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Introduction

n the space of ten years two economies that barely traded, let alone ex-

changed investments, have become major trade partners. Between 2000

and 2008 trade between China and Latin America and the Caribbean
(LAC) grew at a breakneck annual rate of 31 percent, and even during the
financial crisis in 2009 the dynamism remained unabated. China is today
among LAC’s top trading partners, particularly in countries such as Brazil,
Chile, Peru and Argentina. LAC’s share of China’s trade is still modest, but
has been growing fast, and the region figures among China’s main suppliers
of key raw materials such as copper, iron ore, and soybeans.

Even though this performance should be hailed as nothing short of a
major achievement, there are by no means reasons for complacency. If this
relationship is to be sustainable and its full potential realized, policymakers
should join forces to address “teething” issues that have developed over the
last decade that can potentially derail what has been so far an extremely suc-
cessful relationship. These issues can be framed under four broad and inter-
related areas: the composition of the bilateral trade, the internal geography
of this trade in the region, trade costs, and the trade-investment-cooperation
balance.

As discussed elsewhere, China-LAC trade was built on the sheer com-
plementarity of their resource endowments—China’s scarcity versus LAC’s
abundance of natural resources—which has led to a classical exchange of
commodities for manufacturing goods." Whereas this type of relationship
has brought gains for both sides, countries in the region would like to see
more opportunities to add value to their raw materials or to find niches to
export their manufacturing goods. Moreover, for quite a few countries, the
issue is not one of composition, but of having any opportunity to export at
all. They usually lack the natural resources that are in high demand in China,
while bearing the brunt of Chinese competition in manufacturing. This di-
verse situation in the region is reflected in the high geographic concentra-
tion of the bilateral trade, with approximately 90 percent of LAC’s exports to
China coming from the Southern Cone.

The issues of composition and internal geography are clearly rooted in
the countries’ comparative advantages. However, policy factors such as trade
costs seem to play an important role in curtailing opportunities in both sides
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of the relationship. Tariffs and non-tariff barriers are perceived to be high by
firms in both economies, notwithstanding some of the advances made re-
cently such as the free trade agreements signed by China with Chile, Peru,
and Costa Rica. The problem goes beyond the magnitude of these barriers
and includes their transparency and unpredictability.

What is at stake is not just the immediate and direct economic impact
of these barriers, but also their perverse medium- and long-term effects on
the political economy of the relationship. Asymmetries in market access and
the lack of stable and clear rules can poison the political environment, which
can eventually lead to more barriers.

Other non-traditional trade costs such as transport, processing, and
information costs, which fall under the general concept of trade facilitation,
also create important challenges. The available evidence shows, for instance,
that the effects of freight rates on China-LAC trade are at least as high as
those of import tariffs, suggesting that there are sizable gains to be reaped by
bringing down shipping costs between the two economies. These costs gain
even more importance in a context where a substantial share of the goods
being traded, such as raw materials, have very high weight-to-value ratios,
with freight costs making up an important part of the final price.

Even though one can hardly overestimate the importance of free
flowing bilateral trade, the potential gains of the relationship will not be
realized if trade is not complemented by robust investment flows. Foreign
direct investment offers profitable opportunities for firms to exploit their
knowledge and the advantages of proximity, while giving the host country a
very welcome influx of capital, knowledge, and jobs. Likewise, there are also
opportunities in technical and political cooperation arising from similarities
in per-capita income and stage of development, which could offer important
synergies and valuable policy lessons in key developmental areas.

These benefits are particularly important in a trade relationship such
as China-LAC where there is a growing, massive, and frequently unbalanced
flow of goods. These flows can produce painful dislocations of industries
and jobs that can sap support for free trade and make policymakers and civil
society lose sight of the more than offsetting long-term benefits. Yet, what
the data suggest is that the China-LAC relationship has so far stood mostly
on just one pillar: trade. There are some hopeful signs that both investment
and cooperation pillars are developing, but the fact is that they still lack a
critical mass to ensure a stable and sustainable relationship.



INTRODUCTION

This report is about these “growing pains” that have been marking
China-LAC economic relations in this last decade—the decade where it vir-
tually came to life—and the need to for an agenda to address the causes of
these pains so as to expand and consolidate the gains of this remarkable re-
lationship. The report is divided into four parts not including the introduc-
tion, with the first offering a brief overview of the China-LAC trade patterns
in the previous “take-off” decade, and the concerns that have emerged about
the composition and internal geography of the bilateral trade. The second
and third parts address two key components of a policy agenda where the
governments’ actions can be effective in ameliorating these concerns: Part
Two takes on trade costs and Part Three covers investment and coopera-
tion. The last part sums up the main findings and policy recommendations
to promote a more sustainable, diversified, and less geographically concen-
trated economic relationship, which could stand on three strong pillars:

trade, investment and cooperation.







The Take-off: Complementarities,
Gains, and Concerns

t is no exaggeration to argue that China and Latin America were destined

to be major trade partners even if governments were totally oblivious to

the opportunities. It would be virtually impossible for China to sustain a
two-digit rate of growth for more than two decades without having to import
massive amounts of raw materials, and LAC happens to be one of few regions
on earth where these resources can be found in abundance (See Figure 1).
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Sheer resource complementarity, then, was how it all began and even
today is still the main driver of the relationship. The question that always
comes up is why it took so long for the bilateral trade to take off. After all,
China started posting double-digit rates of growth as far back as the early
1980s and yet trade flows only picked up steam in the early 2000s (see
Figure 2).

It could be argued it was a matter of size and that the bilateral trade only
gained muscle after the Chinese economy reached a critical size. Whereas
there is no doubt that size matters, the take-off was too sudden for this to
be the only explanation. In fact, there is strong evidence that the demand
sensitivity of LAC’s exports to changes in China’s GDP (so-called income
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elasticity of exports) increased significantly after the early 2000s.? If it were
just a matter of size, there would not be any reason for this sensitivity to
change. As shown in Figure 3, the increase was particularly pronounced for
agricultural goods. For the economy as a whole, the impact on LAC’s exports
to China of a 10 percent increase in China’s GDP jumped from 5 percent in
the 1990s to 25 percent in 2000-2006.

It is beyond the scope of this report to try to explain the timing of this
break, but a binding natural resource constraint after a long period of high
growth would be an educated guess. Moreover, China’s WTO accession in
2001 may also have been a contributing factor. These issues, though, would
only explain the export side of the equation. LAC’s imports from China have
grown even faster than exports to China and also accelerated in the early
2000s. Whereas the former grew by 36.6 percent a year in 2000-08, the same
figure for the latter was 34.9 percent.” China’s sudden appetite for LAC’s re-
sources coincided with its “discovery” of the region as an attractive market
for its manufacturing goods. It could have been informational spillovers from
raw material imports or the resource constraint might have began to bite at
the same time that China started to look beyond the U.S. market to diversify
its risks.

Whatever the underlying causes, the surge in Chinese demand for
LAC’s exports helped a number of countries in the region to turn around
their economies and resume growth, consolidating a recovery that had been
initiated by more than a decade of market-oriented reforms and sounder
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fiscal and monetary policies. The Chinese contribution to the region’s growth
went beyond the direct impact of exports and was also felt via China’s con-
tribution to the growth of the world economy and, particularly, through its
positive impact on the region’s terms of trade. While it is difficult to estimate
China’s impact precisely, LAC’s terms of trade in the last decade jumped by
approximately 20 percent, driven by higher commodities prices and cheaper
manufacturing imports, both of which effects are likely to be closely related
to China’s demand and competition.*

China’s growing importance to the region’s growth became particu-
larly evident during the recent financial crisis and ensuing worldwide reces-
sion. The effectiveness of China’s countercyclical policies was immediately
felt in the region, providing a much welcomed counterbalance to the slump
in U.S. and European markets. LAC’s exports to China in 2009 grew 12.4
percent, whereas exports to the world fell by as much as 28.5 percent. The
preliminary data for 2010 shows signs of recovery in LAC’s exports to the
world, but they are still outpaced by exports to China by a large margin.

Hidden behind the impressive bilateral trade figures of the last decade, there
is a heavily skewed distribution of benefits. As of 2008, approximately 90
percent of LAC’s exports to China were coming from just four countries

China’s Income
Elasticity of Import
Demand for LAC
Goods, 1990-2000,
2001-2006

4 Data from ECLAC,
CEPALSTAT.
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in the Southern Cone: Brazil (41 percent), Chile (23.1 percent), Argentina
(15.9 percent) and Peru (9.3 percent). This high concentration is not just
a matter of economic size. Figure 4 shows that this disparity is also evi-
dent when we look at China’s share of the countries’ exports. Again, Brazil,
Chile, Argentina and Peru not only had the largest increases in China’s
share of their exports, but also have the highest participation rate levels.
The rest of the countries have experienced little change in this regard and
have participations rates of below 2 percent, with the exceptions of Costa
Rica, a performance that is almost entirely explained by Intel’s exports to
China.
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These disparities in the countries’ relationship with China are also clear
in the accumulated bilateral trade balance figures for the last decade (Figure
5). Whereas the Southern Cone have been experiencing a relatively well bal-
anced trade with China, even with modest surpluses, that is not the case
for most of the other countries in the region, whose relationship has been
based almost exclusively on manufacturing goods imports. Whereas there is
no economic justification for countries to pursue a balanced bilateral trade,
sizeable imbalances can be the source of trade tensions and poison the po-
litical economy of the relationship. Moreover, these figures reflect the diffi-
culties these countries have in taking advantage of the benefits of a booming
Chinese market.
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Composition: The Challenge to Add Value and Diversify

There is little doubt that the basic factor behind these countries’ disparities
in their relationship with China lies in the way natural resources are distrib-
uted across the region. The Southern Cone has the resources China wants to
buy, which can hardly be found, for instance, in Central America or Mexico.
This comparative advantage fact of life is associated with another important
issue in the relationship: the composition of trade. The complementarity of
resources between LAC and China is what explains the booming trade and
as such should be seen as an important asset, but, at the same time, its domi-
nance has led to the concentration of LAC’s exports in just a few basic prod-
ucts and suppliers.

As shown in Table 1, the top 10 products exported by LAC to China ac-
count for nearly 80 percent of total exports, whereas the top three have close
to 50 percent, distributed mostly among Brazil, Chile, Argentina, and Peru.
This very concentrated export side of the relationship is complemented by
more diversified manufacturing imports from China, ranging from con-
sumer to intermediate to capital goods (Table 2).

Figure 6 reveals how this inter-industry pattern of trade has been
evolving in the last decade and the trend is unmistakable: the classical, com-
modities-for-manufacturing, division of labor between the two economies

FIGURE 5/
Accumulated Trade
Balances as a Share

of Total Trade.

Selected LAC countries,
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Share of LAC’s TOP 10 Products (HS2002, 6 digits) Share Accumulated Share
exports to China Soya beans, whether or not broken 194 194
in Total Exports, Refined cooper and alloys: cathodes 14.7 34.1

2008-09 (%) Iron ore and concentrates: non-agglomerated 13.7 47.8
Copper ores and concentrates 10.0 57.8
Petroleum oils and oils 5.8 63.7
Crude oil, whether or not degummed 49 68.6
Paper pulp non-coniferous 2.4 71.0
Flours, meals, and pellets, of fish 2.4 734
Iron ore and concentrates agglomerated 2.1 75.4
Copper waste and scrap 1.8 772
Lead ores and concentrates 14 78.6

Source: IDB/INT on COMTRADE data.

Share of the Top 10 Products (HS2002, 6 digits) Share Accumulated Share
China’s exports to Liquid crystal devices 3.2 3.2
LAC in Total Exports,  Oil from bituminous material 3.1 6.3
2008-09 (%) Transmission equipment for broadcasting 2.5 8.8
Other vessels for the transport of goods 2.3 111
Portable digital automatic data processing equipment 2.3 13.4
Parts for telecommunication equipment 2.2 15.6
Parts and accessories for machinery 1.9 17.5
elecommunication equipment 1.7 19.2
Motorcycles 1.6 20.8
Other organic and inorganic compounds 1.3 221

Source: IDB/INT on COMTRADE data.

has been deepening, with LAC showing growing deficits in manufacturing
goods and increasing surpluses in agriculture and mining.

LAC’s increasing specialization in commodities and its difficulties in
diversifying into more technologically sophisticated goods is an issue that
goes well beyond the China-LAC relationship. It is deeply rooted in the re-
gions’ abundance of natural resources and in its failures to invest in educa-
tion and science and technology (S&T). This trend raises concerns, inter alia,
because of portfolio (resources concentrated in a small number of goods
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with very volatile prices), employment (limited job creation particularly of
high productivity jobs), and sustainability (non-renewable resources) con-
siderations.

What stands out in the relationship with China is a level of specializa-
tion and concentration not usually seen in LAC’s trade with other partners,
except perhaps with Japan. Figure 7 illustrates this point by comparing the
composition of LAC’s exports to China and selected countries and regions.
This is a blunt comparison because of the very broad categories of goods,
not allowing for differences in composition within each category. Even so,
this shortcoming does not seem to invalidate the fact that exports to China
present the largest concentration in resource-intensive goods (mining, agri-
culture and fuel). True, Japan follows China closely; however they both are a
far cry from the levels of concentration seen in the exports to other econo-
mies in East Asia and in the world.

The peculiarity of the China-LAC relationship is also confirmed by the
traditional measures of export concentration—the Herfindal-Hirschman
index and the CR4 (the share of the top 4 products in total exports)—shown
in Figure 8. Again, exports to China have the highest levels of concentration,
followed somewhat closer by those to Japan, but with a sizeable gap with re-
spect to other markets such as the U.S. or the rest of East Asia.

LAC’s Net Exports
to China by Product
Category, 1995-2008
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Trade Costs: Still Uncomfortably High

s suggested before, it would be unwarranted to assume that these char-

acteristics of the China-LAC trade, in particular the high levels of spe-

cialization and concentration of LAC’s exports, can be fully explained
by the trade policies that govern the relationship. That would be akin to ig-
noring the obvious factors of LAC’s resource endowments and policy fail-
ures. However, it is also imperative to consider the role played by the trade
costs in these outcomes, whether traditional tariff and non-tariff barriers,
transport costs, or other issues of trade facilitation. Despite all the progress
made in the last decade, these trade costs are still perceived to be high by
both governments and private sectors alike.

Both LAC and China have come a long way in opening up their economies.
LAC’s MEN tariffs fell from an average of 40 percent in the mid-1980s to
8.9 percent in 2009, with preferential tariffs falling even further. China has
made a similar effort, bringing the average MEN tariff down from 55 percent
in the early 1980s to 9.5 percent in 2009.° Unfortunately, these efforts have
not gone far enough to ensure that exporters on both sides of the relation-
ship can trade at minimal costs comparable to those in the OECD. As shown
in Tables 3 and 4, these exporters usually face double-digit, or very close to
double-digit tariffs in everything except mining products.

High tariffs on agriculture and manufacturing goods are likely to be
an important barrier for LAC to diversify its exports to China, the more

Sector Argentina Brazil Colombia Mexico
Overall 121 105 5.4 9.7
Agriculture 15.2 15.3 14.4 16.3
Manufactures 1.7 9.1 9.6 10.9
Mining 2.0 1.3 0.8 0.9

Sources: INT calculations based on INTradeBID, UNCTAD Trains, and UN Comtrade.

Note: Product Groups based on SITC Rev. 3. MFN tariffs are weighted by the partner’s exports to the world. Tariff
data is for 2010 except for Mexico and China which is for 2009. Trade data is for 2009, except for Colombia which
is for 2008.

Average Tariffs of China
on Exports of Selected
LAC Countries

5 IDB/INT calculations for
LAC and WTO/TPR 2010 data
for China.
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Sector Argentina Brazil Colombia Mexico

Average Tariffs of
Selected LAC Countries Overall 156.9 156.3 12.0 121
on China’s Exports  Agriculture 1.5 1.7 18.9 20.6

Manufactures 16.4 15.8 11.9 12.0
Mining 35 3.5 8.6 5.7

Sources: INT calculations based on INTradeBID, UNCTAD Trains, and UN Comtrade.

Note: Product Groups based on SITC Rev. 3. MFN tariffs are weighted by the partner’s exports to the world. Tariff
data is for 2010 except for Mexico and China which is for 2009. Trade data is for 2009, except for Colombia which
is for 2008.

so because behind these averages there is a clear pattern of tariff escalation
(i.e., tariffs that are directly proportional to the amount of processing) as
shown by Figure 9. While it could be argued that agriculture is a sensitive
sector, since it employs a disproportionate amount of low-income workers
in China, that is not the case of manufacturing, especially given LAC’s com-
petitive disadvantages in this sector.® Even in agriculture, China’s limited
land and water resources suggests that further liberalization would benefit
the poor in both sides of the relationship.

China’s Tariff gEL
Escalation by 2-digit

i 20.0
ISIC industry, 2009 Average applied rate in
manufacturing

15.0 (9.5%)

Percent
N
[3;]
|
-

¢ See Moreira,
Mauricio Mesquita (2007)
“Fear of China: Is There a First stage of processing Ml Semi-processed Fully processed

Future for Manufacturing in
Latin America?” World  Source: China Trade Policy Review 2010, WTO Secretariat calculations, based on data provided by the Chinese authorities.

Development Vol. 35, No. 3, Note: Calculations exclude in-quota and specific rates, and include interim duty rates.
pp- 355-376, 2007. n.a. = not applicable.



TRADE COSTS: STILL UNCOMFORTABLY HIGH

It is important to mention that tariff escalation is also a feature of the
trade policy in the region, particularly in the Southern Cone and as such
should be also viewed as part of the bilateral agenda. Yet, it does not seem to
have prevented China from exporting a large and wide variety of sophisti-
cated goods to the region.

China’s free trade agreements (FTAs) with Chile, Peru and Costa Rica
have been the most important initiatives in the bilateral relationship to ad-
dress these costs. The agreement with Chile was signed in November 18,
2005, and entered into force October 1, 2006; Peru’s agreement was con-
cluded April 29, 2009, and went into force March 1, 2010 and Costa Rica’s
FTA was signed in April 2010 and is in the process of being implemented.
These are modern agreements covering a number of topics. The FTAs with
Peru and Costa Rica include concessions in both goods and services; Chile—
China originally covered only goods, but more recently a supplementary
agreement on trade in services came into force in August 2010. In terms
of goods commitments, product coverage is quite comprehensive. By the
10th year into each agreement, both FTA parties had committed to duty-
free treatment of at least 90 percent of all national tariff lines (See Table 5).
This is particularly the case in Chile-China, although all three agreements
include a small number of exceptions to eventual duty-free treatment.

These agreements have yet to undergo a rigorous evaluation of their
economic impact; in the China—Peru agreement, however, IDB’s estimates

Year of the Agreement
Grantor Beneficiary 1 5 10 15 20
China Chile 37.2 75.8 97.2 97.2 97.2
Chile China 74.6 87.8 98.1 98.1 98.1
Year of the Agreement
Grantor Beneficiary 1 5 10 15 20
China Peru 61.2 72.9 93.8 94.2 94.6
Peru China 62.7 75.6 90.0 90.4 91.9
Year of the Agreement
Grantor Beneficiary 1 5 10 15 20
China Costa Rica 65.3 94.0 95.8 96.7 96.7
Costa Rica China 62.9 67.0 88.5 91.0 91.0

Source: INTradeBID on the basis of the FTA tariff schedules.

Percentage Share of
Products Duty-Free in
China’s FTA with Chile,
Peru and Costa Rica
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based on a computable general equilibrium model put Peru’s overall ex-
ports gains at 23 percent, driven by a 48 percent increase in agricultural ex-
ports and a 65 percent jump in processed food exports. Imports from China
would grow by a projected 33 percent.

The distortions imposed by tariffs are compounded by non-tariff barriers,
which are also present on both sides of the relationship and, unlike tariffs,
they are notoriously difficult to measure, not least because they are usually
less transparent and predictable. Yet their removal can be a powerful boost
to trade.

On the Chinese side, there is little doubt that there has been a signifi-
cant progress in removing NTBs since the country’s WTO accession in 2001,
but some important restrictions remain, particularly in the sector that holds
LAC’s most promising export opportunities: agriculture. As shown in Table
6, most of China’s remaining tariff-rate quotas (TRQs) are applied to agri-
cultural goods—a system that charges a low “in quota” import tariff on a
limited volume of imports, and imposes high duties on “off-quota” imports.
Commodities such as wheat, corn, cotton, and sugar (see Box 1), which are
among LAC’s most important agricultural exports, face not only the TRQs
but also have a substantial share of their quotas allocated to state companies,

Quota State-trading Over-quota
Commodity (1,000 metric share of quota In-quota tariff tariff*

tons) (Percent) (Percent) (Percent)
Wheat 9,636 90 1 65
Corn 7,200 60 1 50
Rice, short/medium grain 2,660 50 1 65
Rice, long grain 2,660 50 1 65
Cotton 894 33 1 x>
Sugar 1,945 70 15 50
Raw Wool 287 NA 1 38
Wool tops 80 NA 3 38

Source: MOFCOM.

NA = not applicable.

* Most Favored Nation tariff.

**Variable levy based on domestic and imported cotton prices.
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According to China’s Foreign Trade Law, sugar is one of the key commodities subjected
to import tariff-rate quotas. The import quotas are formulated each year by the Ministry
of Commerce of China (MOFCOM) and National Development and Reform Committee
(NDRC) based on supply and demand conditions of the previous years. The 2010 quota
for sugar is 1945 thousand metric tons, of which 70 percent is subject to state-trading.
Currently state-trading companies include five state-owned corporations: China National
Cereals, Oils & Foodstuffs Import & Export Corporation, China Export Base Development
Corporation, China National Overseas Trading Corporation, China National Sugar & Wines
Group Corporation, and China Business Foreign Trade Corporation. The remaining 30
percent of the quota is allocated to Chinese importers that satisfy certain MOFCOM’s
productivity and distribution capacity requirements and that obtained the “Import Tariff-
rate Quota Certificate” from MOFCOM and the General Administration of Customs of China
(GAC). A uniform in-quota tariff rate is applied to all sugar exporters in Latin American
and Caribbean region (Chile enjoys the same tariff rate as other counties). Sugar imports
above the quota are charged at a higher tariff rate of 50 percent.

Sources: MOFCOM

undermining the exporters’ bargaining power and ability to benefit from the
quotas rents.

The management of sanitary and phytosanitary measures also ap-
pears to be creating undue obstacles to LAC’s exports of agricultural goods,
with sometimes selective and unwarranted inspection requirements. Ex-
porters speak of delays in the issuance of import permits (so called Quar-
antine Import Permits-QIPs) or even their suspension altogether without
previous notice. The most recent high profile example has been the imposi-
tion of phytosanitary measures in April 2010, effectively prohibiting imports
of soybean oil from Argentina. These requirements have also been restricting
and delaying the entry of LAC’s meat products, although there have been
improvements with the signing of agreements allowing countries such as
Brazil, Argentina, Uruguay, and Chile to export of a limited number of meat
products.’

Other concerns are more related to manufacturing goods and arise
from issues such as: inconsistencies in the customs classification of products
into tariff categories; improper use of reference pricing for custom valua-
tion; very restrictive government procurement rules for foreign suppliers;
the informal use of trade-related investment measures (TRIMs) to raise the

7 Currently four LAC
countries are eligible to
export meat products to
China: Argentina, poultry and
poultry products (agreement
signed 08/16/2002), cooked
bovine and edible bovine offal
(MOU signed 11/17/2004),
and fresh bovine meat
boneless (agreement signed
09/10/1997); Brazil, poultry
(protocol signed 12/11/2004
and agreement 02/25/2003)
and fresh bovine meat
boneless ( protocol signed
12/11/2004); Uruguay, beef
(agreement signed 11/19/2004)
and lamb (agreement signed
10/14/1998); and Chile,
poultry (protocol signed
11/19/2004). (See General
Administration of Quality
Supervision, Inspection

and Quarantine — AQSIQ-
website)
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8 See USTR 2010 National
Trade Estimate Report on
Foreign Barriers. China. http://
www.ustr.gov/sites/default/
files/uploads/reports/2010/
NTE/2010_NTE_China_final.
pdf.

° http://www.wto.org/english/
thewto_e/acc_e/
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domestic content of investments; and an aggressive exchange-rate policy to
avoid the appreciation of the local currency, all of which are likely to make
diversifying LAC’s exports into manufacturing harder.®

On the LAC side, the once favorable and low-restriction trade envi-
ronment has been showing signs of deterioration. The first half of the de-
cade saw a rush of countries granting China the market economy status and,
therefore, foregoing the right to use the less stringent and China-specific an-
tidumping and safeguards provisions of China’s Protocol of Accession to the
WTO. (see Table 7°)

As the bilateral trade boomed, this bounty of goodwill endured in coun-
tries such as Chile, Peru, Costa Rica and Uruguay, three of which, as men-
tioned earlier, went ahead to sign FTAs with China. However, it has gradually
suffered in other larger and less complementary economies with competitive
manufacturing interests such as Brazil, Argentina, Mexico, and Colombia.
Brazil and Argentina have yet to implement the memorandum of under-
standing and Mexico and Colombia have yet to grant China such status.

Country Date of MOU**
Antigua Barbuda Nov—-04
Argentina* Dec-04
Barbados Nov-04
Brazil* Dec-04
Chile Dec-04
Dominica Nov-04
Grenada Mar—05
Guyana Dec—04
Jamaica n.a.
Peru Dec-04
Suriname Nov-05
Trinidad Tobacco Jan-05
Uruguay Mar—09
Venezuela Nov-04
Costa Rica April-10***

Source: Ministry of Foreign Affairs of China.
* Not yet implemented.

** Memorandum of Understanding.

*** Free Trade Agreement.

n.a. = not applicable.



TRADE COSTS: STILL UNCOMFORTABLY HIGH

Apart from the “market-status” reluctance, the other most visible sign of
this deterioration is the sharp increase in the number of antidumping investi-
gations, although not all countries follow a monotonic trend (see Figure 10).
Recent investigations in Argentina tended to focus on steel, machinery, ve-
hicles, and other manufactures such as vacuum flasks, slide fasteners, and
cigarette lighters; whereas in Brazil they targeted rubber, electrical ma-
chinery, eyewear, and pens and pencils. Colombia’s investigations have cen-
tered mostly on textiles and articles of iron or steel, and those of Mexico on
manufactures more broadly, but especially articles of iron or steel.

There are also other NTB concerns arising mainly from Mexico, Brazil,
and Argentina. In the case of Mexico, Chinese exporters’ complaints are re-
lated to the improper use of reference pricing for custom valuation; expen-
sive and unwarranted technical barriers to trade (TBTs), particularly with
regard to labeling; and tariff-quotas for agriculture products. In Brazil’s case,
the problems comes from: the improper use of non-automatic import li-
censes and reference pricing for custom valuation; the constant pressure for
“voluntary” export restraints (VERs) covering sectors such as toy and tex-
tiles; and the restrictive government procurement rules for foreign suppliers.
And complaints about Argentina are concentrated on the arbitrary use of
non-automatic licenses and TBTs to block the entry of Chinese imports."

This worrying trend seems to reflect a combination of legitimate con-
cerns about a sudden influx of Chinese manufacturing imports (although
that does not give countries the right of using illegal practices such as the
improper use of import licenses, customs valuation and TBTs); misguided
protectionist orientations that go beyond the Chinese case and that can jeop-
ardize these countries’ stance in the world markets; and last, but not least, a
more generalized perception that outsized state intervention provides China
with an unfair competitive advantage. Some of these perceptions are based
on misinformation; for instance, industries such as textiles, apparel and toys
are overwhelmingly in the hands of the Chinese private sector. Yet it does
seem to reflect the realities of more capital-intensive industries such as oil,
steel, automobile, aviation, and capital goods, which are often state-owned
and the subject of the government’s industrial policies."!

Although important, tariffs and NTBs are just one aspect of trade costs
and are not always the most relevant. In fact, it has been shown that for

10 See MOFCOM, Foreign
Market Access 2009 for Brazil,
Mexico and Argentina. See also
WTO/TPR Brazil 2010.

11 See, for instance, the

Iron and Steel Industry
Development Policy (NDRC
Jul. 2005, Decree No.35) http://
www.ndrc.gov.cn/zcfb/zctbl/
zctb12005/t20050719_52618.
htm and Automobile Industry
Development Policy (NDRC
May 2004, Decree No.8) http://
www.sdpc.gov.cn/zcfb/zcfbl/
zctb12004/t20050614_7501.htm
and WTO/TPR China 2010.
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TRADE COSTS: STILL UNCOMFORTABLY HIGH
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most products and markets, impediments to trade represented by LAC’s
transport costs are significantly higher than those resulting from tariffs.'?
Transport costs are particularly relevant for the region’s trade with dis-
tant countries such as China, not only because of the distance involved,
but also due to the composition of the region’s exports to these coun-
tries: “heavy,” high weight-to-value natural resources, whose freight costs
are a significant part of the final CIF (cost plus insurance plus freight)
price.

Unfortunately, data on freight rates for both flows of LAC-China trade
are not available. There is, however, reliable information for some LAC
countries on transport costs of their imports from China. These are shown
in Figure 11 and as it can be seen, ad-valorem freight rates for imports from
China (measured as freight expenditures divided by the value of imports)
are not always higher than tariffs, but when that is not the case, the differ-
ence is small.

To illustrate the significance of the expected returns from addressing
these trade costs, we run a simulation based on estimates of a modified
gravity model.”” In this “workhorse” of trade economists, bilateral trade is
modeled as a function of size, the distance between countries, trade costs
(tariffs and freight), and permanent importer and exporter characteristics.
The model is run for every sector (harmonized system, 6 digits) on 1995—

Trends in Antidumping
Investigations against
China: Selected LAC
countries, 1995-2009
(continued)

12 Mesquita Moreira,
Mauricio ; Christian Volpe
and Juan Blyde “ Unclogging
the Arteries: the impact of
transport costs on Latin
American trade. IDB and
Harvard University Press,
Washington DC, 2008.

13 See Moreira, Volpe, and
Blyde, op. cit. Chapter 3.



FIGURE 11/

Tariffs and Ad Valorem
Freight Expenditures
on LAC’s Imports from
China, 2005 (%)

20

ARG BRA CHL PER PRY URY

[ Tariff [l Freight

Source: Own calculation based on ALADI data.
Note: Tariff is measured as import tariff revenues divided by imports.

2005 data for tariffs, freight, and imports for six LAC countries. The results
(coefficients) are used to simulate the impact on bilateral trade of a reduc-
tion of 10 percent in either tariffs or freight costs. Figure 12 presents the me-
dian sectoral impact on the bilateral trade of six LAC countries with China.

There are at least three important things to note about these results.
First is the magnitude of the impacts. As in any exercise of this type, these
results have to be interpreted with caution, since we are dealing with com-
parative statics. Yet the overall message seems to be robust—a great deal can
be gained in bilateral trade between LAC and China by reducing trade costs.

Second, lowering trade costs is not just a matter of addressing tradi-
tional policy barriers such as tariffs and non-tariff barriers. Reducing trans-
port costs can generate even higher rewards.

And third, this exercise focuses on just one end of bilateral trade. As we
have seen, China imposes high tariffs on LAC exports, and transport costs
can be at least as high as the tariffs. If the trade cost elasticities of LAC’s ex-
ports to China are anywhere near those estimated for imports—and they
are likely to be lower because LAC’s natural resource exports to China are
more transport intensive than their imports from China—we could see even
bigger trade gains by addressing trade costs on the other end of the trading
relationship.
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Investment and Cooperation:
The Balancing Act

he China-LAC relationship in the last decade has stood almost entirely

on one pillar: trade. The other pillars of a sustainable process of trade

and integration—bilateral investment and cooperation—have been

developing, but not at the same pace, leaving room for frictions such as those

discussed earlier. Investment seems to be the weakest pillar, although there

are some hopeful signs in the latest available figures.

As show in Table 8, China’s investment in LAC has been growing since the

early 2000s, but has yet to acquire a critical mass, both in absolute terms and

2003
Peru 0.12
Brazil 6.67
Argentina 1
Venezuela 6.22
Paraguay 0
Honduras 0.13
Panama 0.01
Bolivia 0
Chile 0.2
Mexico 0.03
Ecuador 0.27
Colombia 0
Uruguay 0.55
Guyana 0
Suriname 0.65
LAC* 15.86
Share of LAC’s 0.1

FDI inflows (%)

Share of China’s 0.6
FDI outflows (%)

2004

0.22
6.43
112
4.66

1.38
0.1

0.55
271

0.3
4.53

113
47.51
0.2

0.9

2005

0.55
15.09
0.35
7.4

8.36
0.08

1.8
3.55
9.07
0.96

2.77
49.98
0.1

0.4

2006

5.4
10.09
6.22
18.36

18
6.58
-3.69
2.46
-3.36

60.06
0.1

0.3

2007

6.71
51.13
136.69
69.53
0
-4.38
8.33
1.97
3.83
17.16
3.58
0.22
0.48
60
17.57
372.82
0.7

14

2008

24.55
22.38
10.82
9.78
3
-0.9
6.52
414
0.93
5.63
-9.42
6.76
0

0
2.42
86.66
0.1

0.2

2009 2010**

5849  96.32
116.27  408.05
—22.82 3191
11572 14.95

6.47 0
0 0
13.69 15
18.01 3.89
7.78 3.31
082 1426
17.9 0.54
6.74 1.87
4.98 0
0 0

1.1 0
344.09 576.6
0.7 n.a.
0.6 3.2

Source: China Yearly Report on Qutward FDI (Ministry of Commerce of China) and WIR 2010, UNCTAD.
* It does not include tax havens **Jan—Jul. n.a. = not applicable.

China’s Outward
Foreign Direct
Investment in LAC
Selected countries.
2003-2010 (US$ million)



4 Data for Chile is from the
Foreign Investment Committee
and covers flows from 1974—
2009. Data for Peru is from
Proinversion and concerns the
FDI stock in 2009.

1> Banco Central do Brasil,
Diretoria de Fiscalizagao.

TEN YEARS AFTER THE TAKE-OFF

as share of FDI coming into the region. It also represents a modest share of
worldwide Chinese FDI, averaging 0.3 percent in the second half of the de-
cade. If the Chinese investments made in the well-known financial centers
in the Caribbean are included (Virgin and Cayman Islands), the figures look
significantly more robust, reaching US$8 billion in 2009 and 16 percent of
total Chinese outflows or 19 percent of LAC’s FDI inflows. Yet there is no
way to know if these investments were actually made in the region and the
country data on FDI inflows do not seem to corroborate these higher figures.

As with trade, Chinese FDI is heavily concentrated in the Southern
Cone, with Brazil (41 percent), Argentina (11 percent), Peru (12 percent)
and Chile (2 percent) accounting for 66 percent of the investment in 2003—
2010 (first semester). If Venezuela is added to this group, the combined share
reaches 81 percent. Data on the sectoral composition of these investments
is not available for the whole region, but the very make-up of the countries
involved suggests that the so-called resource-seeking type of investment has
been prevailing, with China striving to secure access to a steady flow of nat-
ural resources, either by investing directly in mines or agricultural land or by
developing the infrastructure around them.

That is the case, for instance, of Chile and Peru, with the former having
95 percent of Chinese investment in non-financial sectors concentrated in
agriculture, forestry and mining, and mining accounting for virtually the
whole stock of China’s FDI in the latter." Brazil offers a more hopeful pic-
ture a more diversified portfolio of Chinese investments. The bulk of the
resources in 2001-2009, excluding the financial sector, have gone towards
wholesale and retail trade (61 percent), followed by manufacturing (23 per-
cent) and agriculture and mining (15 percent)."”

The 2009 and 2010 data, particularly the latter, suggests that this pic-
ture of modest Chinese investments in the region may be about to change
rapidly, even though there is no clear sign of a significant shift in their sec-
toral or country composition. As shown in Table 8, the amount invested in
the first half of 2010 is 52 percent above the peak in 2007, a record year, and
reaches the unprecedented share of 3.2 percent of China’s worldwide FDI.
The recent available data on announced Chinese investments in LAC (which
differs from the data discussed so far because it refer to investments that have
yet to be materialized, see Table 9) gives even more support for this notion
of a change in gears, with the announced amount for 2010 (US$15.6 billion)
by itself topping alone the accumulated materialized investments in the last
six years by almost a factor of 20.
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16 MOFCOM 2009, Statistical
Bulletin of China’s Outward
Foreign Direct Investment.

TEN YEARS AFTER THE TAKE-OFF

These welcome signs of a stronger investment pillar—which is in line
with the surge in Chinese worldwide outward FDI in the last five years (it
jumped from US$12 billion in 2005 to US$56 billion in 2009)'*—has not
been accompanied, though, by a significant change in sectoral or country
orientation. Most of the investments are still destined for the Southern Cone
and, with some notable exceptions in Brazil and Uruguay (see Box 2), most
projects still follow the resource-seeking pattern.

Assuming they are carried out within the context of a robust regu-
latory framework—which can protect the economic, social, and environ-
mental interests of the parties involved—resource-seeking projects are quite
welcome. They can help the region to take better advantage of its natural re-
sources, particularly by developing its precarious infrastructure. However,
they do not address the trade composition and internal geography concerns
that seems to be behind China’s increasing trade frictions with some of the
largest countries in the region.

In March 2007, Chery Automobile Co., Ltd opened a manufacturing plant in Uruguay,
its first in LAC. Chery’s initial investment of US$100 million was the first time that a
Chinese independent automobile manufacturer explored the possibility of serving a
larger customer base outside China. The manufacturing plant in Uruguay enabled Chery
to better understand its potential customers in the region and to tailor its products to the
local preferences. The plant has an annual production volume of 25,000 vehicles and the
parts are sourced mostly from China and Brazil, but the plan is to reach a 60 percent local
content in three years.

In September 2010, Chery Automobile Co. and the state government of S&o Paulo,
Brazil, signed a framework agreement to build an automotive manufacturing plant in
the city of Jacarei, Chery’s second in the region. The plant, which would be wholly
owned by Chery and constructed in an automotive industrial park, will have an area of
one million square meters and will cost US$400 million. The project has two phases: in
phase one, with an investment of US$130 million, Chery will build a plant with an annual
production capacity of 50 thousand vehicles to be inaugurated in 2013; in phase two,
with an investment of US$270 million, the manufacturing base would reach an annual
production capacity of 150 thousand vehicles to better satisfy the growing automotive
market in the LAC region with well-tailored models. Chery plans to speed up the launch
of its low-carbon automotive models in the region, and take greater social responsibility
in energy-saving and environmental protection.

Sources: Chery International (http://www.cheryinternational.com) and press.



INVESTMENT AND COOPERATION: THE BALANCING ACT

A more diversified investment portfolio of countries and sectors could
spread the benefits of the relationship to a larger number of partners; help
the region to diversify its exports and would help mitigate existing the po-
litical economy tensions and minimize the social impact caused by large in-
flows of Chinese manufactured goods. These expectations seem to be in line
with the lessons taken from Japan’s FDI in both the U.S. and LAC in the
1970s and 1980s, when a massive investment in manufacturing plants (the
so-called transplants) helped to ease the increasing trade tensions caused by
the large inflow of Japanese imports, particularly cars.

Like China, since the mid-2000s LAC has also been experiencing a surge in
its FDI abroad, led by Brazil and Mexico (see Figure 13). In fact, even though
China is catching up fast, the region still has the larger stock of FDI abroad of
the two economies. This upsurge, though, has not been translated into a sub-
stantial amount of FDI in China. That much is clear from the figures in Table
10, which shows that LAC’s investments in China: a) are modest and do not
have a clear trend; b) are heavily originated from Brazil, which accounts for
40 percent of LAC’s flows; and c) account for less than 1 percent of total LAC
outflows. The data for the seven months of 2010 suggests more substantial in-
vestments might be on the way, but this is driven mainly by Brazil.

400

300

200

US$ billions

100

1989 1994 1999 2004 2009

LAC China — Brazil —— Mexico

Data Source: UNCTAD. World Investment Report 2010.

Stock of Direct
Investments Abroad:
LAC, China, Brazil and
Mexico, 1988-2009.
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Country of Origin 2006 2007 2008 2009 2010* 2006-2010

Brazil 63.75 31.64 38.79 52.48 4817 234.83
Argentina 6.86 11.13 12.66 12.41 0.92 43.98
Mexico 12.57 5.66 3.85 0.91 5.33 28.32
Chile 5.6 719 4.66 3.23 1.26 21.94
Bolivia 3.06 1.29 0.99 3.38 2.93 11.65
Venezuela 0.98 2.09 2.37 1.98 3.03 10.45
Paraguay 1.58 0.58 215 3.01 2.34 9.66
Peru 0.73 5.27 2.67 0.04 0.02 8.73
Honduras 1.31 1.68 214 0 0 513
Ecuador 0.1 1 0.49 0.26 2 3.85
Uruguay 0.13 0.1 0 2.21 1.32 3.76
Guatemala 1.6 1.16 0 0 0 2.76
Jamaica 0.79 0 0.29 1.1 0 218
El Salvador 0.2 0 0 0.63 0 0.83
Colombia 0.35 0.05 0.1 0.14 0 0.64
Costa Rica 0.1 0 0 0 0 0.1
LAC* 1304 101.5 137.9 1219 92.4 584.0
Share of LAC’s FDI 0.3 0.4 0.4 0.9 n.a. n.a.
Outflows (%)

Source: China Yearly Report on Qutward FDI (Ministry of Commerce of China) and WIR 2010, UNCTAD.
* January to July. ** It does not include tax havens. n.a. = not applicable.

Despite the growing share of China in the region’s exports, most of the
region’s investment abroad seems to be flowing to the U.S., Europe, and to its
own regional market. This is tentatively confirmed by the scarce data available
for outward investment by LAC’s firms. For instance, among the 14 Bra-
zilian and seven Mexican companies selected as the “new global challengers”
by the Boston Consultancy Group, the whole of Asia only figured as a target
of M&A in 2005-08 for the Mexican companies, and even so it responded
for only 10 percent of the deals. In the case of Brazilian firms, the bulk of
the deals were in the U.S. and LAC, whereas the Mexican firms concentrated
their investment in the U.S. and Europe."”

Apparently LAC’s natural resource exports to China have not been
generating the kind of information and commercial spillovers that are usu-
ally seen in the trade of other types of goods and that eventually leads to di-
rect investments. Yet, the causality can also run in the other direction, i.e.,
from investment to trade. A larger presence by LAC’s firms in China could be
a powerful tool to diversify the region’s bilateral exports as it helps to break-
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down information and cultural barriers. It could also be an effective way to
circumvent the barriers imposed by China’s trade regime and to take ad-
vantage of its particularities such as the virtual free trade offered for goods
imported in bond under processing trade, which accounts for 40 percent of
China’s trade (WTO 2010). A handful of Latin American firms have already
spotted these opportunities and are striving in areas that have little or no re-
lationship with natural resources (See Boxes 3, 4 and 5).

Even though trade and investment are likely to be the main pillars of a sus-
tainable and mutually beneficial China-LAC relationship, there is also a
great deal be gained by exploring a wide range of opportunities for technical
and political cooperation. Just as the similarity of per capita incomes can be
a powerful incentive to trade, similar stages of development raise opportuni-
ties for a mutually beneficial exchange of knowledge and policy experiences
in key developmental areas. Income and production pattern similarities also
mean that countries, more often than not, share interests in shaping the rules
and institutions that govern the world economy.

The governments of China and LAC have not been oblivious to these
opportunities and are building up a significant portfolio of cooperation ini-
tiatives at a pace that, while maybe not as fast as that of trade flows, is cer-
tainly faster than that of bilateral investment flows. Table 11 shows that they
have signed a wide range of agreements, particularly in the last decade, that
cover at least 28 areas of interest, ranging from information technology, to
education, to social welfare and involve an ever expanding number of coun-
tries.

China-LAC cooperation on international diplomacy has also been on
the rise and has often meant common and coordinated positions in inter-
national forums such as the UN and the WTO. This was clearly the case of
negotiations involving the latest multilateral trade liberalization rounds and,
more recently, the climate change negotiations and the discussions involving
the Group of Twenty (G-20) Finance Ministers and Central Bank Governors.

However numerous and diverse, these initiatives probably just scratch
the surface of a rich pool of opportunities that China and LAC have to learn
from each other. China can provide valuable lessons coming from successes
in mass education, aerospace, transport infrastructure, and clean energy
technologies, just to name a few. LAC can provide success stories in agricul-
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The Brazilian aircraft company Embraer opened its first office in Beijing on May 30, 2000,
when it signed a letter of intent for the acquisition of five ERJ 145 regional jets with China
Aviation Suppliers Import and Export Corporation (CASC) and Sichuan Airlines (SCAL).
Embraer’s presence soon evolved with the construction of a spare parts distribution
center at the Beijing International Airport, and with the signing of a joint venture with the
Aviation Industry Corporation of China — Harbin Embraer Aircraft Industry Company (HEAI)
in Harbin in 2003. HEAI was Embraer’s first industrial venture outside Brazil and became
responsible for producing, developing, and coordinating sales operations and post-sale
support services for the company’s commercial aircraft family in the Asia-Pacific region.
With a total investment of US$25 million, HEAI encompasses an area of 24 thousand
square meters, with the production capacity of one aircraft per month.’

Embraer’s operation in China not only expedited the production cycle of the
company’s East Asia orders, but also increased its brand awareness in that market.
Moreover, the plant in Harbin facilitated information flows and reduced logistic costs and
gradually fostered mutual understanding between the Brazilian aerospace conglomerate
and its Chinese counterparts. HEAI has delivered more than 70 aircrafts which are
routinely flying across six Chinese cities, Urumgi, Chengdu, Kunming, Shenzen, Beijing,
and Shanghai. In 2009, Embraer has achieved a 52 percent share of China’s market share
for aircrafts with up to 120 seats.

Motivated by the strong prospects of the aircraft market in China, believed to require
3,770 new commercial airplanes worth $490 billion over the next 20 years,> Embraer
announced in July 2010 the opening of a new subsidiary in China, Embraer China Aircraft
Technical Services Co. Ltd., with an initial investment of $18 million.® The new subsidiary
would provide aviation consulting, logistics, and technical services for aircrafts already in
the Chinese inventory and many more on order. Embraer has also submitted to the Chinese
government a proposal to start assembling a new and more efficient passenger plane, the
E-190, which would help the company face the competition of new players such as the
ARJ21 plane, developed by AVIC subsidiary Comac, a state-owned Chinese company.

" Embraer Historical Center: http://www.centrohistoricoembraer.com.br/en/embraer-china/default.htm

2 Asian Aviation: http://www.asianaviation.com/articles/43/Market-outlook-Manufacturers-look-to-Asia-for-future-profits

3 Air Transport News: http://www.flightglobal.com/articles/2010/07/06/344100/embraer-creates-new-chinese-
subsidiary-for-logistics.html; and Flight Global: http://www.flightglobal.com/articles/2010/05/25/342407/
chinese-govt-to-decide-on-future-for-harbin-embraer.html

ture, mining, aeronautics, biofuels, private pension schemes, and poverty al-
leviation programs, which could take China a long away in addressing some
of its growth constraints.

Moving forward, cooperation between the two economies could be ex-
panded and strengthened in areas which can have a direct impact on trade



INVESTMENT AND COOPERATION: THE BALANCING ACT

One of the world’s largest bakery conglomerates in terms of production and sales, the
Mexican firm Grupo Bimbo Food Co' has traditionally focused its operations in Mexico, the
U.S. and other countries in LAC. This is beginning to change. Attracted by the size and fast
growth of the Chinese market, the company acquired the Beijing Panrico Food Processing
Center (Panrico) in China in 2006, for a total of US$10.9 million. Panrico has 800 trained
employees, one production plant located near metropolitan areas, and an established
distribution network with a broad portfolio of baked goods developed for China’s local
market. These assets enabled Bimbo to establish a solid presence and accelerated its
brand recognition in major metropolitan areas close to Beijing and Tianjin.

Grupo Bimbo has been taking advantage of an historical transition in the urban
consumer behavior in China. As China became more integrated into the world economy
and its workers adapt to a faster paced lifestyle, demand for ready-to-eat and prepared
food has been growing fast. In the 2000s, it was estimated that the consumption of baked
goods grew at an annual rate of 10 percent.? Bimbo has promoted its brand in China by
emphasizing a warm family atmosphere in its advertisement. “| found that people of the
two countries have many similarities” according to Mr. Bernardo Zermeno, marketing
director of Group Bimbo Asia Corporate. Bimbo’s marketing strategy had proven to be
successful. In 2009, its sales in China increased by 50 percent.?

" http://www.grupobimbo.com.mx/display.php?section=1&subsection=26

2 China-People’s Republic Food Processing Ingredients — Annual Report

3 China Council for the Promotion of International Trade (http://www.ccpit.org/Contents/
Channel_54/2008/0821/127595/content_127595.htm)

and eventually on investments such as customs procedures and technical
and sanitary and phytosanitary standards, which could help bring trade costs
down and avoid costly disputes. FTAs are natural vehicle through which ad-
dress those issues, but it is not the only one.

Bilateral cooperation would also benefit from a stronger institutional
framework. Memorandums of understanding (MOUs) and protocols have
been the institutional vehicle of choice for the overall majority of the coop-
eration initiatives. Whereas this is a versatile instrument—for one thing, it
does not normally require parliamentary approval—the lack of clearly de-
fined and legally binding objectives (including the sources of funding) often
means several years of delayed implementation, if not a complete failure of
implementation.

One last point about evaluation. Despite the innumerous agreements
signed between China and LAC, there is hardly any quantitative information




TEN YEARS AFTER THE TAKE-OFF

In March 2010, Chile’s Molibdenos y Metales S.A (Molymet) reached an agreement with
China Molybdenum (China Moly) to purchase 50 percent of its subsidiary, Luoyang High-
Tech Molybdenum & Tungsten Material' (LuoMo High Tech), for US$37.7 million.

The acquisition was the first big move of Molymet in China. As one of the world’s
major suppliers of Molybdenum materials, Molymet accounts for one-third of the global
demand of molybdenum, which is a precious metal widely used in contemporary
industries as alloying agent in cast iron and super alloys to enhance strength and corrosion
resistance. China Moly? is a Chinese public company engaged in the mining, flotation,
roasting, smelting, and downstream processing of molybdenum products. In addition,
China Moly has established production facilities, research and development (R&D) centers,
and distribution channels in China for other precious metal products such as tungsten
concentrate. Both Molymet and China Moly believe that the acquisition was a win-win
move. On the one hand, Chile’s Molymet will gain a foothold in the China market, and
integrate its distribution channels in China by leveraging China Moly’s existing distribution
networks, reduce production cost by utilizing China Moly’s facilities and infrastructure, and
take advantage of China’s favorable export tariffs rate to expand the radiance spectrum
of its products in the Asia Pacific region. On the other hand, the transaction generates
technology synergies, with China Moly joining hands with Molymet to enhance the
R&D capacity of both companies, upgrade downstream processing capacity of a series
of products, expand both companies’ credit lines and capital leverage, and take better
advantage of the growing demand for their products in the global market place.

LuoMo High-Tech will be run as a joint venture of Molymet and China Moly. Molymet
will further increase its molybdenum processing capacity from current level of 81,600
tons per year by 21,800 tons of molybdenum per year, according to China Non-ferrous
Metal (CNMn.com.cn).® In addition to the acquisition in Luoyang, Molymet was also
planning to expand to Inner Mongolia in northern China, a new US$70 million investment
in expanding the processing capacity.

" http://www.chinamoly.com/en/default.htm
2 http://www.alacrastore.com/company-snapshot/China_Molybdenum_Co_Ltd-4006270
3 http://www.cnmn.com.cn/ShowNews.aspx?id=186088

that would allow for an objective assessment of their impact. One has to rely
on the often subjective assessment of government officials to have a sense of
how effective these initiatives have been. An effort to collect data and assess
results would help countries to design more efficient cooperation mecha-
nisms to maximize scarce resources.
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Conclusions:
The Good Can Become Better

en years ago China was barely a blip on LAC’s economic radar. Ten

years later, one can hardly formulate a meaningful sentence about the

region’s economic future without mentioning China. Riding on a com-
plementarity of resources seeming to be coming straight from David Ricar-
do’s books, bilateral trade skyrocketed, bringing with it a much welcomed
economic stimulus to a region that was struggling to resume growth despite
more than a decade of market-oriented reforms.

As it often happens in the real world, not all has been roses in this
extraordinary relationship. Some “growing pains” have developed, most of
them related to composition of the bilateral trade and distribution of the
costs and benefits within the region. Some LAC countries would like to go
beyond the commodities-for-manufactured-goods model and have oppor-
tunities to add value to their raw materials and find niches to export more
sophisticated goods. Others, less well-endowed with natural resources, are
unhappy with the growing imbalance of the bilateral trade, having been
unable to benefit from the booming Chinese market, while absorbing in-
creasing quantities of Chinese imports.

It would be unwarranted to assume that bilateral trade policies are the
main source of these concerns. In fact, bilateral trade patterns are mostly
likely to be the result of comparative advantages, on the one hand, and of
LAC’s well-known policy failures on education and science and technology,
on the other. However, it would be equally unwise to ignore the role of trade
costs in these concerns, no matter if those costs are tariffs, non-tariff bar-
riers, or transports costs. The available evidence suggests that they are still
high enough to constrain trade opportunities on both sides of the relation-
ship and, as such, they call for government action.

The three FTAs that LAC has with China are clearly important steps
towards addressing these issues. However, given the diverse situation of the
countries in the region, there is a need to go beyond the one-size-fits-all so-
lution. When FTAs face political economy difficulties, government should
explore more focused, sector-specific negotiations. Moreover, FTAs do not
cover the whole trade costs agenda: issues such as transport costs call for
other actions, particularly for cooperation on regulatory issues and the
signing of transport services agreements.



TEN YEARS AFTER THE TAKE-OFF

The work to bring trade costs down needs to be complemented by ef-
forts to strengthen the other two pillars of the relationship: investment and
cooperation. A larger and more sectorally and geographically diverse port-
folio of Chinese investments in the region would be beneficial in many ways:
it would help to diversify LAC’s exports; it would better distribute the bene-
fits of the relationship across the region, and it would ease political economy
tensions by substituting imports for jobs. Likewise, a greater presence by
LAC’s firms in China would help them to diversify the region’s exports by
reducing information and cultural barriers and by offering them the oppor-
tunity to exploit the peculiarities of China’s trade regime.

Finally, the relationship will not be completely stable and will not max-
imize its benefits without expanding and strengthening the technical and
political cooperation initiatives that have already been blossoming in the last
decade. A broader range of issues, which would also include trade facilita-
tion along with a stronger institutional and evaluation framework, seems to
be the most promising way to achieve this objective.
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! Embraer Historical Center: http://www.centrohistoricoembraer. com. br/en/embraer—
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2 Asian Aviation: http://www. asianaviation. com/articles/43/Market—outlook—-
Manufacturers—look—to-Asia—for—future—profits

3 Air Transport News: http://www. flightglobal. com/articles/2010/07/06/344100/
embraer—-creates—new—chinese-subsidiary-for-logistics. html

4.Flight Global http://www. flightglobal. com/articles/2010/05/25/342407/chinese—
govt—to—decide—on—future—for-harbin—embraer. html.
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U http://www. grupobimbo. com. mx/display. php?section=1&subsection=26

2 China—People’ s Republic Food Processing Ingredients - 2010 Annual Report
® China Council for the Promotion of International Trade
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Lo [EARMEEER]: http://www. chinamoly. com/en/default. htm

? Premium Business Information Source: http://www.alacrastore. com/company—snapshot/
China Molybdenum Co Ltd-4006270
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