1 Enter the Dragon

“China is an awakening monster that can eat us.”

Carlos Zuriiga, Nicaraguan CAFTA negotiator
La Prensa (Nicamgua), March 10, 2004

“YWhat are the factors driving the crisis of the textile sector? First is the global
competition of China, which is more and more present in every marker.”
Isaac Soloducho, president of Faylana, a leading exp orter of

high-quality wool-based apparel in Urngueay
El Observador {Urnuguay), Noventber 20, 2005, p. 13

There is a growing clamor in Latin America and the Caribbean
(LAC) over the extent to which the region is being cconomically swal-
lowed by China. Some claim that China’s exports are flooding domestic
LAC markets and wiping out local firms. Others refer to China as an
“angel” for the region that will deliver the fruits of growth by importing
LAC goods and investing in the LAC region. Yet there is no contention at
all in LAC (or anywhere else) that China’ export-led cconomic expan-
sion since the early 1980s has been anything short of a miracle.

Amid all this chatter, what is strikingly absent from the discussion
is a clear understanding of how China is globalizing its cconomy and
what lessons that method m_ight lend to the conundrum of cconomic de-
velopment in LAC. Yes, Chinas growing appetite for primary products,
and the ability of Latin America to supply that demand, played a role in
restoring growth in Latin America, both in the run-up to the global finan-
cial crisis and in its aftermath. Yet, the dragon in the room that few are
talking about is that China is simultancously out-competing Latin Amer-
ican manufactures in world markets—so much so that it may threaten
the ability of the region to generate long-run economic growth. What
receives even less attention is that China road to globalization, one that
emphasizes gradualism and coordinated macro-cconomic and industrial

policies, is far superior to the “Washington Consensus” route taken by
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most Latin American nations, particularly Mexico. And if LAC does not
ch:lngc its dcvclopmcnt stratecgy, many of the region’s dccp est fears could
come home to roost. China may not be the problem, LAC™s policies may
be. China’s rise may be able to offer clues for a better path.

This book is an attempt to confront these conversations head-on.

We conduct a thorough analysis of China’ economic relationship with LAC
as well as an analysis of China’s trade-led industrialization strategy.!

Specifically, we ask the question “To what extent has China’s rising

cconomic expansion benefited LAC countries?” We answer this question
by looking at the bilateral trade that has blossomed between China and
LAC in recent years. We also examine the competitiveness of LAC manu-
factures exports in world and regional markets relative to China. This
cxcrcise leads us to four central ﬂnd.ings.

* LAC exports to China arc heavily concentrated in a handful of
countrics and sectors, leaving the majority of LAC without the
opportunity to significantly gain from China as a market for
their exports.

China is increasingly outcompeting LAC manufactures exports
in world and rcgion:tl markets, and the worst may be yect to
commec.

China is rapidly building the technological capabilities neces-
sary for industrial development, wherecas LAC is not paying

cnough attention to innovation and industrial development.

These three trends could accentuate a pattern of specialization
in LAC that will hurt LAC longer run prospects for cconomic
dcvclopmcnt.

Our ﬁnd.ings., which confirm and cxp:tnd upon most of the recent
peer-reviewed literature, imply that neither a hysterical fear of China nor
optimistic complacency have much justification across the region. What
is more, when one confronts the dragon in the room, we learn that China’s
risc is both a warning sign and an opportunity for LAC. China’s risc is
the latest warning to LAC that it cannot sit back with a laisscz-faire at-
titude about cconomic policy and hope that such an attitude will auto-
matically translate into growth and prosperity. China’s rise is an oppor-

tunity because China’s direct and indirect impacts on LAC exports will
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allow a handful of countries in the region to build reserves and bolster
the region’s fiscal position, enabling LAC to rekindle a serious discussion
about industrial dcvclopmcnt for the twcnt)'-ﬂrst century.

Two Globalizations

Development derives from a process of diversifying an cconomy
from concentrated asscts based on primary prod ucts to a diverse sct of
asscts based on knowledge. This process involves investing in human,
physical and natural capital in manufacturing, and services (Amsden 2001,
2-3). Imbs and Wacziarg (2003) have confirmed that nations that develop
follow this trajectory. They find that as nations get richer, sectoral pro-
duction and cmploymcnt move from a rcl::ltivcly high concentration to
diversity. They find that nations do not stabilize their diversity until their
populations reach a mean annual income of over $15,000. The question
for development and trade policy then becomes “What policies will help
facilitate the diversification and development process without conflicting
with trade rules or jeopardizing the needs of future generations?”

The answer to this question will differ across the developing world
depending on the particular binding constraints that a country’s growth
trajectory faces. The development policies for a small, vulnerable nation
such as Haiti will be significantly different from countries lilke Brazil, India,
and China, which may be looking to diversify beyond primary products

and light manufacturing to high-tech manufacturing and services-based
cconomic growth that develops endogenous productive capacity. Recent
work in development cconomics shows that nations need to engage in a
process of “self-discovery ™ whereby they undergo a diagnosis of what the
binding constraints to cconomic growth may be (Rodrik 2007).

To some extent, China and LAC went through a diagnestic period
just over thirty years ago. After such a process, both China and most of
the countries in LAC determined that one of the binding constraints on
their cconomic development was a lack of appreciation for markets in
general and the world economy in particular. Although LAC is, of course,
capitalist and China has remained socialist at least on paper, LAC and
China have had similar go:tls over the past th.irt}' ycars. Thirt}' ycars ago,

both China and LAC were largely practicing a government-led economic
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policy that shied away from the world cconomy. In both China and LAC
there were signs that such an approach had run its course. As we show in
greater detail in Chapter €, both China and LAC sought to reform them-
sclves by embracing markets in general and the world economy in partic-
ular In 1978 for China, and 1982 for LAC, both places began to dismantle
many of the vestiges of their old cconomic ways in favor of exports, for-
cign direct investment, and freer markets.

That is where the similarities end, however LAC’s approach to glo-
balization has infamously been referred to as the embrace of the “Wash-
ington Consensus”—the fairly rapid liberalization of trade and investment
regimes and the general decrease of the role of the state in economic affairs.
Beginning in the early 1990s, LAC nations began to rapidly dismantle the
role of the state in economic affairs. Although, of course, there are signmifi-
cant differences between countries, generally speaking LAC unilaterally
privatized the majority of its statc-owned enterpriscs, liberalized trade and
investment, and limited government activity in macrocconomic policy,
then locked in these reforms through joining the World Trade COrganiza-
tion (WTO). Some countrics went even further in locking in these reforms
by adopting the disciplines contained in frec-trade agreements with the
United States and other developed countries.

As we detail in Chapter €, China’s approach to globalization
could not be more different. In contrast to the “shock therapy ™ practiced
inLAC, China has globalized by what Deng Xinoping said was “crossing
the river by fecling cach stone.” China’s more gradual and experimental
approach to reform allowed for the dcvclopmcnt of domestic firms and
industries before liberalizing fully. More importantly, it also created an
environment so that the potential “losers™ from liberalization would be
less numerous. Finally, China has shied away from trade deals with the
United States and has focused more on the more multilateral WTO,
which it joined in 2001. The results, shown in table 1.1, are stark.

Table 1.1 covers the period 1960 to 2007. For LAC the “pre-reform
peried” runs from 1960 to 1982, for China from 1960 to 1978. LAC
started out with a higher GDP, a higher level of income, fewer people in
poverty, and higher levels of trade and investment. And in terms of growth
in income, LAC as a whole still remains much richer than China. Yet what
jumps out in this table is that LAC has barely gained ground during its
reform period, and China has excelled.
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TABLE 1.1 China and LAC in Comparative Perspective, 1960 to 2007

Pre-reform Post-reform

LAC China LAC China
Growth
GDP, PPP* (trillions of 2.7 0.53 NS 2.6
constant 2005 int’l §)
GDP growth (% annual) 2.7 4.8 2.6 9.9
Manufacturing growth 4.2 10.8 2.2 11.5
(% annual)
Income and Poverty
GDP per capita, PPP 7,413 533 7,665 2,068
(constant 2005 int’L §)
GDP per capita growth 2.7 3.4 1.0 2.0
(% annual)
Poverty head-count ratio 12.9 84.0 11.4 44,2
at $1.25 a day (PPP)
(% of population)
Trade and Investment
Trade (% of GDF) 22.0 11.8 359 42.2
Foreign direct investment, 0.8 0.1 2.0 2.7
net inflows (% of GDP)
Gross capital formation 22.0 26.5 20.1 388
(% of GDP)

SOURCE: Authors’ calculations based on World Banl (2009),
"woTE: GDP=gross domestic product; PPP=Purchasing Power Parity.

By every measure China has outreformed and outperformed LAC.
Whereas LACs GDP growth since reforms has been 2.6 percent annually
and only 1 percent in per capita terms, China’s growth has been an un-
precedented 9.9 and 9 percent respectively. Whercas LAC still has many
fewer people in poverty than China does, China has decreased the num-
ber of people in poverty (in the order of hundreds of millions) by half,
and LAC by just over 10 percent, onc percentage point. And when it
comes to indicators of globalization itself—trade and investment—China
trades more and o utp erforms in terms of investment.

All is not rosy in China, however. The environmental costs of China’s

growth miracle are of grave concern. China has become the world’s largest
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emitter of carbon dioxide, and it is also riddled with contaminated water
supplics and localized air pollution (Economy 2004). In addition, inequal-
ity has become a concern on China’s booming castern coast.

Of course, LAC does not need to compare itself to China. In many
ways, when China reformed, it was starting out much further behind
than LAC. What matters most is how LAC is faring in general. Looked at
on its own, LAC growth is lackluster but not terrible. In contrast with
sub-Saharan Africa and parts of South Asia, growth has been positive,
and, with the exception of the years during financial crises, poverty has
not increased.

What does call for attention, however, is the extent to which China
affects LAC’s longer-term prospects for development. Will China’s extra-
ordinary growth spill over to LAC, or will China attract investment and

trade that will divert from LAC? These ave the questions we dwell on in
this book.

Book Overview

This book examines the extent to which China® rising cconomic
cxpansion has benefited or damaged LAC countrics and draws implications
for the future. We take an empirically based approach to this question from
a number of anglcs. Thro ugho ut this volume we :Ln:ll}'zc the bilateral trade
relationship between China and LAC countries, and the extent to which
China and LAC compete in world markets. We want this work to be acees-
sible to policymakers, students, and academics outside the economics pro-
fcssion., as well as to cconomuists. For that reason, we have transferred the
details of our methodological approach to a technical appendix in the back
of the book so that the reader can gct a crisp and clear u.ndcrst:md.ing of our
findings and their implications. Aside from the appendices, the volume has
six chapters. Even with the appendices in the book, the reader may find
some parts of the chapters to be fairly dense. Given how underresearched
this area is to date, we make scores of calculations to answer our rescarch
questions. We have streamlined them to the extent we could, but discussion
of the most important calculations is unavoidable. Taken together, this cffort
tells a story that is important for rescarchers and po]icym:tlccrs to under-
stand. That said, this first chapter very briefly introduces and outlines our
rescarch and End.ings and puts them in context.
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Chapter 2 performs a detailed analysis of the bilateral trade and
investment relationship between LAC and China. In this chapter we cal-
culate the levels of China-LAC trade. We find that China has had a posi-
tive impact on LAC through this channel in two ways. First, China’s risc
has led to an inecrease in demand for LAC products. Since 2000 China’s
imports from LAC have quintupled, reaching close to $25 billion in 2006.
More indirectly, China’s economic expansion and corresponding demand
have increased the prices of many of the goods that LAC trades, and there-
fore LAC improved its terms of trade in part owing to China (at least until
2007). Finally, the increase in trade directly and indirectly caused by
China has given LAC more reserves that can prove uscful during an cco-
nomic crisis such as the current one.

The China boom has not been without cost for LAC, however
Although the level of LAC exports to China has surged of late, exports to
China as a share of total LAC exports have stayed the same for decades.
What is more, six countrics and ten commodities dominate all LAC trade
with China, meaning that many LAC countries have not seen much of a
change in exports at all as a result of China. Of more concern is that vir-
tually all of LAC™ exports to China are in the form of primary commodi-
tics. Commodities markets are notoriously volatile, and the long-term
trend for commedities prices is negative. If China demand then contrib-
utes to an increase in the specialization of LAC production, LAC™s terms
of trade could deteriorate and affect the region growth prospects for
decades. Moreover, without the proper environmental policies in place,
surges in commoditics exports to China can leave a large environmental
footprint. Many of these potential costs can be avoided if some of the
potential benefits of China trade are sct aside to mitigate those costs.

The costs of lost world market need to be juxtaposed alongside
the benefits of increased exports to China. In Chapter 3 we examine the
extent to which LAC is competing with China in world and regional
manufacturing markets. Based on measures of export similarity and initial
market share, only a handful of countries compete with China {at present):
Argentina, Brazil, Chile, Colombia, Costa Rica, and Mexico. We calculate
the extent to which manufactures exports in these and other LAC coun-
trics arc “threatened”—meaning that China’s growth in an export sector
is much faster than a LAC compctitor in that sector—by China’ rise. As-
tonishingly, we find that 94 percent of LAC’s manufactures are threatened
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by China, representing 40 percent of all LAC exports. LAC manufactures
are still growing, but at a slower pace and in sectors where China is rap-
idly increasing its market shave.

The jewel of manufactures trade, and trade-led growth in general,
is high technology. Nations that diversify into high-technology exports
grow faster and better. Some LAC nations, particularly Argentina, Brazil,
and Mexico, made significant inroads in global high-tech markets during
the high-tech boom of the 1990s. Chapter 4 focuses on the extent to which
China is outcompeting LAC high-technology manufacturing and services
exports in world and regional markets. China rise in this regard has
been unprecedented. We find that China has gone from being one of the
most insignjﬁcant high—tcchnolog}' cxporters to the number-one h.igh—
technology manufacturer in the world. The only two LAC nations that
have maintained some significance in international competitiveness are
Brazil and Mexico. We find that 95 percent of all high-technology exports
in LAC arc under some threat from China. What is additionally striking
about the Chinese casc is that China’s composition of high-technology
exports has not only increased but also diversified during its surge. In
other words, whereas China started its high-tech export surge by serving
as a low-wage haven for low-skilled goods, it has climbed the technology
ladder and now exports personal computers, cars, appliances, and other
high-tech goods under Chinese name brands. Mexico, on the other hand,
has gained competitiveness only in low-wage, low-skilled high-tech goods.

Because Mexico tops everyone’s list of nations under direct threat
from China, we devote two whole chapters to the Mexican case. Chapter
5 empirically examines the extent to which China is outcompeting Mex-
ico in Mexico’s most important external market, the United States. By
any measure and in every analysis, Mexico stands out as the most similar
to China (in terms of export structure) and mostly likely to be affected
by it in world markets. In Chapter 5, then, we perform a Mexico-specific
analysis and confirm that Mexico is already experiencing cutthroat com-
petition with China that is starting to have a very negative effect. Ninety-
nine percent of Mexicos manufactures exports, comprising 72 percent
of all Mexican exports, are under threat from China. As we show in this
chapter, many manufacturing firms have relocated from Mexico to China,
and statistical analyses show that China is significantly affecting Mexi-

can manufacturing in a negative manner.
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Chapter & trics to shed some light on the causes of China’s relative
increase in competitiveness, going behind the statistical analyses of previ-
ous chapters and conducting a comparative analysis of trade and industrial
reform i China and Mexico, the LAC country most affected by China. It
is striking how two countrics with very similar profiles of manufacturing
cXports that liberalized both their markets ended up on very different tra-
jectorics. Based on ficld rescarch, statistical analysis, and an assessment
of the pccr—rcvicwcd ]itcraturc, we detail macrocconom_ic, tr:]dc., and indus-
trial innovation policy in the two countries during the period of reform.
What becomes clear is that China has actively managed the globalization
process, and Mexico thought that markets alone could manage Mexico™s
cconomy.

In Chapter 7 we summarize our results and key findings and draw
implications for rescarch and policy. Rather than blaming China for LAC’s
poor performance, we encourage the LAC region to look inward for the
source of its lack of competitiveness and slippage into a dangerous trend
toward relying solely on primary commoditics. This is a trend that plagued
the region in the nineteenth century, and no one wants to go back to it.
Indeed, China’s example may be the real lesson of the past thirty years.
In no way do we surmise that LAC should go back to the (albeit high-
growth) policies it deployed between 1940 and 1970. Trade, foreign in-
vestment, and embracing global markets will clearly be an important part
of any economic strategy in the twenty-first century. However, what is
clear from China’s case is that it has had a more successful approach to
cconomic reform and globalization.

At the very least, the ﬁndings in this book should SP:ll'.l( a prag-
matic discussion of the role of technology and industry in twenty-first-
century cconomic development. Twenticth-century LAC was plagued by
extremes in terms of cconomic policy. During the carly part of the cen-
tury, LAC engaged in heavy-handed economic policy that had some gains
but cvcntuall}' ran its course. The latter part of the contury was charac-
terized by a complete pendulum swing to what one might call frec-market
fundamentalism. Though not without its successes as well, the Washing-
ton Consensus has largely failed in LAC. What is needed is a pragmatic
approach that must include a discussion of the role of technology, inno-
vation, and industry. Economic theory tells us that nations with a more

diversified economy grow faster and are more stable. LAC is going in the
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opposite direction, in part magnified by China’s rise. It is time for policy-
makers and business people to forge a balanced approach to cconomic
dcvclopm.cnt whcrcb}' the state hclps to foster an environment where the
private market can thrive and compete. LAC is promising because it still
has a considerable manufacturing base from which it can build. Thanks
in part to China, it also is in a better fiscal and monetary position than since
before the 1980s. LAC stands with an opportunity to put its development
problems behind it in the twenty-first century, but such an opportunity will

not be scized automatically.



