade is the country’s

incredible penetration of global export markets. But the world’s
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Figure 3.1 Latin America’s China Boom
Exports to China Drive Latin American Export Growth

largest trading nation is also a massive importer as well. By joining
the World Trade Organization (W'TO) in 2001, China committed
to put foreign country imports on the same footing as its domestic
producers. In so doing, China experienced an import boom that
is just as spectacular as its export boom. Elizabeth Economy and
Michael Levi succinctly put it this way:

Chinese consumption boomed, and imports rose. Between
1980 and 20710, oil and coal consumption both doubled roughly
every dozen years. Natural gas use took longer to accelerate,
but between 1995 and 2010 it doubled roughly every five years.
From 2000 to 2010, copper use more than tripled; steel pro-
duction quintupled, driving demand for its main ingredient,

iron ore.’

Moreover, China’s accession to the WTO led to major tariff reduc-

tions and the end of state monopolies in agriculture. Agriculture
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imports increased by 23 percent annually from 2001 to 2010. China
became the largest importer of soybeans by 2009, and by 2014 it
accounted for 70 percent of global imports of soy.®

The jackpot! Oil, gas, copper, and iron ore are among Latin
America’s most abundant natural resources. By 2011 China became
the number one trading partner with all of South America, leap-
frogging over the United States and European countries. For the
region as a whole, the United States is still the largest trading part-
ner given its large trade with Mexico.” The vast majority of Latin
American exports to China are in a handful of primary commodi-
ties in a small set of countries in South America. Such a pattern of
trade with China is quite distinct relative to Latin America’s trade
patterns with the rest of the world, and China’s imports from the
rest of the world. Between 2008 and 2012, 86.4 percent of Latin
American exports that went to China (over 15 percent of total
exports from the region) were in the primary commodities sectors,
and 13.3 percent in manufacturing. This stands in stark contrast
with the rest of Latin America’s export basket, where only 56 per-
cent of exports were in primary commodities and 40 percent are in
manufacturing. From where China sits, only 33.7 percent of all its
imports were in the primary commodities sectors, and 63.4 percent
were in manufacturing. For commodities, anyway, Latin America
is a uniquely important source of supply for China.®

Iron ore tops the list, and Brazil wins the iron ore lottery for
the region. China gets one-third of all its imported iron ore from
Latin America, and almost all of it from Brazil. Iron ore has long
been one of Brazil’s chief exports. Odds are that if you are sitting
in a sturdy skyscraper, gliding along on a new high-speed rail, or
stuck in Beijing traffic in a car made in China, that at least some
of it has been exported from Brazil, perhaps from its flagship iron
giant, Vale. In 2012 China imported 6oo million tons of iron ore,
one-third of that from Brazil.’
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It is hard to think of China without thinking of soy. Indeed,
China is the center of origin for the soybean and soy has long been
held as a sacred core of the Chinese diet. The Chinese use soy meal
for tofu and other staple foods, and use soy oils in cooking and
flavoring. Increasingly soy is also used as a feed for cattle in the
growing Chinese cattle industry. Soy seeds may have been intro-
duced to the Americas in the 1800s in the Chinatown that existed
in Acupolco, and reached Brazil in the late 1800s."” Today Brazil,
Argentina, China, and the United States are the largest soy produc-
ers in the world.

As the Chinese economy boomed, so did its demand for soy.
Latin America won that lottery too, and soy exports to China (both
seeds and oils combined) were the region’s second largest export
to China during the China Boom. Brazil is the region’s largest
exporter of beans to China, and Argentina is the largest exporter
of oils. Colombia, Bolivia, and Paraguay export soy to China as
well. In 2009, 58 percent of all Chinese imports of soybeans came
from Latin America, mostly from Brazil. In that same year, 95 per-
cent of China’s imports of soy oil came from Argentina, represent-
ing 73 percent of that country’s soy oil exports."”

Copper is Latin America’s third largest export to China. Like
the steel made from iron ore in Brazil, copper from Chile and Peru
is often a building material found in China’s new cities and factory
buildings. Copper is also of course a key transmitter of electric-
ity, and copper from Chile and Peru laces the wires of parts and
components in China’s vast and growing electronics, telecommu-
nications, and auto industries. Fifty-four percent of China’s copper
imports come from Chile and Peru. Copper also has another use
that is unique to China. In the last chapter we discussed how the
China Development Bank (CDB) liked to secure loans to local gov-
ernments with land. In the next chapter we will learn how Chinese

policy banks secure loans to Latin American governments with oil.
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In China, copper is also used as collateral for credit or a hedging
device. Usually, an importer in China places the value of a copper
purchase as a deposit in a bank in exchange for a line of credit for
the same amount. The importer then resells the copper in China
and uses the proceeds to invest (or speculate) on other asset classes
such as real estate. In other cases, copper importers in China pur-
chase copper and store it in a warehouse as collateral for a loan
from a foreign bank."”

Venezuela, Colombia, Brazil, Ecuador, and Mexico together pro-
vide Latin America’s fourth largest export to China—petroleum. In
2013, China consumed 10.7 million barrels of oil per day but pro-
duced less than half that amount. In 2014 China became the largest
importer of oil in the world.” More than half of China’s oil imports
come from the Middle East (mostly from Saudi Arabia), though 10
percent come from the Americas, with Venezuela and Brazil being
the largest providers.” As we will see later in the chapter, this sec-
tor has also been a key area of foreign direct investment in Latin
America, with Chinese firms flocking to get into Latin American
oil markets. In the next chapter we will show how China’s policy
banks have been extending massive lines of credit to the region’s oil
producing countries to extract ever more oil for export.

South America’s vast deposits of energy, raw materials, and
food are uniquely suited for China’s growing demand. Mexico and
Central America, however, have fared less well in the China lottery
and have not experienced as much of a China Boom. Mexico and
Costa Rica have been exporting a significant and growing amount
of transistors for radios and televisions and integrated circuits for
computers to China. Yet these exports are relatively small, and
those countries have significant trade deficits with China.” As we
will see in chapter 5, these countries export similar manufacturing
goods to the rest of the world as China does, and have had a hard

time competing with China in world and home markets.
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Some pioneering Latin American companies have followed the
exports to directly invest and sell on Chinese soil. Grupo Bimbo
is Mexico’s largest baking and snack company and one of Latin
America’s biggest trans-Latins—home-grown Latin American
companies that invest abroad. Bimbo started doing business in
China in 2006, and now it is hard to go into a convenience store
without seeing Bimbo's fast food snacks near the register. Bimbo’s
CEOQ, Daniel Servitije, says it’s a no-brainer: “From my perspective,
if you want to be in any business today, you have to be close to
what’s happening in China. If we have global aspirations, we have
to be in China.” Bimbo has two plants outside Beijing and employs
1500 Chinese workers. Servitije sees his business only growing as
Chinese consumers continue to prosper. Bimbo did $35 million
in sales in China in 2010, and has a presence in 17 Chinese cities.
Bimbo hopes to capitalize on what is expected to be an s8 billion
dollar bakery market in China.'®

Bimbo is at the forefront of Latin American investment in
China. According to the Inter-American Development Bank (IDB),
between 2002 and 2012 Latin American firms invested $s917 million
in China—quite a small (0.25) percent of the total amount of for-
eign investment from Latin America’s companies abroad. Food
and beverage giants like Bimbo and Gruma from Mexico and
Brazil Foods and Marfrig from Brazil have all set up production
and distribution networks in China. Other firms in the food and
beverage sector have set up shop in China in order to see to it that
their exports to China get to market and compete by working with
distributors and focusing on the marketing of their products in the
Chinese market."”

Whereas food and beverage producers from Latin America
invest in China in order to directly sell to Chinese consumers or
manage their exports to China, some of Latin America’s manufac-

turing companies go to China to get in on the robust value chains
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that have emerged there. Brazil’s Randon manufactures goods and
components in the highway, farm equipment, and auto industries,
while Mexico’s Nemak produces aluminum components for the
auto industry. General Motors is one of their biggest clients and
has been setting up operations across China for over a decade.
Randon, Nemak, and other firms followed their long-time client to
China’s auto market supply chains.™

Of course there is more to trade than just exports. Imports from
China have been just as remarkable as exports to China for Latin
America. As in the case of exports, imports have grown by a factor
of 20 since 2000, whereas imports from the rest of the world only
grew by a factor of two. Whereas Latin Americans ship out pri-
mary commodities, they import in a wide variety of manufactured
goods from China. Increasingly office equipment, electronics, bat-
teries, clothing, and appliances come from China. As we will see
in chapter 5, these imports are putting pressure on Latin American

firms in home markets, and causing a political stir as well.

The Panda Cometh

China’s presence in Latin America is no longer solely through
export and import markets. Increasingly, Latin Americans engage
with the rapidly growing stock of Chinese companies that have
set up shop across the Americas. China’s oil and gas giants can be
found wherever one finds oil and gas in Latin America—Argentina,
Brazil, Colombia, Ecuador, Peru. China’s mining companies scat-
ter down the coast of Peru and then East into Bolivia. Chinese
manufacturers are also now based in Latin America. Anyone who
uses a Lenovo Think Pad in the region likely purchased it from
Lenovo plants in Mexico and Brazil; cars and trucks, too. Chinese
auto companies use Uruguay and Mexico as export platforms to the
large Mercosur and NAFTA markets nearby. Indeed, Latin America
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is a winner in the China lottery for foreign investment as well. In
2000 Latin America hardly registered Chinese investment; by 2012
China was the third largest investor in Latin America, behind the
United States and the Netherlands.”

In the earlier stages of its reform period, China initially blocked
overseas operations of its companies in order to preserve foreign
exchange reserves and to prioritize the development of mainland
China. That all changed in 2001 when Chinese Premier Zhu Rongji
recommended that China embark on a “going out” strategy that
would encourage its flagship firms to invest abroad and bid for
global contracts as part of his country’s Tenth Five-Year Plan. The

premier said:

We need to implement a “going outside” strategy, encouraging
enterprises with comparative advantages to make investments
abroad, to establish processing operations, to exploit foreign
resources with local partners, to contract for international engi-
neering projects, and to increase the export of labor. We need
to provide a supportive policy framework to create favorable

conditions for enterprises to establish overseas operations.*

Not surprisingly, many specific measures were included in the plan
to encourage overseas investments by China’s big companies that
remain in place to this day. Importantly, the National Development
and Reform Commission (NDRC) frequently publishes a list of
permitted and encouraged investments overseas. China’s Ministry
of Foreign Commerce (MOFCOM) established a Department of
Outward Investment and Economic Cooperation that conducts
extensive research on the opportunities and risks associated with
investing in various countries and sectors. MOFCOM also sets

guidelines and regulations for the behavior of overseas companies.
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The key engine of the go out strategy is financial support by
the CDB and the China Export-Import Bank (CHEXIM), at least
when it comes to the activities of large state-owned and state-
supported firms that make up the bulk of China’s overseas foreign
direct investment (FDI). Chen Yuan, the pioneering head of CDB,
has said that “We have become the principal source of finance of
our country’s overseas investments.”*

China’s banks do not make data on its overseas financing pub-
licly available. Acting as economic journalists, my colleague Amos
Irwin and I put together our own database that attempts to track the
extent to which China’s state-run policy banks provide financing for
Chinese firms to go abroad. We did so by combing through English-
and Chinese-language news articles in, for example, the Wall Street
Journal and the People’s Daily; through company filings with the US
Securities and Exchange Commission (SEC); government reports
from both China and the host countries; and bank reports from
CDB and CHEXIM. We only included data if we could confirm
it from multiple reliable sources. We estimate that between 2002
and 2012 Chinese firms were extended approximately si4o billion
in loans and lines of credit specifically to go abroad. Sixty-four per-
cent of the finance came from the CDB, 24 percent from CHEXIM,
and the rest from China’s big four banks. We compared our find-
ings with those who studied Japan’s lending to its firms during its
industrialization period, when Japan too supported the globaliza-
tion of its national champion companies. Financing as a percentage
of total GDP in Japan during its heyday was 0.26 percent, compared
to China’s 0.31 percent. As a share of total FDI Japan was 16 per-
cent, China 31 percent. China is supporting the globalization of its
national champion companies like none other before.”

Between 2002 and 2013 China’s overseas foreign direct invest-

ment flows grew from 2.7 billion to s9o billion and are predicted
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to outstrip inward foreign investment in 2015. In 2012 Chinese firms
poured s9.2 billion into Latin American countries in the form of
new plants or mergers and acquisitions. The stock of Chinese for-
eign investment in Latin America by 2012 was approximately s50
billion. Interestingly, the pattern of investment largely tracks the
patterns of trade, with over o4 percent of all Chinese FDI into
Latin America going into the energy, mining, and food sectors.
This contrasts with tastes of other foreign investors operating in
the Americas. Europeans, Americans, the Japanese, and others
only put 42 percent of their total FDI into Latin America’s energy,
mining, and food companies, preferring to invest the majority
into manufacturing and services. Like trade, then, Latin America’s
primary commodities are not only of great strategic interest to
China’s consumers and companies on the mainland, but also to
China’s new global champions.”’

What also makes Chinese investment into Latin America dis-
tinct is that it is dominated by state-owned enterprises rather
than by private-sector multinationals, as is the case with invest-
ment from the industrialized nations such as those from Europe,
Japan, the United States, and even emerging markets such as South
Korea. According to calculations by Enrique Dussel Peters, econo-
mist and director of the Center for China-Mexico Studies at the
National Autonomous University of Mexico, 87 percent of all
Chinese foreign investment in Latin America is from state-owned
companies and 99 percent of all the state-owned company invest-
ments in Latin America were concentrated in the energy and raw
materials sector. Private-sector actors represent just 13 percent of
the total and concentrate largely in the manufacturing and services
sectors.* Private-sector firms are largely not financed by the CDB
and CHEXIM, with the exception of firms such as Huawei (tel-
com) and Geely (auto).” Rather, private-sector firms are financing

their globalization through retained earnings. The private sector
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comprises the majority of the number of Chinese investments
across the world and in Latin America. However, at present the pri-
vate sector is dwarfed by the dollar amount of overseas investment

represented by China’s state-owned enterprises.*

Energy and Mining

By far and away the largest Chinese investments in Latin America
are in the energy and mining sectors. With just a few exceptions
these investments are dominated by China’s “big three” large state-
owned firms—China National Petroleum Corporation (CNPC),
China National Offshore Oil Corporation (CNOOC), and the
China Petroleum and Chemical Corporation (SINOPEC)—which
are backed by finance from the CDB, their own in-house financ-
ing units, and the larger government apparatus enabling China’s
go out policy. Firms in this sector are more apt to merge with or
acquire existing operations in order to learn about and adapt to
new conditions as they globalize. What is more, China’s overseas
oil and gas companies are more likely to sell a newly acquired bar-
rel of oil on world markets than ship it home.”

Argentina and Brazil are the recipients of the majority of
Chinese investment in the oil and gas sectors, though Colombia,
Ecuador, Peru, and Venezuela are also destinations for Chinese
firms. The two largest acquisitions in Argentina are by the Chinese
firms CNOOC and SINOPEC. CNOOC specializes in offshore
exploration and production, with operations in the Caspian Sea,
Australia, Canada, South Asia, and western Africa. In March of
2010 CNOOC acquired a 50 percent stake in the Argentine firm
Bridas Company for a staggering 3.1 billion. CNOOC teamed with
Bridas to mix its knowledge of offshore with onshore production,
leaving the company to be largely managed by the founders of
Bridas, the Bulgheroni family. Since Bridas has a 40 percent stake
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in PanAmerican Energy (PAE) corporation, this merger granted
CNOOC access to Argentina’s large Cerro Dragon petroleum
reserve, operated by PAE. PAE’s exports in 2011 were $4.6 billion.*®

SINOPEC's activities, at home and abroad, are in what are
called “downstream” operations—refining and sales. However, the
firm has begun to rapidly expand into “upstream” operations—
exploration and production of oil and gas, as well as a number of
petroleum-based chemicals. SINOPEC is a truly global company,
with operations in Iran, Saudi Arabia, Kazakhstan, Brazil, Canada,
Nigeria, and beyond.” Also in 2010, SINOPEC acquired 23 fields
operated by US-headquartered Occidental Petroleum in Santa
Cruz, Chubut, and Mendoza, Argentina. At the time, Occidental’s
proven reserves had reached 393 million barrels and amounted to
6.4 percent of Argentina’s total oil production. SINOPEC’s exports
from Argentina in 2012 were s1.2 billion.”® SINOPEC’s largest acqui-
sition in Latin America was the purchase of a 40 percent stake in
the Spanish firm Repsol’s Brazilian operations for $7.1 billion in
2010. SINOPEC reportedly invested an additional s1 billion into the
firm’s operations in 2013.”

Related to energy investment is Chinese investment in the elec-
tricity sector. China’s mammoth State Grid Corporation, the largest
electricity company in the world, serves 1.1 billion people in China
and has close to 2 million employees. State Grid has operations in
the United States, Venezuela, Portugal, the Philippines, Australia,
India, and more. In 2010 State Grid made two major acquisitions
in Brazil totaling s2.2 billion. The first was the acquisition of seven
national electricity transmission companies and twelve transmis-
sion lines, making State Grid the fourth largest energy transmis-
sion company in Brazil.**

Mining investments are also of an immense scale. The largest
mergers and acquisitions (M&As) project in the mining sector was in
2011 whena group of five Chinese state-owned enterprises purchased
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a 15 percent stake in the Brazilian mining firm Companhia Brasileira
de Metalurgie e Mineracao for s2 billion, granting the Chinese firm
access to rare-earth elements in Brazil.”” Perhaps the country where
Chinese firms are most active, however, is Peru. Chinese mining
firms are engaged in at least eight major mining projects in that
country, including the Shougang iron mine, where Chinese pres-
ence dates as far back as 1992. The Aluminum Corporation of
China (CHINALCO) acquired the Canadian firm Peru Copper,
and has invested more than s3 billion into its new Peruvian copper
operations to date. The project is named for Mount Toromocho (in
Spanish, “bull with no horns”), the site for the copper mine, which
will result in hollowing out an open pit larger than New York City’s
Central Park.*

Agriculture

China has been promoting foreign investment in Latin America’s
agricultural sector as well, especially into the planting of oil seeds,
cotton, and vegetables; the harvesting and shipping of timber; and
ocean fisheries. Indeed, China’s Ministry of Commerce created a
special fund for Chinese agricultural companies to go out in these
same sectors. According to detailed research by Margaret Myers of
the Washington-based Inter-American Dialogue, in 2005 Pengxin
Group, a private Chinese company, purchased land for soybean
production in Santa Cruz, Bolivia. Chinese firms Zhenjiang Fudi
and Chongging Grain Group form part of similar purchases in
Brazil. Chinese companies are also getting in on Chile’s world-
class wineries, with the Chinese wine firm Great Wall purchasing
Chilean land for such purposes.

Myers also documents that Chinese agricultural processing
firms such as Chongging Grain Group, Sanhe Hopefull, and China

National Heavy Machinery Corporation have been investing in
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pressing plants, mills, and more across the Americas. In Caixin, a
Chinese media source, Myers attributes China’s agricultural expan-
sion into Latin America as being a result of a “‘two markets, two
resources’ approach to food security, wherein the country works
to improve domestic production capacity in staple foods while
seeking to control production, processing, and logistics for com-
modities, like soy, that cannot be supplied domestically in sufficient
quantities.”” Relative to energy and mining, however, and even
manufacturing, Chinese agricultural investment in Latin America

is still very small.

Manufacturing

While the majority of Chinese investment in Latin America is in
energy, mining, and related infrastructure, there is a growing pres-
ence in Latin American manufacturing as well. China’s investment
in energy and raw material is resource-seeking, but China’s over-
seas investments in manufacturing are geared toward getting bet-
ter access to domestic markets in Latin America, to serve as an
export platform to nearby markets, and to acquire technology and
know-how.

The Chinese firm Lenovo made global headlines in 2005 when
it purchased the Think Pad from IBM for s1.75 billion.* This move
helped the company get instant brand recognition, market share,
and technology. Lenovo is a private company that was fostered by
the Chinese government in the 198os. It is now one of the larg-
est electronics companies in the world, making and selling laptops
and desktops, and is the largest seller of smartphones in mainland
China. Lenovo surpassed Hewlett-Packard as the leading seller
of personal computers, with 17.3 percent of the world market
(Hewlett-Packard had 17.1). Lenovo started in Brazil in 2005, shortly
after acquiring the Think Pad. In 2012 Lenovo acquired Brazil’'s CCE
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and doubled its market share in Brazil, the third largest computer
market in the world.”” In 2009 Lenovo opened a manufacturing and
distribution plant in industrial cluster of Monterrey, Mexico, where
it produces and sells its products to three NAFTA countries.*

China’s car companies are also going global and can be found
in Brazil, Mexico, and Uruguay. Between 2006 and 2012, China
announced a total of nearly 6 billion dollars of auto-related invest-
ments in Latin America.”” To many Uruguay is a small beef- and
wool-exporting country with a wonderful and cosmopolitan
capital city, Montevideo, and a summer beach hotspot, Punta del
Este. This is true. Uruguay is also becoming a hot spot and testing
ground for China’s fast-growing automotive companies. Uruguay
is part of the Mercosur Agreement, a common market and free
trade zone between Brazil, Argentina, Uruguay, Paraguay, and
now Venezuela. With its skilled and reliable workforce, less volatile
political environment, and close proximity to Argentina and Brazil,
Uruguay is fast becoming a place to manufacture goods for reex-
port into other Mercosur countries. When measured relative to
GDP, Uruguay receives the third largest amount of foreign invest-
ment in Latin America, to Chile and Panama. China has awakened
to this trend, with textiles, telecom, chemicals, and auto compa-
nies flocking to Uruguay.“

Chery Automobile Company produced its first car in mainland
China in 1999; by 2013 it had 20 different models and the capac-
ity to produce 900,000 cars per year. In 2007 Chery joined forces
with the Socma company from Argentina to form Chery Socma.
The Uruguay plant makes a number of models for the regional
and domestic market. Rather than source from local firms, Chery
Socma assembles “complete knock-down” kits—Kkits that are fully
imported from mainland China and assembled in the Uruguay
plant—and can produce 32 to 36 cars per day. Chery also has auto

plants in Brazil and Venezuela."
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Services: Telecom and Banking

China’s two telecom giants, Huawei and Z'TC, are the exceptions to
the rule when it comes to financing from the CDB and CHEXIM.
The majority of the firms that receive favorable financing from
those banks are state-owned enterprises. These firms are private
companies, and the government doesn’t hold any shares. That said,
Huawei has a $30 billion credit line from the CDB, and ZTC has s15
billion. Huawei has 19 offices in Latin America; ZTE has 16.*

Alex Zornig, chief financial officer for Tele Norte, Brazil’s
largest land-line telecom company, told Bloomberg the CDB
extended his company an offer he couldn’t refuse. In 2009, Tele
Norte purchased network equipment from Huawei by taking
advantage of Huawei’s huge line of credit with the CDB. The
CDB offered Tele Norte a two-year grace period on paying up,
and the interest rate was only two percentage points above the
London Interbank Offered Rate (LIBOR), or 4 percent. If Zornig
had gone to the dollar markets in the United States, they would
have paid closer to 5.99 percent. Mexico’s giant America Movil
also went to the CDB well in 2009 to purchase s1 billion to
upgrade its mobile network.® It is deals like these that helped
Huawei surpass Ericsson in 2012 to become the largest telecom-
munications provider in the world.

The next frontier may be banking, as China’s loosens its
remaining restrictions on the globalization of its financial sector.
One of China’s big four banks, ICBC, took an 8o percent stake of
Standard Bank of Argentina in 2011 for syoo million.* According
to research by Evan Ellis, one of the closest watchers of China in
Latin America, ICBC now operates 99 branches with over one mil-
lion clients and 3,200 employees in Argentina. The other big four
banks are increasing their presence in Latin America as well, with
CCB and BOC establishing a presence in Brazil, and CCB in Peru.
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Latin America’s China Boom

After decades of reform with lackluster result in the Americas,
China came to the rescue. Latin America happened to have exactly
what China needed as China turned the corner of the century. Most
Latin American countries, at least those in from South America
and the Caribbean with rich stocks of primary commodities, bene-
fited from the China Boom in a variety of ways. The result was the
best decade of economic growth in the Americas since the state-
led industrialization period.

Chinese demand for Latin American primary commodities
couldn’t have come at a better time. At the turn of the century
the region had been plagued by a half decade of financial crises,
and Chinese demand was a big lift. Even more significant was the
fact that Chinese demand for Latin American exports surged in the
wake of the global financial crisis, allowing the region to be less
hard hit. To recover from the crisis China put together a stimulus
package of over 12 percent of its GDP. This stimulated ever more
investment in new cities and factories, thus accelerating demand
for Latin America’s commodities. China came to the rescue, as
Latin America’s two other major trading partners, the United
States and Europe, floundered for a half decade or more.

Exports to China came with a bonus. Because China was
demanding so much iron ore, copper, soy, and other commodities,
these commodities became more scarce. As the laws of supply and
demand dictate, scarcity brings higher prices. Indeed, the com-
modities supercycle spurred by China’s rise is also associated with
one the largest and longest commodity price spikes in modern
history.* Between 2003 and 2011 China accounted for 50 percent
of the growth in key commodities that Latin America provides to
world markets. Looking at the period after the financial crisis, from

2009 to 2013, China accounted for 83 percent of the growth. So not
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only did Latin American countries do better by selling to China,
they also got higher prices when they sold their commodities the
world over.

The economist Rhys Jenkins has attempted to estimate what the
rise in Latin American export earnings were as a result of the rise
in prices due to the rapid growth in demand from China. Looking
at a basket of 15 commodities that comprise the vast majority of
Latin American exports to China, Jenkins estimates that the effect
of Chinese demand on Latin American export earnings between
2002 and 2007 was between s$41 to $73 billion dollars. Given that the
total value of exports to China from Latin America increased by $34
billion during the period, this indirect China effect was even higher
than the direct effect of exports. In other words, direct Chinese
demand was only half the benefit that accrued to Latin American
economies due to China’s rise.*

Indeed, the Latin American commodity boom brought wind-
fall profits to the region. The high prices of commodities increased
what economists call the “terms of trade” for Latin America.
Measured as the ratio of export prices to import prices, the higher
the terms of trade, the higher the gains from trade, as a nation
will bring in more export revenue relative to import revenue. The
International Monetary Fund (IMF) calculates that Latin America’s
commodity boom from 2002 to 2012 brought unprecedented
income windfalls to Latin America relative to past booms since
the 1970s—estimating that income has been 15 percent higher than
what it would have been had no terms of trade shock occurred.
Indeed, according to the IMF the average cumulative income wind-
fall during the China Boom was equal to 100 percent of one year
of GDP. In other words, thanks to the China Boom, Latin America
got an extra year of economic growth.” The increasing terms

of trade for Latin America helped the region accumulate more
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foreign exchange reserves, which help boost investor confidence
and provide insurance in case of pressure on their exchange rates.
Increasing export revenue can also bring in more tax revenue and
reduce pressure on public budgets.

Part of the reason the terms of trade improved for the region
was also a decline in prices due to the increase in competitive
imports from China. Decreases in prices particularly benefit
consumers; as the price of their overall consumption basket
decreases they have more income to save or spend. Decreasing
prices also benefited some manufacturers in Latin America, par-
ticularly in the export manufacturing sectors in Brazil and in
Mexico. Decreasing prices for importing inputs may have led to
more efficiency and competitive prices for their finished goods
for export.*

Indeed by the mid-2000s, the Latin American economies started
to become linked to the fate of the Chinese economy. Studies by the
World Bank show that the comovement of economic activity—the
tightness between an increase in growth in China and an increase
in growth in Latin America—between China and Latin America
began to intensify significantly by 2007, and then moved in lockstep
after the financial crisis. Indeed, Latin America is now so linked to
China that news of small changes in the Chinese economy have
an impact on Latin American currency and capital markets. Good
news in China’s industrial output data mean good news for Latin
American markets on the same day. Bad news, however, also causes
shocks to Latin American markets.*

During Latin America’s China Boom, from 2003 to 2013, the
region grew at 3.6 percent per year, and 2.4 percent in per capita
terms. That puts the China Boom as the era of the largest per
capita growth rate in over 1oo years, though in terms of abso-

lute growth the state-led industrialization period saw 4.9 percent
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growth. In one of the more groundbreaking reports on China and
Latin America, the World Bank notes:

This suggests that the robust growth observed in Latin America
and the Caribbean in the past decade is an important measure
of its connections to China, both directly (via trade and increas-
ingly also FDI channels) and indirectly (mainly via China’s
impact on international prices of commodities). In fact, it has
led many, including ourselves in past reports, to suggest that the
observed real de-coupling between emerging economies and
the advanced world largely hinges on the rise of China (and
India) in the global economic landscape. The question there-
fore is whether Latin America and the Caribbean can leverage
on its deepening connections with China and turn it into an

important (but not the only one) source of long-term growth.”

One area where many Latin American countries did leverage
China’s gift was in setting up and bolstering programs that reduced
poverty and inequality. During the China Boom, Latin American
inequality declined by as much as it had increased during the
Washington Consensus. According to extensive research by a team
led by noted Latin American economist Nora Lustig, the lead-
ing reason for reduction in inequality was an increase in worker
incomes during the period. Income rises were in part driven by
commodity exports to China and beyond, but also due to skill level
rises in some countries and hikes in minimum wages, as in the case
of Brazil. The second leading driver of reductions in inequality
was an increase—in scale and strategy—in government antipov-
erty programs. The countries that decreased inequality the most
were among the most unequal to begin with—and span the politi-
cal spectrum. One innovative program pioneered by Brazil and

Mexico that has swept across Latin America and the developing
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world is called conditional cash transfers, or CCTs. Under a CCT
households are given funds on condition that they send their chil-
dren to school and get regular check-ups. Not only does such an
approach help the poor immediately, but it helps build a healthy
and more skilled workforce for tomorrow. Antipoverty programs
like these were bolstered by income windfalls from the China
Boom, especially in South America. However, countries such as
Mexico that did not greatly benefit from the China Boom also
increased such programs.” As we will see in the next chapter, oth-
ers benefited directly from large loans from China that gave coun-

tries fiscal space to fight poverty and more.
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Yuan Diplomacy

In the late spring of 2013, shortly after being sworn in as China’s
new president, Xi Jinping made his first visit to the United States.
Xi paid a visit to Latin America first, however. Like his predeces-
sor Hu Jintao, Xi visited Latin America and provided upward of
$5.3 billion in financing for energy and infrastructure projects. At
the same time, Chinese businessmen started negotiations with
Daniel Ortega of Nicaragua to build and finance an alternative to
the Panama Canal through that country.

A startled United States quickly patched together a goodwill
tour throughout the region for Vice President Joseph Biden. Biden
made glowing speeches about a new future for US-Latin American
relations, but had little more to offer. During the summer of 2014,
Xi and his entourage were back in the Western Hemisphere. The
Chinese set up camp in the region for seven days, visiting Brazil,
Argentina, Venezuela, and Cuba, and provided another s21 billion
for new projects. President Obama, by contrast, spent one day in
Mexico in 2014. Since 2001 Chinese heads of state have made just as
many visits to Latin American countries as the United States has,
but have left upward of s119 billion in loans of credit behind in the

process.
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“Dollar diplomacy,” the William Taft-era policy of providing
finance to Latin American governments to promote US commer-
cial and political interests, has been replaced by “Yuan diplomacy.”
As part of its go out strategy, China’s development banks started
financing foreign governments to help them support energy, mining,
and infrastructure investment. By 2014 Chinese development banks
were providing more finance to Latin American governments than
the World Bank or the Inter-American Development Bank (IDB). In
2010 and in 2014 China provided Latin American governments more
funds than the World Bank, the Inter-American Development Bank,
and the US Export-Import Bank (US Ex-Im) combined.

China’s are the new banks in town. Not only does China have
deep pockets, Chinese finance tends to flow to countries that have
a hard time gaining access to global capital markets. The largest
recipients of Chinese finance are Argentina, Brazil, Ecuador, and
Venezuela. China has also begun to finance Mexico to get in on the
ground floor of new oil exploration, while more timid Western

financial markets watch with more caution.

What is more, China’s billions in finance are more in line with
what Latin American nations want, rather than what Western devel-
opment experts say they need. Whereas the US and International
Financial Institutions (IFIs) such as the World Bank and IMF tend to
finance in line with the latest development fads such as trade liberal-
ization, health, and education, Chinese loans tend to go into energy,
infrastructure, and industry projects in a region that has an infra-
structure gap of $260 billion per year. Latin America’s roads, ports,
telecommunications networks, and energy systems are severely
lacking.!

Chinese loans do not come with the harsh strings attached to
IFI finance. The IFIs are notorious for their conditionalities that

make borrowers sign on to austerity and structural adjustment

YUAN DIPLOMACY | 65



programs that have had questionable outcomes on growth and
equality in the region.

China has become more bold and has taken on more risk in part
because of its innovative finance schemes. Half of Chinese finance
is in the form of a unique lending instrument—the commodity-
backed loan where Latin American governments ship hundreds of
thousands of barrels of oil to China to partly repay the loans.

Not only has all the new financing helped Latin American gov-
ernments meet their needs, it has improved the profile of Latin
Americans in the eyes of the global investment community. Citing
the fact that Ecuador has continuously paid China back in dollars
and oil, the ratings giant Moody’s upgraded that country’s bond
rating on two occasions. China has helped Ecuador secure access
to global capital markets as well.

Yuan diplomacy is paying off in other ways. According to recent
opinion polls in Latin America, China is now viewed as becoming
very influential across the region. The United States is generally
seen as more influential on the whole, but China is now seen to
be having a more positive influence—close to 68 percent of those
polled say China’s influence was positive, only 62 percent say the
same for the United States.”

The New Banks in Town

As early as 1998, then Chinese President Jiang Zemin championed
the globalization of Chinese investment and lending. He argued
that “regions like Africa, the Middle East, Central Asia, and South
America with large developing countries [have] very big markets
and abundant resources; we should take advantage of the oppor-
tunity to get in.”’

Also in 1998, Chen Yuan was appointed Chairman of the China
Development Bank (CDB). This act elevated the CDB into one of
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the most important institutions in China. Chen Yuan is the son of
Chen Yun—seen as one of the “eight elders” of twentieth-century
China who served under both Mao Zedong and Deng Xiaoping.
Chen Yun oversaw the transformation of the Chinese economy
during the CCP’s first 40 years in power. By virtue of placing Chen
Yuan to head the CDB, then, the institution was given special
prominence.*

So “getin” they did. On January 17, 2011, Financial Times reporter
Geoff Dyer and colleagues published a front-page story tallying
that China’s two major banks for overseas finance, the CDB and
the China Export-Import Bank (CHEXIM), had provided stro bil-
lion in development finance across the world in 2009 and 2010. To
put that figure in perspective, the reporters noted that the World
Bank group had provided sioo billion during the same period.’
Further work by myself and colleagues found that during that
period almost half of that finance went to Latin America.

At the turn of the century, the only games in town for external
development finance were the World Bank and the Inter-American
Development Bank.® Now there is a new bank in town, the China
Development Bank (CDB). Between 2007 and 2014 the CDB pro-
vided more finance to Latin American governments than any other
development bank operating in the region. Along with CHEXIM
and the People’s Bank of China (PBOC), China’s state “policy
banks” are increasingly where Latin American finance ministries
go to first for project finance.

The CDB and CHEXIM are the centerpieces of China’s go out
policy. During a series of extensive 1994 reforms of the China’s
financial sector, the CDB and CHEXIM were created to serve as
policy banks, whose loans would explicitly support the govern-
ment’s policy objectives.” Prior to 1994, policy lending had been
the responsibility of the “big four” Chinese banks discussed in
chapter 2. The CDB and CHEXIM were designed to free the big
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four to act as commercial banks. In separating policy from com-
mercial lending, the government sought to reduce bank manag-
ers’ moral hazard. If managers could blame all their losses on
policy loans, they had an incentive to direct their commercial loans
toward high-risk, high-return projects.®

CDB and CHEXIM follow slightly different mandates. CDB
mainly supports China’s macroeconomic policies—laid out in the
Five-Year Plans—largely supporting energy and infrastructure proj-
ects. The CDB focuses on project finance, export credits, and, as
we saw in the last chapter, loans to Chinese firms for their overseas
investments. CHEXIM is China’s export credit agency, providing
letters of guarantee, export seller’s credits (for Chinese exporters
and investors), export buyer’s credits, and concessional foreign
loans.” The CDB has had high profits and a balance sheet that is
even healthier than China’s big commercial banks. CHEXIM also
lends much of its capital at or near commercial rates, and boasts a
low share of nonperforming loans."

The PBOC is of course is China’s central bank, and has played
a relatively small role in providing direct project finance to Latin
American governments. Instead, the PBOC has extended swap
lines to two Latin American governments. A currency swap line is
a mechanism whereby the central bank of one country extends a
line of credit in its currency to the central bank of another country.
The recipient country can use the funds to either pay for imports
from the creditor country or use the funds to increase the foreign
exchange reserves of the recipient country. Since 2010 the PBOC
has provided upward of USs426 billion in currency swaps to 21 cen-
tral banks across the world, more than the s333 billion signed by
the US Federal Reserve during the same period." Two of those
countries are Argentina and Brazil, amounting to s41 billion.

Argentina has been drawing on its swap for s11 billion. Brazil’s swap
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arrangement is for $30 billion, but at this writing it does not appear
that Brazil has drawn.”

Compiling data on the overseas activities of the CDB and
CHEXIM is no easy task. At present China’s policy banks lack
transparency on such matters. In an attempt to get a picture of
Chinese finance in Latin America, in 2011 Amos Irwin, Katherine
Koleski, and I set out to put together an estimate. Putting on eco-
nomic journalism hats, we consulted a wide variety of publicly
accessible sources to gather details on each loan. We found loan
agreements published by the Venezuelan and Bolivian govern-
ments in their official gazettes. Brazil’s state-owned oil company,
Petrobras, is a publicly traded corporation; we uncovered the
interest rate on CDB'’s loan-for-oil deals with Petrobras by exam-
ining the company’s filings with the US Securities and Exchange
Commission (SEC). We also discovered Chinese loans in the
Jamaican and Venezuelan government’s annual filings with the
SEC. We classified loans as commercial or concessional based on
reports from Chinese embassies in the borrowing countries. We
found details on Brazilian and Ecuadorian loans-for-oil in local
newspaper interviews with the countries’ finance ministries. We
supplemented and double-checked all sources with newspaper
articles or governments in both the borrowing countries and in
China. We omitted loans that have not been confirmed by reli-
able sources on both sides of the Pacific. The Washington-based
Inter-American Dialogue, an influential think tank that boasts
numerous former Latin American heads of state on its board
of directors, published our results. The report was cited on the
cover of the New York Times and in newspapers across the world.
Exhibited in Figure 4.1, we now update the data and publish it
annually on an interactive web page at the The Inter-American

Dialogue.”
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Figure 4.1 Development Finance to Latin America and Caribbean
2007 to 2014

According to our estimates, between 2005 and 2014 China’s
policy banks provided upward of s119 billion to 15 Latin American
governments, with an average-sized loan approximately s1.7 billion.
I always tell my students that whenever they see a number in the
global economy they should ask “relative to what.” One billion dol-
lars for a new project is a monstrous amount of money relative to
what myself or my students have in our pockets, but it is tiny rela-
tive to the size of the US economy (s17 trillion), or the size of the US
budget (over s3 trillion). I decided to practice what I preach. When
examining Chinese finance in Latin America, we compared our
estimates to the record of other sources of development finance in
the public and private sectors. The second largest lender during the
period was the IDB at just s7o billion, followed by the World Bank
at $67 billion.*

Latin America’s share of China’s global policy banklendingis thus
likely the largest of all such lending by China. The global estimate of
s110 billion performed by the Financial Times mentioned earlier only
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looked at the period 2009 to 2010. In 2013, I teamed with Deborah
Brautigam of the Paul Nitze School of Advanced International
Studies at Johns Hopkins University to compare Chinese finance in
Latin America and in Africa. Professor Brautigam’s landmark book
The Dragon’s Gift: The True Story of China in Africa is a classic that
has established her as the leading scholar on China in Africa. If the
Financial Times estimate of s11o billion was correct for 2009—2o010,
then Latin America and Africa combined were more than half for
that period. For 2009—2010 we put Chinese finance in Latin America
at s47 billion, and in Africa at s20 billion. Our full study covers 2003
to 2011, and we estimate that China provided $8o billion to Latin
America and $53 billion to African countries.”

The majority of China’s finance to Latin American governments
is in the form of bilateral lines of credits or loans at commercial
rates. In 2007, China and Venezuela set up the China-Venezuela Joint
Fund (Fondo Conjunto Chino-Venezolano, FCCV). The FCCV is
financed jointly with the Venezuelan National Development Fund
(Fonden). The FCCV is managed by Venezuelan Economic and
Social Development Bank (Bandes) and is designed to finance infra-
structure projects in Venezuela. In 2013 China and the IDB estab-
lished a s2 billion China Cofinancing Fund for Latin America and
the Caribbean. The objective of the fund is to promote sustainable
economic growth in the region. Specifically, it will complement
the IDB’s own resources to “alleviate poverty and reduce inequal-
ity, boost private-sector investment, improve competitiveness and
social welfare, and support programs to mitigate the impacts of
climate change and promote greater gender equality.”

Chinese and other big development banks do not overlap sig-
nificantly in Latin America because they give different-size loans
to different sectors in different countries. Not only is the scale of

Chinese finance different in Latin America, so is the form of this
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finance. The vast majority of Chinese finance in the region goes
into large infrastructure, energy, and mining projects. Finance
from banks like the World Bank and IDB span a wider range of
governmental, social, and environmental purposes. The Chinese
banks channel 87 percent of their loans into the energy, mining,
and infrastructure sectors. Only 29 percent of IDB loans and
34 percent of World Bank loans go to those sectors. Instead, the
IDB and World Bank direct over a third of their loans toward the
health, social, and environment sectors, which do not receive
Chinese investment.

The CDB and CHEXIM say they provide financing in these sec-
tors because they seek to directly support economic growth rather
than social welfare. CHEXIM’s website states that its projects must
“be able to generate foreign exchange revenue and create jobs in
the borrowing country. The [loans] focus on supporting infrastruc-
ture such as energy, transportation, telecommunication projects,
and high-efficiency sectors such as manufacturing, processing, and
agriculture in the borrowing country.””

In her book Brautigam argues that in Africa, China is filling an
unmet need for energy and infrastructure lending, which was all
but abandoned by the World Bank decades ago. She points out that
from 1946 to 1961, three-quarters of World Bank lending funded
transportation and electrification. Today, that share has plum-
meted because the Millennium Development Goals focus donors’
attention on indicators of social welfare. Chinese banks, on the
other hand, copy Japanese banks’ focus on infrastructure and trans-
portation, because they credit it with spurring Chinese develop-
ment in the 1970s. Chinese finance thus complements World Bank
and IDB loans rather than supplants them.

In addition to the largely commercial financing provided by the
CDB, CHEXIM, and the swaps from the PBOC, China also pro-
vides upward of s5 billion in official aid to Latin America each year
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as well. China started providing Latin American governments with
aid as early as 1996, when it granted $387 million to the region,
and has now provided aid to 18 countries in the region.”® Chinese
aid played a key role in Haiti. China was the first country to send
search and rescue teams to Haiti, and also helped with medicine,
shelter, food, and water. According to forthcoming research by
Brown University scholar Barbara Stallings, other examples have
included emergency aid for the dengue fever epidemic in Ecuador,
aid to recover from a mudslide in Bolivia, a hurricane in Uruguay, an
earthquake in Peru, and a flu epidemic in Mexico."” Stallings points
out that while Chinese aid to Latin America is fairly small, it is often
part of the larger package of financing provided by CHEXIM and
CDB to a country, and thus CHEXIM often has a seat at the table.
Why is China providing so much finance to Latin American
governments relative to other parts of the world? Latin America
provides a perfect match for China’s go out strategy. Latin
America is a source of key commodities that China needs at its pres-
ent stage of development, and is a destination for many of China’s
foreign companies wishing to expand and become major global
players in those same commodities. Thus, China’s policy banks
provide finance to the companies to go to Latin America to set up
operations. Latin America has a major infrastructure gap, however,
which is proving to cause bottlenecks in getting prized commodi-
ties to Asian markets. That leaves yet another match: the CDB and
CHEXIM can provide finance for major infrastructure projects, and

have many companies that are fit to do the job.

Risk Analysis with Chinese Characteristics

China’s policy banks do their homework, and they had good teach-
ers. According to Deborah Brautigam, in 1958 Japan provided India
with a large loan to develop iron mining in Goa, a state on India’s
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western coast. Japan provided finance; India paid back in iron ore.
Japan mimicked this policy with China and financed a significant
amount of China’s industrialization projects in exchange for oil.
By 1978 China had signed 74 such contracts with the Japanese.”
Japan has continued this formula to this day, providing commod-
ity-backed finance to Venezuela as recently as 2011.”' As we saw in
the last chapter, the CDB had a similar framework when financing
China’s domestic industrialization over the past three decades—
providing loans to local governments that used land as collateral.
As China’s policy banks have gone abroad, commodity-backed
finance has become the cornerstone of CDB and CHEXIM finance
across the world, especially when debtor countries are considered
to be risky bets. That’s why we see China providing finance to
countries and projects that most investors wouldn’t touch.

About half of Latin America’s contracts with Chinese policy
banks are commodity-backed. All of China’s commodity-backed
loans to Latin America are secured in oil. The majority of these
loans-for-oil deals go to Venezuela and Ecuador, and one to Brazil.
Venezuela and Ecuador each have a very difficult time borrow-
ing in conventional capital markets. In Venezuela’s case this is due
to political and economic uncertainty, in Ecuador’s due to a 2008
default. Brazil has maintained a healthy credit rating, but its state-
owned oil company Petrobras has had difficulty raising funds for a
new oil discovery off the coast of Rio de Janeiro (referred to as the
“Lula Field”). Petrobras has issued bonds and has received funding
from the Brazilian National Development Bank (BNDES), but the
project is seen as risky given that the oil is in ultra-deep waters and
under the continental shelf—not to mention an explosive corrup-
tion scandal that came to light in 2015, which led to the downgrad-
ing of bond and credit ratings for Petrobras.

China’s policy banks are willing to take on more risk for these

countries and projects by securing the finance with oil. In general,
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the loans-for-oil deals in Latin America entail a package put together
by the CDB, the debtor nation’s Ministry of Finance, the national
oil company exporting the oil, and the Chinese company that will
be importing the oil. The Latin American Ministry of Finance signs
the loan agreement with the CDB, and the Chinese importer signs a
purchase agreement with the national oil company that is specified
in barrels of oil per day. The proceeds are deposited into an escrow
account at the CDB until the loan is repaid. It is thus not the export
of oil that repays the loan, but the proceeds from the sale of the
oil at spot market prices on the day of sale. CDB grants a billion-
dollar loan to an oil-exporting government like that of Ecuador.
Ecuador’s state oil company, Petro Ecuador, signs a contract to sell
Chinese oil companies hundreds of thousands of barrels of oil per
day until the loan has been paid back, perhaps for 10 years. Chinese
oil companies purchase the oil at market prices and deposit their
payments into Petro Ecuador’s CDB bank account. CDB withdraws
the interest payments and principal repayment, a preagreed-upon
amount that might reach 30 percent of the total oil revenue, directly
from Petro Ecuador’s account. The rest of the revenue returns to
Ecuador. A $4 billion loan to Venezuela in 2011 was secured with
sales of 230,000 barrels per day. Ecuador received a st billion line
of credit from China in 2009 that is partially secured with 39,000
barrels of oil per day. Two Chinese loans to Latin America are sup-
plier’s credits from PetroChina to PetroEcuador. PetroChina is part
of the large Chinese state-owned oil company Chinese National
Petroleum Corporation. With the exception of some lines of credit
to Venezuela that are cofinanced with Venezuela that go to infra-
structure projects, the bulk of commodity-backed Chinese finance
to these countries is for oil exploration and extraction.*

Chinese loans often come with a tacit understanding that Chinese
companies will be doing a significant amount of the work related

to the project or that the project will involve Chinese imports. In
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China, these credits have been called different names: “hu hui dai
kuan” (mutual benefit loan) and “shiyou, xindai, gongcheng yi lanzi
hezuo xiangmu” (cooperation package of oil, credit, and construc-
tion projects).” In a $340 million loan to Jamaica for infrastructure
in 2010, 60 percent went to a Chinese firm to do harbor construc-
tion, 40 percent to local firms. CDB’s 2010 s1 billion loan-for-oil
to Ecuador mandated 20 percent Chinese purchases. At the other
extreme, CHEXIM gives 100 percent export credits, like a 2010 s1.7
billion loan to pay a Chinese company to build the Coca-Codo-
Sinclair hydroelectric dam in Ecuador. In a 2011 loan to Ecuador
to finance Ecuador’s annual budget and to invest in hydroelectric
energy projects, the hydro projects were awarded to Chinese firms.

Since Venezuela committed to spend the majority of its 2010
$20 billion loan on Chinese goods and services, CDB denominated
half in Chinese yuan. Though this is the largest Chinese currency
loan to date, CHEXIM has also issued yuan-denominated lines
of credit to Jamaica and Bolivia for equipment and construction.
Whether the loans are issued in yuan, dollars, or simply establish a
line of credit with a given Chinese company, the purchase require-
ments allow Chinese banks to reduce their exposure to default
risk. As Brautigam notes, it also reduces the recipient’s room for
corruption.

Latin America is not the only region where China engages in
commodity-backed finance. China has signed loans-for-oil deals
with Angola, Kazakhstan, and Russia as well.** Between 2003 and
2011 China’s policy banks provided upward of s50 billion to African
countries, half of which were secured by commodities. In addi-
tion to Angola, African nations with commodity-backed finance
from China include Congo-Brazzaville, Democratic Republic of
the Congo, Equatorial Guinea, Ethiopia, Gabon, Ghana, Nigeria,
Sudan, and Zimbabwe. Interestingly, aside from Angola’s loans,

Africa’s China finance is secured by a variety of commodities,
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including exports to China of oil, cocoa, platinum, and tobacco, and
profits from copper and diamond mining.”

This innovative financing method fulfills multiple objec-
tives on both ends of the transaction. They help China establish
diverse, long-term oil supply chains; promote Chinese exports;
put dollar reserves to a more productive use than low interest rate
Treasuries from the United States; expand the international usage
of the Chinese yuan; and win favor with borrowing governments.
Erica Downs, formerly of the Brookings Institution, argues that
as a hybrid of policy and commercial banking, CDB has designed
the loans-for-oil to fulfill both policy and commercial objectives.
In addition to securing oil supplies, helping Chinese companies
expand abroad, and building relationships with South American
governments, the oil-backed commercial loan terms lower risk and

increase profits.

Neither Sweetheart Nor Neocolonial

Chinese finance in Latin America is causing conflicting types of
consternation in the global community. A few years back the
Washington Post opined that “China is a master at low-ball financ-
ing, fashioning loans of billions of dollars at tiny interest rates
that can stretch beyond 20 years ... This has become a headache
for Western competitors, especially members of the 32-nation
Organization for Economic Cooperation and Development
(OECD), which long ago agreed not to use financing as a competi-
tive tool.”” Others interpret China’s finance to Latin America and
beyond in quite the opposite manner, arguing that Chinese finance
is exploitative and even neocolonial.*®

My colleague Amos Irwin and I have been looking into these
questions in Latin America very closely for the past five years.
I have also worked with Deborah Brautigam to compare our
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results with the African case. We come to the conclusion that by
and large, Chinese finance is neither “sweetheart” nor neocolonial.
Rather, China’s policy banks behave in a fairly similar manner to
other development finance institutions operating in the region
such as the World Bank, the Inter-American Development Bank,
and the Development Bank of Latin America (CAF), as well as
other export-import banks. The majority of Chinese finance in
Latin America is offered at commercial rates of interest. When
rates are slightly higher than those offered by China’s counter-
parts, it is usually a function of the higher risk that is being taken
on for the project. When rates are slightly lower or concessional,
that is due to the fact that they are earmarked as being in part aid,
and are thus by definition more favorable. If you want to take the
work of myself and my colleagues on our word you can skip to the
next section of the chapter, “Good Neighbor Policy.” If you care
to read a detailed discussion of interest rates on Chinese loans in
Latin America, follow me.

Despite CDB’s “development bank” label, the Chinese bank
generally charges borrowers the full cost of finance. This is why
Deborah Brautigam has referred to the CDB as “the development
bank that doesn’t give aid.”” The World Bank group effectively
offers concessional rates because its credit rating is so strong that
it often does not add a risk premium to its loans. The CDB does
add that premium. It is not surprising, therefore, that CDB’s inter-
est rates are higher. Instead of giving development aid through its
development bank, China channels it through CHEXIM.

The CDB offers mostly commercial interest rates that are fairly
analogous to the World Bank, IDB, and the CAF, and sometimes
slightly higher. In 2010, CDB offered Argentina a s1o billion loan
at 600 basis points above LIBOR.” The same year, CAF’s rates
on loans to Argentina ranged from 155 to 235 basis points above
LIBOR. The World Bank’s International Bank for Reconstruction
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and Development (IBRD) charged Argentina a spread of roughly 85
basis points.”’ The Chinese interest rate is hundreds of basis points
larger than both CAF and IBRD rates. In 2009, CDB gave Brazil a s10
billion loan at 280 basis points over LIBOR. The IBRD gave Brazil a
$43.4 million loan in 2000 at a variable spread of 30 to 55 basis points.
These differences certainly debunk the idea that the mainstream
development banks are being outcompeted by the CDB, but are
also not significantly large enough to be called neocolonial either.

CHEXIM by definition subsidizes its smaller loans on the
grounds that they constitute development aid for low-income
countries, although these loans constitute only a fraction of total
Chinese lending. The subsidized rates on small loans are somewhat
lower than those of the US Ex-Im Bank. CHEXIM’s lowest inter-
est loans were its 2 percent loans to Jamaica and Bolivia in 2010.
In order to offer these loans, CHEXIM receives subsidies directly
from the Ministry of Finance.”” China budgets these subsidies as
official development aid, although OECD countries prohibit mix-
ing export credits with development aid. To compare China and
US Ex-Im interest rates on loans to different countries, Amos and
I used the OECD’s country risk premiums to compensate for the
fact that some countries are riskier than others. While the US Ex-
Im Bank charged 1.5 percent to 2.5 percent above the OECD risk
premium, CHEXIM’s interest rates on small loans ranged from
0.31 percent below the premium to 0.69 percent above it.

From the US Ex-Im Bank’s perspective, CHEXIM'’s rates under-
cut US Ex-Im rates and make Chinese deals more competitive.
From CHEXIM’s perspective, it is blending export promotion with
development aid to offer lower-cost options to countries in need.
In any case, these loans constitute only 1.2 percent of total Chinese
finance to Latin America.

According to our research, the bulk of CHEXIM’s funding, like
that of CDB, comes at slightly higher interest rates. Eighty-two
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percent of CHEXIM funding to Latin American borrowers carried
commercial interest rates.”” These commercial-rate loans include
a $2.4 billion loan for the Baha Mar resort in the Bahamas and two
loans to finance dams in Ecuador totaling s2.2 billion.** CHEXIM
is not undercutting US Ex-Im Bank on these loans; it charged 6.9
and 6.35 percent interest on the Ecuador loans—about 2 percent
higher than US Ex-Im rates, even adjusting for Ecuador’s higher
risk premium.” We further confirmed this by looking at Ecuador’s
Foreign Debt Bulletin, bearing out the finding that China’s interest
rates are closer to commercial rates. In 2011, rates on CDB and
CHEXIM loans exceeded those from all banks other than Russia’s
Export-Import bank to Ecuador, including private banks. In 2013,
CHEXIM’s $312 million loan was Ecuador’s most expensive loan of
the year. The same year CHEXIM also gave a small, concessional
2 percent loan of the type discussed above.

Amos and I have also compared China’s finance to Latin
America with what Latin American countries are getting through
private markets. In a paper published in the academic journal
Pacific Affairs we looked at Bloomberg data on rates for debt issu-
ance by Latin American governments. If the governments had not
issued sovereign bonds in approximately the same year with simi-
lar maturities to Chinese loans, we looked at rates for sovereign
debt issuance by other governments with similar debt ratings.
Second, we referred to J. P. Morgan’s Emerging Markets Bond
Index Plus (EMBI+). The EMBI+spread represents the interest
rate spread (difference) above US Treasuries of a government’s
previously issued dollar-denominated sovereign debt traded in
secondary markets.

Again, our analysis found that Chinese interest rates are closer
to market rates. For example, Ecuador is paying 6.9 percent and
6.35 percent interest on two 2010 dam loans from CHEXIM. CDB is

charging Ecuador 7.25 percent for the first loan-for-oil, 6 percent for
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the second, and 6.9 percent for the third. There is no easy private-
market equivalent, since Ecuador has not issued sovereign bonds
since 2005, when its 10-year bonds paid 9.375 percent. The aver-
age rate for governments with B- Bloomberg Composite Ratings
for seven- to 23-year maturity in 2009—2011 was 7.8 percent. The
EMBI+spread on Ecuador’s 2005 bonds in the secondary market in
2010—2011 ranged from 7.5 percent to 10 percent. The Chinese rates
are thus in the same ballpark, but slightly lower.

In Argentina’s case, the Chinese rates also appear similar.
Argentina paid 600 basis points above LIBOR on a 2010 CDB loan,
or roughly 6.5 percent. The same year, Argentina offered sovereign
debt with similar maturity at rates ranging from 7.82 percent to
8.75 percent. As with Ecuador, the average coupon rate for govern-
ments with B- Bloomberg Composite Ratings for seven- to 23-year
maturity in 2009—2011 was 7.8 percent. J. P. Morgan’s EMBI+spread
for Argentina from 2009—2011 ranged from 8 to 1o percent.”® Thus
the Chinese rate clearly falls below the private market rates, but
not by orders of magnitude.

Brazil’s state-owned oil company, Petrobras, also received China’s
financing at lower rates than it can access on the private market. Its
s10 billion loan from CDB in 2009 carried an interest rate of 2.8 per-
cent over LIBOR. Also in 2009, Petrobras issued corporate bonds
worth sr1.5 and $2.5 billion at 6.875 and 5.75 percent, respectively.

In Venezuela’s case, the Chinese banks charged rates well below
those of the private market. CDB gave the s20 billion loan at a float-
ing rate of 50 to 285 basis points over LIBOR, or roughly between
1 percent and 4 percent. Meanwhile, Venezuela has issued sover-
eign debt at rates more than twice as high—between 7.75 percent
and 12.75 percent from 2009 to 2012. Its EMBI+spread for the same
period has ranged from 10 to 12 percent. Compared to the cases of
Ecuador and Argentina, this interest rate differential is much larger

for Venezuela.”
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Good Neighbor Policy

Chinese finance in Latin America is also becoming very popular
in the region because it operates under a different set of enforce-
ment standards when compared to conventional finance. In today’s
capital markets and development banks, finance is usually offered
on condition that a set of policy reforms be undertaken. Second, if
a nation does not meet the terms and conditions of the financing
agreement, that nation is shut out of capital markets altogether

until the nation can show that it can repay.

This set of policies, associated with the Washington Consensus,
has made it quite difficult for nations like Argentina, Ecuador,
Venezuela, and others to obtain finance in the twentieth century.
These countries have a long history of default and have been
deemed at higher risk by most capital market indices. It was noted
earlier in the chapter that China’s policy banks are more apt to
invest in these countries because of the innovative finance schemes
and the strategic need for resources that such countries offer China.

When Chinese banks do come, they do not impose policy
conditionalities of any kind, in keeping with general foreign
policy of nonintervention. Chinese lending follows the nation’s
Five Principles of Peaceful Coexistence, which prohibit med-
dling in other countries’ domestic affairs. Brautigam has argued,
in the African case, that Chinese loans actually constitute a differ-
ent philosophy of development assistance. Rather than forcing
the borrowers to comply with Western norms, Chinese partners
treat them as equals and simply seek to do business with them. If
Chinese lending appears to generate economic growth, developing
countries may reject the World Bank’s “big brother” philosophy
and demand Chinese-style equal treatment from Western powers.

By contrast, the International Monetary Fund (IMF) and World

Bank impose stringent conditions on its borrowers. The IMF is
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notorious for imposing strict budgetary conditions on recipient
nations and for requiring nations to slash social spending in order
to meet those conditions.* Indeed, when Lula took office in Brazil
he walked into an IMF program that required he run a budget
surplus of over 3 percent of GDP. Conditionality comes in other
forms as well, however. The World Bank loaned $485 million to
the Brazilian state of Rio de Janeiro in January 2011 as “budget sup-
port” or discretionary funding. Although the World Bank did not
tell Rio how to use the loan, it would not transfer the loan until
Rio fulfilled a two-page list of conditions. To receive the first half
of the loan, Rio had to integrate tariffs for intercity transportation,
expand the environmental department’s human resources and
financing, levy a fee on water users for watershed management,
implement disaster risk mitigation policy, broker an agreement
on housing plans with the municipal governments, increase land
titling programs, establish social programs in the slums, and set
up a directive committee led by the vice-governor. To receive the
second half of the loan, Rio had to restructure the Secretariat of
Social Assistance and Human Rights, double land tenure regular-
ization capacity, change the State Housing Fund’s operating rules
with respect to low-income families, create an integrated plan for
metropolitan governance, and execute a monitoring and evalua-
tion program.*’

The policies that the international financial institutions impose
on their borrowers are not necessarily bad policies. That said, any
imposition of policies by foreign creditors has become stigma-
tized in the region due to a long and troubled history of World
Bank and especially the IMF programs in the Americas. During
the crisis-ridden 1980s these institutions conditioned loans on fun-
damental policy reforms such as privatization, trade liberalization,
and the general decline of the state in economic affairs. As shown

in chapter 2, these policies brought some improvements, but the
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overall record was economically dismal and politically abhorrent—
especially for the left-of-center champions of equity and social jus-
tice that have come to power in many countries since the 2000s.

Countries in Latin America have formed coalitions with other
developing countries against the IMF and World Bank in recent
years as well. In addition to getting the policies wrong, these coun-
tries argue that the institutions do not represent the interests of
their clients. There is quiet agreement that the head of the World
Bank will always be someone from the United States, and that the
head of the IMF will always be a European. Moreover, the United
States always has veto power in both institutions over the final pol-
icy. Latin American countries were very instrumental in the 2000s
to introduce quota-voting reform in these institutions, but such
reforms have been held up by the US Congress.

Ambassador to Bolivia Shen Zhiliang proudly relates that
it is China’s “principle” not to “impose political conditions.”
A Ugandan government spokesman stated that Western lenders’
“conditions are probably well intentioned, but they are humiliat-
ing.” By contrast, the Heritage Foundation points out that “Many
African governments like the Chinese policy of ‘non-interference’
in their internal affairs.” Hugo Chavez declared that the Chinese
aid “differs from other multilateral loans because it comes without
strings attached.”

Chinese finance to Ecuador, and Ecuador’s willingness and abil-
ity to pay China back, has triggered Western capital markets to
improve their outlook for the country. As noted earlier, Ecuador
defaulted on many of its debts in 2008 and has been shunned from
conventional capital markets. The CDB and CHEXIM, however,
have stepped in with s1o billion in loans and lines of credit to
Ecuador. Some of those loans have been for discretionary budget
spending in Ecuador. Some of them have also been secured with

oil. Ecuador’s ability to raise funds from China, and the fact that
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Ecuador has been paying China back, led the credit rating agency
Moody’s to upgrade Ecuador’s credit in 2012. “In spite of its lack
of access to international capital markets since 2008, after the gov-
ernment defaulted on its 2012 and 2030 Global Bonds, Ecuador has
managed to secure significant amounts of external financing from
China,” Moody’s analyst Sarah Glendon told Bloomberg news.*

China has also showed willingness to help Venezuela to pre-
vent a full-on default. Since the turn of the century Venezuela has
been actively spending public funds to expand social inclusion to
the country’s poor. The country, first under the direction of Hugo
Chavez and then under Nicolas Maduro, was able to fund such
expenditures given the high price of oil in the 2000s—and due to
the joint fund with China. Without these sources Venezuela would
have had very little luck raising such funds in international capital
markets.

In 2014 the price of oil began to slide significantly, and
Venezuela’s cash flow narrowed. According to official reports,
Venezuela was able to renegotiate some of the details of their
loans-for-oil with China in order to meet anticipated cash-flow
problems in 2014. One of Venezuela’s loans-for-oil required a mini-
mum shipment of 300,000 barrels of oil per day to make sure the
loan would be repaid back at a rate between s4o and syo per bar-
rel. When the deal was struck, oil was trading at approximately
$50 per barrel. Given that prices soared to over s100 in early 2014,
Venezuela was overpaying for its loan and the Chinese were reim-
bursing China for those windfalls. The new arrangement allows
for Venezuela to only sell enough oil as is necessary for the loan,
and avoid delayed reimbursements, and extends the three-year
repayment period deadline.* Later in 2014 conditions worsened in
Venezuela. The price of a barrel of oil continued to plummet, as
did the value of the country’s currency. Apparently with Chinese

approval, Venezuela moved s4 billion in loans from China that
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were earmarked as infrastructure and development loans into their
foreign exchange reserves account.

China has also thrown a lifeline to Argentina. As noted earlier,
the PBOC has extended swap lines to Argentina and Brazil. In 2013
the central banks of China and Argentina agreed to an s11 billion
currency swap. Argentina experienced a grave financial crisis in 2001
and 2002. In the aftermath of the crisis, Argentina renegotiated its
debts with the majority of its bondholders. However, a number of
hold-out investors took Argentina to New York courts and sued
Argentina for not paying them the full value of their investments.
This highly unusual case caused a great deal of controversy among
the world’s economic policymakers—with the United States and
the IMF arguing that the New York judge’s interpretation of the
case that Argentina had to pay the full value of bonds to those who
decided to hold out from their bond restructuring was both suspect
and a threat to the stability of the sovereign debt regime in the world
economy.” This case, as well as reduced demand for Argentine soy
products due to a slowdown in Chinese demand, accentuated an
already grave situation in Argentina. Export earnings nosedived,
as did the value of the Argentine peso. Argentina’s three-year cur-
rency swap with China allows each country to lend the equivalent
of s11 billion in yuan or pesos over a three-year period. By mid-2015
Argentina drew on the swap and converted over s1 billion from yuan
to dollars in order to bolster its dollar foreign reserves as well.*

Currency swaps aren’t only going to nations considered as
inherently fragile. Indeed, Latin America’s most stable economy
from a macroeconomic perspective, Chile, signed a three-year cur-
rency deal with China in 2015 for 3.6 billion.”

These lifelines may only be the beginning. On the sidelines
of the 2014 World Cup in Brazil, the BRICS (Brazil, Russia, India,
China, and South Africa) countries established a New Development

Bank and a Contingency Reserve Arrangement to provide more
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development finance and financial safeguards across the develop-
ing world while also presenting an alternative decision-making
model to the World Bank and the IME Unlike the World Bank,
the s100 billion New Development Bank will have a one-country,
one-vote system and no country will have veto power. Unlike the
International Monetary Fund, the s1o0 billion Contingent Reserve
Arrangement will allow countries to draw on the fund for balance
of payments difficulties (similar to those experienced by Argentina
and Venezuela) and make decisions on a consensus basis.* These
new arrangements help China spread risk better as well. Rather
than being exposed to the shaky borrowing histories of nations
such as Venezuela on a bilateral basis, China can share that risk
with the BRICS.

In January of 2015 China hosted the first ever China—CELAC
cooperation summit. At that venue, China commited 20 billion in
special loans for Latin American infrastructure cooperation, sro bil-
lion in preferential loans for Latin American countries, founded a s5
billion China—CELAC Cooperation Fund, and a s50 million China—
Latin America Infrastructure Cooperation Special Fund—this on
top of a s50 million China-Latin America fund for agricultural
research and development centers and a 500,000-ton food reserve.*

It seems that every time a Chinese leader goes to Latin America,
he puts his money where his mouth is. In mid-2015 Chinese pre-
mier Li Keqiang spent just over a week in South America, vis-
iting Brazil, Peru, Colombia, and Chile. That was long enough
to provide a sro billion loan to Brazil’s embattled state-owned
oil company Petrobras, facilitate a s27 billion fund for infrastruc-
ture development in Brazil, and a s30 billion dollar China-Latin
America cooperation fund for promoting infrastructure and
industrial capacity.*®

What a difference a decade makes. At the turn of the cen-

tury Latin America seemed like a fragile continent dependent on
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Washington for trade, finance, and ideas. By 2013 Latin American
countries had a new trading partner that also provided no-strings-
attached finance for its energy and infrastructure projects. Contrary
to opinions that China may thus circumvent Western efforts in
the region, China complemented them. Chinese finance largely
flowed to countries and projects that Western-backed financial
institutions did not partake in. When China did provide financing
in similar areas, such finance was most often at commercial levels,
not sweetheart deals that would undercut the West. Instead, China
adapted new financing techniques to take on more risk to go where
the West would not. This new trade, investment, and finance that
surged due to China’s rise from 2003 to 2013 in Latin America can
be seen as nothing less than the region’s China Boom. As we will
now see, however, many governments in the region became too
complacent with their burgeoning relationship and may not be
equipped to benefit from the next stages of China’s rise.
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Back to the Nineteenth Century?

Colombians almost lost their hats to the China Boom. The Vueltiao,
a cowboy-like hat that is handcrafted by artisans from the Zenu
tribe, is a symbol of Colombian culture. With the same secret
technique that they have practiced for over 1,000 years, the Zenu
weave together natural fibers from palm trees to make hats that
are resistant to sun and water. When then US President Bill Clinton
traveled to Colombia in 2000, he was presented with a Vueltiao by
then Colombian President Andres Pastrana. The hat was declared
a Colombian national symbol in 2004.

A secret no more. According to Eder Suarez, a Vueltiao hat
seller interviewed by El Tiempo newspaper, Chinese businessmen
descended on the indigenous area of San Andres de Sotavento and
began watching how the Vueltiao was made. Shortly afterward
Chinese versions of the Vultiao began to appear in Cartagena.
The Chinese version was synthetic and mass-produced, but similar
enough in appearance to an authentic Vueltiao that it easily fooled
tourists looking to bring home a symbol of Colombia—especially
given that the Chinese knockoffs sold for half the price.

The Zena artisans were walloped by the entrance of China
into the domestic Vueltiao market. Over 50,000 families depend
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on making Vueltiao hats for their livelihood, and of those there
are at least 6,200 women who are the primary breadwinners for
their families." Eder Suarez spent his entire life making Vueltiao
and selling the hat at a stand in Cartagena; he said, “T have to feed
my children and they have forced me to betray my principles by
selling both types of hat, and unfortunately I have to admit that
the Chinese hat sells out faster than our hat.” According to Suarez,
at their high point in 2013 the Chinese hats sold at three times the
rate of Colombian hats; in a typical month Suarez sold 180 Chinese
copies, and only 60 authentic hats.> While a Chinese hat sells for
20,000 Colombian Pesos (s10), the cheapest authentic Vueltiao sell
for 40,000 Pesos ($20).

In the Colombian town of Tuchin people called on then-
President Juan Manuel Santos to act to defend their cultural symbol
and source of income. “We are asking President Santos to help us,
to do something for us, and if we do not accomplish anything with
that we will have to act the way our traditions mandate,” said the
mayor of Tuchin, Eligio Antonio Pestana. “The way our traditions
mandate,” in this case, means a group of people going to Monteria
to as a symbol of protest.’ The Colombian government was quick
to act. The Vueltiao had been marked as “intellectual property”
in 2011, and in 2013, when the Colombian national press began to
cover the sales of Chinese Vueltiaos, the government ordered the
suspension of “production, commercialization or sale of all hats
that try to imitate or replicate the hats protected as “Tejeduria
Zenu,” or the hats protected by the ‘Sombrero Vueltiao” brand,
with the goal of substituting it.”* Then-Trade Minister Sergio
Diaz-Granados told Bloomberg that the sombrero “is entitled to
the same protected status as dry-cured ham from Parma, Italy, or
sparkling wine from France’s Champagne region.” Colombia also

slapped a s4 per kilogram tariff on imported apparel and footwear.’
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In a press interview, Colombian Finance Minister Mauricio
Cardenas summed up one of the dark sides of the China-led
commodity boom in Latin America: “While we’re all happy with
one side of the story, enjoying the high price for our commodity
exports, the economic impact on the currency and manufactur-
ers can be very negative.”® What happened with the Colombian
Vueltiao is symbolic of a trend that became associated with the
China Boom across the Americas. Argentina and Brazil lost toys
and shoes; Mexico and Guatemala lost their shirts and computer
exports. What Cardenas was alluding to was the fact that the China
Boom was associated with the appreciation of national currencies
in the region, and a subsequent reduction in the competitiveness
of manufacturing and other noncommodity export sectors in
Latin America. The appreciation of a currency is another way of
saying that a domestic currency is more expensive. If it is more
expensive vis-a-vis another country’s currency, the competitiveness
of the goods and services from the country with the higher value
will suffer. Stories like the Vueltiao were a hindrance during the
China Boom. Now that the boom is slowing or plateauing, these
failures may come back to haunt the Americas for decades. In fact,
if the region doesn't start getting the right policies in place, many
fear that they will go back to the nineteenth-century economic

structure described in chapter 2.

The Curse

Economists have a term for those economies that are well endowed
with natural resources but never seem to accelerate into moder-
nity. Latin Americans know the term all too well, as they spent the
better half of the twentieth century trying to dispel it. You might
think that countries richly endowed with oil, iron ore, soybeans,
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copper, and other scarce natural resources would hold the key to
wealth creation in the global economy. Unless, that is, such a coun-
try falls victim to the “resource curse.””

The truth is, countries well endowed with natural resources
often perform worse than countries without such riches, especially
when they have weak institutions that cannot capture some of the
benefits of commodity-led growth and invest them into activities
that foster long-run development. When demand and prices for
primary commodities rise, so does the value of a nation’s cur-
rency. Currency appreciation makes consumers favor imports over
domestic production while at the same time making noncommod-
ity export sectors less competitive. When demand and prices of
primary commodities stop growing, currencies depreciate. If a
nation’s currency is determined by the market, export competi-
tiveness can recover when a currency depreciates—as long as there
has been adequate investment in productivity-enhancing activ-
ity and as long as the private sector has not accumulated a lot of
dollar-denominated debts.

Let’s start by looking at what can happen on the way up.
Currency appreciation from rising prices, demand, and specula-
tion can cause companies and governments to take on too much
debt. When dollars are cheap relative to local currencies, countries
can take on a lot of dollar-denominated debt without it being a
lot in comparison to the size of their (local currency) economy.
Currency appreciation can also make a country’s exports too
expensive relative to their competitors in the global marketplace.
Moreover, currency appreciation empowers local consumers to
purchase imported goods rather than domestically produced
goods. If nations aren’t careful, these forces can combine to hol-
low out the industrial and employment base of an economy, and
then there is little to turn to but increased debt when demand and

prices decline.
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It gets worse on the way down. If demand or prices plateau for
commodities, the value of a nation’s currency can slide downward
too. This can be a major source of financial instability if most of
the borrowing on the way up was done in US dollars or other for-
eign currencies. If the value of a currency falls by half, then com-
panies and governments have to come up with twice as much in
local currency in order to pay back dollar-denominated debt. That
is a tall task given that the source of growth in the economy—
the commodities exports—are experiencing a downturn and when
industry has been hard-hit from lagging competitiveness due to the
high prices of exports and domestic consumers purchasing more
imports. If the country has a floating exchange rate—an exchange
rate that adjusts according to supply and demand—exchange rate
depreciation can sometimes trigger a boost in exports given that
they are price-competitive again. The problem is, if a country
hasn’t invested in the noncommodity industries they often lag in
productivity, and global consumers may not want enough of their
products no matter how cheap they become.

The resource curse hasa cure. Governments may tax commodity-
exporting sectors during upswings and invest the windfalls into
industry, innovation, and education. Windfall reinvestments can
keep industry competitive and build out new industries and work-
ers as an economy expands. If these investments are coupled with
exchange rate management, being endowed with resources can be
a blessing rather than a curse. But what seems easy for policy is very
hard in a world of politics. Big commodities exporters and interna-
tional financial interests don't see it in their interests to be regulated,
and push back on governments trying to strike the right balance.
At the same time, the beneficiaries of innovation, industrialization,
and education policies are at their weakest, or by definition (in the
case of industries and skilled workers that do not exist yet) they have

no standing in the political process. It thus takes strong leadership
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and long-term insight for governments to manage the resource
curse—leadership that is waning when politicians are reliant on the
big commodity exporters for political and financial support.®

With a few notable exceptions, Latin American countries did
not manage the financial instability associated with the China
Boom and the global financial crisis; they watched idly as Latin
American manufacturing exports lost competitiveness to China,
and fell far short of capturing and reinvesting some of the windfall
profits attributed to the China Boom. This is very concerning. As
growth slows in the region, there are fewer other options for Latin

American economies to fall back on.

The Primarization of Latin American Exports

I started thinking about the China-Latin America economic rela-
tionship while working in Mexico’s so-called Silicon Valley in 2005.
The city of Guadalajara is in the Mexican state of Jalisco and had
long been home to a cluster of electronics companies. My colleague
Lyuba Zarsky and I were writing a book about the extent to which
the North American Free Trade Agreement (NAFTA) had bolstered
the electronics cluster. It turned out that NAFTA had taken a bite
out of the sector—but the deeper into the century we got, the
less the plant managers of electronics plants wanted to talk about
NAFTA. They wanted to talk about China instead. In the year 2000,
China and Mexico each had around 5 percent of the global com-
puter market. By 2012, Mexico’s share had fallen to 4.3 percent and
more than half (55 percent) of the computers in the world came
from China.” Ever since I finished the book with Lyuba, I have been
researching China in Latin America. The lack of competitiveness
in the Mexican computer market was replicated across the hemi-
sphere during the China Boom—from machine parts in Brazil, hats
in Colombia, textiles in Central America, and electronics in Mexico.
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Exchange rate volatility and a lack of investment into innovation
and industrialization in Latin America met exchange rate manage-
ment and a mammoth Chinese industrial policy aimed at exporting
manufacturing to the world. Latin America lost.

With the exception of Mexico, Latin American manufactur-
ing has been losing its export competitiveness since the begin-
ning of the Washington Consensus period. The manufacturing
powerhouses of the 1950s, Argentina and Brazil, still maintain a
significant domestic manufacturing base at home and have a hold
on some regional markets. However, nations like these have been
losing competitiveness globally for some time. In the 1960s Mexico
created a number of export processing zones called “maquila-
doras.” Maquiladoras aim to attract foreign companies who can
import their inputs duty free from abroad into the zone. Mexican
workers then assemble the inputs into final products, which are
then exported to the United States. Under NAFTA, Mexico had
been gaining ground in the US market. All that changed during
the China Boom. Mexican, Brazilian, Argentine, and other Latin
American exporters had trouble competing with their Chinese
counterparts in the US, world, and regional markets.

Losing export competitiveness is a deep concern for policymak-
ers and economists. Export manufacturing helps put companies at
the global technological frontier, and the interlocking global supply
chains are where the most opportunities are for sales and expan-
sion. Export manufacturing is also very employment-intensive and
provides badly needed foreign exchange to pay for imports and pay
back international debt. Losing export competitiveness can lead
to higher levels of unemployment and make a country more vul-
nerable to price swings in commodity markets. It was Albert O.
Hirschman who termed the commodity sector as an “enclave” that
supports fewer jobs and has fewer linkages to the more dynamic

manufacturing and services sectors in an economy:."
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Before the turn of the twenty-first century, manufacturing as a
percentage of total exports was above 60 percent but had fallen to
almost 35 percent by 2015. As exports to China started to rise, pri-
mary commodities were over half of all Latin American exports.
This has triggered a debate about the “reprimarization” of Latin
American exports. As we saw in chapter 2, Latin America spent
the better part of the twentieth century trying to diversify from
primary commodity exports, only to see shares of commodity
exports mimicking the nineteenth century in the 2000s.

The loss of export competiveness has been well documented
by a number of scholars and policy analysts. With the Uruguayan
political economist Roberto Porzecanski, I calculated the extent to
which Chinese exports were outcompeting their Latin American
counterparts in hundreds of product lines from automobiles to
yarns. Borrowing from methodologies developed at the Asian
Development Bank, we determined that a particular Latin
American export sector was being outcompeted by its Chinese
counterparts if Chinese exports were gaining market share in the
product while Latin American exporters were losing market share
or gaining at a slower rate. Looking at the period from 2000 to
2006, we found that 92 percent of all Latin American manufactur-
ing exports were losing competitiveness to China in this manner,
representing 39 percent of all the region’s exports. The case was
even worse for Mexico, because China’s export processing zones
specialized in similar products but were far superior in sophistica-
tion. During the same period, we found that 97 percent of Mexico’s
exports were threatened by China, representing 71 percent of that
country’s total exports. The only manufacturing sectors in Mexico
weathering the storm were the automotive and trucking industries.
China’s big auto companies will soon find their way into Western
markets, but have been slower to get off the ground. Cargo of cars

and trucks is also very heavy, and thus expensive to ship overseas.
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Mexico’s proximity to the lucrative US market is therefore a real
plus. Finally, the NAFTA has a little secret in it that requires that
62.5 percent of all cars sold in North America have to be produced
in North America—giving Mexico an (unnatural) comparative
advantage in exporting finished cars and trucks.”

Using the same methodology, Rebecca Ray and I calculated
the extent to which Latin American manufacturers were losing
competitiveness with China during the entire China Boom, 2003
to 2013. We found that 78 percent of Latin American manufactur-
ers were losing out to China. Decomposing the threat by region,
in the Caribbean 96 percent of manufacturers were losing export
competiveness to China, 86 percent from Central America and
Mexico, and 79 percent from South America.”

These findings have been replicated throughout the academic
literature and by the work of those working at the World Bank
and Inter-American Development Bank. Almost every study
has found that Mexico and Central American countries have
lost the most in terms of market share in the global economy
to China. This is largely due to the fact that the “export bas-
ket” of Mexico, Honduras, Guatemala, and other countries are
most similar to China’s. Many Central American countries cop-
ied Mexico’s maquila model, specializing in textiles and cloth-
ing for the US market. Between 2000 and 2010 Mexico lost over
1 million jobs in the manufacturing sector, with the yarn, tex-
tiles, and garment chains being among the most hard hit due
to competition from China.” Maquiladoras in Central America
and Mexico offered wages slightly higher than what was on offer
for rural agriculture, and thus drew in a large low-skilled work-
force to sew clothes or snap keyboards onto computers. China
leapfrogged over these countries with its lower wages, a massive
reserve army of workers from the countryside, and exchange

rate policies."
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As the China Boom marched on, with Latin American exchange
rates rising alongside it, South American countries started feeling
the pinch as well. A 2011 survey of its membership by the Brazilian
National Confederation of Industries found that two-thirds of the
membership had lost customers to Chinese exporters. This has
been confirmed by academic economists as well. Rhys Jenkins of
the University of East Anglia teamed with Alexandre de Freitas
Barbosa of the University of Sao Paulo in Brazil and found that
the Brazilian footwear, mobile phone, motorcycle, steel tube, and
furniture industries were the hardest hit from Chinese competition
during the first decade of the 2000s.” In a follow-up study, Jenkins
found that the value of Brazilian exports threatened by China
was expanding—finding that 7o percent of the value of Brazilian
exports were facing Chinese competition. China was competing
with 8o percent of Brazil’s exports to the United States, and 92 per-
cent of Brazil’s exports to the European Union. Perhaps most
alarming was that Jenkins found that Brazil was facing stiff compe-
tition from China in regional South American markets, which have
long been a stronghold for Brazilian exports. What is more, Jenkins
found that Brazil’s loss of competition was not confined to light
manufacturing, but also to more high technology manufacturing
sectors.'

Circling back to Hirschman’s concern about the enclave econ-
omy associated with commodities exports, it appears that Latin
American exports to China followed an enclave pattern. Examining
the period 2000 to 2012, Rebecca Ray from our team at Boston
University found that Latin America’s exports to China support
about 20 percent fewer jobs per USst million than the region’s
exports overall. As China continues to grow as a share of Latin
American exports, this will necessarily drive down the employ-
ment benefits of exports overall. This is due to the fact that in Latin

America, exports support 11.6 jobs in extractive commodities and
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71.8 jobs in manufacturing for every USst million output in each
sector. Of course, primary commodities production also creates
indirect jobs such as infrastructure for roads and so forth, but that
only increases the jobs intensity of extractive industries by a factor

of two, still dwarfing the contribution of manufacturing.

Premature Deindustrialization?

Declining industrial competitiveness is a canary in a coal mine for
what could become a broader trend of declining shares of industry
in Latin America’s economies. The diversification of both exports
and the basic production structure of an economy are among the
most key ingredients of economic growth. The more products
that are competitive in the marketplace, the more opportunities
there are for growth. Industry is the most technologically sophisti-
cated and is the main driver of the kind of economic growth that
can help countries move from rags to riches. Countries that have a
broader set of economic activities are also more apt to withstand
shocks. If there is a sudden decline in commodities prices, the
economy can still rely on services or manufacturing, and so forth.
Industrialization has brought more than just economic benefit.
The economist Dani Rodrik from the Institute for Advanced Study

in Princeton reminds us that:

A progression of manufacturing industries—textiles, steel, auto-
mobiles—emerged from the ashes of the traditional craft and
guild systems, transforming agrarian societies into urban ones.
Peasants became factory workers, a process that underpinned
not only an unprecedented rise in economic productivity, but
also a wholesale revolution in social and political organization.
The labor movement led to mass politics, and ultimately to

political democracy.”
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Rodrik, who coined the term “pre-mature de-industrialization,”
has demonstrated how Latin America’s share of industry has dete-
riorated the most among developing countries in recent decades.
Deindustrialization in the industrialized world is a well-known
phenomenon, and the industrialized world occurred after rich
countries had reached a certain level of income. The problem is
that developing countries—and Latin America in particular—have
begun to deindustrialize before the region has reached the liv-
ing standards of the industrialized countries (before the level of
industrialization began to decline in wealthier countries). Rodrik
observes that Latin America has been deindustrializating since
the 1980s (see Figure s5.1). Latin American countries “imported
deindustrialization” during the Washington Consensus period by
opening up their markets prematurely—before they were able to
reach a healthier mix of industry in the economy.*®

The question that is hotly debated in the hemisphere is whether
the rise of China is accelerating the deindustrialization of Latin
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Figure 5.1 Premature Deindustrialization in Latin America?
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America. Of course, declining export competitiveness in manufac-
turing will eventually trickle into the domestic economy. This is
especially true in countries like Mexico and Central America where
manufacturing is largely export-oriented. But manufacturing in
commodity-rich South America is different. In Brazil, exports are
only one-fifth of manufacturing production and employment (in
Mexico it is closer to four-fifths).

Manufacturing as a share of the total economy was close to 30 per-
cent in Brazil and Argentina by 1980, and over 20 percent in Mexico and
Colombia. By 2013, industry declined to less than 15 percent in Brazil
and Argentina, 17.8 percent in Mexico, and 12 percent in Colombia.
The period of the most dramatic declines in Latin America was from
1990 to 2002. This was the period when the region took part in exten-
sive trade liberalization efforts, and would thus support Rodrik’s
observation that the region’s deindustrialization was imported. The
China Boom, however, comes in second. In Latin America as a whole
and in Argentina, Brazil, Mexico, and Colombia, manufacturing
declined more than in the crisis-wracked “lost decade” of the 1980s.

In their study of Brazil during the China Boom, Jenkins and
de Freitas Barbosa argue that China’s impact on Brazil is small but
growing fast. They estimate that imports as a share of Brazilian
consumption have been growing in general, from 14 percent in
1996 to 20 percent in 2010. Chinese import penetration of Brazilian
industrial consumption was small but growing faster than the
average—starting at less than 1 percent in 1996 and reaching
5 percent in 20r10. According to their estimates China appears to
be taking exports away from other exporters to Brazil, rather than
domestic markets away from local producers, with the exception
of parts of the textiles and electronics industries, which were facing
real pressure. The authors conclude that “the competitive pressure
on the Brazilian industrial system from China, albeit small, is grow-
ing fast and at different speeds across sectors. The continuation of
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these trends would make the hollowing out of Brazilian manufac-
turing a real possibility.”"

Another sign that domestic manufacturing is suffering damage
from Chinese competition in their home markets is the increased
frequency in antidumping cases against China at the World Trade
Organization (WTO). Companies can appeal to their governments
to put in place temporary protections if they can prove that they
are suffering damage from a foreign exporter. Since 1995 Latin
Americans have initiated close to 18 antidumping cases per year.
Since China entered the WTO in 2001, more than half those cases
have been filed against China and form the majority of all cases
filed by Argentina, Mexico, Brazil, and Peru.

Argentina launched a 2009 case against China on behalf of
unions and local manufacturers in the Argentine footwear indus-
try. The case escalated, with China kicking Argentina back where
it hurt most. Citing a 50 percent surge in Chinese imports from
2006 to 2007, and a 43 percent decline in the price of Chinese shoe
imports from 2002 to 2007, Argentina took China to the World
Trade Organization. Argentina registered an antidumping inves-
tigation against Chinese footwear, starting a four-month period
of temporary antidumping measures.” After further grievance
from industry and workers, in March 2010 Argentina imposed anti-
dumping duties in the form of tariffs on Chinese shoes, to be in
effect for five years.” These actions angered China’s Vice Minister
of Commerce Jiang Yaoping, who responded by saying that
Argentina’s measures were “totally anomalous and discrimina-
tory.”* Argentine Production Minister Debora Giorgi responded
to Yaoping’s comments by stating that Argentina took the mea-
sures “to protect the national industry and the work of 600,000
Argentine workers,” and emphasized that “China is one of our
largest trade partners. All we want is to hold a healthy and respect-

ful relation of healthy competition.”*
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In April of the same year China struck back at Argentina. In
retaliation for the increased protectionist measures, a Chinese
trade body told traders to stop buying Argentine soya oil, claim-
ing that the oil contained an excessive level of solvent, and there-
fore did not meet quality standards.* Before the dispute, Argentina
accounted for 77 percent of China’s soy oil imports, but afterward
its share of the market fell to 12 percent.” While the countries
tried to reach a solution to their dispute, many shipments of soy
oil scheduled for April from Argentina to China were delayed. An
Argentine oil trader commented to Mercopress: “It’s odd that with
Argentine soy-oil 40 to 50 USD cheaper than other countries, not
a single Chinese importer is asking us to load the contracts that
we had already agreed upon.”” In July 2010, Argentina’s president,
Cristina Kirchner, visited China. China agreed to accept Argentine
oil again, in exchange for allowing China to play the central role
in the modernization of Argentina’s ailing railroad system. As a
result of this meeting, China resumed accepting oil and Argentina
made China the central part of its railroad modernization pro-
gram.” Speaking to Bloomberg, Li Qiang, managing director at
Shanghai JC Intelligence Co., said, “China and Argentina seem to
have improved relations recently and the two countries want to put
the soybean oil row behind them to form a more extensive trading
partnership in areas including energy and railroads.”?®

Brazil was also involved in a highly publicized footwear case.
The Brazilian footwear industry is the third largest in the world
after China and India. Production takes place in many areas of
the country, especially the Vale dos Sinos in Rio Grande do Sul,
and Franca in Sao Paolo. The sector is strongest in Franca espe-
cially, supporting a large part of the employment in the region.
Producing shoes is strategic for Brazil, as it has the technology, raw
materials (cattle to produce bovine leather), and the labor, which

includes people who are specialized in shoe design and production.
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Brazil’s main advantage had been, however, a low production price
due to cheap labor.”” Currency appreciation that had been persis-
tent in Brazil since its crisis in the 1990s led many international
footwear producers to look for cheaper shoes, which they found in
China. There was simultaneously an increased supply of Chinese
shoes as China developed capital to produce better shoes, and even
recruited Brazilians to consult on designing footwear.’® The major
Brazilian newspaper Folha de Sao Paulo published a story in October
2003 about Aethelwald Zilli, a Brazilian who moved to Dongguan
in China. Zilli told reporters that “China pays those in the footwear
industry very well, they want to get all the technology they can
in order to become a presence in the footwear industry.” While
unemployed after the Brazilian financial crisis, Mauro Willrich saw
an ad in a local Brazilian newspaper recruiting people knowledg-
able of the footwear industry. He promptly moved to China where
he was given an apartment, food, and airfare to be employed by
Paramount shoe manufacturer, along with 150 other Brazilians.
(Paramount manufactures American brands such as Nine West.)
Fabiana Ebert, who moved to China in 2002 to work in the footwear
industry, summed up the feelings of many Brazilian immigrants to
China, and said, “In [Brazil] many companies are struggling, and it
is difficult to get a good job.”*

As in Argentina, by 20082009 Chinese shoes were significantly
penetrating the Brazilian market. In October of 2008 the Brazilian
Association of Footwear Industries (Abicalcados) lodged a com-
plaint against Chinese shoe imports, and in 2010 the Brazilian
authorities imposed a definitive anti-dumping duty on some types
of Chinese shoes, amounting to $13.85 per pair of shoe. This was to
be applicable for five years.*

In response to the tariffs Bai Ming, a researcher at the Chinese
Academy of International Trade and Economic Cooperation, told

the Global Times: “Under the current global economic slowdown,
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many countries are resorting to protectionism . . . The protection-
ist practices will not only impact the bilateral trade but also China’s
interest in investing overseas.”*

That was just fine by Abicalcados, who announced that by 2010
at least four national manufacturers of shoes signed contracts
to produce shoe parts that would have previously been made in
China, after the antidumping measures imposed by the govern-
ment.* In July of 2012, Brazil went further and voted to add an
additional 182 antidumping duties to unfinished footwear products

from China.”

The China Boom and Financial Instability
in the Americas

Back in 2010 the future never looked brighter for Brazil. It had
been singled out by Goldman Sachs as one of the engines of
global growth, hit the cover of The Economist, and won bids for
the World Cup and the Olympics. Underneath the record growth
figures that Brazil had experienced until then was booming
demand and prices for Brazil's iron ore, soybeans, and petroleum
from China. Brazil mirrored heightened expectations for most
of Latin America, especially the resource-rich nations in South
America.

The story of Banco Pine, a midsize Brazilian bank, is a telling
example of how the commodity boom had a dark side in terms
of financial instability. In 2010 Banco Pine issued sr25 million in
corporate bonds for international investors in the booming cor-
porate bond market. Banco Pine’s offering was a smash success.
Brazilian interest rates were over 10 percent in 2010, at the same
time the Federal Funds rate for US Treasuries was close to zero.
Investors thus borrowed dollars on the cheap in the United States

and parked them in places like Banco Pine. As late as 2014 Banco
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Pino’s bonds were trading at s1.06 on the dollar, but by 2015 they
had begun sliding at 94 cents. The Financial Times called Banco Pine
a “bond in distress” and emblematic of emerging market corpo-
rate debt concerns after 2014.%°

Banco Pine’s issuance occurred when the Brazilian real had
appreciated by almost 50 percent in 2010, and when the bank’s
prospects for lucrative projects looked boundless. What Banco
Pine didn’t see was that many of its investments were not going
to pan out due to a change in Brazil’s macroeconomic (and politi-
cal) headwinds. Brazil’s companies had become less competitive
due to exchange rate appreciation and a lack of investment. Banco
Pine’s bond comes due in 2017, and if the Brazilian real continues
to plummet as it has since 2014, the bank could face a crisis. Even if
the worst doesn’t happen, however, Banco Pine went into contrac-
tion mode—offering fewer loans—at exactly the time when the
economy needed to be in expansion mode.

Modest-sized Banco Pine is emblematic of the financial insta-
bility that rumbled under the Americas during the China Boom.
As we discussed in chapter 3, Chinese demand for Latin American
commodities surged after 2003, as did the region’s growth pros-
pects. Chinese demand for commodities made them more scarce
and further boosted the prices for commodities. This improved
Latin America’s terms of trade—the ratio of export to import
prices for an economy. Getting higher prices for exports over
imports can be not only helpful for growth, but also for main-
taining macroeconomic stability. When a country has poor terms
of trade—high import prices versus export prices—the country
often has large external deficits that have to be covered by foreign
borrowing. Because of the terms of trade, Latin America experi-
enced a current account surplus from 2003 to 2007—meaning that
on average the total value of exports exceeded the total value of

imports. These surpluses allowed Latin American governments
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to pay down external debts. Whereas external debt amounted to
more than 25 percent of GDP from 1998 to 2002, those levels were
brought down to 5.5 percent from 2008 to 2013.”

Governments became more prudent, but the corporate and
financial sectors in Latin America did not. In the bond market, for
example, Latin American governments and corporations (includ-
ing banks) issued $16 billion in bonds in 2003, but by 2014 they had
issued over s1oo billion. Of all Latin American issuances between
2003 and 2014, 83 percent were in the corporate sector, with 75 per-
cent of the bonds denominated in dollars.”® Forty-two percent of
the bonds issued by Latin American entities were issued in Brazil.

What did the China Boom have to do with the Latin American
borrowing spree, and to what extent should the region be con-
cerned about financial fragility? For the first part of the question,
pretend for a moment that you are a New York hedge fund or pen-
sion fund investor in New York in 2010. In the wake of the global
financial crisis of 2008—2009, China puts in place a massive stimu-
lus package of 12 percent of GDP. The bulk of this stimulus is in
the form of credit to local governments for boundless urbaniza-
tion and infrastructure projects.”” Subsequently, demand for Latin
American commodities and economic growth in Latin America
are projected to increase because Latin America will be key in
supplying copper, iron ore, and petroleum for China’s investment
surge. Meanwhile, the US economy in 2010 is slow to recover from
the crisis, the Eurozone is in the midst of its own crisis, and Japan
is still stuck in the doldrums. Latin America looks like a good bet.

But there is more. The Federal Reserve of the United States has
deployed a mix of methods to bring US interest rates near zero,
so borrowing large sums of money is cheaper than at any time in
your career. You decide to borrow at near-zero interest rates in the
United States and invest in bonds, currencies, stocks, and deriva-

tives in Latin America, where growth projections interest rates can
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be over 10 percent and growth rates are projected to be high as
well. You buy bonds issued by Banco Pine, stock in the Brazilian
iron giant Vale, and foreign exchange derivatives in Brazil, Chile,
Colombia, Peru, and beyond. You do very very well.

As Figure 5.2 makes vivid, capital flows surged into Brazil dur-
ing the China Boom. After a sudden stop in capital flows during the
global financial crisis in 2008, the forces just described triggered a
quick surge back into Brazil’s markets. The figure also shows how
Brazil's exchange rate skyrocketed alongside the capital flows—
appreciating by 4o percent in real terms from 2003 to 2011.

But individual investors and individual debtors seldom lack
enough information to determine whether their investments tip
the scales such that they bring risk to a country or region’s finan-
cial system. That’s where the International Monetary Fund (IMF)
came in. In 2011 and 2012 the IMF raised concern and eyebrows
when it told Latin America and other emerging markets that they

might need to cool off the capital flows that were surging into their
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economies. Exchange rates in the region had appreciated almost
50 percent on the decade for many countries, and credit expansion
in the private sector was approaching bubbling proportions. In the
short term, the IMF warned, exchange rate appreciation and credit
bubbles could hurt the competitiveness of firms and bloat the bal-
ance sheets of the private sector. In the medium to long term, the
IMF feared, a slowdown in China or an increase in interest rates in
the United States could trigger an unwinding of capital flows to
Latin America that could cause exchange rates to depreciate and
debt to balloon in proportion.*

The IMF recommended that countries put in place stiffer bank
supervision so that Banco Pines did not borrow too much, and
urged governments not to excessively borrow (while acknowledg-
ing that governments had manageable debt loads and that the bulk
of the problem was in the corporate sector). The IMF also stressed
the importance of having a flexible exchange rate and storing for-
eign exchange reserves in case an exchange rate plummeted to
an unsustainable ratio. As a signal that the IMF was really serious
about their diagnosis, they even recommended that countries might
need to put in place capital controls on the inflow of capital—taxes
or limits on investments in currency, bond, and stock markets—to
stem exchange rate appreciation and asset bubbles. Capital con-
trols had been shunned by the IMF for over a decade as uncon-
ventional methods that prevented much needed investments from
reaching emerging markets. Capital controls had also fallen out of
favor among mainstream finance ministers. The environment had
become such a concern, however, that the IMF changed its tune by
stating that nations may need to resort to such instruments along-
side more traditional measures.” Even the more reluctant finance
ministries also wouldn’t rule them out. “We do not like capital

controls,” said Colombian finance minister Mauricio Cardenas in a
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press interview, “but we have not scrapped the idea altogether—it is
always a handy option. I even have one plan in my desk drawer.”*

Indeed, some Latin American countries were already practic-
ing what the IMF was preaching, but perhaps not enough to fully
stem the instability underlying the global economic environment
of the China Boom and the slowdown in the West. Former gov-
ernor of the Central Bank of Chile, Jose De Gregorio, argues that
most countries weathered major financial turbulence through 2013
because most countries had good macroeconomic policies in place,
had flexible exchange rates and used capital controls and foreign
exchange interventions at crucial times, had good regulations for
banks in place, and, crucially, had the “good luck” of high Chinese
demand and commodities.”

By 2014 that good luck was running out. The luck of Chinese
demand, high commodities prices, and cheap money from the
United States started to turn in 2014. Without that luck, all of
the other promising measures will be under significant stress.
The combined slowdown in Chinese demand and lower commodi-
ties prices really hurt the Latin American economies. The IMF put
Latin American growth at 1.4 percent in 2014, and projects just over
2 percent per annum for the next few years—way down from the
3.6 percent growth from 2003 to 2013. Commodity prices also hit a
plateau in 2014, with some commodities such as petroleum sliding
significantly. Even though the overall level of commodity prices
still remained significantly higher in 2015 than at the turn of the
century, what may be the biggest concern for the region is that
prices no longer seem to be growing. The IMF reckons that even
if commodity prices stayed at 2013 levels, GDP growth in Latin
America to 2019 would be 1% percentage points lower than during
the China Boom.*

If prices do go down to historical levels the region could expe-

rience significant financial turbulence, according to calculations
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by Jose Antonio Ocampo, former finance minister of Colombia
and now a professor at Columbia University in the United States.
Ocampo recalculates the current account deficit in Latin America
if commodity prices and the terms of trade returned to their 2003
levels. Under this scenario, Latin America would have faced a cur-
rent account deficit of 7 percent in 2013—the same level that trig-
gered Latin America’s financial crises of the past.”

Exchange rate flexibility can certainly help as a shock absorber,
but also comes with great risk. Given that three-quarters of Latin
American debt in 2014 was denominated in dollars, depreciating
currencies means ballooning corporate debt. Indeed, currency
depreciation is now strongly linked to Chinese growth forecasts.
Warnings abound across the financial press: “The Brazilian real
dropped to its weakest level since late 2004 on Tuesday on disap-
pointing economic data from top trade partner China and concerns
over the health of Latin America’s largest economy.”* It is not just
Brazil. The IMF analyzed the impact of bad news on China’s indus-
trial output on Latin American currency markets and found that
bad news was associated with about a half percent decline in the
value of the exchange rate for Latin America’s main commodity
exporters.” More bad news spells less demand and lower prices,
plummeting Latin American currencies and ballooning corporate
debt. If the private sector cannot handle the debt levels, countries
may need to rescue the private sector. Corporate debt problems
can quickly become sovereign debt crises even for the most pru-
dent countries—as was the case with Ireland and Spain in the
Eurozone.*

Of course, exchange rate flexibility may have a benefit as well.
Falling currencies in Latin America could make Latin American
manufacturing goods competitive again. What is more, currency
depreciation can make imports too expensive and lure consumers

to purchase more domestic goods and services. This benefit will
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only come if Latin American manufacturers are able to increase
their productivity, as well as lower their prices.

While it is clear that China has significantly impacted the
competitiveness of Latin American exports, by 2013 it was also
clear that China was making modest inroads into domestic Latin
American industry as well. The China Boom was also associated
with more exchange rate volatility. If these trends continue we will
witness a real hollowing out of Latin American industry, as the
resource curse would predict. Rhys Jenkins also says that “on the
other hand, the size and coherence of the internal market and the
public policy options and institutions available mean that a differ-

ent pattern of development is possible.”*

Squandering the China Boom?

How well did Latin America do during the China Boom in terms
of preventing the resource curse? Many countries in Latin America
deserve praise for capturing some of the windfall profits of the
China Boom and using those resources for social development—
especially to reduce poverty and inequality. Without belittling the
need for poverty reduction, however, the region’s governments fell
far short in capturing the rents from the China Boom and investing
in upgrading technology, innovation, and industry so that those
who are lifted from poverty can find a place for meaningful work.
From 2006 to 2009, the World Bank convened the Commission
on Growth and Development that brought together Nobel econo-
mists with leaders from governments and the private sector across
the world. The commission’s final report stressed the need for
nations to make capital investments into their economies to the
tune of 25 percent of GDP or more. With such investment, the
poorer countries of the world would finally be able to achieve
growth rates that would allow them to catch up to the more
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well-off nations of the world and truly achieve higher living stan-
dards for their people. This was not the first articulation of the
need to invest 25 percent or more to achieve growth; such a rec-
ommendation has long been touted by economists and interna-
tional institutions. But coming from such an established group of
contemporaries, the message permeated more world capitals than
ever before.

Except those in Latin America. The IMF looked at commodity
booms in Latin America since 1970 and confirmed that the income

2

windfall from the China Boom in Latin America was “unprece-
dented in terms in magnitude.” However, they also concluded that
Latin America’s effort to save the proceeds from the China Boom
was significantly lower than past episodes. The IMF economists cal-
culate that incomes due to the China Boom were 15 percent higher
than they were in Latin America during the boom of the 1970s,
accounting for a 1.5 percent of GDP on average during the period.
At the margin, however, the IMF found that Latin Americans were
not increasing their saving in proportion to the windfall. Not only
were Latin Americans saving less on the margin relative to the past,
but they also saved less of the China Boom than did other regions
in the world.”

One of the reasons that Latin American countries had a rela-
tively weak growth performance even during the China Boom was
that there was a lack of capital investment into the region’s econo-
mies. This is nothing less than a travesty, given that the windfalls
experienced during the China Boom were among the largest in
Latin American history. According to data from the World Bank,
gross fixed capital formation as a percentage of GDP in Latin
America was barely higher than during the crisis-plagued years of
the Washington Consensus period. During the China Boom invest-
ment amounted to 19.6 percent of GDP, whereas from 1980 to 2002
investment averaged 18.8 percent. These poor investment levels

BACK TO THE NINETEENTH CENTURY? | 113


josemiguelahumada
Highlight

josemiguelahumada
Highlight

josemiguelahumada
Highlight


were far shorter than the 25 percent seen as a rule of thumb for
catch-up growth, and were dwarfed by China’s staggering 45 per-
cent of GDP of capital investments during the boom (up from
35 percent from 1980 to 2002). Even Africa, long plagued by slow
growth and weak investment, was able to invest 25 percent of
GDP during the China Boom years. Chile, Colombia, Mexico, and
Peru did manage to invest at above average rates for Latin America
during the China Boom, with Ecuador investing the most at 22.9
percent of GDP. In Brazil, despite its having one of the strongest
national development banks in the world, investment was far
below the average at a mere 18 percent of GDP.” It thus may come
as no surprise then that Latin America had one of the lesser China
Booms in the world—the sub-Saharan region grew by 5.2 percent
during the China Boom (compared to Latin America’s 3.6 percent),
and South Asia by 7.1 percent.

The Economic Commission for Latin America and the
Caribbean (ECLAC) came to similar findings when examining
the fiscal revenues that Latin American governments were able
to capture during the China Boom. ECLAC found that Latin
America did not capture tax and royalty revenues from com-
modities production in proportion with the rise in the windfalls.
What is more, ECLAC found that nations were more apt to
quickly spend the newfound revenues than to invest them into
innovation and industrialization or to put them into funds for
stabilitization or intergenerational equity. To the credit of many
nations, particularly Bolivia, Peru, and others, this expenditure
went toward cash-transfer and other poverty programs that have
helped reduce poverty and inequality in the region. Second,
ECLAC found that windfalls were used to help accumulate for-
eign exchange reserves that have proved useful during periods of
financial instability and may be essential going forward into the

future.”
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In terms of industrialization and long-run growth, Latin
American governments and firms also failed to invest in innovation
and technological change. Justlook at Table 5.1. Whereas industrial-
ized countries spend over 2 percent of GDP on research and devel-
opment, Latin America put only 0.66 percent of GDP into research
and development during the China Boom. Close to 500,000 pat-
ents were registered in Latin America during the period, but only
12 percent of those were by Latin Americans, meaning that most
of the patents being registered were by multinational companies
placing their patents in Latin America. By contrast, China invested
1.52 percent of GDP into innovation and technological upgrading
and registered a mammoth 3 million patents. Seventy-one percent
of patents registered in China were by Chinese, signaling new
innovations.

Finally, while the region was able to stem the worst financial
turbulence during the financial crisis, there has been a significant
build-up of financial instability in the region. As noted earlier,
the massive inflows of speculative capital accentuated exchange
rate appreciation in the region and expanded credit to unsustain-
able levels. As China demand slows and interest rates rise in the

Table 5.1 Technological Innovation in China and Latin
America, 2003-2013

R&D Patent
Applications
(%GDP) Total Resident share (%)

China L5 3,039,498 71
LAC (ave) 0.7 491,744 12
Argentina 0.5 36,183 17
Brazil I.I 222,467 19
Colombia 0.2 17,913
Mexico 0.4 146,751

BACK TO THE NINETEENTH CENTURY? | 115


josemiguelahumada
Highlight

josemiguelahumada
Highlight

josemiguelahumada
Highlight


United States, exchange rates will depreciate and the size of cor-
porate sector debt could balloon to levels that could require states
to intervene—which could then put them in financial jeopardy as
well. Exchange rate flexibility may help regain some export com-
petitiveness, but not without technological upgrading and man-
ageable debt levels.

Perhaps the Achilles heel of the China Boom in Latin America
is an aspect of the resource curse that has only recently begun
to attract attention—the environmental and social aspects of

commodity-led growth. To that subject we now turn.
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The Dragon’s Footprint

In September of 2014, over 400,000 people gathered on the streets
of New York City to send a signal to the world leaders attending
a United Nations summit on global climate change. People came
from all over the world to be heard, including celebrities Sting
and Leonardo Dicaprio, and politicians such as the French foreign
minister, Laurent Fabius. UN Secretary General Ban Ki-moon was
there, marching alongside former vice president of the United
States Al Gore, Mayor of New York City Bill de Blasio, and natural-
ist Jane Goodall. For over six hours the marchers led chants, sang
songs, and waved thousands of colorful placards making state-
ments like “United for Climate Action,” “Don’t Mess with Our
Mama!,” and “Hands Off Our Future!” These voices were heard.
The over 120 world leaders who showed up for the conference
renewed pledges to reduce the impact of economic activity that
threatens the earth’s climate.' Indeed, months after the summit the
world’s two largest climate polluters, the United States and China,
reached a landmark agreement to cap their emissions of pollutants
that cause global climate change.

Leonardo Cerda and Gloria Ushigua came all the way from

the Andean rainforests of Ecuador to participate in the march.
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Ushingua’s placard read “Andes Petroleum out of Sapara territory!”
Cerda is aleader of the Kichwa people in Ecuador; Ushigua is from
the Sapara people, where she is president of the Association of
Sapara Women. Both the Kichwa and Sapara languages have been
characterized as critically endangered by the United Nations. Their
peoples live in the jungles of the Amazon in the eastern part of
Ecuador and border Yasuni National Park, a UNESCO Biosphere
Reserve singled out as being one of the most biologically diverse
locations on earth. Andes Petroleum was formed by the Chinese
oil giants CNPC and SINOPEC and has recently been awarded two
concessions in Kichwa and Sapara territory—home to some of the
most endangered peoples and most biodiverse areas in the world.
A growing coalition of local and global activists are organizing to
use the Andes story to epitomize the growing destruction of local
and indigenous communities, biodiversity, and climate by oil com-
panies in general and Chinese companies in particular.”

This story captures one of the most central challenges of the
China-Latin America economic relationship. China’s demand for
energy and natural resources is what makes Latin America such a
strategic partner as China continues to rise. Trade and investment
in these sectors are key drivers of economic growth in the region.
However, energy and natural resource extraction has long been
endemic to environmental degradation and social conflict across
the Americas. In the rainforests of Brazil, Ecuador, and Peru; in
the mines of Peru and Bolivia; and beyond, the China-led com-
modity boom has ignited a new round of environmental struggle
in the region. If Latin American governments do not manage these
resources properly it will not only trigger environmental and social
crises, but it will also threaten the region’s economic prosperity.
Indeed, according to estimates by the World Bank, the economic
costs of natural resource degradation in Latin America already

increased significantly during the China Boom.
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Rightly or wrongly, Chinese companies are increasingly seen
as the face of this new environmental destruction. Interestingly,
while Chinese demand is certainly the key driver of commodity
growth in the region, when Chinese companies locate in Latin
America they do not tend to perform uniformly worse than their
domestic or other foreign counterparts that invest in natural
resource sectors. China has weaker environmental regulations at
home and a fledgling set of environmental guidelines for its multi-
national companies. Despite that fact there are some cases where
Chinese companies are capable of complying with national and
international standards, and they are sometimes setting best prac-
tices. Nevertheless, China too will need to improve its social and
environmental footprint as it continues to invest in Latin America.
This will be important in order for China to maintain its image
with other developing countries as a Southern partner that acts dif-
ferently than Western companies and financial institutions. It will
also be important in order for China to maintain and expand mar-
ket share in a region that is an increasingly strategic one in terms

of securing natural resources for China’s prosperity.

The Dark Side of Commodity-Led Growth

Energy, food, and natural resources are the cornerstone of Latin
America’s comparative advantage. Thus the exploitation of pri-
mary commodities is key for trade and economic growth in just
about every country in the region. As we saw in chapter 3, Chinese
demand boosted prices for primary commodities worldwide until
about 2013 and granted Latin America one of its better growth
spurts in decades. The geography and demographics of Latin
America happen to place much of the region’s natural resources in
pristine or ecologically sensitive areas inhabited by local communi-

ties (often indigenous) who earn their livelihoods in the same areas
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that are sought for exploitation by international firms and Latin
American governments.

Remember that the bulk of Chinese trade with and investment
in Latin America is in iron and copper mining, petroleum extrac-
tion, soybean farming and processing, and beef exports, as well
as in new infrastructure projects to facilitate that trade and invest-
ment. Whereas creating new software packages or even sewing
millions of tons of clothing in large factories is relatively benign
from an environmental perspective, environmental degradation
is endemic in the extractive industries. Take mining, for instance,
where almost every step of the production process can have a sig-
nificant environmental footprint. The initial clearing of land for a
mine often degrades topsoil and reduces forest cover, and waste
rock from the mining process can impact nearby habitats when
dumped. Explosives are often used to extract minerals. That can
stress wildlife and farm animals, while the subsequent dust can
cause respiratory problems in people and wildlife alike. After an
initial hole is made, chemicals such as cyanide and large amounts
of water are used to leach the minerals from rock. This can trigger
water shortages, and the cyanide can cause pollution in water sup-
plies and irrigation systems, killing fish and jeopardizing human
health. Modern mines often have holding ponds of the polluted
water, but heavy rains and earthquakes can disrupt these ponds.
The mining process produces “tailings”—large amounts of finely
crushed and processed ore rock—which have to be disposed of
safely once they have been exposed to cyanide, or they too can be
harmful. Mining causes what is called “acid mine drainage,” which
drains from the waste rock when it rains—carrying heavy metals
such as aluminum, arsenic, cadmium, lead, nickel, and zinc into
waterways, irrigation systems, and blood streams as well.?

Inland oil extraction follows a similar path. Oil experts refer to

oil exploration, drilling, and extraction as the “upstream” phase
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of the oil production cycle. Among the upstream environmental
and social impacts are deforestation due to the clearing of areas in
remote ecosystems and the moving of very heavy equipment into
those areas. As in the mining industry, large quantities of water
are needed to extract petroleum, and that process produces a sig-
nificant amount of contaminated waste. This waste can be highly
toxic and is often stored in waste pits. Like holding ponds in the
mining sector, waste pits in the oil sector are highly susceptible to
spills. Emissions from the process impact the climate, and workers
and local communities suffer from being exposed to the waste and
air pollution. In Latin America, inland oil exploration and extrac-
tion happens to be located in areas where many indigenous com-
munities like the Sapara reside. One estimate says that there are 50
indigenous communities living within oil and gas exploration in
the Western Amazon alone. In addition to the Sapara, other indig-
enous groups within oil and gas concessions in the Amazon are the
Tagaeri in Ecuador, the Nahua in Peru, the Uwa in Colombia, the
Ayoreo in Bolivia, and the Juma in Brazil.*

Soy farming and cattle ranching have similar environmental and
social impacts, and have distinct issues as well. Land conversion for
soy and cattle threatens biodiversity in places like Brazil, Bolivia,
and Paraguay. When such conversion entails clearing forests, the
carbon stored in trees is released into the atmosphere, accelerating
global climate change. Clearing also puts pressure on indigenous
communities. In the soy sector pesticides also impact water and
irrigation capabilities. In the Amazon the two often go together.
First, cattle ranching deforests an area and puts pressure on native
peoples. Then, once the land is cleared, soy farmers move in.’

One aspect that cuts across the production of all these activities
and significantly accentuates environmental damage is the expan-
sion of access roads and other infrastructure projects to facilitate

extraction and cultivation in remote areas. The act of building roads
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requires more land clearing and heavy equipment, and generates
more waste. Infrastructure projects also facilitate the movement of
other people and settlers, putting further pressure on water sup-
plies, land, biodiversity, local communities, and native peoples.® For
the Amazon, some estimates reveal that each kilometer of legal
roads brings three kilometers of illegal roadways that trigger ille-
gal logging, poaching, illegal mining, and more. Damming rivers
causes significant disruption of river ecologies, including impact-
ing fish migration, spawning habitats, and people who thrive from
such ecologies.”

This is a glimpse at the darker side of commodity-led growth
that has been the Achilles heel of Latin America and that has
shaded development for at least a century. Noted environmental
economist Edward Barbier has shown how Latin American eco-
nomic development is dependent on converting land for natural
resource exploitation as a source of economic growth. If Latin
American governments were saving the windfalls from commodity
booms and investing them in alternative uses that could generate
economic growth and employment, then natural resource exploi-
tation would not be as much of a grave concern.® Unfortunately,
Barbier further confirms that the region has not historically
done so. He finds that during booms there are surges of invest-
ment into resource-intensive sectors and a drain away from more
employment-based sectors. Each boom puts more pressure on the
environment and pushes poorer people into even more environ-
mentally sensitive lands, and thus accentuates the environmental
degradation associated with a boom.’

According to the United Nations, during the China Boom the
annual rate of forest loss in Latin America was 0.46 percent—more
than three times the global rate per annum. This is alarming given
that Latin America is among the world’s most biodiverse regions

in the world, housing 21 percent of the world’s land, 22 percent of
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the world’s marine ecosystems, and 16 percent of the world’s fresh-
water ecosystems. Indeed, the United Nations also estimates that
Latin America contains somewhere between 30 and 50 percent of
all species of mammals, birds, reptiles and amphibians, and plants
and insects on earth."

From this perspective, the recent commodity boom has come at
great economic cost. Each year the World Bank calculates the eco-
nomic costs of natural resource depletion for the majority of coun-
tries in the world—from an algorithm based on rates of depletion, the
amount of windfall captured, and so forth. Between 2003 and 2013—
the China Boom—the economic costs of natural resource depletion in
Latin America amounted to 8.6 percent of annual GDP on an annual
basis." That is more than double the 3.6 percent annual economic
growth the region experienced during the period, implying that the
recent boom was in many ways an illusion that will come home to
roost in the future through natural resource scarcity and the inability

of the region to absorb the wastes from environmental degradation.

Enter the Dragon

Given that China’s trade and investment in Latin America has been
a key driver of economic activity since the turn of the century,
Chinese demand is also partly responsible for environmental deg-
radation and social conflict in the Americas. Eighty-seven percent
of Latin American exports to China are in energy, mining, or agri-
culture—whereas only 55 percent of Latin American exports to the
rest of the world are in such sectors. Ninety percent of Chinese pri-
vate investment is in these sectors, and over 8o percent of China’s
loans to Latin American governments are in natural-resource-
based or infrastructure projects as well.

It should come as no surprise, then, that the environmental
impact of Latin America’s trade and investment with China is
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more harmful than the economic activity in the region that is not
directly linked to China. With data provided by climate scientist
Glen Peters (as part of a broader project led by me), Rebecca Ray
examined the extent to which China-Latin America trade con-
tributes more to global climate change than does Latin America’s
non-China-related economic activity.* Climate change is caused by
many factors, such as emissions from power plants and cars, the
clearing of forests, methane released from cattle, and more. Each
of these impacts is measured in different ways, and scientists have
created a metric called “carbon equivalent” that scales these mea-
sures together into one composite. Measured in this way, we found
that each dollar of economic activity in Latin America generates
about 1.1 kilograms of carbon pollution. Latin American exports
are more carbon-intensive, given the region’s reliance on natural
resources and primary commodities associated with the clearing
of forests and methane emissions. Thus we were not surprised
to find that the carbon intensity of Latin American exports were
1.7 kilograms per dollar. We were even less surprised to find that
Latin America’s China trade is the most carbon intensive, at nearly
2 kilograms per dollar—given that China trade is much more con-
centrated in natural-resource-based sectors than is the rest of Latin
America’s trade. Because China—Latin America trade is the fastest
growing area of export activity for Latin America, the implications
for climate change are considerable.

Ray found similar results when looking at water scarcity in the
Americas. As noted above, water is essential for natural resource
exploitation. Water is needed in the extraction process and is
needed to absorb the waste products from extraction. In farming,
of course, water is needed to grow crops. We found that the water
intensity—the number of cubic meters of water needed to pro-
duce one dollar of economic activity—of Latin American GDP is

0.3 cubic meters. However, the water intensity of Latin American
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economic activity destined for China is 1o times as large, at 3.3 cubic
meters per dollar. It is thus no wonder that pressure is increasing
on water supplies, at times pitting local communities against larger
landed interests across the hemisphere.

China is not engaging with Latin America to consciously pil-
lage the environment and create conflict with the peoples of the
Americas. It just so happens—as was the case during the West’s
industrial surge in the nineteenth century discussed in chapter 2—
that the ingredients China needs to fuel its own version of the
industrial revolution are often located in Latin American locales,
and their extraction tends to generate both environmental degra-
dation and social conflict.

Dragons Are Not Demons

Contemporary Chinese investment in Latin America actually dates
back to 1992, when one of China’s oldest state-owned enterprises,
Shougang, purchased the Marcona iron mine in Peru. It has been
operating in Peru as Shougang Hierro Peru ever since. Marcona
is one of the world’s larger iron mines, with reserves of close to
1 billion tons. By some measures Shougang is the epitome of suc-
cess in Latin America. In 2011, the influential business magazine
Latin Trade ranked 779 publicly traded companies in Latin America
based on revenue and profit. According to the article, “the final
result shows Shougang Hierro Peru, majority owned by China-
based iron and steel conglomerate Grupo Shougang, as the best
company based on our six metrics.””

Looking at Shougang from a social and environmental angle,
however, an article in a 2011 issue of the Americas Quarterly written
by Barbara Kotschwar and colleagues at the Peterson Institute for
International Economics said, “Shougang has seemingly fulfilled
the worst expectations of Chinese companies.” Until recently,
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Shougang Hierro Peru has been Exhibit A of how a Latin American
country has failed at maximizing the benefits and mitigating the
costs of Chinese investment in Latin America. That said, both
Shougang and the Peruvian government have learned valuable les-
sons from Shougang’s past experience. Both have been quick to
attempt to rectify past wrongs and use the Shougang experience as
one to improve upon.

Amos Irwin and I published an in-depth article comparing
Shougang’s performance with other domestic and foreign inves-
tors in a 2013 issue of the peer-reviewed Journal of Environment
and Development. Based on extensive fieldwork, we found that
Shougang was less apt to comply with local environmental regula-
tions, complying only 72 percent of the time, relative to some Swiss
and US firms that complied 86 to 9o percent of the time. When
audited on its environmental behavior Shougang only put in place
71 percent of the auditor’s recommendations, relative to a rate of
88 to 100 percent for the other firms. Shougang also fired union and
indigenous workers who had a long history of striking for better
wages and working conditions—and replaced these workers with
Chinese miners. Shougang also skirted pledges it made to reinvest
into the community.

However, we found that Shougang is not uniformly worse than
its counterparts. Indeed, the US-based company Doe Run per-
formed significantly worse on a number of counts, and is using
a loophole in the US-Peru Free Trade Agreement to attempt to
sue the Peruvian government after the government finally tried to
make the firm clean up its act.” According to more recent research,
Shougang has made significant improvement and now performs
on par with most local and other foreign firms in terms of safety,
environment, and labor standards. As a sign that the company is
willing and able to adapt to Peruvian and global norms, in 2014

Shougang even agreed to participate in the Extractive Industries
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Transparency Initiative (EITI)—an initiative that seeks to pro-
mote transparency and accountability within the global extractives
sector.'

The factis, Shougang’s early growing pains in Latin America are
an example of the exception, rather than the rule when it comes
to the environmental performance of Chinese companies in Latin
America. With Andres Lopez from the University of Buenos Aires
in Argentina and Cynthia Sanborn of the University of the Pacific
in Lima, Peru, I cochaired an eight-country study that looks at the
environmental and social performance of Chinese trade and invest-
ment in Latin America. We did indeed find an association between
the China Boom and an accentuation of environmental degrada-
tion and social conflict in Latin America. But when it came to the
actual performance of Chinese companies, we found that Chinese
firms perform no worse—and sometimes even better—than their
counterparts in host countries and from abroad.

These findings are encouraging. When we first began research-
ing the environmental impacts of globalization in the late 1980s
and early 1990s, the chief concern was whether industrialized
country firms operating in an context of strict environmental
regulations at home would carry those practices to developing
countries while relocating, or stoop to the lower environmental
standards of developing countries.” In the case of China-Latin
America investment, however, the environmental standards of the
foreign investor (China) are lower than the standards of the host
countries. Therefore we would expect numerous mistakes on
the part of the Chinese side as their firms struggle to comply to
standards abroad that are more stringent than at home. The Yale
University—based Environmental Performance Index is an indicator
project that attempts to measure a nation’s level of environmental
regulation and compliance. On a scale of o to 100, with 100 being

the best, Switzerland has the best environmental regulation and
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compliance, with a score of 88; the United States ranks 33rd, with a
score of 67.6. Most Latin American nations tend to rank in the 8os
and gos, with scores ranging from 5o to 6o. China, though improv-
ing each year, was ranked number 118 with a score of 43 in 2013."

It is therefore no small feat that when put to the test, some
Chinese firms are showing the willingness and ability to outper-
form even Swiss and American firms. Cynthia Sanborn and Victoria
Chonn document how Chinese firms, including Shougang itself,
have banded together to learn from past mistakes and attempt to
put in place best practices. The Association of Chinese Enterprises
in Peru was formed in 2011, and comprises more than half of the 120
Chinese firms operating in that country. The group meets to share
best practices and experiences. After the copper giant Aluminum
Corporation of China (known as CHINALCO) was ordered to
temporarily halt production when government inspectors found
that acidic wastes were seeping into nearby lakes, the association
went to the Peruvian government as a whole seeking workshops
on Peruvian environmental regulation.”

Indeed, the case of CHINALCO stands in stark contrast to the
early Shougang days, and to the performance of most other foreign
firms. In 2013 CHINALCO opened the Toromocho project in Peru,
investing over s3 billion—thus making the project one of the larg-
estin the world. When angling for the project CHINALCO bidders
were keenly aware of the stigma attached to Chinese investment
given Shougang’s previous problems, and thus went out of their
way to pledge the Toromocho project as one that would establish
itself as meeting or beating global standards for social and envi-
ronmental responsibility. To that end, the firm has promised to
deploy cutting-edge construction technology and a state-of-the-art
acid water treatment plant, and relocate approximately 5,000 peo-
ple in a responsible manner. Each family that moves to the New

Morococha has been offered their own home (and title), running
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water, and a modern sewage system (wholly absent from the “old”
Morococha), all paid for by CHINALCO. The firm also offers
higher wages than its competitors and has entered into a govern-
ment-sponsored “mesa” or roundtable that brings together the
numerous stakeholders in the project (the firm, communities, civil
society groups, the government, etc.) to navigate these issues.”

Another positive development is that Shougang, China
Minmetals (another copper firm operating in Peru as Lumina cop-
per), and oil giant CNPC have now agreed to participate in the
EITIin Peru. The EITTis a cluster of governments, extractive com-
panies, and civil society groups looking to increase transparency
and accountability in the global mining sector. When a country or
firm joins EITI, they are committed to adhering to global standards
for reporting taxes and royalties in order to make more transpar-
ent their contributions to the host economy. Participating nations
and firms must allow this information to be made public, so that
civil society and governments can make firms and governments
accountable. Peru has been part of EITI since 2005.”" According to
Elizabeth Economy and Michael Levi in their book By All Means
Necessary: How China’s Resource Quest is Changing the World,** China
has had weak participation in the EITI. That appears to be chang-
ing, at least in Peru. According to Sanborn and Chonn Chinese
firms were slower to participate because they needed to get the
okay from their corporate headquarters back in China. In 2012
Lumina Copper, another Chinese firm in Peru, was the first to
enter EITI, and Shougang and CNPC followed in 2014.”

In Cerda and Ushigua’s Ecuador, Chinese companies have
shown promise relative to their counterparts as well. Although
Cerda and Ushigua are opposed to Andes Petroleum moving
into their territory, Andes’s record in Ecuador thus far shines in
comparison to the record of other foreign companies in Ecuador.
Andes operates in Sucumbios, a place previously occupied for oil
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development by Texaco (now Chevron). This area has been subject
to egregious levels of environmental contamination that make it
close to impossible for people to earn a livelihood. Using the same
loopholes in an investment treaty that Doe Run is attempting to
sue Peru over, Chevron has brought an international case against
Ecuador for trying to make Chevron assume liabilities for the envi-
ronmental devastation in Sucumbios. In contrast, Andes has had a
much better relationship with the government on environmental
issues, and nearby indigenous communities are actually hoping
that Andes stays in the region in order to invest more.*

On an even higher note, China’s SINOPEC is part of an inno-
vative experiment in inshore oil drilling that aims to have mini-
mal environmental and social impact. In Ecuador’s Amazon Block
16, the Spanish firm Repsol and its junior partner (with a 20 per-
cent stake) SINOPEC are experimenting with a new method of
oil development in ecological and socially sensitive areas—termed
“offshore inland” development. Championed by former Secretary
of the Interior Bruce Babbitt, the basic idea of offshore inland
development is to create “islands in the jungle” where oil com-
panies have as little a footprint as possible. The most central ele-
ment is not building new roads to the drilling and exploration sites,
but rather helicoptering in key supplies as if the site is an offshore
platform. The Camisea project in Peru is the first of this kind, has
been operating for 1o years, and produces over go percent of Peru’s
natural gas.” The Block 16 project would not be considered a full-
blown offshore inland project; Repsol did put a road from their
site, but only to a nearby river, and consciously not connected to
Ecuador’s highway system in order to discourage new settlements
near Yasuni. Equipment thus comes into the site through barges.
SINOPEC’S subsidiary in Ecuador, Tiptop Energy, bought a 20 per-
cent stake in the project from Repsol and has been partaking in and
learning from this project.”® It will be essential for SINOPEC to
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bring this knowledge and experience to the new concessions in the
Amazon located near the Sapara peoples.

When governments and civil society organizations have pres-
sured Chinese companies, the Chinese have even agreed to move
the location of entire projects or decided against a project alto-
gether. Bolivia's innovative and inclusive constitution grants local
communities the power to approve mining projects under a major-
ity vote. The Chinese metallurgy company Jungie was awarded
concessions in Bolivia for a metals processing plant and tailings
dam in the municipality of Tacobamba, just north of Potosi. The
people of Tacobamba rejected the Jungie proposal, expressing
their concerns over the potential impacts of sulfur and other pol-
lutants that might result from the project. Jungie worked with the
Bolivian government and the project was relocated to the munic-
ipality of Villa de Yocalla, a less remote area with other similar
activity already in operation and where the local community voted
in favor of the project.”

Perhaps the most difficult but bold and honorable move by a
Chinese firm with respect to the environment was the complete
withdrawal of China’s largest hydroelectric company, Sinohydro,
from the Agua Zarca dam project in Honduras. Like Peru, Ecuador,
and Bolivia, Honduras has ratified the International Labor
Organization’s (ILO) 169 that recognizies the rights of indigenous
people by granting them the right of prior informed consultation
about projects impacting their territories. Indigenous peoples and
environmental advocates claimed that they were not consulted
adequately before the project commenced in 2011. Indeed, the proj-
ect was wholly rejected in an assembly held by the mayor of the
local community there.” Nevertheless, the Honduran government
supplied military forces to protect the project and the military
reportedly shot and killed the local indigenous leader there. Citing

the project as “unpredictable and uncontrollable,” Sinohydro has
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wiped its hands clean of this project entirely.* Sinohydro also faces
stiff resistance from a coalition of global environmental campaign-
ers. The Chinese company has won a concession to build a dam
on Honduras’s Patuca River, which may impact the ecological
integrity and indigenous communities around the the Rio Platano
World Heritage site—already seen as a threatened tropical rainfor-
est biosphere that has been placed on UNESCO’s endangered list
because of illegal logging and poaching.”

China (Starting) to Scale Up

These cases are significant, but should not be overblown. Such prac-
tices are far from widespread, but they do show that when given
the proper incentives by governments or civil society, Chinese com-
panies are capable of adapting to domestic laws and global norms.
Chinese officials are working to put in place guidelines for the
social and environmental performance of its companies operating
overseas. This is remarkable given China’s level of income. Indeed,
when the United States was at the same level of development as
China it had yet to put in place bedrock environmental regulation
at home, let alone for overseas operations. US companies, and the
US-dominated World Bank, had notoriously bad records when it
came to safeguarding the environmental and social impacts of aid
and investment overseas. While US firms and the World Bank have
cleaned up their act significantly as a result of government and civil
society pressure around the world, they still make big mistakes and
continue to be stigmatized for their tattered pasts.”

China has been setting and upgrading guidelines for overseas
operations since 2007, when China’s State Forestry Administration
put in place the “Guide on Sustainable Overseas Silviculture by
Chinese Enterprises” for Chinese logging companies. The guide-
lines require the preservation of high-value forests and endangered
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species, as well as consultations with local communities before
investments occur. In 2008 China enacted the “Guidelines for
Environmental and Social Impact Assessments of the China
Export and Import Bank’s Loan Projects.” This is important given
that the China Export-Import Bank (CHEXIM) provides financing
for a vast amount of Chinese foreign direct investment in Latin
America. CHEXIM’s guidelines require that an environmental
impact assessment be conducted. The China Development Bank
(CDB) has similar guidelines. In 2013, China’s Ministry of Foreign
Commerce, along with the Ministry of Environmental Protection
(MEP), issued the “Guidelines on Environmental Protection for
Overseas Investment and Cooperation” that require all Chinese
firms conducting business overseas to conduct environmental
impact assessments and work with local communities.*

Perhaps the most interesting are the 2012 “Green Credit
Guidelines,” created by the China Banking and Regulatory
Commission, the People’s Bank of China (PBOC), and the Ministry
of Environmental Protection. The guidelines require all bank
finance in China—public or private—to adhere to a set of environ-
mental and social norms. Article 21 applies specifically to financing

for overseas operations:

Article 21 Banking institutions shall strengthen the environmen-
tal and social risk management for overseas projects to which
credit will be granted and make sure project sponsors abide by
applicable laws and regulations on environmental protection,
land, health, safety, etc. of the country or jurisdiction where the
project is located. The banking institutions shall make prom-
ises in public that appropriate international practices or inter-
national norms will be followed as far as such overseas projects
are concerned, so as to ensure alignment with good interna-

tional practices.*
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While it is remarkable that China is ramping up these guide-
lines, they still fall short in comparison with other such guide-
lines in existence. Moreover, thus far they are seen to suffer from
a lack of transparency such that it is hard to evaluate the extent
to which firms and banks are complying with them. For example,
the CDB’s guidelines incorporate four of the common social and
environmental guidelines into its lending practices: environmental
impact assessment, project review, public consultations with com-
munities affected by the project, and an ex-post environmental
impact assessment. However, the CDB does not incorporate into
widely accepted guidelines a grievance mechanism, a requirement
for adherence to international environmental laws and regula-
tions, an independent review and assessment, or the establishment
of covenants linked to compliance. A grievance mechanism and
an independent review and assessment are important avenues for
addressing public concerns and ensuring transparency throughout
the process. CHEXIM goes beyond the CDB by requiring project
review during the duration of the loan and establishing covenants
linked to compliance. These additions are a step forward for socially
and environmentally responsible loans because they directly link
the loans to adherence to guidelines. However, in numerous con-
versations with companies by myself and colleagues related to this
book and other projects, we find that company representatives on
the ground in Latin America were not made aware of the guide-
lines. Other assessments have found that to the extent that such
guidelines are used, the less often results are shared with host gov-
ernments or communities.**

Nevertheless, Chinese regulators have shown a willingness to
partner with other international institutions that have more expe-
rience evaluating and adapting to the social and environmental
aspects of conducting international projects. In 2013 CHEXIM
partnered with the Inter-American Development Bank (IDB) to
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form a s3 billion dollar fund for infrastructure and natural resource
exploitation. After some negotiation, CHEXIM agreed to comply
with the IDB’s environmental and social safeguard policies and to
receive technical support from IDB staff on how to conduct envi-
ronmental and social safeguards for projects.” The IDB has already
conducted some workshops with CHEXIM and other actors in
China, and is even partnering with China’s policy banks on other
financing projects in Latin America where both parties will adopt
IDB safeguards and learn from the experiences.

In late 2014, the China Chamber of Commerce of Metals
Minerals & Chemicals Importers & Exporters developed a set of
social and environmental guidelines with the German development
agency Global Witness (a nongovernmental organization that
focuses on natural resource management) and the Organization of
Economic Cooperation and Development (OECD). Later in 2014,
the China Chamber signed a memorandum of understanding with
the OECD to develop further protocols under the guidelines and
to hold training sessions so that participating firms can comply
with the measures.*

Saving (for) the Future

It is not China’s job to be the overarching managers of natural
resources and social inclusion in the Americas. Latin American
countries need to develop strong, stable, and predictable policies
that ensure that natural resources are managed wisely. Natural
resources can provide a source for long-run economic growth,
but only if managed in a manner that is socially inclusive and not
overly destructive of the environment. China, as an increasingly
global player, should play its part. This chapter has demonstrated
how there are many instances where China has played its part with
the proper prompts from governments and civil society. At the end
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of the day it is the responsibility of Latin American governments
to ensure that such prompts are in place for all economic activity
within their borders, not just the Chinese.

As the statistics discussed in the first part of the chapter show,
Latin American governments have fallen fall short of striking the
right balance between commodity-led growth, social inclusion,
and environmental sustainability during the China Boom. China’s
social and environmental bright spots in Latin America are over-
shadowed by the sheer scale and magnitude of commodity exploi-
tation during the China Boom. China trade and investment was
in sectors that were much more intensive with respect to land use
change, air pollution, and deforestation than the rest of economic
activity in Latin America. The high prices triggered by China trade
and investment attracted even more demand from other countries
into the same sectors, further accentuating environmental stress in
the region. According to the World Bank, the economic costs of
this activity averaged 8.6 percent of GDP on an annual basis in the
Americas—significantly higher than in the 1990s, when such costs
were put at just above 5 percent per year.”

In 2003, former World Bank economist Ramon Lopez published
a landmark historical analysis in the reputable academic journal
World Development titled “The Policy Roots of Socioeconomic
Stagnation and Environmental Implosion: Latin America, 1950—
2000.” In that article Lopez attributes the relatively slow growth,
poor social conditions, and significant environmental degradation
in Latin America to a government “policy framework dominated
by futile efforts to promote physical (and financial) capital accumu-
lation almost at all costs.”*® In other words, the entire policy frame-
work in Latin America is to promote as much short-term gain
from economic activity like natural resource exploitation with-
out accounting for the social and economic costs of such activ-
ity. Lopez is particularly concerned that the lack of clear property
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rights in the Americas, and the lack of incorporation of the envi-
ronmental costs of economic activity provides explicit incentives

to put extraction first. Lopez sums it up like this:

Instead of concentrating their efforts in raising enough public
revenues to finance the necessary investment in human and nat-
ural capital and the necessary institutional capacities to effec-
tively enforce environmental regulation, governments have
focused on the generation of an expensive and often incoher-
ent system of short-run incentives to promote investments in

physical capital.”

To Lopez, Latin American governments are not properly taxing
the massive booms in commodity-led growth and investing the
proceeds into policies for economic diversification, social improve-
ment, and environmental protection. Lopez observes that the win-
ners of the skewed policies are the owners of physical capital that
form major lobby groups to maintain the status quo policy. This
policy framework is reinforced because politicians win elections
and gain international recognition by increasing short-term GDP.
Finally, Lopez says that the nail in the coffin is a general ideology
that sees government regulation as a hindrance on growth, rather
than a tool to create the environment for long-run prosperity. This
ideology is otherwise known as the Washington Consensus.
There is evidence that such trends only accentuated during
Latin America’s China Boom. In Brazil the famed “ruralistas” that
have been reaping profits from the boom in cattle and soybean pro-
duction since the turn of the century have been attributed for play-
ing a key role in weakening Brazil’s forest code for the Brazilian
Amazon.” The new code granted amnesty to agricultural land-
owners who illegally deforested and allows those landowners to
shrink the amount of forest they need to protect on their lands
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from 8o percent to 50 percent. Some estimate that the change in
the code could lead to 190 million acres worth of deforestation.”
These ruralistas are not Chinese, but have been emboldened by
profits from Chinese demand during the boom.

As China’s economy begins to slow, along with its demand for
natural resources, there is pressure to increase the incentive for
extraction. In this context in 2014, the government of Peru passed
a law to expedite the approval of extractive projects that many see
as a significant weakening of the environmental and social safe-
guards for such activity. The law puts new and shorter time lim-
its on project approval, reducing the amount of time to conduct
environmental impact assessments and to seek community input.
It also limits the authority of environmental authorities to update
and upgrade environmental assessments and puts mining minis-
tries at key oversight junctures, creating conflicts of interest. While
the China Boom looms in the background, there is no evidence
that individual Chinese companies or the broader Association of
Chinese Enterprises was directly involved in the lobby efforts.**

Whereas in Brazil and Peru there is evidence of downward
pressure on environmental institutions from interest groups that
have become stronger from the China Boom, downward pressure
in Ecuador has a different source. Ecuador’s government has been
in a pinch for revenue since it partially defaulted on its interna-
tional debt obligations in 2008, and since then China has become
Ecuador’s most important creditor. By 2014, over one-third of
Ecuador’s external debt went to China. Ecuador is dependent on
natural resource extraction—and China—as a source for exports
and foreign investment. Article 57 of Ecuador’s new constitution
enshrines ILO 169, and its Citizen Participation Law requires that
without the support of the majority of locals, new projects must
meet even higher environmental standards. According to members

of the Sapara nation, however, majority approval was never sought
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for the new Andes Petroleum project that is generating so much
controversy. Indeed, the Ecuadoran government confirms that
their government never sought majority community approval, but
signed an agreement with the president of the Sapara people, who
has since been ousted because of the controversy surrounding that

agreement.”

Brace Under Pressure

As the economies of Latin America begin to slow, there will be
increased pressure to remove red tape with respect to social and
environmental safeguards.

This is a mistake. Not only will it result in the degradation of the
environment, but it will come at significant economic cost as well.
In January of 2015 at the China-CELAC summit, China announced
that it will aim to increase China—Latin America trade to s500 billion
and Chinese investment in Latin America to $250 billion by 202s.
That is a doubling of the current amount, and the majority of it will
certainly be in primary commodities. As Figure 6.1 shows, many
of the projects that are already planned cut right across some of
the region’s biodiversity hotspots, national parks, and places where
ancient peoples earn their livelihoods. Both Latin America and
China will need to safeguard the social and environmental impacts
of this economic activity, for different reasons.

In Latin America’s case, investing in natural capital is essential
for the future of prosperity for their people and economies. As we
saw in the last chapter, commodity-led growth is not sustainable
from an economic point of view. As Lopez, Barbier, and many oth-
ers have noted, commodity-led growth is not sustainable from a
social and environmental point of view as well. Commodity-led
growth needs to be properly governed so that the government
can capture windfalls and invest them not only into the alternative
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forms of economic activity discussed in the last chapter; significant
investment will need to go into people and the environment as
well. Without it, Latin America’s legacy of boom and bust cycles
that increase social inequity and environmental degradation will
never be broken and the prosperity of the Latin American people
will always be limited.

For China it will make sense to upgrade, enforce, and make its
social and environmental policies more transparent on economic
and political grounds. Such efforts would help China to compete
on the same terms as global competitors. But more than that,
they could help mitigate risk to Chinese companies and lenders
by strengthening public confidence in host countries, thus bolster-
ing the political position of both the Chinese banks and recipient
governments. This would help sustain existing markets while also
positioning Chinese firms to secure future market access. Adopting
and then adhering to stronger, broader, and deeper guidelines can
help secure long-term relationships with host governments in
regions across the world. The public record of protest and criti-
cism in some countries makes clear that certain projects have been
perceived by host country publics to flout environmental norms,
resulting in denial or delay of contracts. To the extent that local
skepticism and protests result in delays or even loss of projects,
environment-related political risk can severely affect the bottom
line of Chinese companies.

The large-scale Belo Monte dam project in Brazil is a case in
point. Although Brazilian firms dominate the project, State Grid
Corporation of China has taken over power distribution. Belo
Monte is another example of a massive infrastructure project
that has run up (and around) indigenous communities and envi-
ronmental concerns. Massive protests and international scorn
over the project are estimated to cost the developers s1.4 million

per day and may delay the project for two years—and an extra
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s1.02 billion.* Moreover, local publics in many countries increas-
ingly look to international norms as benchmarks from which to
evaluate other actors. Adopting established safeguards will help
Chinese companies enter other markets as well, even in the indus-
trialized world where standards are significantly higher than in
Latin America. Establishing a good track record in Latin America
and learning such norms can make firms more competitive across
the world.

Projects like the Andes Petroleum concessions in Ecuador
will be major testing grounds for the future. It has the poten-
tial to bring needed investment into that country. Ecuador has a
strong constitution that creates space for such an investment to
be conducted in a manner that reaps benefits for Ecuador and the
Chinese companies and for communities like the Sdpara—with
minimal impacts on the environment. Striking such a balance
could help Ecuador unlock a legacy of commodity dependence
and social and environmental conflict that could be copied
throughout the region. If China participates and helps guide such
efforts, it stands to profit substantially from its billions of dol-
lars of investments in natural resource projects across the hemi-
sphere and learn what it takes to penetrate markets the world
over. In so doing, China can truly live up to its image as being
a Southern partner to Latin American governments rather than
the Northern patron that has become stigmatized for foreign
investment with disregard for the environment and surrounding
peoples. This scenario would bring acclaim and pay dividends to
all parties involved.

The other scenario, of course, is that countries of the region
turn a blind eye to their innovative policies and constitutions in a
desperate attempt to get any new investment possible. Especially

when projects are in areas that are among the most biodiverse and
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culturally unique in the world, such an approach may not only
cost Ecuadoran politicians elections and Chinese companies bil-
lions of dollars; it may trigger global activist campaigns that would
spoil the public images and private investment profiles of Latin

American and Chinese companies alike.
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Saving the China Boom

“O Petréleo E Nosso!” (“The Oil Is Ours, not that of foreigners!”) was
the 1950s slogan credited to Brazilian President Getulio Vargas.' The
slogan went well beyond oil, and symbolized the nationalistic impulses
behind the state-led industrialization period. The region did an about-
face in the 1980s, completely embracing foreign influence through the
Washington Consensus. Carlos Salinas, president of Mexico in the
late 1980s and early 1990s, boasted to Margaret Thatcher how he had
embraced a program of “deregulation, privatization, and encourag-
ing foreign investment.”* One-size-fits-all mantras will not work in
twenty-first-century Latin America. If the region wishes to save the
China Boom and use it to trigger sustained prosperity, Latin American
leaders will have to put processes over policies—processes that help
each country discover its own path to prosperity. All paths will need a
mix of both states and markets. A proper path will not pit states versus
markets, but make them work together. A proper path will not pit
China versus the United States, but benefit from both as well.

Latin America would do well to capitalize on the China Boom.
China has re-emerged as a world economic power for the twenty-
first century. As China has risen, it has increasingly purchased from
and invested in Latin American primary commodities. Thus Latin
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America rode China’s coattails to experience its own China Boom.
Today China is the number one trading partner for some of the
region’s largest economies, and China’s development banks pour
more money into the region than the World Bank or the Inter-

American Development Bank (IDB).

As we have seen in this book, China has been guzzling oil from
Venezuela, Ecuador, and Mexico to fuel its expanding fleet of cars,
trucks, and container ships. China has wired more than half the
world’s consumer electronics products with copper from Chile
and Peru. Many of China’s new cities have iron ore from Brazil
at their core. As standards of living have risen, the Chinese eat
more beef—from cattle that are fed soya beans from Argentina and
Brazil. In turn, Chinese companies have flocked to the Americas
to invest in these commodities, backed by China’s state-run

development banks.

In the wake of the 9/1r attacks and then after the global
financial meltdown that originated in the United States in 2008,
Washington turned to other shores. Most of the countries in the
region had made a strong transition to democracy, did not harbor
terrorists, and had followed Washington’s economic orders. While
the United States wasn't paying attention, Latin America became
incredibly strategic for China—as a source for many of the key
natural resources it needs to grow its economy and feed the appe-
tites of more than a billion people.

With the new friends have come new challenges, however.
Chinese trade and investment in primary commodities caused
prices and exchange rates to skyrocket in the region and made Latin
American manufacturing industries less competitive on a global
scale. Textiles, footwear, car-making; electronics from Argentina,
Brazil, and Mexico; and Colombian sombreros have lost significant

market share in world and regional markets.
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Moreover, natural resource exploitation in Latin America goes
hand in hand with environmental degradation and social conflict.
The World Bank puts the economic costs of environmental deg-
radation during the China Boom at 8.6 percent of annual GDP,
dwarfing the 3.6 annual growth. Mining, oil exploration, and large-
scale farming activities often necessitate the clearing of forests
and the pollution of waterways; they are found in areas where
many of the world’s richest indigenous cultures reside. There are
global advocacy campaigns reeling over Chinese oil exploration in
the Ecuadorean Amazon and hydroelectric dams near biosphere
reserves in Honduras.

Latin American governments fell far short in capturing their
China windfall and investing some of the proceeds into industry
and innovation, into people, and into protecting the environment.
According to research by the International Monetary Fund (IMF),
although the China-led commodity boom was among the longest
and most lucrative in the region’s history, most Latin American
countries saved less of these windfalls than they had in past booms.
Analagous studies by the United Nations show that the region’s
governments also failed to capture fiscal revenue in proportion to
the windfall profits made in the sector during the China Boom as
well.

The region should be praised for spending what little increases
they did capture on combating poverty and inequality, enabling
the region to reverse the uptick in inequality that occurred dur-
ing the Washington Consensus period. However, Latin American
governments did not invest in productive capital investments that
generate innovation, industrial competitiveness, and employ-
ment generation over the long run. Economists have long said
that developing countries need to invest 25 percent of GDP on
an annual basis in order to raise living standards. Capital invest-

ments in Latin America during the Washington Consensus were
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a mere 18.8 percent annually, but only rose to 19.6 percent during
the China Boom despite higher growth and government revenue.

Beginning in 2014, the Chinese economy began to rebalance
from an export-led economy toward more of a consumer-based
economy. With that transition has come slower growth and slower
demand for Latin American commodities. Latin America has
become so exposed to China that the China slowdown is among
the strongest factors that will make Latin America return to the
lower growth rates of yesteryear. What is more, after a pain-
ful recovery from the global financial crisis the United States has
begun to become an attractive place to invest again, which could
trigger a retreat from investment in Latin America at exactly the
time the region will need it most.

Latin America will need to come to its own rescue, though it
is in both China and even the United States’ interest to help. Latin
America will have to establish and strengthen institutions to cap-
ture more of the benefits of commodity-led growth and invest the
proceeds into infrastructure, innovation, export competiveness,
and environmental protection in a socially inclusive manner. At
the same time, the region will need to better manage the financial
instability that has long frustrated Latin American development.

Rebalancing Latin America’s Economies

At the end of the day Latin America is responsible for its own eco-
nomic and social management. Blaming its problems on China,
the United States, or other external factors is not very useful, and
only partly true at best. Economic downturns can be turned into
opportunities for governments to exert leadership for the future.
Latin America is endowed with great gifts that can be built upon
for long-run development. The abundance of major natural
resources can be a source of long-run wealth creation rather than
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a curse, and can form the core of new development strategy. Many
Latin American countries developed relatively robust manufactur-
ing sectors during the first three-quarters of the twentieth century,
and some became leading lights in services as the century closed.
These sectors too can be targets for a dynamic comparative advan-
tage that will lead the region on a path to economic diversity, social
inclusion, and sustainable development.

A renewed commitment to sustainable development in Latin
America will require a rebalancing of the state and the market.
While each period made its own contributions to development
in the hemisphere, in the end the state-led industrialization
period relied too heavily on an unchecked state. The Washington
Consensus relied too heavily on an unchecked market. Like most
of the other successful countries in the world, it is time for Latin
American governments to build a partnership between states and
markets. Moving into a new and more pragmatic era of balanc-
ing both the state and the market will take new vision and leader-
ship. Leaders in the region will need to articulate a vision of the
region where Latin Americans live in a society with a wider vari-
ety of economic opportunities and in a context of equality and
environmental stewardship. To that end, Latin American leaders
must design strategies with three key components. First, Latin
America will have to greatly improve the ability of the state to cap-
ture its fair share of the benefits of economic activity during boom
times. Second, countries in the region will have to work alone and
together to invest the proceeds into economic diversification, social
development, and environmental protection. Third, institutions
will need to be created and improved to hold governments, the
private sector, and households more accountable for their actions.

The good news is that these efforts will not need to be invented
from scratch. On the contrary, many countries in the region have a

burgeoning set of programs and institutions in each of these three
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areas. The challenge will be in scaling up and replicating them—
and doing so in a manner that is efficient, transparent, and account-
able. This will entail great leadership, and a long-run view that
goes beyond political parties and the immediate future.

To thatend, the mostimportant effort will be for Latin American
governments to retrieve a greater proportion of the benefits of
economic activity during boom times. In chapter 5 it was noted
that Latin American countries did not tax or save in proportion to
the magnitude of the China Boom or relative to the region’s peers
or past. The region’s governments will need to reform taxation
regimes, as well as its systems of royalty payments and windfall
programs for the commodity sector. It will also need to expand
and scale up the stabilization funds, pension funds, national devel-
opment banks, and sovereign wealth funds in order to properly
manage and invest new revenues.

By and large, Latin America’s taxation systems are not keeping
pace with economicactivity. According to the Economic Commision
for Latin America and the Caribbean (ECLAC) the region’s tax
take is only 18 percent of GDP, compared to 34.3 percent of GDP
among Organization for Economic Cooperation and Development
(OECD) countries.” The region will need to increase revenues in
this manner and expand the tax base to the engines of the econ-
omy. Too often, though, nations in the region compete with each
other to attract foreign investment in the mining and manufactur-
ing sectors by giving outright tax exemptions, holidays for a certain
period, or tax rates lower than the domestic average and the average
of their neighbors.* Moreover, the region relies more on indirect
taxes—value-added and export taxes, and so forth—than on direct
taxes on income and wealth. These indirect taxes in Latin America
are often regressive. In Brazil, Bolivia, Uruguay, and many other
Latin American countries, the level of inequality in incomes before
taxes is lower than after indirect taxes are withheld. This has led
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ECLAC to conclude that “the region’s institutions do not succeed
in reining in (ex ante) the market dynamics that lead to the concen-
tration of income, and their capacity to correct it (ex post) through
cash transfers and taxes is limited, especially compared with other
countries.”

Of paramount importance alongside the basic tax system,
countries in the region will need to upgrade institutions to cap-
ture windfalls from the commodities sector where fiscal revenue
did not increase with the proportion of rents. Beginning with the
first component just mentioned, and as I argued in chapter 5, Latin
American countries failed to tax and save in proportion to the mag-
nitude of the riches bestowed upon them due to the China Boom
or relative to previous booms. Governments across the region will
need to reform taxation regimes, as well as systems of royalty pay-
ments and windfall programs for the commodity sector. They will
also need to expand and scale up on stabilization funds, pension
funds, national development banks, and sovereign wealth funds in
order to properly manage and invest massive new revenues. Most
of the natural resources in Latin America are owned or managed
by nation-states that grant concessions to the private sector (or
state-owned companies) in exchange for royalty payments based
on profits or the gross value of the product that is extracted. By
and large, the region has better programs for the oil and gas sec-
tors than for the mining and extractive sectors. This is in part
because oil and gas companies are more often owned by the state
or in public—private partnerships, and therefore reporting on rents
and taxes is more easily monitored. In the oil and gas sector Latin
American governments took in 34 to 78 percent of the rents during
the China Boom, compared to 10 to 35 percent in mining. Bolivia,
Chile, and Peru took bold steps during the China Boom to increase
royalties and taxes in the mining sector and took in highs of 27 to

35 percent of mining rents in those countries.
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Countries in the region will also have to better manage the
short-term capital flows of a speculative nature that often follow
commodity booms. Countries should move to develop local bond
markets denominated in domestic currencies to smooth some of
the risk associated with flexible exchange rates, capital flows, and
debt problems in Latin America (discussed in chapter 5). Brazil
and Mexico have the largest and most sophisticated local bond
markets, with Chile and Colombia’s gaining ground as well.®
However, as also noted in chapter 5, the majority of debt in Latin
America, especially in the corporate sector, is in the form of short-
term finance in foreign currencies. Moreover, virtually all finance
available to the region has proven to be procyclical—meaning that
there is plenty of finance during a boom and too little finance dur-
ing downturns. Countries in the region will need to put in place
permanent and countercyclical regulations on short-term cross-
border financial flows to stem financial instability, and steer invest-
ment toward more long-term and productive capital investments.
Brazil, Colombia, and Peru put in place innovative regulations
on capital flows of this sort during the surges of capital inflows
during the China Boom that proved useful. However, such instru-
ments will need to be stronger and expanded across countries.”

Latin American governments were able to manage accumulat-
ing foreign exchange reserves and making current expenditures
on poverty alleviation and the reduction of inequality—both of
which will remain central to raising living standards and maintain-
ing financial instability. To the extent that transfer programs to the
poor are also linked to health and education, they also build human
capital for long-run growth. It is time to scale these programs up by
an order of magnitude. For all their hype and real benefit, only 0.4
percent of GDP is targeted toward such programs in Latin America,
and they cover just 120 million people.® Expanding such programs

to the approximately 167 million still living in poverty—especially
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indigenous people who are discriminated against in general and
often fall out of the reach of such programs—would thus come at
little additional cost.

A few Latin American countries have passed some innovative leg-
islation in this regard. In Brazil, 40 percent of revenue from oil and
gas has to be earmarked toward education; 30 percent for health,
sanitation, and infrastructure; and 30 percent for environmental pro-
tection. In Bolivia, 85 percent of the revenue from mining must be
earmarked toward investment, with only 15 percent going toward
current expenditures. Under participatory budgeting schemes in
Peru, locals have set aside 20 percent of the revenue from the China
Boom for education, 19 percent for health, 22 percent for transport
infrastructure, and 13 percent for agriculture.’

It will take more than taxing, capturing more royalties, man-
aging capital flows, and earmarked spending to generate the
financing needed for long-run productive growth in the Americas.
Special funds should be established to manage commodities while
generating additional wealth for present and future generations.
Here, Latin American governments have made significant strides
that could be replicated and scaled up. The region is home to some
of the most innovative stabilization funds, national development
banks, and sovereign wealth funds across the developing world.

During earlier part of the China Boom, Chile upgraded its exist-
ing copper stabilization fund—and just in the nick of time. In 2006
Chile established the Economic and Social Stabilization Fund (FEES),
which takes windfall profits from the copper sector and is held aside
to help fund fiscal deficits when the copper price is low or when there
is a general economic downturn. During the China Boom the FEES
took in $24.6 billion, allowing Chile to have one of the larger stimulus
packages in the wake of the 20082009 global financial crisis."”

Most countries either disbanded or demoted their development
banks during the Washington Consensus period. The one big
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exception is the Brazilian National Development Bank (BNDES),
whose capital increased fourfold during the China Boom. The
bank has been reinvigorated to support long-run investments. And
as in the case of Chile, BNDES played a big role during the 2008-
2009 global financial crisis in terms of stabilization. The BNDES
acted as a credit backstop for strategic firms as capital dried up in
the immediate aftermath of the financial crisis." That said, Brazil
and the BNDES are examples of what I will discuss in a moment
regarding the need to get the political economy right. Despite
having a national development bank that provides more finance
to Brazil than the World Bank provides to all of Latin America,
Brazil’s investment rate was an anemic 17.6 percent of GDP during
the China Boom."”

Latin America also has some leadership in sovereign wealth funds
(SWFs). SWFs are state-owned investment funds that are supported
by revenues from commodities. SWFs take commodity revenues and
invest them in stocks, bonds, and other global assets in the hope of
increasing the wealth of the country and preparing for a day when
nonrenewable commodities may no longer be available at a profit.
Norway’s SWF is seen as the flagship and helped that country transi-
tion away from oil production as the core of its economy. Eight Latin
American countries have SWFs, including Brazil, Chile, and Peru.
Trinidad and Tobego’s Heritage and Stabilization Fund is seen as the
most forward-looking, as it is one of the few in the region that has an

explicit mandate to invest for future generations, as Norway’s does.”

Reindustrialization for Socially Inclusive
and Sustainable Development

Santiago Levy, one of the architects of Mexico’s innovative
Conditional Cash Transfer (CCT) programs who is now at the

Inter-American Development Bank, often says that Latin America
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has to do better than producing healthy and better-educated poor
people to work in restaurants in Dallas and New York, apple farms
in the Pacific Northwest, or waiters in Cancun." Levy is insinuating
that Latin America has to invest in productive and employment-
generating activity that can absorb these healthier and smarter
people. Three areas vital for investment are infrastructure, innova-
tion and upgrading, and the environment.

The Latin American region faces an annual infrastructure
gap of 6.2 percent, with many of the region’s major ports, rail-
roads, and highways lacking significant upgrade since the state-led
industrialization period.” A twenty-first-century infrastructure
for Latin America cannot simply be repaving roads and extending
railways from extractive industries to cities and ports. The region
needs to incorporate an infrastructure network that facilitates
new economic activity outside of the commodity sector as well.
What is more, the digital infrastructure of the region is also in
poor health. Only 35.4 percent of Latin Americans have access to
the Internet, 5.2 percent to fixed broadband, and 5.6 percent to
mobile broadband. That stands in stark contrast to Asia, where
48.5 percent have access to the Internet, 15 percent to fixed broad-
band, and 35.7 percent to mobile broadband.’

While chief economist of the World Bank, the eminent
Chinese economist Justin Yifu Lin said that Latin America’s inabil-
ity to accelerate the development process was a result of the
region’s failure to maintain a process of industrial diversification
and upgrading. Lin acknowledged that Latin America’s state-led
industrialization period left a bad taste in Latin American mouths
because it was associated with political capture and corruption.
But Lin stressed that policies for industrial diversification and
upgrading for twenty-first-century Latin America should not be a
return to the region’s past, nor should they be an attempt to mimic

China’s brand of state-led industrialization. Lin marveled at the
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development of private markets and institutions in Latin America
to signal how the region is far ahead of China on those fronts, and
needed a leaner state role that facilitated structural change toward
industrial upgrading, not dictated it. The key difference, to Lin, is
that Latin American industrial strategies should build upon those
sectors where it already has a comparative advantage. The prob-
lems with the past were due to the fact that Latin American gov-
ernments tried to take too big a leap into industrialization. Rather
than attempting to jump into the computer industry, Brazil should
have tried to focus on a sector closer to its relative strengths—like
refining soybeans or rolling steel from iron ore.

In addition to the World Bank, the Washington-based IDB has
also come round to recognizing the need to focus on industrializa-
tion in Latin America. In 2014 it produced a landmark study called
Rethinking Productive Development: Sound Policies and Institutions for
Economic Transformation that stresses the need for the state to play
a role in enhancing competitiveness and diversification. Like Lin,
the IDB also emphasizes that such a set of policies is not a return
to state-led industrialization: “the instruments of intervention are
not public companies or subsidies to declining sectors or small and
medium-sized enterprises (SMEs) of low competitive potential but
rather policies of innovation, improvement of human capital, facil-
itating entrepreneurship and clusters, promoting internationaliza-
tion, and, especially, an active public and private collaboration.”"

The ECLAC has long emphasized the need to diversify pro-
duction and increase productivity in the Americas. In some ways
the ECLAC approach is more rooted and ambitious than the
approaches of the World Bank or Inter-American Development
Bank. One concern is that solely focusing on upgrading in indus-
tries directly related to commodity sectors will make economies
more susceptible to swings in commodity prices, not less.”® More
broadly, however, ECLAC has also stressed that diversification by
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definition can mean the creation of whole new industries in an
economy and sometimes may require linking new industry to
necessary intermediate goods markets, labor markets, roads and
ports, and final product markets.

What is common among all the major institutions arguing
for a reinvigoration of upgrading is that nations should identify
where the private market is failing to provide the incentives for
investment in technological upgrading, and that the state can play
a role in coordinating efforts to address those market failures. In
enabling the technological capacity of new industries, markets do
not give the correct investment signals when there are high and
uncertain learning costs. In other words, technological dynamism
that leads to diversification is not guaranteed by markets alone for
many reasons such as weak capital markets, restrictive intellectual
property laws, lack of information and poor coordination, imper-
fect competition and the need for scale economies, poor levels
of research and development, and more. Historically, to correct
for market failures nations have encouraged joint venturing with
foreign firms to learn technological capabilities. In addition, they
have invested heavily in higher education and publicly funded
research and development. East Asian tigers—like developed
countries before them—spent a great deal of effort providing edu-
cation and training for their people. This was done by spending
a significant amount of funds on education (including providing
scholarships to obtain PhDs in developed countries), clustering
schools in export processing zones, requiring that foreign firms
hire nationals and train them on the job, and subsidizing training
programs in domestic firms.”

Regardless of the specific approach, it is a major achievement
that the region is debating what the most appropriate level of
upgrading policies are—rather than whether to do them at all.

Perhaps what is more important than the actual policy is putting
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in place a process to determine what the right upgrading policies
should be. Past attempts at industrialization in the region had a
one-size-fits-all approach: industrialize in all sectors at all costs.
New, more nuanced approaches emphasize the need to put in
place a process whereby policymakers (embedded within the
private sector) can “self-discover” the binding constraints to eco-
nomic growth in a particular economy. After such a “diagnos-
tic” has taken place, then the policy process can commence.”
This is exactly the approach taken by Robert Devlin and Graciela
Moguillansky, two veteran economists of Latin American develop-
ment. Devlin and Moguillansky drew on the examples of the Asian
“tigers” of industrial development for their 2011 book Breeding Latin
American Tigers: Operational Principles for Rehabilitating Industrial
Policies. Drawing on the experiences of 10 countries outside Latin
America, the authors show that the best policies emerge out of an
alliance between the public and private sector where each party
shares in the generation of information and support needed to
identify market, institutional, and even ideological constraints to
industrial development and in making strategies to address those
constraints.? In more recent work for the World Bank, the authors
report that industrial upgrading policy is “back™ in Latin America,
with some countries such as Brazil and Colombia even having
formed “councils” for public—private alliances. While hailing this
development as “major,” they conclude that “industrial policies
have returned to Latin America and their character is quite dif-
ferent from the much-maligned (not totally fairly) policies of the
import substitution era. But the secret of successful industrial poli-
cies still depends on doing it right. Advances in this regard are sig-
nificant, but there is considerable room yet for improvement.”*
No strategy for capturing the benefits of commodity-led
growth and investing some of the windfall into infrastructure and

technological upgrading will succeed unless Latin America begins
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to see its ecosystems as “natural capital” that get equal footing
alongside physical and human capital. As the home of 20 percent
of the world’s forested area and one-third of the world’s fresh water
resources—not to mention 30 percent of global copper, biodiesel,
and other abundant deposits of oil, gas, minerals, and numerous
products derived from the earth—Latin Americans need to bet-
ter recognize that the stewardship of these resources is important
from an economic as well as an altruistic perspective.

An important set of measures that would help capture the ben-
efits of commodity production and raise revenue at the same time
for reinvestment would be taxes on fossil fuel production. Here the
region is lacking, but there are also some examples of leadership. In
September of 2014 Chilean President Michele Bachelet introduced
Latin America’s first carbon tax. Chile will put a $5 levy on carbon
dioxide emissions of larger power plants. Not only will the plan
reduce carbon emissions and raise the cost of fossil fuel energy, it is
estimated to bring in s160 million per year in government revenue
for investment in renewable energy.”> Mexico has a $3.50 tax on the
sale of fossil fuels based on their carbon content and covers more
than 4o percent of the country’s greenhouse gas emssions. Costa
Rica taxes gasoline and other environmental “bads” and parks
some of the funds in a new environmental bank called BanCo2.
The bank’s mission is to invest in green development projects and
mitigate the impacts of climate change and has helped Costa Rica
reverse its deforestation trend.* In addition to taxing environmen-
tal bads, subsidies for fossil fuels could also be drastically reduced.
Mexico, Argentina, Ecuador, and Venezuela top the list of coun-
tries with heavy subsidies in the fossil fuel sectors.”

Countries in Latin America will also need to upgrade their
baseline environmental standards and safeguards—especially as
they pertain to natural resource exploitation. As discussed in the
last chapter, Peru has become a regional leader in transparency,
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joining the Extractive Industries Transparency Initiative. However,
that country has begun to weaken its environmental regulation in
pursuit of foreign investment in a weak economic environment.
Such a short-term view will come back to bite in the long run.
Overall stocks of natural resources will dry up as will the ability of
ecosystems to absorb the waste from natural resource exploitation.

Many advocate the “Hartwick rule” (named after the work of
eminent late economist John Hartwick) as a rule of thumb for
natural-resource-based economies.*® The Hartwick rule says that
all of the rents from natural resource extraction need to be rein-
vested in productive and human capital such as infrastructure,
innovation and industrialization, and education. This is essential to
the future of Latin American economic development—but it won't
be enough. The Hartwick rule is considered a relatively weak form
of sustainable development because it assumes that there is easy
substitution between natural capital and productive capital—that
depleting a forest and its peoples can be easily replaced with invest-
ing in new industry or overseas investments that bring dividends
equal to the losses of those natural resources.

Of course, the world’s most biologically diverse areas that are
also home to some of the richest and most ancient cultures in
the world are not substitutable for conventional economic invest-
ments—to say the least. There will be times, even during down-
turns, that Latin Americans will have to draw a line in the sand—or
the forest, or the mountains. There is just no way to put a price
on the value that such people and places bring to humanity. Latin
America’s rich stock of plants, animals, and people could be the
home to the discovery of wonder drugs that can help eradicate epi-
demics in the future. Forests in the region help absorb carbon diox-
ide emitted from factories, cars, and power plants across the planet.
Some areas and peoples will need to be fundamentally protected

from extractive activity, or at least be allowed to live alongside such
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extraction as in the case of some of the offshore inland projects
discussed in the last chapter. In order to give the people that inhabit
these regions their proper rights and voice, more countries will
need to enshrine, codify, and enforce ILO 169 as Bolivia has.
Balancing the rights of people and nature with the need to
expand infrastructure in Latin America is perhaps the greatest
challenge. Latin America has a 6.2 percent annual infrastructure
gap that is making the countries in the region lag economically.
A twenty-first-century infrastructure is needed that expands infor-
mation and communication technologies, energy and electricity,
and roads, ports, and railways in a manner that increases regional
trade and investment and better connects Latin American countries
with the rest of the world. With some notable exceptions, infra-
structure projects in the region have been largely national in design
and extractive in their purpose. The mentality has been to increase
access to extractive industry activity in order to expedite getting
those resources to global markets. Such an approach only locks in
commodity-dependent economic activity and social and environ-
mental conflict. Latin Americans need to have a regional discussion
on an infrastructure that will connect their economies to each other
and the rest of the world in a manner that maximizes interconnec-
tivity while minimizing social and environmental conflict. To this
end, the upgrading of national and international safeguards for
countries, development banks, and private-sector actors is essential.
As shown in the last chapter, the World Bank and IDB have made
strides in this area, but many national governments, national devel-

opment banks, and Chinese actors are still significantly lacking.
Getting the Political Economy Right
Rebalancing Latin American economies for long-run economic

development does not mean adopting the Beijing approach of
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state-led industrialization. Latin America has been there. Nor,
however, will the Washington Consensus be the framework for the
twenty-first century. Latin America has been there too. The state-
led industrialization period had too much state and too little atten-
tion to people and the planet. The Washington Consensus had too
little state and still not enough attention to people and the planet.
Latin America needs to bring the state back in, but the state needs
to be leaner, more effective, and more accountable—no easy task.
Latin American governments know all too well that government
programs can create more problems than they attempt to correct
for. To build effective institutions the region’s governments will
need to better embed with the private sector while at the same
time establishing built-in mechanisms that hold both the public
and private sectors accountable for their actions. Only then will
the region be able to deshackle itself from the capture of special
interest groups and be able to use the state effectively toward sus-
tainable development.

With the exception of some key natural resource sectors such
as copper in Chile and oil and gas in most countries, the private
sector will need to be the engine of sustainable growth for Latin
America’s future. That said, it is the utmost responsibility of the
state to establish the proper playing field for markets to generate
wealth in an equitable manner for present and future generations.
I have argued that there are two key functions that Latin American
governments need to improve to these ends: capturing more of
the benefits of commodity-led growth and investing those benefits
into economic diversification and social and environmental protec-
tion. This type of government activity, however, is prone to being
captured by interest groups that wish to benefit from such pro-
grams—or by those that don’t want to bear the costs.

As the World Bank has documented, Latin America is rife with

two kinds of political capture that have long plagued the region
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and became accentuated during the China Boom. First is political
patronage, where the beneficiaries of commodity-led growth are
too closely knit with the government and influence government
decision over government policy and the allocation of resources.
This translates into large breaks for those in the natural resource
sector in terms of taxes, environmental regulation, and kickbacks.
Without institutions to weaken the relationship between the com-
modity sector and the state, Latin American governments will be
hard pressed to put in place taxes, royalties whose proceeds go into
funds, and banks for economic diversification and inclusive devel-
opment. Related to this is “rent-seeking” behavior, where the ben-
eficiaries of new government investments can distort government
activity. Either through lobbying or corruption, private actors can
take over government programs for their own benefit rather than
the productive uses that such programs are geared toward.”

There are three guiding principles that need to be enshrined
into government policy in order to avoid excessive patronage and
rent-seeking that will distort Latin America’s ability to capture
the benefits of commodity-led growth and invest in a sustainable
future. First, programs will need a higher level of embedded-
ness or partnerships with the private sector in order to design the
proper institutions. Second, major checks will need to be imposed
on the private sector to ensure that it does not distort the intent of
government action. Third, civil society will need to be enabled to
monitor both the state and the private sector and hold them each
accountable for their actions.

The prominent sociologist Peter Evans has brought great
insight into the need for the government to have “embedded
autonomy” with the private sector in order to design tax and roy-
alty systems that will be effective, and to be able to pinpoint the
binding constraints the private sector experiences when attempting
to move into sectors beyond primary commodities. Governments,
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especially those in Latin America, have a poor record of picking
winners or sectors that should be targeted for innovation and
industrialization strategies. Brazil was successful in developing
Embraer, but for every Embraer there are a host of other compa-
nies we have never heard of because they did not succeed. Evans
and others have documented that the state—whether through sov-
ereign wealth funds, development banks, or fiscally funded pro-
grams—will be more effective if programs are designed by the
private sector and the government working in partnership.

The private sector is much closer to the pulse of economic activ-
ity than governments are. The private sector can also help identify
where government programs go wrong. That said, the private sec-
tor is less apt to invest or expand into sectors and activities outside
its comfort zones. They see too much uncertainty due to lack of
information and financial instability, and often simply suffer from
myopia. In their cutting-edge work, economists Robert Devlin and
Graciela Moguillansky conclude that “working together through a
public-private alliance, and thus maximizing the input of national
talent and capabilities, the public and private sectors are more
likely to develop an intelligent strategy than either party can work-
ing alone.”?®

Again, Latin America will not have to reinvent the wheel.
Countries in the region can draw on the success stories of exam-
ples in and out of the region. Devlin and Moguillansky document
how public—private alliances in Singapore, South Korea, Malaysia,
Spain, and the Czech Republic were formed to help identify the
binding constraints for economic diversification and development.
They also note that Brazil and Colombia have made strides in this
area as well. As part of Brazil’s broader set of industrial policy, they
have set up a coordination council that consists of over twenty
ministries, fourteen members of the business community, and the

Brazilian National Development Bank. Colombia has had similar
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councils since the 1990s. That country’s National Competitiveness
Commiission includes not only government and business repre-
sentatives but also academics, unions, and other members of civil
society.”

It is also paramount that public—private alliances do not get too
close for comfort. Programs for long-run development need to
have built-in mechanisms that ensure that they do not get taken
over by rent-seeking corporations. For capturing the windfalls
from commodity production it is imperative to have transparency
about private-sector activity in the extractives sectors. ECLAC has
recently highlighted this in saying that “the fact that the principal
instrument for State participation is a tax on profits reported by the
mining companies themselves highlights how important it is for
governments to have independent mechanisms and specific indica-
tors to make sure that the sector’s profits and costs are transparent
throughout price cycles.”*® Transparency is essential, as is account-
ability. Nations will need to credibly fine or penalize companies
that are not complying. The IDB reckons that half the potential
collection of taxes from wealthy individuals and corporations is
lost to evasion in Latin America.”

In terms of executing projects for economic diversification, the
most successful countries have partially circumvented rent-seeking
by havingstrictdiscipline over the private actorsin the public—private
alliances. The late MIT economist Alice Amsden documented how
East Asian industrialization efforts were more successful than their
Latin American counterparts precisely because they put in place
carrots and sticks for participating in public—private partnerships.
The private sector does not get handouts to create industries and
expand technological capacity. Indeed, private-sector actors would
only receive support if they met strict performance standards. Key
among those standards was exporting a certain percentage of new

product after a certain time period. If firms did not export, they
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would not receive further tranches of government support. This
accomplishes two things. First, it provides benchmarks and clear
indicators that allow the government to cut firms and sectors out
of programs before they infiltrate the government for more sup-
port. Second, it forces firms to shoot for the technological fron-
tier and market competitiveness. Governments cannot control
whether an American or German purchases a South Korean car;
consumers will buy it based on price and quality. Therefore the
test that allows a firm to get continued support is whether a firm
can become globally competitive—a task that companies can’t do
by corruption, but only by putting government support to good
use—by investing into innovation and competitiveness.

Latin American governments will not get the political economy
right unless there are also mechanisms to hold the private sector and
governments accountable. Direct civil society monitoring that high-
lights both the successes and limitations of government and company
policies can bring issues to the attention of policymakers and the
media. Civil society organizations should be enabled to expand their
networks to monitor new economic actors in their region and link
with their counterparts in China and across the world to bring fur-
ther attention to government programs and private-sector behavior.

Academic research can also help derive a more empirically
based understanding of these complex issues and serve as a neutral
space where governments, companies, and civil society can estab-
lish a dialogue. Academics can also form international networks
to compare findings with other analyses and disseminate their
work more widely. Academic researchers and universities can also
play a role in promoting educational and cultural exchange, joint
research, and training for governments and other members of civil
society. Finally, the media has a key role to play in monitoring and
shedding light on the success and failure of government and cor-

porate policies alike.
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Latin American governments will not be working in a vacuum.
Key to the success of renewed national development strategies will
be the careful navigation of the China Triangle. Negotiating and
partnering with both China and the United States will be essential
for the region to achieve its goals. This will take leadership and

new thinking in China and Latin America as well.
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Navigating the China Triangle

The onus is on Latin American governments and regional bodies
to establish an inclusive and sustainable development strategy for
the region and its peoples. A key tenet of any comprehensive strat-
egy will need to be constructive engagement with the two larg-
est economies in the world, China and the United States. Latin
America is increasingly strategic for China and will remain so for
the United States. Latin American leaders will need to leverage
the strategic importance of their region to form partnerships that
will help support Latin American growth strategies, help reduce
tensions, and bring benefits to each point in the China Triangle

between Latin America, China, and the United States.

Engaging with China

The key ingredients of a new Latin American development strategy
discussed in the previous chapter will be attractive to China—but
Latin America will have to negotiate for them. A major compo-
nent of a comprehensive development strategy will be negotiat-
ing a more balanced economic relationship with China than the

commodities-for-manufactured goods trade that ensued during
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the China Boom. Latin America holds strategic assets to leverage
when engaging with China. China, looking to advance its flagship
companies overseas and provide financing to emerging market
governments in order to diversify its assets, may be more willing to
engage than it had during the China Boom.

There are three areas where China may buy in to a new devel-
opment strategy in Latin America. First, China will continue to
be a source of demand for Latin American commodities and pos-
sibly for a more diversified array of products if Latin America gets
its policies right. Second, China may become an even larger pres-
ence in terms of foreign direct investment in Latin America. Third,
China and its growing set of development banks and funds can
be a source of much-needed finance for infrastructure, industri-
alization, and green development. There is some evidence that
China stands ready, with 2015 as a turning point. In a May 2015 visit
to Chile, Chinese Prime Minister Li Keqiang said that “industrial
cooperation between China and Latin America arrives at the right
moment,” and “China has equipment manufacturing capacity
and integrated technology with competitive prices, while Latin
America has the demand for infrastructure expansion and indus-
trial upgrading.™

In terms of demand for Latin American commodities and
beyond, China is not going away. It is quite true that Chinese
growth has slowed, but from 10 to 7 percent per year. A China slow-
down to 7 percent growth, with a base of the approximately 13 tril-
lion dollars it is today, is close to goo billion dollars. Nine hundred
billion dollars is roughly the size of the entire GDP of Indonesia,
the world’s 16th largest economy. The glory days of 10 percent
growth in China occurred when the Chinese economy was less
than half its 2013 size.

It is important to remind ourselves that China houses over one

billion people, and hundreds of millions still live on less than s2.50
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per day. In this light, China’s per capita consumption of the core
commodities that Latin America exports to China are still very
low relative to industrialized countries. For crude oil China only
consumes about 7 barrels of oil per person each year, compared
to 35 barrels per person in Japan, 45 barrels per person in South
Korea, and 61 barrels per person in the United States. If China’s
growth rate of oil consumption continues at the pace it has since
its reforms began in the late 1970s it would be another 45 years
before it reached the level of consumption that Japan has, let alone
South Korea or the United States—implying that oil imports will
be part of China’s future for many years to come. The same holds
true for copper and iron ore. For copper China only consumes
roughly five kilograms per person per year, whereas the United
States and Japan consume 8 to 12 kilograms per person per year.
China consumes half the iron ore per capita as industrialized coun-
tries do as well. For both iron ore and copper it would take 50 years
for China to consume at the same level as industrialized nations,
assuming the same rate of growth since the late 1970s. If that level
of growth is slower, of course there will be even more time to
capitalize on Chinese demand for Latin American commodities.
It is also important to remember that in addition to China, other
countries, such as India and Indonesia, will increasingly be a source
of demand for Latin American commodities. In a joint study by the
Asian Development Bank and the Inter-American Development
Bank (IDB), researchers estimated that demand from China and
other parts of Asia will continue to increase for most commodities
for at least two to three decades.?

There may be demand for Latin American goods beyond the
commodities sector as well. As China transforms itself toward
a more consumption-based economy, it will need more con-
sumer goods. While the manufacturing sector in Latin America

has lost competitiveness during the commodity boom, Chinese
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transformation offers a second chance. If Latin American nations
put a premium on innovation, industrialization, and export com-
petitiveness, they may find openings in the Chinese economy that
are not on offer elsewhere. Indeed, in 2014 the Brazilian aircraft
giant Embraer signed 2.6 billion dollars worth of deals to sell
small jets to small start-up regional airlines in China, showing that
demand is picking up for China new jet-setting class.* Moreover,
China’s transformation may give Latin American consumer and
other manufacturing products some breathing room in terms of
export competitiveness through the exchange rate channel. As
China becomes more of a consumer society and moves forward
on financial reforms, it will ease its grip on the exchange rate. If
managed properly the exchange rate will likely appreciate over
the longer run. This will trigger more imports on the Chinese side
and help make Latin American exports more competitive globally
as well.’ This is already proving evident for Mexico. From 2008
to 2013, only 24 percent of Mexican exports were directly threat-
ened by China in world markets, down from 72 percent during the
period from 2000 to 2006. These openings won't increase Latin
American exports automatically, however; in the long run, they
will only remain options for countries and companies that upgrade
their competitiveness.®

China can also be a continued source of foreign direct invest-
ment into Latin America—and again, not only into the commod-
ity sectors if Latin American countries and companies get their
policies right. As markets in the natural resources, infrastructure
and construction, and manufacturing sectors in China saturate the
companies that led China’s transformation in those sectors will be
looking to go abroad. Indeed, this is already happening. Based on
retained earnings from China’s domestic boom and healthy lines
of credit from the likes of the China Development Bank (CDB)
and the China Export-Import Bank (CHEXIM), Chinese national
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champions are looking to merge with or acquire Latin American
companies that will be suffering due to the slowdown, lower prices,
and bloated balance sheets due to exchange rate depreciation.” As
the exchange rate and wages increase in China, Latin America
may not only be a destination for foreign investment in the pri-
mary commodities sector. Mexico and Central America will prove
to be a platform to access to the US market as the United States
gains momentum and those countries become more competitive.
Indeed, Chinese textiles and copper tubing companies have already
located in Mexico, and auto companies may soon follow. Chinese
auto companies have already entered Uruguay, seeking access to
the Argentine and Brazilian markets through Mercosur.

There is no sign that China is turning off the spigot in terms
of finance to Latin American governments, either—though
it may begin to take different forms. Since 2005 China’s policy
banks have provided upward of sirg billion to Latin American
governments for infrastructure and mining projects. In January
of 2015, China hosted the first China—CELAC (Community of
Latin American and Caribbean States) summit and held the first
ever conversation between China and the entire Latin American
region. At that meeting China pledged to increase trade with
Latin America to s5o00 billion and investment to s250 billion by
2025. To kick-start the pledge China established a number of
funding arrangements totaling $35 billion, including s20-billion
special loans for China-Latin America infrastructure coop-
eration, the sro-billion preferential loans for Latin American
countries as well as the s5-billion China—CELAC Cooperation
Fund that China promised previously. The sso-million China—
Latin America Infrastructure Cooperation Special Fund has
also started to invest in specific projects. China continues to
see overseas finance and foreign direct investment as a way to

diversify its holdings of US Treasuries. In addition to ramping up
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investments abroad through the CDB and CHEXIM, China
is rapidly setting up new financial vehicles. In addition to the
CELAC-China fund, China cofounded the s1oo billion New
Development Bank with the BRICS countries in 2015, and the
s100 billion Asian Infrastructure Investment Bank. These vehi-
cles may become the wave of China’s financing future as they
help China diversify risk. China may have overextended itself
with nations like Argentina and Venezuela through bilateral
loans. Multilateral finance may be a way to spread that risk.

The CELAC-China forum offers a fresh opportunity for a
regional dialogue with China, rather than (or at least to supple-
ment) bilateral economic relations. If managed properly this will
allow the region to reach common goals for regional infrastruc-
ture, industrialization, and environmental protection that it can
then engage with China about collectively. At the China—CELAC
summit leaders from Latin America and China drew up a China—
CELAC Cooperation Plan (2015-2019). The plan covers a wide
range of issues, including peace and security; international affairs;
trade, investment, and finance; infrastructure and transportation;
energy and resources; education, culture, and sports; and environ-
mental protection.

The China—CELAC Cooperation Plan is an unprecedented
opportunity for Latin America to upgrade its industrial com-
petitiveness and environmental protection. In addition to pledg-
ing to increase trade and investment and to create a number of
funding vehicles to facilitate such trade, investment, and finance,
China and CELAC pledge to “enhance collaboration to promote
in CELAC countries the industrialization for value added goods,”
“with a view to supporting the internationalization and integra-
tion of SMEs [small and medium-sized enterprises] in global value
chains.” If that isn’t enough, the plan also commits to “explore ini-

tiatives to the joint construction of industrial parks, science and
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technology, special economic zones and high-tech industrial parks
between China and CELAC countries, especially in research and
development (R&D) activities in order to improve industrial invest-
ment and the forming of industrial value chain,” and “explore the
possibility of inaugurating the China-LAC Industrial Development
and Cooperation Forum in due time.” China also commits to mak-
ing major investments in Latin American infrastructure, and with
a better eye on the sustainability of such projects “China-LAC
Cooperation Fund, China-LAC Special Loan for Infrastructure,
concessional loans offered by China as well as other financial
resources, to support the key cooperation projects between China
and CELAC countries, in a manner consistent with the social,
economic and environmental development needs of the CELAC
region, as well as with sustainable development vision.”®

This plan is nothing short of incredible, and offers the best and
balanced opportunity for Latin American economic development
in 8o years. The plan also indicates that Latin American leaders
have already come to realize the need to diversify their economies
and make economic development more environmentally sustain-
able. However, the CELAC—China Cooperation Plan is organized
and contains many of the exact initiatives that can be found in the
Africa-China Cooperation Plan under the auspices of the Forum
on China-Africa Cooperation (FOCAC) negotiated in Beijing in
2012—indicating that it is China that is the motivating force for
industrialization and sustainable development in the region.’

China is handing Latin America an opportunity to upgrade in a
sustainable manner on a silver platter. And if FOCAC is any indica-
tion, these plans are not mere communiqués for press conferences
at the end of summits. China delivers. China’s history of contem-
porary cooperation with Africa predates its cooperation with Latin
America.”’ Indeed, China has had five ministerials with heads of
Africa as a region as opposed to the first China-CELAC summit
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in 2015. China has delivered on a China-Africa Cooperation Fund
and has kick-started a number of industrial parks across Africa,
including in Ethiopia, Egypt, Nigeria, Mauritius, and Zambia.
If these zones are primarily motivated by China and not Africa,
why is China interested? Deborah Brautigam of Johns Hopkins
University and Xiayang Tang of Tsinghua University attribute
Chinese motivation for establishing industrial parks in Africa as
being fivefold. First, the parks help increase demand for Chinese
manufacturing exports. Second, by facilitating foreign investment,
the zones serve as an export platform for Chinese firms wishing
to cut tariff or transportation costs to the world’s largest markets.
Third, to the extent that the parks facilitate technological upgrad-
ing they help Chinese firms move up the value chain. Fourth, the
zones help create economies of scale for overseas investment and
help get small- and medium-sized Chinese firms overseas as suppli-
ers to larger flagship firms. Fifth, the zones are a diplomatic tool
envisioned to help other countries replicate China’s success with
such zones at home. Chinese firms are also motivated to locate to
the zones because they can apply for special grants and long-term
concessional loans to participate. What is more, China created a
s1 billion fund for African SMEs that Chinese firms could partici-
pate in if locally registered as well. In the first assessment of these
zones, though many of which are still in the works, Brautigam
and Tang find that Chinese zones in Africa fall short in creating
linkages to the rest of the economy that aid in the structural trans-
formation of African economies. The authors stress that “each
zone is embedded in a local policy framework and depends on
local coordination outside the zone.”" In other words, China can’t
do everything. Most African nations lack a home-grown strategy
for industrial upgrading. Drawing from the Latin American expe-
rience, a key lesson for Latin America is that Chinese zones can

enhance a homegrown strategy, but not act as a substitute for one.
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Of course, a comprehensive development strategy for Latin
America also has to put a premium on environmental protection.
The plan says that China and CELAC will cooperate on global cli-
mate change negotiations and invest in more renewable energy
in Latin America. What is more, the two pledge to “enhance col-
laboration in the protection of biodiversity and coastal ecological
system, reserves management, environmentally sound technolo-
gies, water conservation, desertification combat and pollution
control and treatment, among other issues, to improve the capac-
ity for environment protection.” As in the case with industrializa-
tion, China is offering a window and dialogue—backed by funding
arrangements—to promote environmental protection. It will be
up to Latin American nations in CELAC to make the environment
as much of a priority as industrial diversification.

The current pattern of China-Latin America trade and invest-
ment is endemic to environmental degradation, high carbon emis-
sions, and social conflict. New industry and infrastructure will
need to be geared toward structural transformation that is envi-
ronmentally sustainable. One area for joint cooperation is Latin
America’s lucrative clean energy potential. According to the IDB,
Latin America will need to double its installed power capacity by
2030 at a cost of s430 billion. The IDB estimates that the region
could produce orders of magnitude more electricity from solar,
wind, geothermal, and biomass energy sources in Latin America.”

However, there is also major demand for infrastructure,
amounting to 6.2 percent of GDP per year for the forseeable
future. Infrastructure needs to be thought of in terms of regula-
tory infrastructure, Internet and communications, and energy and
electricity, as well as roadways, railways, and ports. Moreover, a
reinvigorated infrastructure for the region should focus on increas-
ing both inter-Latin American trade and investment as well as

exports—and seek to link newly created industrial clusters with
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cities, ports, and markets rather than the old model of simply
building roads to the latest oil or mining concession. In addition, it
will be imperative to adopt the most stringent social and environ-
mental safeguards. Here CELAC and China would do well to adopt
a strategy along the lines of the IDB’s Sustainable Infrastructure for
Competiveness and Inclusive Growth. Core to the IDB’s strategy is to:

Support the construction and maintenance of an environ-
mentally and socially sustainable infrastructure: the strategy
proposes including the critical components of environmental
sustainability (climate change adaptation and mitigation, nat-
ural disaster risk reduction, and conservation of biodiversity)
from the very start of the project cycle, so they represent a core
focus of infrastructure planning. This strategy also stresses the
need to design and manage infrastructure to boost its positive
impacts on inclusion and poverty reduction.”

Putting clean energy investment and social environmental safeguards
into the core of the CELAC—China economic cooperation agenda is
in the interests of both parties. For Latin America this is important
to maintain the stock of natural resources for economic growth in
the long run and to maintain the rich biological and cultural diver-
sity that the region enjoys. For China this is of utmost importance
in order to reduce political and economic project risk. Projects that
do not include stringent safeguards turn into political and economic
nightmares—as Sinohydro has learned in Honduras—that create

costly delays and tarnish company and country images.
The United States: From Patron to Partner
Now is a perfect time for the United States to hit the reset but-

ton on foreign economic policy in Latin America—and for Latin
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America to do the same toward the United States. Both parties
took each other for granted during the China Boom. After pushing
hard to create the controversial Free Trade Area of the Americas
(FTAA), the United States turned its focus to the Middle East and
the Asian pivot. Latin American countries embraced China, with
some inflaming the US-Latin America relationship with rheto-
ric of how they were deshackling themselves from a past domi-
nated by US imperialism and the Washington Consensus. If the
United States shifts from acting as a patron to a true partner of the
Americas, both Latin America and the United States will be bet-
ter off—and a more balanced relationship between Latin America,
China, and the United States can coexist.

The United States is no longer in an economic or political posi-
tion to create a Monroe Financial Doctrine or South American
New Deal with Latin America as it did in the 1930s and 1940s (as
discussed in chapter 2). However, the United States can reconstruct
a similar sensitivity to Latin America that it had during that period.
In so doing, the United States should articulate and reboot some
of the major benefits that the United States brings to the Americas,
and acknowledge and reform some of the mistakes that have been
made by the United States in past decades.

A central tenet of US policy to Latin America during the New
Deal was that Latin Americans deserved the policy space to deter-
mine their own economic destinies. The US government bolstered
Latin American states in upgrading industrial capacities to ensure
that their countries would grow and not be swayed by German
penetration into the region. The US business community, led by
Republican Nelson Rockefeller, supported industrial upgrading in
Latin America for those reasons as well, but also because growth
in the region created more demand for US products. US support
was not simply a blessing, but was backed by the newly created US
Export-Import Bank (US Ex-Im) that provided financing to steel
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mills and other industrial projects across the Americas." A simi-
lar attitude and instruments will go a long way in the Americas—
especially if coupled with an acknowledgment of past mistakes
and a restatement of what the United States offers the region.

Embodied in the very name “the Washington Consensus” was
the idea that Washington and the international financial institu-
tions headquartered in Washington knew what was best for Latin
American economic policy. Foreign economic policy then began
telling Latin Americans what was good for them and codifying
such ideas in IMF and World Bank programs, and in US trade
agreements. In the twenty-first century, the United States should
see Latin Americans as equals and declare a partnership with the
region rather than the patronage that has defined US economic
policy for decades. This is exactly what Roosevelt did, traveling to
the region to declare the Good Neighbor policy and acknowledg-
ing that the United States had made mistakes in supporting dicta-
tors of the past. The United States should take credit for helping
restore fiscal and monetary prudence in the region through the
Washington Consensus years, but also acknowledge that growth
was poor, financial instability more rife, and that some of our poli-
cies went too far.

In a renewed partnership the United States will need to empha-
size how some aspects of the US-Latin America economic relation-
ship have changed and are among Latin America’s most strategic
economic assets. The United States can take credit for some of the
region’s domestic policy achievements. It has a much more diversi-
fied trade and investment mix with Latin America than does China,
plays a competitive role in development financing for the region,
and, though not always followed, has a set of social and environ-
mental guidelines that are among the strongest in the world.

In addition to taking credit for helping restore fiscal responsibility
to the region, the United States should emphasize that it is still the
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largest trading partner to Mexico and Central America by orders of
magnitude and is poised to regain its place as the largest trading part-
ner with South America. As China’s economy slows and transforms
and the US economy finally recovers from its crisis, US demand for
Latin American products will rebound. What is more, unlike Chinese
demand, the US demand for Latin American products has been much
more diversified—importing manufacturing and commodities alike.
Indeed, though still relatively weak (especially in South America), Latin
American manufacturing is more nested in North American produc-
tion chains than with Asia. With the proper vision and policy space,
this can be repaired. The United States not only imports a greater
share of manufactured goods from Latin America, its foreign invest-
ment in the region is much more diversified as well. US automotive
companies, electronics firms, big box retail, and banks can be found
all across the Americas—not just US mining and energy companies.
Expanding and moving into higher parts of these value chains
should be at the core of any Latin American strategy for diversified
growth.

Like trade and foreign direct investment (FDI), the United
States plays key direct and indirect roles in providing financing for
Latin American nations as well. One of Roosevelt’s principle aims
of the US Export-Import Bank was to provide finance to Latin
American industrialization efforts while at the same time to cre-
ate opportunities and partnerships with US firms. The US Export-
Import Bank continues to provide upward of two billion dollars to
Latin American governments on an annual basis. Nevertheless, the
bank continues to be under vociferous attack by some members
of the US Congress, who see it as too much government and a
handout to big private companies. The majority of US Ex-Im Bank
finance to Latin America goes into the manufacturing sector and
downstream energy projects. Not only does it provide financing
for industrialization in Latin America, it provides opportunities for
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US exporters to play a role and become nested in such industri-
alization efforts. This 81-year program has become under appre-
ciated in Latin America—its s2 billion per year is more financing
than CHEXIM, and CHEXIM finance is heavily concentrated in
commodity sectors.

The United States does of course play a major role in the
World Bank and the Inter-American Development Bank. World
Bank lending decreased to Latin America by 25 percent during the
China Boom but still reached almost $80 billion, about the same
amount as the China Development Bank. The IDB provided s92
billion to Latin America during the China Boom. Although these
two development banks have tended to focus on micro-level health
and educational interventions rather than infrastructure and indus-
trialization, this has begun to change. Both institutions have set up
infrastructure facilities, and both have given increased attention to
the importance of industrial policy over the past few years.” What
is more, there have been moves to lessen the policy conditionalities
that were characteristic of the structural adjustment programs of
the Washington Consensus period. World Bank and IDB finance
is more likely to be conditioned on more general governance and
transparency criteria rather than on controversial trade policy,
privatization, and deregulation policies that plagued international
financial institutions in the past.

Finally, at home and in its international policies, the United
States boasts some of the strongest social and environmental stan-
dards. US environmental policies are the strongest in the Western
Hemisphere, and the United States has helped craft a set of OECD
guidelines for the environmental operations for overseas compa-
nies that are also strong. After decades of ignoring the environ-
mental impacts of World Bank, Inter-American Development,
and US Ex-Im projects, civil society pressure and a motivated new
generation of bank leadership have put together environmental
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and social safeguards that are considered the gold standard of the
profession. These institutions have pledged to reduce financing
for coal and other fossil fuels and to provide financing for renew-
able energy development, water sanitation, biodiversity preser-
vation, and adaption to climate change. Safeguard units in both
institutions require consultations with indigenous communities
and local groups before projects are executed, as well as envi-
ronmental impact assessments that are made available for public
comment.'

Alongside a rearticulation of these significant benefits of US—
Latin American economic cooperation, the United States will have
to acknowledge mistakes and make further reforms. Two key
areas of reform would go a long way. First, the US Ex-Im Bank and
World Bank are in need of reform and increased financing for Latin
America. Second, US trade policy needs to be reset in the region.
US treaties have a poor economic growth record, have restricted
the ability of Latin American nations to put in place the proper pol-
icies for export competitiveness and industrial diversification, and
have included loopholes that have allowed laggard firms to violate
efforts to upgrade social and environmental standards.

The United States would do well to endorse reform and reboot
financing to Latin America, not reduce or eliminate it. It was under
similar duress in the hemisphere that the United States established
the US Ex-Im Bank—but in the 1930s and 1940s it was in the face of
potential threats stemming from European shores. In that atmo-
sphere the Roosevelt administration founded the organization
with strong injections of finance to Latin America. As World War II
moved on, it was Nelson Rockefeller who convinced the Roosevelt
administration to triple the funding for the US Ex-Im Bank.”
Ironically, members of the same political party as Rockefeller who
so championed the US Ex-Im Bank, Republican members of the US

Congress, have worked hard to eliminate the bank in recent years."®
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In an environment where the CDB and CHEXIM have entered
Latin America and in some years have provided more finance to
Latin American governments than the US Export-Import Bank,
the World Bank, and the Inter-American Development Bank com-
bined, the United States should be reforming and upgrading the
US Ex-Im Bank, not eliminating it. It is true that the bank has often
tilted its financing in support of larger US firms that could seek
financing elsewhere. What is more, while it has very high social
and environmental safeguards in place, they are not transparent
in the disclosure of such safeguards. China in Latin America is an
opportunity to reboot, recapitalize, and reform—not eliminate.
During the 1980s and early 1990s the Washington Consensus
took the form of structural adjustment programs under the IMF
and the World Bank. By the 1990s Washington’s aim in Latin
America was to solidify those programs through trade agreements.
The flagship of these agreements was the 19904 North American
Free Trade Agreement (NAFTA). As discussed in chapter 2, NAFTA
did not live up to its expectations. NAFTA did increase trade and
foreign direct investment into Mexico, but per capita growth rates
and wages remained low. What is more, NAFTA cut Mexico’s spe-
cial economic zones off from the rest of the economy, creating
enclaves of industry that rose and fell to the whim of the US mar-
ket to which they were geared. When China entered the WTO
and began selling similar products into the US market, Mexico’s
market share was considerably threatened in the United States.”
There are signs that exchange rate depreciation and the suppres-
sion of wages in Mexico are making Mexico regain some of its
competitiveness, as China’s wages and exchange rate rises and the
US economy picks up. This competitiveness will only be tempo-
rary unless Mexico upgrades beyond low-wage assembly work and
diversifies so that manufacturing brings linkages to the rest of the

economy.
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The problem is that if Mexico wanted to implement many of
the recommendations for industrial innovation and competiveness
advocated by ECLAC, IDB, and now the World Bank, many of the
rules under NAFTA would constrain its ability to do so. NAFTAs
intellectual property rules make it much more difficult for compa-
nies and government to put in place innovation policies for indus-
trial learning. Mexico has to adhere to tight patent and copyright
rules, and cannot use many of the tools used by South Korea,
China, and to some extent Brazil over the past decades. NAFTA's
investment rules make it difficult for Mexican firms to create part-
nerships with foreign firms and reap some of the benefits of for-
eign investment. Nor does NAFTA provide the policy space for
Mexico to manage speculative capital flows that can cause financial
instability.* To his credit, US President Barack Obama, who did
not support NAFTA, stated that NAFTA had many mistakes in his
2015 State of the Union address.? Obama billed the Trans-Pacific
Partnership Agreement—a trade deal among NAFTA nations,
Peru, Chile, and a number of Pacific Rim nations in Asia—as the
renegotiation of NAFTA that he had promised on the campaign
trail. Despite improvements in some areas, neither Obama nor
Mexico proposed improvements that would allow more flexibil-
ity for industrial development and the management of financial
stability.

When Obama’s predecessor, George Bush, insisted on duplicat-
ing NAFTA's template for the Free Trade Area of the Americas,
every nation in the Americas opted out except for Peru, Colombia,
Chile, and some Central American nations. Brazil, the cochair of
the negotiations, called off the negotiations because of US intran-
sigence on intellectual property and investment rules. Not only
was Brazil concerned that these rules would curtail their efforts
in innovation and industrialization, but they were worried that US
intellectual property rules would reduce access to medicines for
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the majority of Brazilians. The United States also refused to nego-
tiate agricultural subsidies and tariffs with Latin Americans under
the FTAA, despite the fact that such barriers to the US market were
the most significant for South American economies. Even with
agricultural subsidy reductions, the World Bank estimated that
free trade in the Americas would only raise incomes by 0.4 percent
of GDP. Those small benefits were seen as not worth the high costs
of lost policy space under the FTAA.*

Some of the nations that eventually signed bilateral trade deals
have suffered as well. Official estimates by the Inter-American
Development Bank and the International Monetary Fund show that
Colombia’s and Peru’s economies worsened from their trade deals
with the United States, and that Central American countries only
benefited by less than one-tenth of 1 percent of GDP* In terms
of costs, these nations learned the hard way that crafty firms in
the United States have found loopholes that allow foreign firms to
circumvent efforts to upgrade social and environmental standards.
To Peru’s credit, during the China Boom it has worked to upgrade
its environmental policies and reduce the deforestation of the
Amazon. Part of the upgrading process was to force companies to
install technologies to reduce the use of toxic materials in the work-
place. Doe Run (Renco Group), a New York-headquartered metals
and mining group, had long operated a metals smelter in La Oraya,
Peru—one of the most polluted cities in the world (also referred to
in chapter 6). After granting Renco two extensions on the cleanup,
Peru chose not to give Renco a third. Renco used provisions in the
US-Peru Free Trade Agreement to strike back—and is suing Peru
for $80o0 million dollars over its environmental regulations.*

As in NAFTA, the Peru deal allows for investor-state dispute
resolution (ISDS). Unlike at the WTO, where disputes are filed
and settled by nation-states and regulators, US deals in the hemi-
sphere allow foreign firms to directly file claims for monetary
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damages against host governments under ISDS—rather than get-
ting approval and negotiators from the US government. Moreover,
the rules allow foreign firms (not domestic ones) to file claims if
the investor’s expectations for the investment are not met. In other
words, given that companies like Renco did not expect regulations
to be upgraded, they can recast them as tantamount to expropria-
tion. Not all US companies choose to behave like Renco, but Renco
is not an isolated case of firms seeking loopholes around environ-
mental regulation in the hemisphere. Conrado Olivera Alcocer,
head of an environmental group in Peru, reported to Bloomberg,
“this clause gives more power to foreign investors than the people
of Peru.””

Renco and Peru are not isolated cases. Chevron corporation
has sued Ecuador for over s2 billion to escape penalties from poli-
cies intended to reduce toxic waste and prevent further deforesta-
tion of the Amazon, and Metalclad Corporation has sued Mexico
to avoid paying for toxic waste cleanup costs. Companies have
targeted health regulations as well, evidenced by Philip Morris’s
notorious case against Uruguay to prevent health-based restric-
tions on cigarette sales.* Under the US investment treaty with
Ecuador, the US oil company Burlington Resource Company used
ISDS in response to policies by Ecuador’s past two governments
that attempted put in place windfall taxes to capture the benefits of
commodity-led growth and invest them into alternative forms of
economic activity. Burlington claimed that Ecuador’s tax increase
was “tantamount to expropriation,” and the arbitral tribunal ruled
in favor of Burlington.”” Cases like these not only inflict damages
on the countries that must defend regulation from foreign inves-
tors, but have a chilling effect on further regulation both within
and in neighboring countries.*

To be seen as a partner, the United States will need to recog-
nize that Latin America needs to capture the windfall profits of
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commodity exports and invest in infrastructure, industry, and the
environment—and grant nations the flexibility to do so under
trade and investment agreements. World Trade Organization
law and process can be a better starting point for US trade policy
reform in the region, and WTO provisions on intellectual property,
investment, and financial services leave a lot more policy space for
nations to put in place the proper innovation, industrialization,
and financial stabilization policies. The WTO also has “special
and differentiated treatment” as one of its core principles. Special
and differentiated treatment is a long-standing trade law principle
that recognizes that different provisions are appropriate at differ-
ent levels of economic development—and grants exceptions or
longer compliance periods, with certain provisions, for developing
countries. While Asian bilateral and regional deals include special
and differentiated treatment, not one US treaty does. Most impor-
tantly, under the WTO disputes are settled among nation-states,
which are better equipped to balance the rights of citizens and cor-
porations in both host and foreign states than investor-state dispute
resolution.” This would allow the United States to screen those
companies that want to abuse treaty commitments and reward
those companies that uphold the higher standards found in US law;,
US executive orders, and OECD guidelines.

A Troika for the Hemisphere

The United States, China, and Latin America can also work together.
As Latin America and other Western countries have, the United
States should welcome and complement China’s global develop-
ment financing and make more room for China in the Bretton
Woods institutions. Embracing China makes for a pretty sturdy
system that would combine China’s financial prowess alongside
governance experience that the Bretton Woods institutions have
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accumulated. What is more, China and Latin America can take
part in a comprehensive reform of these institutions. The three can
also join hands at the Inter-American Development Bank, where
each is a donor member. Such a compact of complementarity and
cooperation will not only help Latin America finally achieve its
development goals, but strengthen the economies of China and
the United States and build more trust among the three parties.

The flagship institutions tasked to maintain economic stabil-
ity and raise the living standards of the world’s people were also
founded in the Roosevelt era at the historic 1944 United Nations
Monetary and Financial Conference held at the Mt. Washington
Hotel in Bretton Woods, New Hampshire. The International
Monetary Fund serves as a lender of last resort that helps provide
monitoring of the financial stability of the global economy as a
whole. The World Bank now provides long-term lending to poorer
countries. In 1944, the world was still unaware of the need to pro-
vide a stable climate in order for the earth’s ecosystems to reliably
provide the world economy with the ecological services it needs to
prosper. Today, these institutions now recognize the need to pro-
vide a stable ecological climate for the earth’s economy.

The World Bank and other key Western-backed development
banks have made significant achievements with respect to raising
living standards and adapting to and mitigating changing climate.
However, the World Bank and its counterparts continue to be criti-
cized for falling short of their mission in terms of not having the
capital to meet the growing needs in the world economy, not hav-
ing the right governance in place for the twenty-first century, and
not having appropriate recipes for development.

In terms of scale, the Western-backed financial institutions have
not been able to increase their capital in proportion to the grow-
ing needs in the world. According to some estimates, development
banks fall short of providing lending for poverty alleviation by s175
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billion per year.” In Latin America, World Bank lending to the
region declined by 25 percent during the China Boom. The World
Economic Forum projects that by 2020, about $5.7 trillion will need
to be invested each year into green infrastructure in developing
countries—a significant portion in Latin America.” Not only will
this require shifting the current s5 trillion into a greener direction,
they will need to increase by syoo billion more each year to truly
make the shift toward a more sustainable world environment.*

The governance structure of the World Bank is skewed away
from including the very countries the World Bank hopes to serve.
There has long been a gentlemen’s agreement that the World Bank
would be run by a citizen of the United States, while the head of
the International Monetary Fund would be a European. Moreover,
The United States holds veto power over all decisions in the World
Bank, IMF, and other institutions, while China and Latin American
countries have very little say.”’

Finally, Western-backed financial institutions have been criti-
cized and stigmatized from all sides of the political spectrum
for falling short their mission. Critics argue that the World Bank
has practiced a one-size-fits-all policy recipe that countries must
adhere to in order to receive funding. The World Bank has also
received scrutiny for having a mixed record on financing for cli-
mate change. The bank has backed off from the most draconian
structural adjustment programs, but maintains a fairly conserva-
tive line. While the bank has begun to pay lipservice to the need
for industrialization, it has provided little lending in this area.
Despite breakthroughs on climate change and the environment,
the World Bank has still managed to involve itself in some of the
world’s dirtiest projects.** Although the World Bank has gold stan-
dard social and environmental standards, there are now global
advocacy campaigns claiming that the World Bank is in the midst
of watering those standards down.”
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China’s new development banks have arisen from at least two
motivations. China has accumulated an enormous store of wealth
and savings that it seeks to diversify by making big investments
across the world. Second, China feels slighted by the West for not
being given a greater role in the Bretton Woods institutions. In
2010, the IMF passed significant reforms that would have given
China and other emerging economies a greater say. Those reforms,
however, have been stalled in the US Congress.

Since China wasn'’t let into existing institutions, it has begun to
create its own. These institutions now have levels of capital at their
disposal that rival that of the Western-backed development bank.
The World Bank holds just over s200 billion in capital and has just
over $500 billion in assets. The CDB holds s1oo billion in capital,
and has over s1 trillion in assets. The CDB and CHEXIM now pro-
vide more loans to Latin American governments than the World
Bank and the Inter-American Development Bank—and more loans
to Asia than the World Bank and the Asian Development Bank.

Asdiscussed earlier, in 2015 China set up an additional s35 billion in
funds for Latin America under the new China—-CELAC Cooperation
Plan. In 2014 China set up the Asian Infrastructure Investment Bank
with s50 billion in capital, and the Silk Road Fund with s4o billion.
Also in 2014, China established the New Development Bank with
Brazil, Russia, India, and South Africa that has initial capital of s100
billion. China has long had the China-Africa Development Fund,
which has s2 billion. There is no sign that China is stopping, either.

The United States has long criticized China for not shoulder-
ing more of the world’s burdens as China’s economy and power
have risen. The New York Times reports, however, that the United
States has been threatened by China’s new banks and has sought
to undermine them: “Instead, in quiet conversations with China’s
potential partners, American officials have lobbied against the

development bank with unexpected determination and engaged in
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a vigorous campaign to persuade important allies to shun the proj-
ect, according to senior US officials and representatives of other
governments involved.”*® Indeed, the United States rebuked the
United Kingdom in 2015 when it joined the Asian Infrastructure
Investment Bank, publicly bemoaning the fact that the United
States had not been consulted and expressing concerns over the
United Kingdom’s “constant accommodation” of China.”

Latin America—and indeed the world at large—cannot afford
for this burgeoning set of development banks to become a source
of geopolitical strife between the United States and China. Rather
than opposing an expanded role for China and other emerging
markets in the Western-backed financial institutions and reject-
ing China’s subsequent financial arrangements, the United States
should embrace them as a welcome complement that can help
solve the world’s ills.

One arena where China, the United States, and Latin America
can work together is at the Inter-American Development Bank,
where each is a member. Indeed, there is some movement afoot. In
2012 CHEXIM and the IDB set up a joint investment platform that
includes three regional equity funds: the LAC-China Infrastructure
Fund that will focus on infrastructure projects, the LAC-China Mid
Cap Fund that will target midsized companies, and the Natural
Resources fund that will fund projects in agriculture, mining and
energy. The IDB agreed to focus on China’s financing priorities,
and CHEXIM agreed to follow the IDBs’ social and environmen-
tal standards. Hans Schulz, a senior IDB official, said with respect
to the new platform: “Given Latin America’s rich endowment of
natural resources and sensitive biodiversity, it is paramount that
investments flowing to the region are carried out in an environ-
mentally and socially responsible manner and that the highest
standards of corporate governance are applied.”* One of the first
projects was a s132.6 million wind farm in Uruguay.® This is an
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example of how China’s finance and skill in large infrastructure
investment can be combined with state-of-the-art safeguarding.
This will be an important testing ground where each party can

learn to work with each other, rather than against.

Moving Forward

Barring a political or economic crisis, China’s demand for Latin
American natural resources, its interest in investing in Latin
American resources and manufacturing platforms, and its interest
in providing finance to Latin American governments will not likely
subside for the forseeable future. Indeed, in 2015 China pledged to
increase trade with Latin America to $s500 billion and investment
to $250 billion, and crafted a comprehensive new cooperation plan
with the region to implement those and many other commitments
that could be highly beneficial for Latin America’s economies.
While engaging with its newfound economic partner, Latin
America should not disengage with the United States. The United
States is still the region’s largest trade and investment partner, and
the composition of that trade is more diversified across a number of
sectors, not just natural resources. What is more, the World Bank,
US Export-Import Bank, and the Inter-American Development
Bank match China’s financing to the region during most years. US
law and these development banks boast higher social and environ-
mental standards than their Chinese counterparts. The perceived
competition with China gives Latin America more bargaining
power with the United States to increase efforts by the US Ex-Im
Bank and the World Bank and to upgrade social and environmen-
tal standards and transparency in those institutions. It also gives the
region leverage to work with the United States to create more flex-
ibilities and close harmful loopholes in US trade and investment

treaties. Work to this end is in the United States” best interests, as
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a growing and secure partner in Latin America is far better for US
economic and national security than a patronized, disgruntled, and
unstable Latin America.

In the end, however, the onus is on the Latin Americans them-
selves. To fully benefit from its new relationship with China and its
longstanding ties with the United States, the region’s governments
will need to put in place policies to capture the windfalls from
commodity-led growth and invest the proceeds into economic
diversification and export competitiveness, social inclusion, and
environmental protection. Trade, investment, and finance with
China and the United States can be key tenets of such a strategy,
but in the end it is Latin America’s responsibility to put the right
policies in place. A failure to do so cannot be blamed on China
or the United States. As Cassius said to Brutus in Shakespeare’s
Julius Caesar, “The fault, dear Brutus, is not in our stars, But in

ourselves.”
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