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Prologue

rade, investment, and financial relationships between developing re-

gions are deepening. There is no better example than the relationship

between Asia and the Pacific on one hand, and Latin America and the
Caribbean on the other. To capitalize on the vast potential for interregional
cooperation, we have undertaken a special joint study examining how to bol-
ster the relationship between Asia and Latin America, and enhance the cata-
lytic role of our respective regional development banks. Shaping the Future of
the Asia-Latin America and the Caribbean Relationship analyzes the economic
ties between our two rapidly growing regions, how to remove existing trade
and investment barriers, and how to support greater South-South coopera-
tion.

The path toward stronger and sustained partnership is not easy. Criti-
cally, we must cast a wide net. Asia is not just the People’s Republic of China,
India, and Japan; nor is Latin America just Brazil, Mexico, and Argentina.
We need to ensure that an ever-increasing number of governments in both
our regions can participate in expanding the sectors in which we cooperate.
We must work toward improved trade logistics and physical infrastructure to
improve the links among goods and services markets. Barriers to trade and
investment must be dismantled on both sides of the interregional equation
to enhance links between resources and higher value-added production. The
Asian Development Bank (ADB) and the Inter-American Development Bank
(IDB) are committed to supporting our respective regions in meeting these
challenges.

Asia and Latin America are among the world’s fastest growing regions.
They demonstrated strong resilience and rapid recovery following the global
economic crisis, and have many useful lessons to share. For instance, Asia
can gain from Latin America’s experience of pension systems, cash transfer
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programs, urban infrastructure development, and agricultural moderniza-
tion. Similarly, Latin America can benefit from Asia’s experience in manufac-
turing production and supply chains, human capital formation, public-private
sector partnerships, and regional financial cooperation initiatives, such as
the Chiang Mai Initiative. Both regions have large domestic markets. And
despite strong economic development, both still have large populations liv-
ing in poverty. Both regions also have unique strengths—whether in natural
resources, industry, or services. Building on these complementarities will
continue to underpin our interregional relationship. We are committed to
building more mature and diverse trade patterns, as well as more sustained
investment and cooperation partnerships.

We would like to thank Masahiro Kawai, Dean of the ADB Institute,
and Antoni Estevadeordal, Manager of IDB’s Integration and Trade Sector,
for spearheading the preparation of this joint report; and we would like to
thank all contributors to this study. This signals increased collaboration and
knowledge-sharing between our two multilateral financial institutions.

Mt =

Haruhiko Kuroda Luis Alberto Moreno
President President
Asian Development Bank Inter-American Development Bank



Acknowledgments

haping the Future of the Asia-Latin America and the Caribbean Rela-

tionship was commissioned by ADB President Haruhiko Kuroda and

IDB President Luis Alberto Moreno to analyze the increasing economic
linkages between Asia and Latin America and the Caribbean and the oppor-
tunities for more South-South cooperation between the two regions, as well
as the implications for strengthening the institutional collaboration between
the two regional development banks.

The report is a major collaborative research effort between the ADB,
the ADB Institute, and the IDB under the general supervision of Masahiro
Kawai, Dean of the ADB Institute (ADBI), and Antoni Estevadeordal, Man-
ager of the IDB’s Trade and Integration Sector (INT). The IDB was responsible
for the preparation of Chapters 1 and 4 under the coordination of Mauricio
Mesquita Moreira, Research Coordinator of the IDB’s Trade and Integration
Sector. ADB/ADBI was responsible for the preparation of Chapters 2 and 3
under the coordination of Gloria Pasadilla, ADB Institute Research Fellow.

Chapter 1 was written by Mauricio Mesquita Moreira and Danielken
Molina (INT trade economist), and Chapter 4 by Mauricio Mesquita Moreira
and Theodore Kahn (IDB consultant), with inputs from the ADB and the ADB
Institute. Chapter 2 was written by Ganeshan Wignaraja (Director of Re-
search of the ADB Institute), Luca Burmeister (ADB consultant), and Dor-
othea Ramizo (ADB consultant), and Chapter 3 by Gloria Pasadilla, with
inputs from the IDB.






Overview

merican computer pioneer Alan Kay said, “The best way to predict the

future is to invent it.” Kay’s aphorism is relevant to many fields, includ-

ing international trade and the future of the relationship between Asia
and Latin America and the Caribbean (LAC).* Although the relationship itself
does not need to be invented, governments face the challenge of finding ways
to ensure that it generates strong growth benefits not for just the coming
years, but for decades into the future, and for all participants.

Economic relations between Asia and LAC have come a long way. Trade
with Asia was the main reason why the conquistadores sailed west in the
late 15" century, only to discover America. Despite this early connection, a
commercial relationship only started to gain importance after World War 11
with the emergence of Japan as a major investor in LAC, buyer of the region’s
natural resources, and supplier of industrial goods. The relationship received
another boost with the emergence of the second wave of resource-scarce “ti-
gers”—Republic of Korea, Taipei,China, Hong Kong, China, and Singapore—in
the 1970s and 1980s, which boosted trade between the two regions to new
heights. Yet the major turning point would have to wait until the turn of the
215t century. The rise of Asia’s most populous economies—the People’s Re-
public of China (PRC) and India—with their manufacturing prowess and in-
satiable hunger for natural resources, coupled with LAC’s reemergence, has
made Asia LAC’s second largest trading partner in a matter of a decade, while
significantly increasing LAC’s strategic and economic importance to Asia.

It can be argued that these seismic changes were mainly the product
of market forces driven by the immense resource complementarity between

t Throughout this report, unless stated otherwise, Asia refers to Asia and the Pacific
economies.
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the two economies, with little input from governments. However, if the size-
able gains achieved to date are to be expanded, widely distributed, and con-
solidated, governments must play a more decisive role. Their participation
is particularly critical for strengthening and balancing the three key pillars
of any successful integration initiative: trade, investment, and cooperation.

This report, a major collaborative effort between the ADB, the ADB In-
stitute, and the IDB, seeks to support this policy agenda. In its four chap-
ters, the report identifies the main challenges and opportunities presented
by each of these pillars while drawing attention to the benefits of balanc-
ing their development. The first two chapters review historical antecedents,
emerging trade architecture, and future trade scenarios between the two re-
gions. The following two chapters examine opportunities in investments and
cooperation.

Strengthening and balancing the pillars

The three key pillars of integration are closely intertwined. Driven by com-
parative advantages, the trade pillar usually takes the lead, in the process
generating the necessary scale and information for the second pillar, for-
eign direct investments. A critical mass of trade and investments, in turn,
increases incentives for governments to cooperate in a wide range of politi-
cal, social, and technical issues, which constitute the third pillar. This is not
necessarily a linear process, though, and each pillar reinforces the others.
More investments and cooperation, for example, create opportunities for
trade, and vice versa. Interactions among these pillars help to create a more
stable environment, when one compensates for shortcomings in another. In
this way, these interactions produce benefits that go beyond economics and
extend to include the political economy. The history of Asia-LAC economic
relations in this last half a century roughly follows this pattern, with trade
moving first and investment and cooperation catching up later. However, the
trade surge taking place in the last decade has created what seems to be an
unprecedented imbalance among the three pillars, bringing new challenges.

Chapter 1: Dealing with a trade surge

Chapter 1 seeks to put the recent surge in trade into perspective by looking
at past trends and projecting into the future. It shows that since the low
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levels in 2000, trade between Asia and LAC has grown at an annual average
rate of 20.5%, reaching an estimated US$442 billion in 2011.? Along the
way, Asia’s share of LAC trade rose to an unprecedented 21%, right behind
the 34% of the US, the region’s main trading partner. Meanwhile, LAC’s share
of Asia’s trade more than doubled to 4.4%. However, most of this increased
activity has been concentrated in only a few economies. On Asia’s side, the
PRC, Japan, Republic of Korea, and India account for nearly 90% of Asia’s to-
tal trade with LAC, of which half is carried out by the PRC. As for LAC, Brazil,
Mexico, Chile, and Argentina account for close to 80% of the region’s total
trade with Asia.

The surge has clearly been dominated by a commodity-for-manufactur-
ing pattern, deepening what has been a hallmark of the Asia-LAC relation-
ship since its early days despite profound structural changes taking place in
the two regions. This pattern of trade has translated into a high concentra-
tion of LAC’s exports in a small number of basic commodities: iron ore, cop-
per, soy, oil, sugar, paper pulp, and poultry; these goods correspond to 70%
of all exports. For its part, Asia exports a wide range of manufactured goods,
including ships, cars, electronics, equipment, and parts and components. In
addition to the geographical and product concentration, and to a great extent
as a consequence of them, the surge has also been marked by some trade im-
balances, particularly in relationships involving Mexico and Central America,
which do not export commodities. Leaving these imbalances unchecked may
lead to undesirable political economy consequences.

Whereas most of these characteristics and challenges merely reflect
the way comparative advantages are distributed within and across the two
regions, as well as differences in country size, geography, industrial organi-
zation of firms, and historical circumstances, governments still have ample
opportunities for taking action. In this context, Asia’s experience of proac-
tive policies to promote competitiveness of its manufacturing sector through
trade and investment liberalization, investments in human capital and mod-
ern infrastructure, prudent macroeconomic management, among others,
shows that appropriate public policies can play a critical role in fostering
structural change. It is particularly important to dispute the notion that the
present situation is an inexorable byproduct of the commodities-for-manu-
facturing trade pattern. The gravity of Asia’s current and projected resource

2 [DB estimate based on LAC reported data.
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constraints, as well as its strong and enduring comparative advantages in
manufacturing, strongly suggest that this type of exchange will continue to
dominate and drive the relationship for the foreseeable future. But this will
most likely be in a scenario where commodities, and the industries on which
they are based, will be carrying a rapidly increasing technological content
based on advances in areas such as biotechnology, energy, and mining. All
this will be against a background where these commodities will continue to
enjoy rising demand and relative prices resulting from growing worldwide
scarcity. This is a very distinct scenario compared to the one that prevailed
in the second half of the 20'" century, which fueled LAC’s historical concerns
and resulted in often misguided notions about the growth potential of re-
source-intensive activities.

However, to enjoy the benefits of this scenario, at least two sets of ac-
tions must be taken by both regions. First, LAC must make significant invest-
ments in upgrading the quality of its supply side, including human capital,
trade-related infrastructure, and industrial technology. This is a challenge
that both developed and emerging economies in Asia have generally met
more effectively, and LAC could learn from their experience. Second, govern-
ments on both sides of the relationship must address the high trade costs
that still beset interregional trade and undercut opportunities for diversifica-
tion and technological upgrade.

High costs primarily result from two main factors. First, traditional trade
barriers, such as tariff and non-tariff barriers, remain unduly high. A second
major challenge is high transport costs resulting from poor infrastructure and
limited and inefficient transport services, which is particularly important for
trade between distant partners and even more so for distant partners that
trade low-value-to-weight natural resources. The resulting trade costs trans-
late into higher food and raw material prices for Asian consumers and firms
and lower returns for LAC’s agricultural and mining producers.

Chapter 2: Developing an architecture for lower trade costs

There are two pieces of good news about this otherwise worrisome diagnos-
tic of trade costs. First, there is “policy space” to expand and diversify trade,
making it possible to address some of the challenges that have accompanied
the trade surge. And second, governments and the private sector are using
this policy space for the benefit of both regions. Such actions are discussed
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in detail in Chapter 2, which shows that between 2004 and 2011 an average
of two free trade agreements (FTAs) between economies of Asia and LAC
took effect every year, resulting in a total of 18 FTAs as of January 2012. This
figure is expected to rise even further as four new agreements have already
been signed and are waiting implementation, an additional eight are under
negotiation, and 11 more have been proposed. If they all go into effect, a
total of 30 FTAs between the two regions will be in force in 2020. Economies
with the highest level of participation in FTAs are Chile (6), Peru (4), Panama
(2), Taipei,China (4), Singapore (3), the PRC (3), India (2), Japan (2), and
Republic of Korea (2).

The FTAs represented by these impressive figures vary significantly in
their provisions regarding speed and coverage of tariff liberalization, number
of services sectors covered, and coverage and depth of new issues, such as
intellectual property rights and the so-called Singapore issues (government
procurement, trade facilitation, investment, and competition). An analysis
using these provisions as a measure of the agreements’ depth shows that
most Asia-LAC FTAs fall in the middle of the scale, with gradual or rapid
tariff liberalization, some or high coverage of services, and a low coverage of
new issues. The few “deep” or “gold standard” agreements are the Republic
of Korea-Peru FTA (2011), the Trans-Pacific Strategic Economic Partnership
Agreement (2006), and the Australia-Chile FTA (2009).

These last three FTAs liberalize trade in almost all goods and within a
reasonable and defined time frame of 10 years or less. The liberalization of
trade in services is comprehensive in all three FTAs and they all provide for
the automatic inclusion of newly liberalized service sectors. The three FTAs
also include meaningful provisions on new issues to promote greater eco-
nomic integration among all parties, thereby securing the highest possible
economic welfare gains from increased trade.

Looking ahead at how to ensure that this fledgling architecture will re-
duce trade costs, a number of priorities are clear:

. Increase the depth and scope of existing FTAs. The inclusion of
WTO-plus provisions is particularly desirable, since competition poli-
cy and investment provisions are integral ingredients in strengthening
the investment pillar and the development of production networks. In-
clusion of provisions on trade facilitation, harmonization of customs
procedures, standards, and logistics would help to lower transaction
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costs. Moreover, properly addressing government procurement deep-
ens market access, and cooperation provisions would strengthen the
third integration pillar, which is discussed in more detail below.

. Expand the geographical coverage of these agreements and eventu-
ally aim at a broad interregional FTA. Despite their growing numbers,
the FTAs either do not cover or are very shallow when it comes to some
of the key Asia—-LAC trade relationships, particularly those involving
the largest economies in both regions. An interregional FTA would be
an important means to address this issue, consolidate the plethora
of bilateral and plurilateral agreements (and, therefore, address the
risk of “noodle bowl” transaction costs arising from the proliferation
of rules of origins), and better align their global and regional rules. A
recent proposal for an interregional FTA through a Free Trade Area of
the Asia-Pacific (FTAAP) has been under serious discussion in APEC.
The formation of FTAAP, however, is expected to take many years given
the complexity of the negotiations among its 21 potential member
economies. Current negotiations for an enlarged Trans-Pacific Strate-
gic Economic Partnership (TPP), involving fewer members, are likely
to be a useful stepping stone towards a broader and more ambitious
integration scheme.

. Ensure firm-level use of FTA preferences. A growing body of evidence
shows that LAC began using FTAs as a trade policy instrument rela-
tively early, but it is only recently that firms have begun to utilize the
agreements. Now that Asia is a new player in the FTA game, firm-level
use is set to rise from present levels. The use of FTAs by firms can be
encouraged by raising awareness of FTA provisions, including margins
of preference at the product level and administrative procedures for
rules of origin. Where possible, best practices should be adopted in
these areas. Business associations and governments should increase
transparency of information on how to use FTAs, particularly for small
and medium firms (SMEs).

For all their value and worthy ambitions, FTAs should not be seen as
the only instrument available to governments for bringing down trade costs.
When deep and broad FTAs face an unfavorable political environment, which
delays negotiations for years, if not decades, governments are well advised
to explore faster and more focused, sector-specific negotiations, particularly
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in areas where FTAs are not essential and/or their contributions cannot go
beyond a certain threshold.

Forinstance, FTAs thatinclude transport services among their provisions
can make a substantial contribution to increasing competition, and therefore
to bringing down costs. However, lower transport costs can also be achieved
with stand-alone initiatives, such as open sky agreements or coordinated fis-
cal incentives, to increase the supply of direct shipping services between the
two regions. The same reasoning holds for agreements on sanitary and phyto-
sanitary conditions and customs procedures. In other areas, such as transport
infrastructure, where congested and inefficient ports or airports raise both the
freight and time costs of transportation, there is nothing an FTA can do.

In this effort to lower trade costs, all available instruments should be
on the table. In this way, a better political and economic balance can be
made between the costs and benefits of these instruments.

Chapter 3: Boosting investment

The challenges and opportunities created by the trade surge can be better
met by a more robust flow of interregional investments, which is the subject
of Chapter 3. Foreign direct investments (FDI) can be a powerful instrument
to diversify and upgrade a commercial relationship by allowing firms to jump
trade barriers (including those imposed by distance and culture) and by of-
fering host economies capital and knowledge that can eventually be used
to upgrade and diversify their exports. They also offer new jobs and help
mitigate social costs arising from the unavoidable job dislocations that re-
sult from trade and integration between two economies. But above all, such
interregional investments are generally good business opportunities that can
result in substantial profits.

As specifically regards the Asia-LAC relationship, investment opportu-
nities generally derive from the same fundamentals that have been fueling
trade, that is, both regions’ immense complementarity of resources and their
large and dynamic domestic markets. Instead of just importing commodities,
Asian companies can invest directly in the region and in this way help to
expand, secure, and add value to their supply. They can also provide manu-
facturing expertise and, in the process, jump trade barriers to regional and
US markets, save on transport costs, and adapt their products to local con-
sumers by making them more competitive.
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As for LAC, the region’s companies can go beyond exporting commodi-
ties to capitalize on its agriculture advantage by offering their expertise
in product development, branding, and channel management. In so doing,
they would engage the fastest-growing region in the world while adding
value to their exports and expanding profit margins. They can also use FDI
to take advantages of Asia’s lower labor costs, which would improve their
access to Asia’s manufacturing market and increase their understanding of
Asian consumers.

Chapter 3 provides a detailed examination of recent interregional FDI
flows. While firms have been responding to these incentives, the response
has fallen short of the opportunities, particularly on LAC’s side. More to the
point, the gap between trade and investment has grown significantly wider
during the recent trade surge. Whereas in previous trade growth cycles from
the 1960s to the 1990s led by Japan and Republic of Korea, trade was fol-
lowed more closely by FDI. We have yet to see this kind of robust FDI re-
sponse in the current cycle led by the PRC.

That does not mean that Asia’s investments in LAC have stagnated. Pre-
cise official figures are hard to come by because a substantial share of Asia’s
reported investment into LAC is directed to offshore financial centers (OFCs),
whose final destination cannot be ascertained. If these OFC investments are
set aside, the picture that emerges is still one of fast growth. But Asian in-
vestments as a share of total inward investment in LAC seem to lag relative
to Asia’s prominence in LAC’s trade. In the case of the PRC, this country’s in-
vestments (net of OFC transactions) made up less than 1% of LAC FDI inflows
in 2010, although its share of LAC trade stood at 11%. Underinvestment on
the part of LAC is clearly greater. Net of OFC, the region’s investments in the
main Asian markets (the PRC, Japan, and Republic of Korea) account for less
than half a percentage point of total inflows. Meanwhile, LAC’s average share
of these economies’ trade is currently close to 5.3%. Even Brazil, which is the
largest LAC investor in Asia, has a big gap between its trade and investment
in that region. For example, Brazil's share of Republic of Korea’s trade was
closeto 1.5%1in 2010 (or US$12.5 hillion), but its investments in the Korean
market stood at 0.4% of total FDI inflows (or US$4.1 million)

Official investment figures come with an inevitable lag, which compli-
cates understanding the unfolding dynamics of Asia-LAC economic relations.
The story revealed by other sources, such as news accounts of announced in-
vestments, provides more reason to be optimistic about a stronger investment
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pillar in the near future, at least on the Asian side. One such survey carried
out by the Financial Times found that the number of Asia and the Pacific
greenfield investment projects in LAC grew at an annual average of 8% from
2003 to 2010, with estimated capital expenditures growing by 18%. These
expenditures rose from US$12.6 billion in 2003 to a peak of US$19 billion in
2008, before falling to close to US$16 billion after the global financial crisis.
These figures are even more impressive when mergers and acquisitions are
taken into account. In 2010 alone, they amounted to at least US$20 billion.

In terms of greenfield investment alone, the main Asian investors are
Japan (39%), the PRC and India (14% each), and Republic of Korea (11%),
which together make up more than three-fourths of the investments in LAC.
This breakdown reinforces the argument that the PRC has yet to assume a po-
sition among Asian investors in LAC commensurate with the size of its trade
flows. In 2010, for instance, the PRC accounted for nearly 50% of Asia’s
trade with LAC, whereas Japan, which continues to lead in investments, had
just 18% of trade.

Despite its rapid growth, Asian investment remains concentrated
in LAC’s largest markets—Brazil and Mexico—which accounted for 53% of
projects over the period. The sectoral composition of these investments is
better news, particularly for those concerned with the diversification of Asia-
LAC trade. Manufacturing assumes a much more prominent role than that
observed in trade flows, with both the number of projects and their capi-
tal expenditure rising rapidly since 2003 and reaching nearly US$9 billion
in 2011. Japan and Republic of Korea are the top manufacturing investors,
while the bulk of PRC’s investments are concentrated in the mining sector.

On LAC’s side, data on investments announced in the media are also
more optimistic, but do not fundamentally change the picture of underin-
vestment in Asian markets. The total number of projects grew at an annual
average of 23% in 2003-2010. Estimated capital investment peaked at
more than US$8 billion in 2008, but dropped sharply to an annual average
of below US$1 billion after the global financial crisis. These investments are
mainly directed at Asia’s largest economies—the PRC and India have 31%
and 15%, respectively, of the number of projects—and are concentrated in
the services sector, despite a number of high-profile investments in energy
and metals. Manufacturing investments are still few and far between. LAC
investments in Association of Southeast Asian Nations (ASEAN) markets are
trivial.
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Firms in both regions bear the sole responsibility for deciding where to
invest based on rates of return and investment opportunities. Nevertheless,
several public policy instruments can boost interregional investment. These
instruments can be particularly helpful in diffusing and reducing the cost of
accessing market information and in creating a favorable business environ-
ment with low restrictions and stable and transparent rules. Investment and
export promotion agencies can be very instrumental in achieving the first ob-
jective, whereas for the second, options range from partner-specific to more
general measures. In the first category are the FTAs with investment chapters
and the bilateral investment treaties (BITs). In the second category, mea-
sures include the option of unilaterally liberalizing the investment regime,
improving regulations on business approvals, permits and registrations, and
strengthening the country’s market institutions. Evidence suggests that the
regions are using all options available and are making significant progress.

All Asia and the Pacific-LAC agreements discussed in Chapter 2, with
the exception of three, feature dedicated chapters on foreign investment.
Those that do not contain such dedicated chapters instead have investment
chapters covering FDI in services; these fall under the category of “commer-
cial presence” in the services chapter. Likewise, the number of BITs between
Asian and LAC partners have doubled since the 1990s, totaling close to 40
agreements. Both regions have also made substantial progress in liberalizing
their respective foreign direct investment regimes since the 1990s, in addi-
tion to trade liberalization. Yet, there is no room to be complacent. Bilateral
FTAs between Asian and LAC economies and BITs remain limited in their
geographical coverage, and lack some of the most important interregional
relationships. Significant policy space exists to further liberalize FDI regimes
in both regions, as suggested by the OECD FDI restrictiveness index, which
places some Asian and LAC economies among the most restrictive FDI re-
gimes in the world.

Chapter 4: Exploring cooperation opportunities

Animportant but often overlooked facet of interregional relations is coopera-
tion, the third pillar of the Asia-LAC relationship and the subject of Chapter
4. This is also an area where governments are the main protagonists. Unlike
trade and investment, cooperation requires that public agencies pursue pub-
lic policy objectives in what we can think of as “non-market” cooperation.
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This is admittedly a broad and diverse category that encompasses a wide
array of policy areas, diverse institutional vehicles, and many actors at the
national and regional levels. For this reason, analysis of interregional coop-
eration is not an exact science. Little hard data exists that would allow us to
quantify and assess cooperation in an area such as education or innovation.
Instead, Chapter 4 maps out the current modes of cooperation between the
two regions, identifies trends where possible, and highlights challenges and
opportunities.

Non-market cooperation between the two regions appears to be on the
rise. Even over the past five years, bilateral development aid has increased
notably. There has been a flurry of agreements and memorandums of under-
standing on topics such as education, scientific research, and energy. New
Asia-LAC multilateral forums have appeared on the scene. In addition, we
have seen efforts by LAC and Asian governments to take joint action in in-
ternational bodies such as the UN, WTO, and G-20. At the same time, for
most governments on both sides of the Pacific, Asia-LAC cooperation is a
relatively recent phenomenon and less extensive than their engagement with
other regions.

Prospects are excellent for accelerating Asia-LAC cooperation in the
coming years. The PRC, Brazil, India, and Republic of Korea are becoming in-
creasingly important sources of development aid, and the comparable stages
of development of many LAC and Asian economies present opportunities for
sharing knowledge and experiences that are particularly relevant and trans-
ferable among each other. Such complementarity gives these economies a
potential comparative advantage in aid provision vis-a-vis traditional donors.
Similarly, successful development experiences also lead to complementari-
ties between the two regions. Asia’s world-class education systems, high level
of science and technology sophistication, and successful export promotion
policies could offer important lessons for LAC countries. LAC’s experiences in
poverty reduction policies, agriculture, mining, and urbanization could be rel-
evant to Asian economies.

The growing number of Asia-LAC formal trade and investment agree-
ments, as well as other diplomatic relations, whether they take the form of
bilateral arrangements or participation in multilateral forums, present op-
portunities to expand cooperation into non-market areas. Many of the trans-
Pacific FTAs signed in recent years include language on cooperation in areas
such as education, science and technology, agriculture, and environmental
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issues, to name only a few. For example, in the Japan-Mexico Economic
Partnership Agreement, words have translated into actions, with the signa-
tory countries carrying out over a dozen joint activities since the agreement
came into force in 2005.

At the multilateral level, interregional trade negotiations are moving
towards deeper cooperation in areas that involve domestic policy, such as
procurement and customs procedures. At the same time, new interregional
forums are being created to enhance cooperation. Both trends point to in-
creased opportunities for non-market cooperation. Finally, as LAC and Asian
leaders make more and more trans-Pacific visits, we can only expect a fur-
ther proliferation of agreements, memoranda of understanding (MOUs), ac-
cords, and protocols for non-market cooperation.

On the international stage, LAC and Asia have a unique opportunity
to advance concrete initiatives on key global issues such as international
financial regulation, climate change, and the governance of multilateral in-
stitutions. More coordination and dialogue will ensure that LAC and Asian
economies can effectively influence the evolving global governance appara-
tus in areas where common interests exist.

How can LAC and Asia make the most of these opportunities for cooper-
ation? A few observations can be drawn based on the Asia-LAC cooperative
initiatives undertaken to date. First, given the wide range of actors involved
(foreign ministries, international cooperation agencies, national develop-
ment banks, export-import banks, and ministries in areas such as education,
science and technology, and energy), strategic planning and coordination
across institutions is key to the success of cooperation initiatives. Secondly,
cooperation efforts have been most effective when they enjoy strong legal
and institutional underpinnings, such as legal standing, concrete objectives,
and sufficient funding. For these purposes, MoUs are notably weak vehicles,
whereas trade agreements, which increasingly include non-market coopera-
tion in their scope, may provide a firmer platform.

Finally, it is important to pick and choose areas of cooperation care-
fully. Initiatives have the higgest impact where there is both supply and de-
mand, that is, where there is relevant expertise or knowledge to share and
true priorities to address. In addition, cooperation initiatives should not run
up against national or private sector interests. Examples of high-potential
areas include infrastructure, climate change, poverty reduction, natural
disaster mitigation, and financial regulation. The Asian Development Bank
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and the Inter-American Development Bank, the regions’ major development
partners, have a role to play in promoting Asia-LAC economic coopera-
tion. Potential avenues include conducting further research on Asia-LAC eco-
nomic ties, organizing joint conferences and policy dialogues, exchanging
operational best practices, financing results-oriented cross-regional techni-
cal assistance and capacity-building activities, and contributing to trade-
related interregional infrastructure, (e.g., seaports and trade facilitation).

The challenges to effective cooperation are also considerable, running
the gamut from implementation issues mentioned above to more fundamen-
tal questions about the nature of interactions between states. International
relations theorists have often been skeptical of cooperation, arguing that
states act in response to factors that may or may not promote coopera-
tion. This reality can be observed in Asia-LAC relations, such as examples
where successful cooperation exists side-by-side with conflicts over trade
practices. Trade between the two regions, while greatly beneficial for both
sides, has also led to imbalances and worries in LAC countries over lack of
diversification and the technological sophistication of its exports. Although
this report suggests that some of these concerns are overstated, they are
still likely to hang over the political economy of the Asia-LAC relationship
in the future. For this reason, it is all the more important for LAC and Asia to
choose carefully among cooperation initiatives, focusing on areas where the
right incentives exist and where institutional backing and coordination are
sufficient. Successful non-market cooperation can be particularly effective
in alleviating the growing pains and inevitable imbalances of a relationship
whose importance has surged in the last decade and which is likely to keep
surging in the decades to come.






Asia-LAC Trade:
What Does the Future Hold?

Asia and Latin America and the Caribbean (LAC) have a trade relationship
that can be traced as far back as the late 15" and early 16™ centuries, when
Iberian conquistadores searching for a new route to India’s spices discov-
ered America along the way.! Much has changed in both regions since then.
But while the relationship has strengthened, it nevertheless has remained
relatively marginal, constrained by “frictions” such as distance, cultural dif-
ferences, and all-out protectionism. That is to say, until recently. In the last
decade, Asia has become LAC’s second largest trading partner, right behind
the US and substantially ahead of the European Union, something unprec-
edented in the history of the relationship. LAC has also regained importance
among Asia’s trading partners after a period of declining relevance in the
1980s and 1990s.

This booming trade is explained by a combination of extraordinary
events and basic fundamentals. The major event on the Asian side is the
emergence of the region’s most populous economies—the PRC and India—
which joined Japan, Republic of Korea, and the smaller fast-growing Asian
economies in exporting very competitive goods and services and in demand-
ing an ever-growing amount of natural resources. As for LAC, after decades

t For the purpose of this chapter, unless otherwise stated, LAC refers to the following
countries: Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic,
Ecuador, Guatemala, Honduras, Mexico, Nicaragua, Panama, Peru, Paraguay, El
Salvador, Uruguay, Venezuela, Aruba, Anguilla, Antigua and Barbuda, Bahamas, Belize,
Bermuda, Barbados, Cuba, Dominica, Grenada, Guyana, Haiti, Jamaica, St. Kitts & Nevis,
St. Lucia, Suriname, Trinidad and Tobago, and Saint Vincent and the Grenadines. Asia
refers to: Bangladesh; Cambodia; People’s Republic of China (PRC); Hong Kong, China;
India; Indonesia; Japan; Republic of Korea; Lao People’s Democratic Republic; Malaysia;
Pakistan; Philippines; Singapore; Taipei,China; Thailand; and Viet Nam.
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of isolation, fiscal irresponsibility, and stagnation, the region has finally
changed course and found its way back to the world markets and sustainable
growth. Binding these events together is the enormous resource complemen-
tarity between the two regions. Asia needs natural resources to grow, and
Latin America can grow faster by selling those resources to Asia.

There is virtually no question that this growing trade has brought sub-
stantial benefits for both regions, which became all the more evident during
the recent financial crisis when the relationship offered a safe haven from
declining markets in the US and Europe. Yet, it is also true that this trade of
commodities for manufacturing goods brings some discomfort to LAC for rea-
sons that can be boiled down to two major concerns: that little technological
sophistication is required for producing commodities, resulting in marginal
knowledge spillovers for the rest of the economy; and that this type of trade
can lead to specialization in a small number of price-volatile goods that are
likely to face a long-term decline in their relative prices.

These concerns are well grounded in LAC’s early history and therefore
should be taken seriously. But the risks are overstated in the present context.
The conditions in the 19" century and early 20" century that informed those
concerns have changed radically in at least three ways: LAC’s economies today
are much more diversified and sophisticated; the technological content of ac-
tivities such as agriculture and mining has increased exponentially; and—for
both demand and supply reasons—natural resources are growing increasingly
scarce, suggesting an upward rather than a declining trend in their price.

But even if the world had not changed, one cannot ignore the fact that the
extraordinary dynamism of the relationship between the two regions is due
to their very complementary comparative advantages. This complementarity
is bound to exert a strong pull in resources for decades to come, no matter
what policy levers the governments decide to pull. Or to frame this argument
in another way: is it realistic to believe that the pattern of trade is going to
shift radically and that LAC will be a major exporter of manufacturing goods
to Asia in 20 or 30 years? Is this a likely scenario given that Asia’s growing
needs for natural resources is only bound to increase amid worldwide supply
constraints, while it will likely sustain or even strengthen its manufacturing
prowess with the entry of other populous newcomers such as India?

This chapter examines these key questions for the future of the relation-
ship. It argues that even though there is room to diversify trade between the
two regions, particularly because the prevailing trade barriers are still unduly
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high, it is unlikely that this would change the relationship at its core. The cur-
rent strong forces of comparative advantage are likely to grow even stronger
in the foreseeable future, which suggests that governments should work to
make the best of this trade, particularly with respect to natural resources. The
stakes are high. As a number of other countries have demonstrated, selling
natural resources is not a death sentence to diversification, technological so-
phistication, or growth. But to avoid these negative outcomes, Latin America
must build its human capital and improve market access to Asia along the
value chain. On the Asian side, there is an interest in expanding its access to
those resources to ensure that the region continues to grow and feed its popu-
lation, while lessening the risks of populist backlashes in its LAC partners, fu-
eled by frustrated aspirations for more technologically sophisticated exports.

This chapter begins with an overview of the earlier and recent trends of
Asia-LAC trade: who sells what to whom and how this has evolved since the
early days of the relationship. It then discusses how this relationship is likely
to look in the decades ahead, building on an analysis of its main drivers. The
next section uses this likely scenario to discuss and quantify the benefits of
a policy agenda tailored to address the challenges and opportunities that lie
ahead. The final section summarizes the main conclusions.

The surge

It is always useful to trace the origins of a trade relationship to better un-
derstand its present status. Figure 1 clearly shows that trade between the
two regions only really began after World War II. It was fueled by two main
events: Japan’s export-led growth, which kick-started Asia’s demand for Lat-
in America’s minerals; and LAC’s inward oriented industrialization, which
boosted demand for Japanese capital and intermediate goods. The relation-
ship gained another boost with the emergence in the 1970s and 1980s of the
second wave of resource-scarce “tigers”—Republic of Korea; Taipei,China;
Hong Kong, China; and Singapore. While making Asia’s share of LAC’s trade
grow even faster, their aggressive integration into the world markets reduced
the relative importance of LAC in that continent’s trade.

The major turning point would come in the early 2000s with the emer-
gence of the PRC and, to a lesser extent, of India. The insatiable demand of
these economies for raw materials, coupled with the consolidation of trade
liberalization in LAC, resulted in an increase in Asia’s share of LAC’s trade
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Figure 1 ¢ Asia and LAC’s Shares of Each Other’s Trade
1928-2010 (%)
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Note: See footnote 1 for the definition of the regional groupings.

to an unprecedented 21% in 2010 and a reverse of LAC’s declining trend in
trade with Asia. As a result, Asia became LAC’s second largest trading partner,
right behind the US (34%) and well ahead the European Union (13%), which
historically had been the region’s main trading partners. In terms of volume,
Asia-LAC trade has grown by a factor of six since 2000, reaching US$350 bil-
lion in 2010 and an estimated US$442 billion in 2011.2

The main actors. Figure 2 gives another perspective on how this relationship
has evolved, by illustrating the changing role of the economies involved since
the early 1960s. As expected, LAC’s side has been dominated by the major
producers of raw materials on the one hand, and by the big consumers of
Asia’s manufacturing goods on the other. The first group saw some important
shifts, with Brazil and Chile roughly doubling their shares, whereas Venezu-
ela, Argentina, and Peru experienced a drop in their relative importance. In
the second group, Mexico nearly doubled its share, almost exclusively as the
result of growing imports from Asia.

For Asia, the big story is the shift from a dominant Japan, which ac-
counted for nearly 80% of Asia-LAC trade up to the 1990s, to a dominant
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Figure 2 ¢ The Share of LAC and Asia Main Trading Partners in Interregional Trade

Asia
1962
Others
SGP PHL
28% 24% 219
HKG
4.4%
IND
4.6%
JPN
83.8%
1980
SGP
HKG 3.4%
KOR 39%
4.6%
Others
5.3%
IND
5.7%
JPN
77.1%
2010
Others ~ THA
MAL
K6 25%  24% 550
2.7%
SGP
5.0%
INO
6.1%
KOR
12.6%
PRC
JPN 48.5%
18.1%

Latin America & Caribbean

coL
Others a-4%
6.4% ARG
24.4%

CHL
8.6%

PER
11.9%

BRA

VEN
17.6%

11.9%

L
14.5%

MEX
28.1%

Source: IDB/INT with UN COMTRADE data.



6 SHAPING THE FUTURE OF THE ASIA-LATIN AMERICA AND THE CARIBBEAN RELATIONSHIP

Figure 3 o Exposure to Asia-LAC Trade, by Region, 2010
Share of total trade (%)
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PRC, which came from a negligible presence to account for 50% of the trade
in 2010. Alongside this major shift is the rise of Republic of Korea and India.
The former, barely noticeable in the 1960s, accounted for 12.6% of total
trade in 2010. The latter, which was a very distant second to Japan in the
early 1960s, lost relevance until the 2000s, after opening up its economy
and accelerating growth.

From these years of fast trade growth and shifting country roles emerges
a picture of greater heterogeneity in terms of engagement, mirroring differ-
ences in natural resource endowments, trade policies, and rates of growth.
Figure 3 lays bare those differences in both sides of the trade relationship.
In LAC, the Southern Cone countries account for the highest degree of en-
gagement with Asia as the region’s main suppliers of exports to the PRC. The
exception is Panama, whose position reflects its peculiar role as the flag of
convenience in the shipping industry, leading the country to absorb a dispro-
portionate amount of Asian ship imports. In Asia, the PRC is clearly the “hot
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Figure 4  Net Asia-LAC Trade
By product category. 1962-2010
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spot” in the region’s involvement with LAC, followed by Republic of Korea,
Japan, and India. The relationship has yet to take off in the ASEAN area and
in economies such as Pakistan.

The product composition. Despite major shifts among the main traders of
the Asia-LAC relationship over the past half century, the product composi-
tion has barely changed. In fact, the commodities-for-manufacturing goods
pattern already observed in the early 1960s has only intensified—particu-
larly since the early 2000s—despite radical structural changes experienced
by both economies during the period. That much is clear in Figure 4, which
presents the net Asia-LAC trade by product category. The exponential growth
of bilateral trade is explained by a growing Asian surplus in manufacturing
and by an increasing LAC surplus in agriculture and mining.

The stability of trade patterns is also evident in the recent history of
the top ten exports from both regions, as shown in Table 1. Despite some im-
portant new entries from LAC over the 1962-2010 period, natural resource-
intensive exports continue to dominate. Likewise, while Asia’s list shows
some important changes at the product level, reflecting the increasing tech-
nological sophistication of its exports, manufacturing remains the dominant
category.

Despite the persistence of established trade patterns, LAC diversified
its exports to Asia. Apart from brief spikes driven by oil shocks, the level of
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Figure 5  Trends in the Concentration of Interregional Exports
1962-2010
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concentration converged to the lower and stable Asian levels at least until the
early 2000s when, under the influence of the PRC’s emergence, the two paths
began to diverge (Figure 5). This same trend is also visible at the top of the
product distribution (Table 1), which shows LAC making substantial diversi-
fication gains (lower share of the top 10 exports) over the period, although
without fully converging to Asia’s levels. LAC’s trend reversal in the early
2000s is also visible at the top level (not shown in the table), with its share
of the top 10 exports increasing from 50% in 2000 to nearly 70% in 2010.

The trade balance. Another important characteristic of the relationship has
been the existence of significant trade imbalances that have favored one re-
gion or another according to shifts in the growth cycle, commodity prices,
and trade policy responses (Figure 6). Since the early 1990s, the pendulum
has definitely swung in Asia’s favor, but exactly how far depends on who is
reporting the data. Data reported by LAC show an imbalance of up to 30%
of the total trade in 2010, or the equivalent of a US$96 billion deficit. Data
reported by Asia, however, indicate a LAC deficit of 10% of total trade in
2010, or the equivalent of a US$37.5 billion.

Part of these differences can be attributed to the fact that LAC’s ex-
ports to Asia are much “heavier” (high weight-to-value natural resources)
than Asia’s exports to LAC, which require a much larger freight component
when measured on a CIF (cost, insurance, freight) basis. However, this does
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Table 1 * Top 10 Exports in the Trade Relationship, 1962 and 2010"

LAC to Asia

share

(%)
Bran, pollard, sharps & other by products 1.6

Coffee, green or roasted 2.2 Sulphate wood pulp, bleached, 1.9
not dissolving

Other cotton fabrics, woven, bleached 2.2 Raw sugar, beet & cane 2.3

Wheat and meslin, unmilled 3.5 Soya bean oil 2.4

Distillate fuels 4.4 Oil seed cake & meal & other 2.5
veg. oil residues

Sheeps and lambs wool, greasy or fl 4.4 Crude petroleum 7.6

Ores and concentrates of copper 4.9  Soya beans 9.8

Maize (corn), unmilled 6.2  Refined copper including 11.3
remelted

Iron ore & concentrates ex roasted 15.6  Ores and concentrates 13.4
of copper

Raw cotton, other than linters 36.9 Iron ore & concentrates 16.6
ex roasted

Top 10 81.9 Top10 69.4

Asia to LAC

Ships and boats, other than warships 2.3 Rubber tyres & tubes for 1.5
vehicles and aircraft.

Plates under 3mm uncoated not h.c. 2.9  Electric power machinery 1.5

Heavy plates etc., iron, steel not h.c. 3.0 Thermionic valves and tubes, 1.6
transistors, etc.

Rail & tram passenger cars not mech. 4.0  Statistical machines cards 3.0
or tapes

Radio broadcast receivers 4.2 Other parts for motor vehicles 33

Mechanically propelled railway and 4.8  Optical appliances & 3.6

tramway cars instruments, n.e.s.

Bags and sacks of textile materials 4.9  Other telecommunications 4.1
equipment

Natural rubber and similar natural gums 5.1  Special transactions 4.1

Jute fabrics, woven 5.6  Passenger motor cars, 5.8
other than buses

Other cotton fabrics, woven, bleached, 6.1  Ships and boats, other 133

dyed, etc. than warships

Top 10

Source: INT/IDB with UN COMTRADE data.
*SITC Rev. 1.

Poultry, live 1.6
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Figure 6 ¢ Asia-LAC Regional Trade Balance as a Percentage of Total Trade
1962-2010 (%)
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not explain why this substantial gap has only appeared in the last 10 years,
despite the stability of the trade pattern. Nor is it clear why the gap exists
even in bilateral relationships such as the PRC and Mexico, where no high
volumes of raw materials are involved.

As with other aspects of the Asia-LAC relationship, one must keep in
mind the heterogeneity of situations that lie behind the aggregate figures.
This is made clear by Figure 7, which shows the major Asia-LAC bilateral
relationships as measured by the volume of the hilateral trade. It is clear
that the most significant imbalances take place in Asia’s relationships with
Mexico and Central America, where there is no clear complementarity be-
tween comparative advantages. That is not the case with the relationships
between Asia and South America, where abundant natural resources ensure
either surpluses or only modest deficits in its trade with Asia.

Whereas there is no economic requirement that trade between regions
be balanced, sizeable imbalances can create trade tensions and poison the
political economy of the relationship. As such, governments must pay at-
tention to such imbalances. The existence of important discrepancies in the
cross-regional trade statistics adds even more urgency to this issue due to
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Figure 7 ¢ Asia-LAC Top Trade Relationships by Trade Volume, 2010
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the risks of disconnects between governments and between public opinions
about the challenges to the relationship.

The future

Is the current pattern and dynamism of Asia-LAC trade merely temporary? Is
it the result of yet another short commodity cycle? What can we expect from
this relationship 20 to 30 years down the road? These are questions often
asked on both sides of the Pacific, and particularly in LAC, given the region’s
concerns over its disproportionate role in commodity trade.

Although economists do not have a good track record when it comes to
predictions, in this case the so-called fundamentals seem to speak unusually
loudly. The first point concerns the history of the relationship. As discussed
in the previous section, the pattern of trade between the two regions has
been remarkably stable in the last half century despite the radical structural
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Figure 8 * Asia and LAC Selected Natural Resources Per Capita, 2009
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and policy changes that have taken place in both economies. Resource com-
plementarity has proven to be a powerful and lasting bond. Will this change
in the foreseeable future? The fundamentals suggest that it will not. In fact,
it is likely that this bond will be strengthened rather than weakened, driven
by ever greater resource complementarity.

Natural resource stocks. It does not take a complex analysis to see why.
Asian economies, with few exceptions, have very limited land, water, and
mineral resources, a constraint that will become increasingly important given
the rapid growth of that region’s most populous economies, which may be
even further intensified by likely impacts of climate change. By contrast, LAC’s
resources are clearly sufficient both to satisfy its needs and to export. This
point is vividly illustrated in Figure 8, which shows per capita stocks in both
regions of land and water, the key resources for agriculture. Whereas Asia’s
largest and most dynamic economies are in the most restrictive quadrant
(little water and little land), most of LAC is either in the “perfect” quadrant
(abundant water and land) or suffer from just one of the restrictions (land).
Moreover, this figure tends to underestimate the contrast between the
two regions because it does not take into account the land available for ex-
pansion. That information, which is presented in Figure 9, shows a huge gap
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Figure 9 ¢ Potential Availability of Uncultivated Land
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between LAC and East and South Asia, where the continent’s most rapid growth
is taking place. This information takes on an even greater significance because
the so-called yield gap (i.e., the difference in productivity between the most
productive lands) in most of East and South Asia is small, which leaves no
alternative for expanding production except through use of more land.?

Asia’s agricultural constraints are likely to be tightened even further
by the environmental degradation resulting from economic growth and de-
velopment. For instance, the PRC lost 20% of its cropland to urbanization in
1975-2009 and is facing a growing desertification of its soil.* At the same
time, demand for food has been increasing fast in response to higher in-
comes and urbanization, particularly for high-protein and high-calorie food,
which boosts demand for livestock and feed grains. This process puts even
more pressure on the supply of land and generates ever-growing spillovers
to land-abundant regions, such as LAC.

3 See World Bank (2011).
< Morgan Stanley (2011).
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Figure 10 ¢ PRC’s Production and Consumption of Selected Minerals (tons), 2010
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These Chinese agricultural dynamics are far from unique in the rest of
Asia. They could just as well describe the challenges being faced by India,
with the exception that the PRC is more advanced in this process and India
faces even more severe water constraints, as indicated by Figure 8.

Although there is less information on the extent of Asia’s mineral re-
serves, the production-consumption gap of key minerals has been growing in
economies such as the PRC, as shown in Figure 10. The same sort of scenario
seems to be “revealed” by Asia’s growing mineral imports, which are increas-
ing at a faster pace than that of the rest of the world. Moreover, major im-
porters are not only the PRC, but India, Malaysia, Indonesia, and Thailand as
well. In 2000-2010, world mineral imports, excluding Asia, grew at a 14%
annual average, whereas in India, Malaysia, Indonesia, and Thailand growth
was respectively 23%, 22%, 23%, and 22% (UN COMTRADE).

Demand for raw materials. It is also true that per capita consumption of raw
materials, even in resource-scarce economies, eventually ceases to grow,
driven by the so-called income and technology effects. Higher incomes lead
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to a greater share of services in total expenditures and less of food and raw
materials. At the same time, new technologies tend to (i) increase the pro-
ductivity of the commodity sector of the importing countries; (ii) raise these
countries’ efficiency in the use of natural resources; and (iii) promote their
substitution for cheaper alternatives.

There is little dispute about the importance of these effects, which are
well documented empirically. Nurkse (1959), for instance, describes their
impact at the turn of the 19t century, which eventually drove a slump in com-
modity prices and provided some of the theoretical underpinnings of LAC’s
import-substitution industrialization. Rather than question their relevance,
the key issue here is how long it will take for these effects to prevail in emerg-
ing Asian economies.

What makes this question particularly difficult to answer empirically is
the scant historical precedent for the fast growth of economies as populous
and as resource scarce as those that are currently leading Asia’s growth. If
anything, these characteristics seem to suggest that, short of any technologi-
cal revolution, these economies will take longer to reach their “turning point”
in terms of demand for commodities. But even if a standard cross-country
analysis is used that does not take into account these idiosyncrasies, the re-
sults do not suggest that the current dynamism of the Asia—-LAC relationship
will fizzle out any time soon.

As an illustration, Figure 11 tries to identify a relationship between
per capita consumption and income of two of the top commodities exported
by LAC to ASIA: copper and soy. As the graphs suggest, economies including
the PRC and India are virtually decades away from their turning point. In
the case of copper, for instance, it would take the PRC 35 years to reach this
point, assuming an average per capita annual growth of 7%—slightly below
the 9% average in the last 20 years.> India would take 51 years under the
same assumptions. And even when the turning point is achieved, there will
still be a significant and unprecedented level of demand for LAC’s commodi-
ties given the sheer size of these economies, which even today are already
among the largest in the world.

s Most analysts, informed by the growth trajectories of other economies, expect the PRC
to experience lower rates of growth in coming decades as diminishing returns set in.
See, e.g., World Bank (2012) and Eichengreen, Park, and Shin (2011).
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Figure 11 ¢ Copper and Soy Consumption Per Capita
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Until the turning point arrives, the big emerging economies in Asia are
absorbing ever-growing amounts of LAC commodities, well beyond what
would be assumed by the mere growth of their GDP. This is evident in estimates
of the income elasticity of Asia’s imports from LAC, presented in Figure 12.
These elasticities are estimated for the periods 1990-1999 and 2000-2009,
which were chosen on the basis of what looks like a clear “structural break” in
the Asia-LAC relationship (see Technical Appendix A for details).

Immediately evident is a significant increase in the elasticities of min-
ing imports across the Asian economies between the two periods, led by the
PRC and India. Japan also shows a major shift, but to much lower levels; an
interpretation of that economy’s estimates is complicated by the near stag-
nation of its economy during the two periods. In the case of agriculture, the
picture is less clear, with only the PRC and Republic of Korea showing pro-
duction increases, and even these at levels significantly lower than in mining.
The high trade barriers that still constrain agriculture trade, and which are
discussed later in more detail, seem to explain these figures. Overall, the
estimates confirm the expectation that the future dynamism of the Asia-LAC



ASIA-LAC TRADE: WHAT DOES THE FUTURE HOLD?

Figure 12 ¢ Asia’s Income Elasticity with Respect to LAC’s Commodity Exports
1990-99/2000-09
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relationship will hinge on the emerging Asian giants, which not only have
more binding resource constraints, but are likely to be decades away from
their commodity turning points.®

Commodity prices. LAC’s lingering concerns over a long-term decline in the
relative price of commodities seems to be at odds with the scenario of a
strong, long-term demand by Asia’s emerging economies for raw materials
and with prospects for worldwide exhaustion of the most accessible and
productive lands and mines.” The Prehisch-Singer hypothesis about these

¢ Cesa-Bianchi, Pesaran, Rebucci, and Xu (forthcoming) findings confirm the growing
importance of economies such as the PRC for the region’s growth prospects. They show
that the long-run impact of a PRC GDP shock on the typical Latin American economy
has increased three times since the mid-1990s. They also show that the larger impacts
of a PRC GDP shock owe as much to indirect effects, associated with stronger trade
linkages between the PRC and Latin America’s largest trade partners, as to direct effects
stemming from tighter trade linkages between the PRC and Latin America.

7 For a recent evaluation of the global supply of agricultural and mining products, see,
for instance, USDA (2011), World Bank (2011), and Goldman Sachs (2010).
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Figure 13 ¢ US Import Price Indices for Selected Manufacturing, Agricultural, and
Mining Products: 1984-2011. 1990 = 100
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Source: IDB/INT with Bureau of Labor Statistics BEA enduse import indices.

declining prices is still the subject of heated controversy, but this contro-
versy is clearly about the past.® Since the early 2000s, the world economy
has been experiencing one of the longer—if not the longest—upswing of com-
modity prices in world history, while the prices of manufacturing goods have
been essentially flat or declining. This trend is illustrated by Figure 13, which
uses data from the US market, arguably the most open and competitive mar-
ket in the world. The pressure on manufacturing prices would be even more
evident if the import price series were adjusted for the increasing quality and
sophistication of those products.

There has been considerable debate over the cause for this current up-
swing, including the role of short-term factors such as financial speculation.’
Yet it seems hard to ignore the structural factors behind it. The beginning

¢ See, for instance, Ocampo and Parra-Lancourt (2010), Balagtas and Holt (2009) and
Frankel (2010).
s See, e.g., Frankel and Rose (2010) or Irwin, Sanders, and Merrin (2009).
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Figure 14 ¢ PRC’s Net Exports of Agricultural and Mineral Goods
1985-2010 (US$ billion)
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of the upswing coincides with PRC’s emergence as a massive net importer
of agricultural and mineral goods (Figure 14), which does not seem to be a
short-term phenomenon. Moreover, India has yet to become a net importer
of food and a significant importer of minerals, a prospect it can hardly avoid
in the future, given current growth rates. Likewise, the pressure on manu-
facturing prices cannot be dissociated from PRC’s growing presence in the
international markets, where it has more than doubled its share of US manu-
facturing imports since the early 2000s (USITC). As in the case of commod-
ity imports, it is very likely that India will follow suit as a major exporter of
manufacturing goods, setting the stage for a long-term downward pressure
on the prices of these goods.!® It seems the perfect scenario for shedding
long-held assumptions about which category of products is likely to face a long-
run decline in relative prices.

Trade costs

Against this background of booming interregional trade and promising pros-
pects, what can governments do to expand and consolidate the gains? As

1 See, for instance, Panagariya (2008) and Mesquita Moreira (2010).
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with any trade relationship, the first place to look is trade costs. This includes
not only the traditional tariff and non-tariff barriers, but also logistics costs,
which assume particular importance when trade is conducted between dis-
tant partners and involves bulky and heavy goods. This is precisely the case
of the Asia-LAC relationship, where there seems to be ample room for action
on this front. Both traditional and non-traditional barriers are still unduly
high, particularly within sectors and between partners with the greatest po-
tential for trade.

Traditional barriers. The high cost of tariff barriers is strongly supported
by the evidence available. For instance, Table 2 presents the average tar-
iffs imposed on imports from both sides of the relationship. Each region’s
exports to the world as a whole are used as weights to control for the effect
of protection on current bilateral trade flows. It is immediately evident that
agriculture, one of the most dynamic and promising sectors of the relation-
ship, is the most heavily protected, particularly in South Asia. Manufacturing
also faces important barriers, especially on LAC’s side, but tariffs are not as
high as those that exporters face on agriculture.

One particularly perverse distortion of the structure of protection on
both sides of the relationship is so-called tariff escalation (i.e., tariffs are
directly proportional to the amount of processing). The WTO Trade Police
Reviews of the main traders in the relationship shows that agriculture again
is the sector most affected by this practice. Even though both sides make use
of this instrument, LAC will likely pay the higher price in terms of lost oppor-
tunities to increase the sophistication of its exports, given its comparative
advantages.!!

The costs of tariff distortions are compounded by non-tariffs barriers
(NTBs). These latter are notoriously difficult to measure, but no less impor-
tant. Here too, the governments in the two regions attempt to protect their
less competitive sectors, resulting in high costs to consumers as well as hurt-
ing productivity and growth. In Asia, as expected, NTBs are concentrated
in agriculture, where economies make frequent use of quotas, tariff quotas,
and often opaque and unpredictable sanitary and phytosanitary measures.

(2008), Brazil (2009), and Argentina (2007).
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Republic of Korea, for instance, offers a typical example of the type of instru-
ments used. It has tariff rate quotas affecting a wide range of LAC agriculture
exports, such as coffee, cereals, sugar, fruits, and meat, with “in-quota” tar-
iffs ranging from O to 46% and “off-quota” rates as high as 750%.12

In manufacturing, Asia’s NTBs do not seem to he as prevalent as in
agriculture, but there is evidence of difficulties, particularly in accessing
the Chinese market. Concerns arise from issues such as inconsistencies in
the customs classification of products into tariff categories; improper use of
reference pricing for custom valuation; very restrictive government procure-
ment rules for foreign suppliers; and the informal use of trade-related invest-
ment measures to raise the domestic content of investments.3

In LAC, it is not surprising that manufacturing is the focus of NTBs,
which have been increasingly used by countries such as Brazil, Argentina,
andto a lesser extent Mexico, to the detriment of Asian exporters, particularly
those from the PRC, and of LAC consumers. The complaints of Asian export-
ers range from expensive and unwarranted technical barriers, to reference
pricing, non-automatic import licenses, and “voluntary” export restraints.4

Transport costs. As a result of crumbling infrastructure and the weight of the
goods being exported, transport costs for LAC are often as high as or higher
than traditional trade barriers such as tariff and non-tariff barriers.’ Trans-
port costs are particularly relevant for the region’s trade with Asia because
of the distance involved and the composition of the region’s exports, which
include “heavy” products such as high weight-to-value natural resources,
whose freight costs are a significant part of the final CIF price.
Unfortunately, transport cost data are not available for both sides of
the Asia-LAC relationship. For some LAC countries, however, there is reliable
information on the transport costs of their imports from some of Asia’s most
important economies. As can be seen in Figure 15, ad valorem freight rates
for imports from the PRC, India, and Republic of Korea (measured as freight
expenditures divided by the value of imports) are in most cases close to or

13 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.

14 See MOFCOM (2009). See also WTO (2009), Foreign Market Access 2009 for Brazil,
Mexico and Argentina. See also WTO/TPR Brazil 2009.

15 Mesquita Moreira, Volpe, and Blyde (2008).
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Figure 15 o Tariffs and Ad Valorem Freight Rates on LAC’s Imports from Asia
Selected economies
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Note: Averages are weighted by the Asian economy’s exports to the world in 2010. Tariff data: 2010. Freight data: 2009.

even higher than tariff rates. Note that freight expenditures do not include
the time costs of transportation (depreciation and inventory costs), which in
most cases are at least as high as freight rates. In the case of LAC trade with
India, forinstance, the lack of direct shipping service is likely to translate into
significantly higher time costs than would be explained by distance. Shipping
a good directly from a port such as Santos, Brazil, to Mumbai, India, would
take an estimated 27 days and 15 hours (http://www.distances.com/). Ship-
ping via Singapore takes 36 days and 18 hours, increasing shipping times by
approximately nine days. Using a tariff equivalent of time cost estimated to
export, the time necessary to complete the whole itinerary would be equiva-
lent to a 17% import tariff.*

The gains. The significance of the expected gains from addressing these trade
costs is illustrated in Figure 16, which presents the results of a simulation
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Figure 16 ¢ Interregional Exports: Gains from a 30% Cut in Tariffs
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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 be-
tween countries, trade costs, and permanent importer and exporter charac-
teristics (see Technical Appendix B). The model is run on 1990-2009 trade
data for 137 countries. The figure shows the impact on interregional exports
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of a modest 30% cut in the import tariffs of select Asian and LAC economies.
As expected, the most significant gains on the LAC side would be in agricul-
ture in South Asian markets. On Asia’s side, also as expected, manufacturing
would account for the most significant gains, particularly in the most pro-
tected markets of South America.

It is worth noting that this exercise clearly underestimates the poten-
tial gains from addressing trade costs between the two regions since it does
not include three factors: the elimination of NTBs, which clearly favors agri-
culture exports; a reduction in transport costs, where the gains can be sub-
stantial (as indicated in Figure 16); and general equilibrium effects, i.e., the
positive and indirect effects of liberalization on factors such as productiv-
ity. Despite these limitations, the exercise serves to remind policymakers in
both regions of the potential gains awaiting a more aggressive trade policy
stance.

Figure 17,inturn, illustrates the potential trade gains of improvements
in the transport infrastructure on both sides of the relationship (see Techni-
cal Appendix C). Also relying on a gravity model, it shows the impact on
interregional exports when the quality of LAC’s and Asia’s ports, as measured

Figure 17 o Interregional Export Gains of Improvements in Port Infrastructure
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by the World Development Indicators quality of port index, is upgraded to
the level of Denmark, which sits at the top of the quality distribution (around
the 95th percentile). This upgrade involves a 70% quality improvement for
the average LAC port, whereas the same figure for Asia is 40%.

As expected, gains are concentrated on the “heavy” natural-resource-
intensive goods, with the best results going to the region with greater limi-
tations in its port infrastructure and with a composition of exports that is
dominated by these goods. Asia’s gains are more modest, but can hardly
be described as negligible. As with tariffs, it is worth mentioning that this
simple exercise is most likely a lower bound of the potential gains as it does
not take into account the all-important improvements in transport services.

The agenda ahead

During the last half century, the Asia-LAC relationship has moved from being
nearly irrelevant to becoming one of the top priorities in the trade agendas of
the two regions’ governments. Trade grew rapidly until the 1990s, and then
skyrocketed in the last decade, driven by the emergence of Asia’s one-billion-
plus—people economies, and a nearly perfect fit in comparative advantages.
It would not be an exaggeration to say that this process has been mainly
driven by market forces, with little direct input from the governments. Yet,
the time has come for governments to play a more active role.

This interregional trade has clearly brought substantial benefits for all
the parties involved. It has enabled Asia to overcome its natural resource
constraints and at the same time has opened up new growth opportunities
for LAC. However, concerted policy action is now needed to expand and
consolidate these gains. Trade has become greatly concentrated on a few
economies and, on the LAC exports side, on a few goods, despite the great
potential for diversification. In addition, this geographic and product con-
centration has been accompanied by some important trade imbalances that,
if left unchecked, can poison the political economy of the relationship.

To a great extent the geographic and product concentration of trade
is merely the result of how comparative advantages are distributed across
the two regions. But it does not have to be an inevitable byproduct of the
commodities-for-manufacturing trade, which has defined the relationship
since its early days. A cursory analysis of Asia’s future resource constraints
and comparative advantages in manufacturing leaves no doubt that this
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exchange will continue to dominate and drive the relationship for decades to
come. This will most likely take place in a context of rising commodity pric-
es and increasing technological sophistication and diversification of those
products. By building up its human capital, LAC could be perfectly positioned
to take advantage of these opportunities. Asia, in turn, has all the incentives
to expand and diversify the products it buys from LAC. They are key for allevi-
ating that region’s growing resources constraints, boosting the competitive-
ness of its firms and, above all, improving the welfare of its people.

For this scenario to become a reality, governments must address the
high trade costs that constrain interregional trade, particularly in those sec-
tors with higher growth and diversification potential. Agriculture clearly
stands out in this regard. Tariffs and NTBs, for instance, are unjustifiably high
for most trade relationships. There are reasons to be optimistic that govern-
ments will take action. As discussed in Chapter 2, a number of important ini-
tiatives already have been carried out to address these issues, for example,
the free trade agreements (FTAs) signed by LAC countries, such as Peru and
Chile, with the largest Asian economies. There have also been broader tran-
sregional initiatives, such as APEC and the Trans-Pacific Partnership, which
are in different stages of development and have different objectives and
membership, but which can also bring down these barriers.

While this is a good beginning, these initiatives so far cover only a
handful of the potential partners in the relationship. Given the diverse situ-
ations of economies in both regions, there can hardly be a one-size-fits-all
solution. When FTAs face political economy difficulties, governments should
undertake more focused, sector-specific negotiations. Moreover, FTAs do not
address the whole trade costs agenda. The challenge of bringing transport
costs down, for instance, calls for additional actions, particularly for coop-
eration on regulatory and technical issues. These include transport service
agreements that would boost supply and increase competition in transport
services, and improvements in the quality of transport infrastructure. Op-
portunities for taking these actions are discussed in more detail in Chapter
4, but it is also clear that interregional foreign direct investments (FDI) (see
Chapter 3) can also play a key role in achieving these objectives.
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Technical Appendix A:
Figure 12 - Income Elasticities of Import Demand

To estimate the income elasticity of LAC’s exports to Asia, an unbalanced
panel data set was used, covering the value of imports (at the six-digit lev-
el of the harmonized system code) traded by 137 countries for the period
1990-2009, available in UN COMTRADE. Bilateral imports are aggregated
into three categories—mining, agriculture, and manufacturing—following a
WTO classification. The income elasticity of exports is estimated with the
following extended gravity equation:

InM,, = o+ BIndist, + B,InV, + BilnY, + BIn+L +BInL + BN +
B,\nN,+ B,COL + B,COMCOL + B,,COL45 + B, BORD +
B, ,LANG + B ,RTA + B, ,FORMER + B, .CHN + B, IND + 3, JPN +
B,,SKOR + B ASEAN + B, OASIAN + B, LAC+ B, ,CHN *InY + (1)
B,,IND * InY + B,,JPN * InY + B, SKOR * InY + B, ASEAN * InY, +
B, 0ASIAN * InY, + B, .CHN * InY, * LAC + B, IND * InY, * LAC +
B,, /PN * InY * LAC+ B, SKOR * InY * LAC + B, ASEAN * InY * LAC +
By;OASIAN * InY, * LAC+ A,D,+ A,D.+A.D, + €.

Where
i= 1,...I denotes the reporting (importing) country.
j= 1,...,) denotes the partner (exporting) country.
t= 1990,..,2009 denotes the sample period.
i denotes the bilateral import flow.
dist,./ denotes the bilateral distance between the importing and the

exporting country.
Y,.and Y, correspond to the GDP of the importing and exporting countries.

L,and L, correspond to the land area of the importing and the exporting
i jt
countries.

N, and N, correspond to the the market size in the importing and the ex-
porting countries.
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CcoL is a dummy variable taking the value of 1 when the countries
involved share a colonial relationship, O otherwise.

COMCOL  is a dummy variable taking the value of 1 if the countries in-
volved were colonized by the same country, O otherwise.

CoL45 is a dummy variable taking the value of 1 if the countries were a
colony after 1945.

BORD is a dummy variable taking the value of 1 if the countries in-
volved share the same border, O otherwise.

LANG is a dummy variable taking the value of 1 if the countries in-
volved speak the same language, O otherwise.

RTA is a dummy variable taking the value of 1 if both countries are
members in the same trade agreement.

FORMER  is a dummy variable taking the value of 1 if the countries were
previously part of the same country.

CHN is a dummy variable taking the value of 1 if the reporting coun-
try is the PRC, O otherwise.

IND is a dummy variable taking the value of 1 if the reporting coun-
try is India, O otherwise.

JPN is a dummy variable taking the value of 1 if the reporting coun-
try is Japan, O otherwise.

SKOR is a dummy variable taking the value of 1 if the reporting coun-
try is Republic of Korea, O otherwise.

ASEAN is a dummy variable talking the value of 1 if the reporting coun-

try is Thailand, Malaysia, Singapore, or Indonesia, O otherwise.

OASIAN is a dummy variable taking the value of 1 if the reporting coun-
try is an Asian country not classified as CHN, IND, JPN, SKOR, or
ASEAN, 0 otherwise.

LAC is a dummy variable taking the value of 1 if the reporting coun-
try jis located in Latin America, O otherwise.

D, D, and D, are importer, exporter, and year fixed effects.

is an i.i.d. error term which we assumed to be normally distrib-
uted.

8i/'[
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Data on GDP, land area, and country size was obtained from the WDI
(2011). Data on common language, colonial ties, bilateral distance, and RTA
was obtained from the CEPII gravity dataset.*’

As in Helpman, Melitz, and Rubinstein (2007), equation (1) is esti-
mated using a two-stage estimation approach. This enables us to correct for
the large number of zeros in the world trade matrix (export selection), and
to control for the unobserved fraction of exporting firms (extensive margin).

In the first stage a probit is estimated, and the religion proximity be-
tween the importing and the exporting countries is used as the instrument
to be used in the exclusion equation. This variable serves as a proxy for the
bilateral trade barriers affecting entry into exporting that are not related to
the determinants of variable trade costs. Then, the probability of export is
predicted and used to calculate variables Eta and Delta. These two variables
are included as additional controls in the second stage. Eta is the Heckman
correction parameter used to control for export selection. Delta controls
for the unobserved firm heterogeneity, that is, the effect of trade frictions
and country characteristics on the proportion of exporters, the extensive
margin of trade. In all specifications, country-specific (for both importing
and exporting countries) and year fixed effects are include to control for
unobserved country-specific factors affecting trade. The income elasticities
of LAC’s exports to Asia for mining, agriculture, and the total import volume
of trade are reported for the periods of 1990-1999 and 2000-2009.
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Technical Appendix B:
Figure 16 — Import Tariffs

To assess the impact of a reduction in import tariffs on trade, a gravity equa-
tion is estimated, controlling for the bilateral import tariffs tarmand the in-
frastructure level of both the importing inf, and the exporting economy inf,
The specification used is:

InM,, = o+ B,Indist, + B,InY, + BiInY,+ B,Intar, + B.lninf+ B Ininf, +
B.reg,+ Byrej.+ Byreg, * Intar,, + B, reg, * Intar, + (2)
B,,reg;* reg,* Intar,. + A,.D,+ A,D.+A.D + €.

Data on import tariffs tar, was obtained from the UNCTAD-TRAINS dataset,
while an economy’s infrastructure level was proxy using the Limao and Ven-
ables (2001) infrastructure index. reg,and reg; are dummy variables that,
depending on the case, take the value of one when the exporting economy
is located in either Asia or in the LAC region, otherwise zero. For example,
when determining the impact on Asian exports of a reduction in import tariffs
in LAC, reg, is set equal to unity when the importing economy is located in
LAC, otherwise zero. Then reg;is set equal to unity when the exporting econ-
omy is located in Asia. When analyzing the impact of a reduction in import
tariffs of Asian economies on LAC exports, reg, takes the value of one when
the importing economy is in Asia, while reg will be a dummy variable taking
the value of one when the exporting economy is located in LAC. All specifica-
tions include as additional controls importer, exporter, and year fixed effects.
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Technical Appendix C:
Figure 17 - Infrastructure

To assess the impact of an improvement in a country port infrastructure on
the volume of trade across the two regions, the following specification is
used:

InM, = o+ B,Indist, + B,ninf, * Ininf + B,Intar, + 2,D.+ A,D, + €,. (3)

Where inf,and inf].are the port infrastructure of the importing and the export-
ing country, proxied by the quality of a country’s ports as measured by the
World Bank WDI quality of ports index for 2009. The estimate of 3, obtained
when estimating equation (3) for mining, agriculture, and manufactures is
used to: a) simulate the impact on LAC exports to Asia when LAC improves
its infrastructure level by 70% and b) simulate the impact on Asia exports
to LAC when Asia improves its infrastructure by 40%. The asymmetrical im-
provement in infrastructure is based on the assumption that LAC and Asia
improve their infrastructure up to the 95th percentile of the index distribu-

tion, which is where Denmark’s ports are positioned.

Table C.1
Endogenous Variable:
Total Import Value (In) Mining Agriculture Manufactures

Bilateral Distance (In) -2.202 -1.569 -1.701
(0.0875)*** (0.0640)*** (0.0747)x**

Import Tariff (In) -11.90 -4.298 -5.192
(1.396)*** (0.556)*** (0.748)***

Infr. Reporting Cty. x Infr. Partner Cty. 1.235 0.443 0.404
(0.495)** (0.497) (0.304)

Observations 5,566 7,877 8,998

R-squared (adjusted) 0.592 0.677 0.823

Sample: 2009. Additional controls include country fixed effects of the reporting and the partner country. Robust
standard errors in parentheses. * p<0.1, ** p<0.05, and *** p<0.01.






Asia-LAC FTAs:
An Assessment

Following the 2008-09 global financial crisis and a sluggish recovery in
the major industrial economies, the Asian and Latin America and the Ca-
ribbean (LAC)! regions have rebounded rapidly and are projected to enjoy
steady growth for the next several years. Economic integration among both
regions’ developing economies has emerged as an important new driver of
this growth. Since the first Asia-LAC free trade agreements (FTAs) in 2004,
an average of two such agreements have gone into effect every year between
economies of the two regions, bringing the total number to 18 as of end-
February 2012.

There have been very few studies, however, on the coverage and eco-
nomic implications of such agreements. This chapter analyses the coverage
of Asia-LAC FTAs in goods, services, and the so-called Singapore issues
—investment, government procurement, trade facilitation, and competition
policy—in addition to provisions on intellectual property rights (IPRs). Our
detailed review of all 18 Asia-LAC FTAs has found that most go beyond trade
in goods and services, and promote deeper integration through commit-
ments on the Singapore issues as well as provisions on IPRs. This chapter
will highlight the best such FTAs and identify key policy priorities for maxi-
mizing gains from greater interregional integration in the future.

Growth of Asia-LAC FTAs

The 1990s witnessed the establishment of several regional economic coop-
eration institutions involving LAC countries, such as MERCOSUR, the North

1 Defined as the members of the Organization of America States (OAS), except the United
States and Canada.
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American Free Trade Agreement (NAFTA), and various developments in in-
tra- and interregional bilateral trade relations (IDB, 2002; Estevadeordal,
and Suominen, 2009; Foxley, 2010). In contrast, Asia is a latecomer to
formal regional integration. For several decades, FTAs were virtually non-
existent in the region. Instead, Asian economies expanded trade through
market-led integration without any formal arrangements, except for re-
gional schemes such as Asia—Pacific Economic Cooperation (APEC) and the
ASEAN Free Trade Area (AFTA). International trade policies at the national
level were anchored in outward-oriented development strategies, high do-
mestic savings rates, the creation of strong infrastructure, and investment
in human capital. A long period of market-driven expansion of trade and
foreign direct investment (FDI) emerged, during which Asia increasingly
became a global production center with deep and diverse technological ca-
pabilities—what Baldwin (2006) aptly called “factory Asia.” Shortly after
the turn of the 21st century, following this period of outward orientation
and export success, the Asian governments sharply changed their interna-
tional trade policies toward FTAs (ADB, 2008; Chia, 2010; Kawai and Wig-
naraja, 2011a). Today, Asia is at the forefront of global FTA activity (WTO,
2011).

The development of interregional trade between Asia and LAC is char-
acterized by two distinct periods of growth (Figure 1). In the 1990s and
the early years of the 21st century, trade between the two regions grew at
an average rate of 8.5%. The turning point in interregional trade between
Asia and LAC occurred in 2004 when annual growth accelerated to 40%. Not
coincidentally, this was the same year in which the first two Asia-LAC FTAs
came into effect (Republic of Korea-Chile; Taipei,China-Panama).

In 2009, in the midst of the global economic crisis, total trade between
Asia and LAC fell 21%, from US$398 billion in 2008 to US$315 billion the
following year. In 2010, however, both regions rebounded strongly from the
crisis, posting a 39% annual increase in trade to reach an all-time high of
US$439 billion.

While Asian-LAC FTAs emerged relatively recently, expansion of FTA
activity has steadily increased. Between 2004 and 2011, an average of two
agreements took effect every year, resulting in a total of 18 FTAs as of January
2012 (Annex 1). The number of Asia-LAC FTAs is certain to rise even higher
as four new trade agreements have already been signed and are awaiting
implementation, an additional eight Asia-LAC FTAs are under negotiation,
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Figure 1  Trade Flows between LAC and Asia, 1990-2010
(US$ billion)
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Source: International Monetary Fund’s (IMF) Direction of Trade Statistics (DOTS) (accessed January 2012).

and 11 more are being proposed.? Presuming that the four FTAs pending
implementation and the eight FTAs under negotiation will be concluded by
the end of the decade, a total of 30 FTAs will be in force in 2020 (Figure 2).

The leaders in Asia-LAC FTA activity have been Chile (6 FTAs), Peru
(4), and Panama (2) on the LAC side; and Taipei,China (4); Singapore (3);
PRC (3); India (2); Japan (2); and Republic of Korea (2) in Asia. With few
exceptions, the biggest traders in Asia and LAC are the same that have par-
ticipated in Asia-LAC FTAs. Tables 1a and 1b show that about 88% of LAC
trade with Asia is conducted by the 13 countries that participate in one or
more FTAs with Asian economies, and about 91% of Asian trade with LAC
involves Asia’s 10 FTA players.

Similarly, the number of FTAs alone does not indicate the importance
of FTAs to economic activity or trade at the national level. It is difficult to
measure how much a country’s trade is covered by FTA provisions because
of exceptions and exclusions contained in many agreements. Furthermore,
official statistics on utilization rates of FTA preferences in Asia are hard to

2 An FTA is considered to be “under negotiation” when the parties have had the first
round of talks. A “proposed FTA” is when parties are considering a free trade agreement,
establishing joint study groups or joint task forces, and conducting feasibility studies to
determine the desirability of entering into an FTA.
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Figure 2 ¢ Growth of Asia-LAC FTAs, 2004-2020
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Table 1a ¢ Shares of LAC Countries’ Trade with Asia and Number of FTAs, 1990-2010

Chile

Peru

Panama

Mexico

Brazil

Argentina
Paraguay

Costa Rica
Uruguay
Guatemala

El Salvador
Nicaragua
Honduras
Countries with FTAs
Countries without an FTA

%

11.8

4.3
0.2

30.3
26.8
10.2

1.2
1.0
1.0
0.6
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come by, and published data on the direction of the services trade do not
exist. Nevertheless, by making the bold assumption that all trade in goods
between two economies is covered by an FTA (if one exists), estimates can

be obtained.
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Table 1b e Shares of Asian Economies’ Trade with LAC and Number of FTAs, 1990-2010

% No. of FTAs

Taipei,China 3.3 4
Singapore 4.8 4
PRC 31.6 3
Japan 27.9 2
Republic of Korea 14.8 2
India 3.8 2
Thailand 2.4 1
Australia 2.0 1
New Zealand 0.7 1
Brunei Darussalam 0.0 1
Economies with FTAs 91.3

Economies without an FTA 8.7

Source: ADB Office of Regional Economic Integration, with IMF Direction of Trade Statistics Data (accessed January
2012).

Note: Share of trade refers to the share of total trade of Asia with LAC countries, divided by the total trade of Asia with
the world.

FTA = free trade agreement, PRC = People’s Republic of China

Figures 3a and 3b show the share of an economy’s trade with its FTA
partners relative to that economy’s trade with the world. For every Asian
country reviewed, the trade share with its LAC countries with Asian FTA
partners relative to the world reached as high as 35% in 2010 (e.g., Chile).
Indeed, Asia is a major market for LAC countries, and as mentioned earlier, at
least 30 Asia—-LAC FTAs are expected to be in force by 2020. As a result, the
trade coverage of Asia—LAC FTAs is expected to rise significantly.

The following discussion provides four key explanations as to why
Asia-LAC FTAs have proliferated in recent years and why they will continue
to do so in the years ahead (see ADB and IDB 2009; Kawai and Wignaraja,
2009; and Krasniqgi et al., 2011).

Market-driven integration through trade. In the 1960s and 1970s, several
economies in East and South East Asia adopted outward-oriented, market-
friendly development strategies that lowered trade and investment barriers
and increased inward investment and exports. In the 1980s, LAC coun-
tries typically abandoned inward-oriented import substitution strategies
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Figure 3a * Asia’s FTA Trade Coverage with LAC Countries, 2004-2010
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Figure 3b ¢ LAC’s FTA Trade Coverage with Asian Economies, 2004-2010

W 2004 B2005 712006 2007 M2008 W2009 M2010

35 -

30 -

25 -

15 -

10 -

% Share of LAC’s total trade with Asian FTA partners
relative to LAC’s total trade with the world
N
o

5 -

0 I—I—IJ ._-

© = ) © v © o © > = >
= ] = = o => o £ 5 5 )
E 2 S E 3 © B S 80 e 8
o o F] =3 e H © =
vy - = © = — =
o © [=) o Q- © =
<< 3 =y = a
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Darussalam, Chile, New Zealand, and Singapore. However, data on trade between Brunei Darussalam and Chile for
2004-2010 is listed as zero in the International Monetary Fund’s Direction of Trade Statistics.
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associated with lackluster economic performance, in favor of market-ori-
ented reforms. Policy reforms included trade and capital liberalization and
privatization. The high tariff rates of LAC countries fell sharply to around
10%-14% in the span of a decade. Capital market liberalization led to great-
er inward FDI flows to LAC than in the past. In both Asia and LAC, market-
driven economic integration requires further liberalization of trade and FDI,
and the harmonization of policies, rules, and standards governing trade and
FDI. These changes resulted from the increasing realization by policymakers
in the two regions that FTAs, if given wider scope, can support expanding
trade and FDI activities through the further elimination of cross-border im-
pediments and other such harmonization efforts. Thus, FTAs can be part of
a policy framework for deepening production networks and supply chains
formed by global multinational corporations and emerging Asian firms.

European and North American economic regionalism. The shift in US trade
policy from multilateralism and bilateralism to regionalism in the 1990s con-
tributed to the spread of regionalism in LAC. Mexico’s membership in NAFTA
led some countries, such as Chile, to express interest in joining, while the
MERCOSUR sub-regional customs union served as a building block for deep-
er South American integration that resulted in trade agreements, first with
Chile and Bolivia, and subsequently with the remaining Andean countries.
Furthermore, Asian governments were motivated to adopt FTAs by the Euro-
pean Union’s (EU) expansion into Central and Eastern Europe, the creation
of a monetary union in the euro zone, and incipient moves toward an FTAA.
Governments feared that the two giant trading blocs of Europe and North
America might dominate rules-setting in the global trading system, thereby
marginalizing Asia. Increasingly, policymakers have realized the need for
stepping up the pace of integration to improve international competitiveness
by exploiting economies of scale and strengthening their bargaining power
through a collective voice on global trade issues. FTAs can help cushion the
periodic difficulties of multilateral trade liberalization, such as slow progress
in the WTO’s Doha Round and a perceived loss of steam in the APEC process.

Increase in de facto interregional trade and investment. Increasing coop-
eration in trade and investment between LAC and Asia has also facilitated
the proliferation of Asia-LAC FTAs. Specifically, the PRC’s growing role in
LAC trade and investment has contributed to the increase in interregional
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FTAs, particularly in the aftermath of the global economic crisis. The PRC’s
“engagement in the region may be a reflection of the country’s interest in
securing access to natural resources to fuel its economic growth, but the
LAC market is also a destination for exports of Chinese manufactures”
(ECLAC, 2008b). Meanwhile, Brazil is the LAC country with the highest levels
of investment in Asia, primarily in the energy sector.

Slow progress in the WTO Doha Round. The failure of the WTO to provide a
platform for a multilateral approach to further trade liberalization has encour-
aged governments to consider FTAs as an alternative. The WTQ’s Doha Devel-
opment Round, begun in November 2001, was initially hailed for its promise
in promoting trade-led growth in poor countries. Since then, the talks have
largely focused on liberalization in agricultural and non-agricultural goods
market access. In essence, developed economies were being asked to acceler-
ate the pace and scope of reductions in agricultural tariffs and subsidies, and
developed economies were being asked to reduce tariffs for industrial goods
and liberalize trade in services. As the prospects for agreeing on these issues
and successfully concluding the round diminished over the years, pro-business
LAC and Asian governments turned their attention to bilateral and plurilateral
FTAs for the continued trade in goods and services as well as the adoption of
the Singapore issues, which are currently beyond the scope of the WTO.

Scope and depth of Asia-LAC FTAs: An overview

Assessing the scope and depth of Asian-LAC FTAs is a difficult exercise for at
least two reasons. First, such an analysis requires detailed and often pains-
taking examination of the legal texts of agreements. Second, there is no in-
ternationally accepted methodology for assessing the scope and the quality
of FTA texts. An interdisciplinary analysis that blends international law with
international economics seems to offer fruitful insights and a way forward.
Drawing on methods used in the ADB and the IDB (2009) and Wignaraja
and Lazaro (2010), the following presents some simple legal and economic
criteria for assessing the scope and depth of Asian-LAC FTAs.
The section evaluates each of the 18 FTAs in three key areas:

. Speed and coverage of tariff liberalization, based on the criteria for
FTAs in the General Agreement on Trade and Tariffs (GATT).
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. Number of service sectors covered, based on criteria in the General
Agreement on Trade and Services (GATS).

. Coverage and depth of new issues such as IPRs and the Singapore is-
sues.

An evaluation of the scope of coverage for these three topics provides
an overall picture of the quality of the 18 Asia-LAC FTAs. An overview of the
results is given below, followed by a detailed analysis.

Our analysis allows us to identify the Asia-LAC FTAs that best promote
deeper economic integration through a high level of tariff liberalization in
goods, comprehensive liberalization in service sectors, and substantive pro-
visions that address new issues. The overall depth of each Asia-LAC FTA
is classified as being high, medium, or low. Deep FTAs are those that have
relatively fast tariff liberalization schedules, coverage of some or all servic-
es, and deep integration provisions for new issues. Medium-depth FTAs are
those that have relatively fast or gradual tariff liberalization schedules, cov-
erage for some or all services, and moderately deep integration provisions.
Low-depth FTAs are those that have gradual tariff liberalization schedules,
some or limited services coverage, and limited or shallow integration provi-
sions. Figure 4 illlustrates the main findings.

Figure 4 « Distribution of Approaches to Tariff Liberalization, Services Coverage,
and New Issues
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A distinguishing feature of the 18 FTAs between Asian and LAC econo-
mies is that in almost every case the FTA’s scope goes beyond the traditional
coverage of trade in goods. Most of these agreements also incorporate com-
prehensive provisions on services and cover additional elements, including
intellectual property rights and the Singapore issues (investment, govern-
ment procurement, trade facilitation, and competition).

Three Asia—LAC FTAs are deemed to be of high depth and represent the
gold standard of FTAs. These are the Republic of Korea-Peru FTA (2011),
the Trans-Pacific Strategic Economic Partnership Agreement (TPP) (2006),
and the Australia-Chile FTA (2009). These three FTAs, which are discussed
below, liberalize trade in almost all goods with few exceptions and within a
reasonable and defined time frame of 10 years or less. The liberalization of
trade in services is comprehensive in all three FTAs and they all provide for
the automatic inclusion of newly liberalized service sectors. The three FTAs
also include meaningful provisions on new issues that promote greater eco-
nomic integration among all parties, thereby ensuring the highest possible
economic welfare gains from increased trade.

The Republic of Korea-Peru FTA (2011) aims to eliminate tariffs over
a 10-year period on all products, with the exception of 107 agricultural and
marine products deemed sensitive, among them, rice, beef, onions, and
garlic. The agreement also stipulates that after a five-year period all Korean
exports of automobiles with engine displacement of less than 3,000 cubic
centimeters will be tariff-free. In addition, the tax on Peruvian coffee will be
abolished upon entry into force. Peru’s import tariffs on electronic products
will be eliminated over 10 years, and tariffs on color television sets from Re-
public of Korea will be cancelled when the agreement goes into effect. Both
economies are expected to gain from liberalization of the trade in goods, spe-
cifically with respect to Korean exports of automobiles, electronics, and ap-
pliances, and Peruvian exports of copper, zinc, lead, and iron. The FTA also
includes the liberalization of key service sectors. Furthermore, since one of
the goals of the FTA is to strengthen investment initiatives between the two
economies, it addresses deeper integration issues that provide for strongin-
vestment protection measures as well as greater market access.

The Trans-Pacific Strategic Economic Partnership (TPP, 2006) com-
prises four original members: Brunei Darussalam, Chile, New Zealand, and
Singapore. Five more countries—Australia, Malaysia, Peru, the US, and
Viet Nam—are currently negotiating to join. In TPP’s market liberalization
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component, duties were eliminated on the majority of tariff lines upon the
agreement’s entry into force. In the case of Singapore, 100% of tariff lines
were liberalized immediately. Chile undertook to liberalize 89.3% of domes-
tic exports upon entry into force, with an additional 9.7% of tariffs elimi-
nated in three years. Overall, TPP liberalized 98.9% of all domestic exports
upon entry into force in 2009, and will reach 100% by 2015. TPP’s chapter
on trade in services is ambitious, comprehensive, and binds parties to their
existing levels of liberalization as well as to the application of any future liber-
alization in most sectors. The TPP investment chapter, which is currently un-
der negotiation, includes strong commitments and meaningful obligations in
other new areas, such as government procurement, trade facilitation, compe-
tition, and IPRs. For instance, the government procurement chapter imposes
significant measures that maximize competition among member parties and
reduce the cost of doing business for both government and industry.

The Australia-Chile FTA (2009) grants tariff elimination on all goods
traded by 2015; these include sugar, which is deemed a sensitive good. Upon
entry into force, tariffs on about 92% of tariff lines representing about 97% of
total trade will be eliminated. Although not all key service sectors are covered
in the agreement, the FTA provides export opportunities in many services
areas, including mining and energy technology, engineering and consulting
services, information technology, tourism, agriculture, and the food and wine
industry. The investment chapter has strong legal protection and transparen-
cy provisions to provide certainty and security for cross-border investments.
The government procurement chapter ensures non-discriminatory treatment
and transparent and fair procedures for entities in both countries.

The majority of the remaining Asia—LAC FTAs also provide for relatively
fast liberalization, although with varying levels of commitment. Liberaliza-
tion of services in Asia-LAC FTAs continues to be a challenge; most continue
to protect some key service sectors, such as professional, transport, and fi-
nancial services. The prevailing approach of the majority of Asia-LAC FTAs
remains moderate, and these chapters need stronger commitments, obliga-
tions, and substantive provisions to attain higher quality.

Goods and services liberalization

The WTO criteria for an FTA liberalization of the goods trade is “where du-
ties are eliminated with respect to substantially all the trade between the
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constituent territories... and... the plan or schedule for its formation is within
a reasonable length of time” (GATT Article XXIV). The meaning of “substan-
tially all trade” remains contentious. An FTA that eliminates 85% of either or
both members’ total tariff lines is often regarded as covering substantially all
trade. Following paragraph 5(c) of Article XXIV, the WTO interprets a “rea-
sonable period of time” as a period that does not exceed 10 years, except in
extraordinary cases.? Thus, an FTA that eliminates 85% of tariff lines within
10 years is classified as a relatively fast approach to tariff liberalization,
while others are considered gradual.

Of the 16 Asia-LAC FTAs in effect for which data on tariff liberalization
are available, all but two have a relatively fast approach to tariff liberalization
that has typically resulted in increased market access in goods and improved
bilateral trade flows. The Republic of Korea-Chile FTA is a case in point. Here,
Republic of Korea undertook to eliminate tariffs on 93.6% of its tariff lines, im-
pacting 99% of its imports from Chile within 10 years (WTO, 2005 and 2008).
Republic of Korea’s tariff elimination schedule saw the immediate liberaliza-
tion of virtually all industrial products, which contributed to a 220% increase
inimports from Chile. Similarly, upon entry into force of the Japan-Mexico FTA
in 2005, 3,367 (or 37%) of Japan’s tariff lines immediately became duty-free
for imports from Mexico (WTO, 2009). The remaining tariffs are being pro-
gressively eliminated, and by 2015 trade in nearly all products between the
two economies will be free of duties. In 2007, exports from Japan to Mexico
increased 10.5%, while Japan’s imports from Mexico increased 11.8%.

Figure 5 presents timeframes for the liberalization of tariffs in the FTAs
between Asia and LAC where schedules were available. The bars show the
cumulative share of duty-free tariff lines by 2012, 2015, and 2020 for each
preferential tariff concession. These are then presented with the conces-
sions with the highest shares of duty-free tariff lines in 2012 furthest to the
left.* Nearly half of the concessions shown will have at least 85% of tariff
lines duty-free in 2012, with a substantial amount of additional progress
scheduled for the next three years. Also apparent from the figure is the deep
liberalization in goods that has already taken place among the four current

2 GATT. Understanding on the Interpretation of Article XXIV of the General Agreement on
Tariffs and Trade (GATT) 1994. Article XXIV:5.

4 The labels on the horizontal axis show the ISO-3166 code for the economy providing
the concession, with an arrow pointing towards the economy receiving the preference.
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Figure 5 ¢ Timeframes for Tariff Liberalization in Asia-LAC FTAs
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Source: Integration and Trade Sector, Inter-American Development Bank.

TPP members. While this reflects comparative advantages and trade com-
plementarities among the current signatories, it nevertheless sets forth an
ambitious standard for the other economies considering acceding to this
agreement and highlights the potential of the TPP as a framework for deep-
ening trade relations throughout the Pacific Rim.

Although most Asia-LAC FTAs liberalize tariffs relatively quickly, they
also contain temporary or permanent exclusions lists. For example, agricul-
tural products remain highly sensitive and are often found on these lists, as
is the case with the PRC-Chile FTA (2006), which excludes almost all agri-
culture products. In the Republic of Korea-Chile FTA (2004), Chile excluded
washing machines and refrigerators on its tariff liberalization schedule for
Korean exports. Likewise, Republic of Korea refused to grant any form of
tariff concession on Chilean exports of rice, apples, and pears. Meanwhile,
the PRC-Peru FTA (2010) specifically excludes used goods, including re-
constructed, repaired, remanufactured, or refurbished goods. While traded
goods in many LAC and Asian economies remain sensitive for a variety of
economic or cultural reasons, in general, tariff line exclusions should be
minimized to promote trade and harmonization.
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Figure 6 ¢ Relative ex ante Restrictiveness
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Whereas “substantially all trade” and “reasonable period of time” are
the concepts most often seen as open to interpretation, properly defining
“products originating in such territories” is also an important challenge. The
Rules of Origin (RoO) established in the agreements serve to qualify prefer-
ential market access in goods in this regard. One approach to measuring and
comparing RoOs across agreements is through an index of restrictiveness
that gauges the degree to which rules permit the use of inputs produced by
third parties in the production of traded final goods. Figure 6 shows the rela-
tive restrictiveness of several of these agreements.

TheRoOinthissample of PTAs do not follow patterns observedinbroader
samples, suchas Estevadeordal, Harris, and Suominen (2009),> where greater
restrictiveness is associated with larger combined economies. Here, the
Chinese agreements all fall on the less restrictive end of the distribution,
despite the PRC’s large size. In general, levels of restrictiveness seem more

s Estevadeordal, A., ). Harris, and K. Suominen (2009). Harmonizing Preferential Origin
Regimes around the World. In Multilateralizing Regionalism: Challenges for the Global
Trading System, edited by Richard Baldwin and Patrick Low. WTO/Cambridge University
Press).
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related to the trade policy strategies of the economies involved, and less to
the specific structure of international trade between the member economies.
For example, the Indian agreements with Chile and MERCOSUR apply fixed
rules across all products. While this approach has the benefit of simplicity
and transparency, it has the drawback of not responding to the availabilities
of particular inputs within the member economies. Nonetheless, given the
relatively low volumes of trade expected and the limited number of products
subject to preferences, such rules are unlikely to impose a significant burden.

Additionally, Korean agreements with LAC countries appear at both
ends of the distribution. Relatively strict rules have been negotiated with
Chile, and less strict rules have been established with Peru. The data do not
reveal whether this change is due to different negotiating approaches with
the two countries, or is simply an evolution in the Korean approach to RoO
between the time of their first agreement (Chile) and more recent agree-
ments, such as with Peru. Clearly, however, differences in the RoO between
the two agreements could complicate any efforts for Korean producers to
serve both markets if they are using non-originating materials. Furthermore,
the fact that these are two separate agreements greatly reduces the poten-
tial for production sharing between Chile and Peru, as there is no provision
for cumulation. If governments wish to promote longer, international sup-
ply chains, these disincentives will have to be addressed. Similar situations
arise in the Indian agreements with Chile and MERCOSUR (though limited
product coverage is a more significant limitation), and in the Japanese agree-
ments with Mexico and Chile.

Services liberalization. GATS Article V imposes three requirements on
WTO members that must be satisfied when concluding an FTA: substantial
sectoral coverage, elimination of substantially all discrimination in national
treatment, and prohibition on increasing barriers against nonmembers as
a result of a new FTA. Strict conformity to GATS requires compliance with
all three conditions. In practice, however, it is difficult to assess conformity
of an FTA with GATS Article V. A practical way forward is to focus on the
first condition and to interpret substantial sectoral coverage to mean that
a comprehensive FTA should cover at least five key sectors. Employing the
GATS classification list of 12 service sectors, we follow a simple three-tier
classification in determining the quality of an FTA based on service sector
liberalization:
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. Comprehensive coverage of services: FTA covers the five key sectors
of GATS (business and professional, communications, financial, trans-
port, and labor mobility and entry of business persons).

. Excluded or limited coverage of services: FTA either excludes the ser-
vices trade or provides only general provisions, or covers only one of the
key sectors listed above.

. Some coverage of services: FTA is not otherwise classified as compre-
hensive or excluded, and would typically cover between two and four
key sectors and some minor sectors.

A service sector is deemed covered if at least one party includes GATS
or GATS-plus commitments, while not considering the number of sub-sec-
tors, volume of trade affected, or the four modes of supply. This classification
system is employed in analyzing the extent of services coverage for each of
the 18 Asia-LAC FTAs under review. Results are presented in Figure 5.

The 12 Latin America-Asia FTAs classified as comprehensive are Re-
public of Korea-Chile FTA (2004); Taipei, China-Panama FTA (2004);
Japan-Mexico EPA (2005); Singapore-Panama FTA (2006);Taipei,China-
Guatemala FTA (2006); Trans-Pacific Strategic EPA (2006); Japan-Chile EPA
(2007); Taipei,China-El Salvador-Honduras FTA (2008);Taipei, China-Nica-
ragua FTA (2008); Australia-Chile FTA (2009); Singapore-Peru FTA (2009);
and Republic of Korea-Peru FTA (2011). Taipei,China, Japan, and Singapore
are the Asian leaders in terms of degree of service coverage in Latin Ameri-
ca-Asia FTAs. The same can be said of Chile and Peru on the Latin American
side. There are three agreements with some coverage on services: PRC-Chile
FTA (2006); PRC-Peru FTA (2010); and PRC-Costa Rica FTA (2011).° Thus,
all 19 FTAs under review, except India-MERCOSUR PTA (2009), India-Chile
PTA (2007), and Thailand-Peru FTA (2011), cover services. The key service
sector covered in the majority of the FTAs between Latin America and Asia is
labor mobility and entry of business persons. Overall, Asia-LAC FTAs provide
substantial coverage in services.

(2006), Taipei,China-Guatemala FTA (2006), TPP (2006), Japan-Chile EPA (2007),
Taipei,China-El Salvador-Honduras FTA (2008), Australia-Chile FTA (2009), PRC-
Peru FTA (2010), PRC-Costa Rica FTA (2011).
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Deep integration (new issues)

Various terms have been coined to define provisions dealing with issues that
often lie beyond the scope of the WTO, including “WTO plus,” “deep integra-
tion,” and “new issues.” In discussing deep integration, this chapter uses

the term “new issues” to describe IPRs and the four Singapore issues. Kawai
and Wignaraja (2009 and 2011a), among others, emphasize the importance
of including new issues in FTAs because they foster deeper economic inte-
gration among countries. Competition policy, government procurement, and
investment provisions are key factors in facilitating FDI inflows and the de-
velopment of production networks. Moreover, provisions on trade facilita-
tion and logistics development help reduce trade-related transaction costs.
Lastly, as technology and knowledge are integral parts of goods and services
that are traded across borders (e.g., medicine, electronics, films, books, and
computer software), IPR protection can promote international trade and
greater economic integration.

New issues are discussed below in greater detail than tariffs and ser-
vices for two reasons: first, because the commitments present a more mixed
and complex picture; and second, because obligations on new issues are
key to deepening integration. For each of the new issues, this chapter de-
velops simple legal and economic criteria to assess the extent and depth of
the coverage and determine whether the agreement-related provisions are
above standard, standard, or non-existent (no provisions). Then, a cumula-
tive evaluation of the level of deep integration is provided for the FTA with
regard to whether deep integration is deemed new age, moderate, limited,
or shallow.

Investment. Growth in cross-border investment flows now exceeds growth
of international trade in goods, and world GDP and FDI have been key driv-
ers of economic development around the world. The rise in FDI has spurred
export manufacturing and the formation of regional production networks in
East Asia, which have played an important role in connecting the region to
global supply chains. Asian economies—specifically the PRC, Japan, and Re-
public of Korea—already have substantial investments in LAC and are pursu-
ing additional investment opportunities in the region.

While international investment flows are an important aspect of
the global economy, there is no overarching multilateral agreement on
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investment.” Without a unified body of rules, investment provisions in FTAs
are important for promoting an open and competitive investment climate
that facilitates investment flows and fosters greater economic integration
between the parties. In this chapter, investment chapters in FTAs are clas-
sified according to the level of liberalization (market access) and regulation
(protection) they provide. Provisions on liberalization include most-favored
nation (MFN) status and national treatment at both pre-establishment and
post-establishment, and prohibition of performance requirements. Regula-
tory and legal protection provisions may include a dispute settlement mech-
anism, fair and equitable treatment, free transfers on investment-related
transactions and capital movements, expropriation and compensation for
losses, and restrictions on nationality requirements for senior management
and boards of directors. Thus, the following parameters were established to
evaluate the quality of investment chapters in Asia-LAC FTAs, based on their
coverage of key investment principles and the substantive provisions of an
investment chapter:

. Above standard: An FTA investment chapter that includes all liberal-
ization and regulation provisions mentioned above.

. Standard: An FTA investment chapter that embodies the core princi-
ples of investment liberalization and protection by including two key
provisions: post-establishment national treatment and MFN treatment,
and regulations on expropriation and compensation for losses.

Thirteen of the 18 Asia-LAC FTAs under review have an investment
chapter.t Nine of these can be regarded as above standard® while four meet

7 The existing multilateral agreements—the WTO Trade-Related Investment Measures
(TRIMS) Agreement, Mode 3 (commercial presence) of the GATS, Agreement on Trade-
Related Aspects of Intellectual Property Rights (TRIPS), Government Procurement
Agreement (GPA), and Agreement on Subsidies and Countervailing Measures (ASCM)—
address certain aspects of investment rules in a disaggregated manner.

8 Taipei,China-Panama FTA (2004), Japan-Mexico EPA (2005), Singapore-Panama
FTA (2006), Taipei,China and Guatemala FTA (2006), Taipei,China-El Salvador-
Honduras FTA (2008), Taipei,China-Nicaragua FTA (2008), Australia-Chile FTA (2009),
Singapore—Peru FTA (2009), Republic Korea-Peru FTA (2011), Republic of Korea-Chile
FTA (2004), Japan-Chile EPA (2007), PRC-Peru FTA (2010), and PRC-Costa Rica FTA
(2011). The PRC-Costa Rica FTA adopts an existing bilateral investment treaty between
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only the standard provisions.'® The analysis of the investment chapters also
shows that four of the five FTAs that lack an investment chapter involved
developing economies in both LAC and Asia.!

Competition. Competition policy is a broad set of measures and instruments
governments use to prevent distortions of competition and anti-competitive
behavior, and achieve a more efficient allocation of resources in liberalized
markets. A well-functioning market free of anti-competitive practices enables
businesses to take full advantage of liberalization, increase trade, and spur
growth. Anti-competitive behavior typically includes anti-competitive hori-
zontal arrangements between competitors, misuse of dominant market power
(e.g., predatory pricing), anti-competitive vertical arrangements between busi-
nesses, and anti-competitive mergers and acquisitions. The following criteria
were used to evaluate the competition chapters of Asia-LAC FTAs:

. Above standard: In addition to standard competition provisions, spe-
cific obligations to adopt or maintain competition laws, possibly in-
cluding a definition of anti-competitive behavior.

. Standard: General obligations to take measures against anti-competi-
tive behavior, plus commitments to promote competition among busi-
nesses and cooperation in enforcement activities.

Two of the 18 Asia-LAC FTAs are considered above standard—the
Trans-Pacific Strategic EPA (2006) and the Singapore-Peru FTA (2009)—in
that they require members to adopt or maintain a competition law. In addi-
tion, they contain comprehensive administrative obligations relating to co-
operation and coordination. Ten FTAs contain general obligations of varying

the two of them, which, although inclusive of key provisions, precludes more liberalization
and regulation provisions than any other Latin America-Asia FTA investment chapter.

s Taipei,China-Panama FTA (2004), Japan-Mexico EPA (2005), Singapore-Panama FTA
(2006), Taipei,China-Guatemala FTA (2006), Taipei,China-El Salvador-Honduras FTA
(2008), Taipei,China-Nicaragua FTA (2008), Australia-Chile FTA (2009), Singapore-
Peru FTA (2009), and Republic of Korea-Peru FTA (2011).

10 Republic of Korea-Chile FTA (2004), Japan-Chile EPA (2007), PRC-Peru FTA (2010),
and PRC-Costa Rica FTA (2011).

11 PRC-Chile FTA (2006), India-Chile PTA (2007), India-MERCOSUR PTA (2009),
Thailand-Peru FTA (2011). The remaining FTA without an investment chapter is TPP
(2006).
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degrees relating to competition and are thus considered standard.?? These
typically prohibit anti-competitive business practices in general, ensure that
there are avenues for complaints over unfair practices, and obligate the rel-
evant authorities to commit to cooperation with one another to facilitate en-
forcement and share best practices. The FTAs between Chile and Singapore
and Chile and Republic of Korea adopt an approach that focuses on coop-
eration between the competition authorities of the concerned parties. The
chapters on competition in these two agreements include definitions and ob-
jectives as well as provisions for notification, coordination of enforcement,
consultations in the event that important interests of one party are adversely
affected in the territory of the other party, the exchange of information and
protection of confidentiality, technical assistance, public and private monop-
olies and exclusive rights, and dispute settlement. Six of the 18 FTAs under
review have no competition-related provisions.?

Government procurement. Government procurement policies are relevant
to international trade when foreign suppliers participate in domestic govern-
ment procurement markets. WTO and APEC regulate procurement through a
set of rules and principles for establishing efficient procurement systems. The
WTO Agreement on Government Procurement (GPA) is a plurilateral agree-
ment between 15 WTO members based on principles of national treatment
and transparency.’* APEC has established a set of voluntary non-binding
principles to advance liberalization of government procurement markets and
increase transparency and effective competition. An efficient procurement
system founded on the principles of non-discrimination and transparency
can ensure the optimal use of public funds.

Building on GPA rules and APEC principles, government procure-
ment chapters in FTAs should include obligations and provisions ensuring

EPA (2005), Singapore-Panama FTA (2006), Japan-Chile EPA (2007), Taipei,China-
Nicaragua FTA (2008), Australia-Chile FTA (2009), PRC-Peru FTA (2010), Republic of
Korea-Peru FTA (2011), and PRC-Costa Rica FTA (2011).

13 Taipei,China-El Salvador-Honduras FTA (2008), India-MERCOSUR PTA (2007),
PRC-Chile FTA (2006), Taipei,China-Guatemala FTA (2005), India-Chile PTA (2007),
and Thailand-Peru FTA (2011).

1 Parties to the GPA are mostly developed economies. The 27 EU countries are
considered to be a single signatory. No Latin American country is a signatory to the GPA.
In Asia, only Japan, Republic of Korea, Singapore, and Taipei,China are signatories.
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reasonable scope of commitments, non-discriminatory treatment, and trans-
parent procurement procedures and due process. The scope of commitments
in government procurement chapters determines to what extent substantive
rules and obligations are applied. Non-discriminatory treatment ensures that
suppliers from all FTA parties are treated equally in the spirit of open and ef-
fective competition. A key provision of non-discriminatory treatment is “na-
tional treatment,” which ensures that each party to the agreement accords
the goods and services of suppliers from other parties treatment that is “no
less favorable than that accorded to domestic goods and services.” Finally,
in accordance with APEC,® standards on government procurement require a
transparent procurement system characterized by the proper documentation
of rules and the availability of relevant information to all interested parties in
a timely manner through an open and commonly used platform.

Based on the above discussion, two criteria were developed to assess
the quality of government procurement chapters in Asia-LAC FTAs, based on
the inclusion of provisions embodying the core principles of non-discrimina-
tion and transparency:

. Above standard: The government procurement chapter embodies the
core principles of non-discrimination and transparency by including a
reasonably wide scope of commitments and covering all key affirma-
tive obligations on non-discrimination (e.g., national treatment, quali-
fication of suppliers, tendering procedure, and prohibition of offsets),
and transparency. The chapter also covers substantial obligations go-
ing beyond the GPA (GPA-plus), such as electronic and e-government
procurement, ensuring integrity, SME development, cooperation and
training, and establishment of a single market.

. Standard: The government procurement chapter includes a provision
on the scope of commitments and all key affirmative obligations on
non-discrimination and transparency. It may or may not include a basic
GPA-plus provision, such as e-government procurement and clauses to
establish cooperative measures.

1s See WTO’s Agreement on Government Procurement, Article 3.

16 At their meeting in Santiago, Chile, in November 2004, APEC leaders endorsed the
Transparency Standards on Government Procurement, which are based on the transpar-
ency provisions of the APEC Non-Binding Principles on Government Procurement, and
adopted the standards as part of the Leaders’ Transparency Statement.



62 SHAPING THE FUTURE OF THE ASIA-LATIN AMERICA AND THE CARIBBEAN RELATIONSHIP

Out of the 18 Asia—LAC FTAs, eight have chapters on government pro-
curement.” Among these, five had above standard government procurement
chapters.*® The Asian economies in these five Asia-LAC FTAs are all GPA sig-
natories, while none of the LAC countries are. Despite the non-accession to
the GPA of these LAC countries, their FTAs conform to the core principles of
non-discrimination and transparency and include obligations beyond those
set by the GPA. Three Asia-LAC FTAs have a standard government procure-
ment chapter.!® The government procurement chapters of Japan’s FTAs with
Mexico and Chile adopt the language of the GPA in most key provisions be-
cause Japan is a GPA signatory.

Trade facilitation. The WTO defines trade facilitation as “the simplification
and harmonization of international trade procedures,” including “activities,
practices, and formalities involved in collecting, presenting, communicating,
and processing data required for the movement of goods in international
trade” (WTO, 2011).%° Numerous empirical studies have shown that even a
miniscule decrease in trade transaction costs, such as burdensome customs
procedures, can yield tremendous welfare gains (Engman, 2005; Hummels,
2001). Hence, it is crucial that customs and related procedures, which are at
the heart of trade facilitation, adhere to best practices and remain consistent
with GATT and WTO rules and regulations.

For the purpose of our study, we follow the five key principles in trade
facilitation set forth in the study conducted by Willie and Redden (2007),
which embody the proposed WTO measures and APEC NBPs in trade facilita-
tion. These principles are transparency, simplification, harmonization, coop-
eration, and use of modern technology. A meaningful trade facilitation policy
includes measures to put these principles into effect. Based on the above

FTA (2006), TPP (2006), Japan-Chile EPA (2007), Australia-Chile FTA (2009),
Singapore—Peru FTA (2009), and Republic of Korea-Peru FTA (2011).

18 Republic of Korea-Chile FTA (2004), Singapore-Panama FTA (2006), TPP (2006),
Australia-Chile FTA (2009), Republic of Korea-Peru FTA (2011), Republic of Korea-Chile
FTA (2004), Singapore-Panama FTA (2006), TPP (2006), Australia-Chile FTA (2009),
and Republic of Korea-Peru FTA (2011).

19 Japan—-Mexico EPA (2005), Japan-Chile EPA (2007), and Singapore—Peru FTA (2009).
2 This definition does not include non-tariff barriers to trade, such as sanitary and
phytosanitary measures, or instruments to protect social and environmental standards.
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considerations, criteria have been developed to evaluate the extent to which
Asia-LAC FTAs uphold the key principles of trade facilitation, as follows:

. Above standard: The customs procedure or trade facilitation chapter
covers all five key principles and includes relevant measures for imple-
mentation.

. Standard: The customs procedure or trade facilitation chapter covers
three or four of the five key principles and includes relevant measures
for implementation.

Of the 18 Asia-LAC FTAs in effect, 16 have a customs procedure chap-
ter or provisions on trade facilitation.?* In most of these FTAs, trade facili-
tation provisions are found in the chapter for customs procedures instead
of in a separate and distinct chapter for trade facilitation. Using the above
criteria, eight out of 16 Asia-LAC FTAs with a customs procedure chapter or
provisions on trade facilitation qualify as above standard.?? Eight Asia-LAC
FTAs are classified as having standard customs procedure or trade facilitation
chapters.?* We also observed that Asia-LAC FTAs embody the key principles
of trade facilitation in varying degrees with respect to incorporating relevant
measures. For instance, while the Republic of Korea-Chile FTA (2004) and
the Taipei,China-Panama FTA (2004) contain only two measures on transpar-
ency (advance rulings and review mechanism), several other FTAs* include
three measures on transparency (e.g., publication of laws and regulations,

Nicaragua FTA (2008), Australia-Chile FTA (2009), Singapore-Peru FTA (2009),
PRC-Peru FTA (2010), Republic of Korea-Peru FTA (2011), Republic of Korea-
Chile FTA (2004), Taipei,China-Panama FTA (2004), Japan-Mexico EPA (2005), PRC-
Chile FTA (2006), Taipei,China-Guatemala FTA (2006), Taipei,China-El Salvador-
Honduras FTA (2008), PRC-Costa Rica FTA (2011), and Thailand-Peru FTA (2011).

22 Singapore-Panama FTA (2006), TPP (2006), Japan-Chile EPA (2007), Taipei,China-
Nicaragua FTA (2008), Australia-Chile FTA (2009), Singapore-Peru FTA (2009), PRC-
Peru FTA (2010), and Republic of Korea-Peru FTA (2011).

23 Republic of Korea-Chile FTA (2004), Taipei,China-Panama FTA (2004), Japan-
Mexico EPA (2005), PRC-Chile FTA (2006), Taipei,China-Guatemala FTA (2006),
Taipei,China-El Salvador-Honduras FTA (2008), PRC-Costa Rica FTA (2011), and
Thailand-Peru FTA (2011).

2 Singapore-Panama FTA (2006), Taipei,China-Nicaragua FTA (2008), Singapore-Peru
FTA (2008), Australia-Chile FTA (2009), Republic of Korea-Peru FTA (2010), PRC-Peru
FTA (2010), and PRC-Costa Rica FTA (2011).
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advance rulings, and review mechanism). The same variations on relevant
measures can be seen with the other four principles.

Intellectual property rights. IPRs are exclusive rights that enable their hold-
ers to exclude others from using protected technology or property. IPRs are
necessary to reward creators, stimulate innovation, and promote economic
development. In some instances, however, IPRs can increase prices and limit
access to goods and technology. Striking the right balance between stimulat-
ing innovation and providing the public access to knowledge and goods is of
critical importance.

IPRs encompass a wide range of different rights with different purpos-
es, effects, and costs. While the primary purpose of patents, copyrights, and
industrial design is to stimulate innovation and creativity in technology and
the creative arts, the purpose of trademarks and geographical indications is
advertising, ensuring that other companies cannot free-ride on brand-build-
ing efforts, and facilitating information to consumers about the origin and
quality of products. Some countries are net users of patented machines and
pharmaceuticals, and others are exporters. Some benefit from slack copy-
right protection for software, movies, and music, while others benefit from
access to using trademarks or geographical indications. Therefore, the inter-
national regulation of intellectual property, whether though the WTO or an
FTA, must be sufficiently flexible to leave governments the space needed to
optimally balance IPR protection policies.

The Agreement on Trade Related Aspects of Intellectual Property
(known as the TRIPS Agreement), which entered into force in 1995, is the
most comprehensive multilateral agreement concerning intellectual prop-
erty.?> IPR provisions in bilateral and regional FTAs that extend protection
beyond that of TRIPS are referred to as TRIPS-plus. These include higher
standards of protection (e.g., extending copyright protection from the 50
years mandated in TRIPS to 70 years), enhancing the scope of IPRs (e.g.,
expanding them to goods and services not covered by TRIPS, such as life
forms and plant varieties), or by requiring more extensive enforcement pro-
cedures (e.g., stronger criminal remedies and border measures). Whether an

Act of the Uruguay Round of Multilateral Trade Negotiations creating the World Trade
Organization (WTO). Available at http://www.wto.org/english/docs_e/legal_e/2 7-trips.pdf.
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FTA contains one or more TRIPS-Plus provisions is a key in determining its
level of IPR protection. The criteria used to evaluate the level of IPR protec-
tion in FTAs is as follows:

. Above standard: An FTA that contains one or more TRIPS-plus provi-
sions.

. Standard: An FTA that contains IPR provisions that do not exceed
those of the TRIPS Agreement.

Twelve of the 18 Asia-LAC FTAs contain IPR commitments.?® In fact,
each of these 12 FTAs contains one or more TRIPS-plus provisions. Thus,
there are no FTAs with an IPR chapter classified as standard. The key TRIPS-
plus provisions concern enforcement, which is a priority of Asian economies
exporting goods and services that use advanced technology, and securing
expanded protection of geographical indications, which is a priority of a
number of LAC countries. The TRIPS Agreement requires protection of geo-
graphical indications, but does not list which ones are eligible for protec-
tion. All 12 FTAs offer the same level of protection as the TRIPS Agreement
but regulate geographical indications in more depth by including an annex
enumerating the specific geographical indications of each party that must be
protected in the other party’s territory.

The most comprehensive FTA with respect to IPR is the Republic of
Korea-Peru FTA, which in addition to strong regulation on geographical indi-
cations and enforcement also expands copyright protection to 70 years after
the death of the creator of the copyrighted work. The FTAs that do not regu-
late IP are the Singapore-Panama FTA (2006), the India-Chile PTA (2007),
the Taipei,China-El Salvador-Honduras FTA (2008), the India-MERCOSUR
PTA (2009), and the Singapore-Peru FTA (2009).

Summary. Throughout this evaluation of new issues, the same classifications
were used for each specific issue: above standard, standard, no provision. A

Mexico EPA (2005), PRC-Chile FTA (2006), Taipei,China-Guatemala FTA (2006), TPP
(2006), Japan-Chile EPA (2007), Taipei,China-Nicaragua FTA (2008), Australia-Chile
FTA (2009), PRC-Peru FTA (2010), Republic of Korea—Peru FTA (2011), and PRC-Costa
Rica FTA (2011).
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cumulative evaluation of the level of deep integration was used to classify
the FTAs as new age, moderate, limited, or shallow. The results of this clas-
sification are presented in Figure 5. The majority of FTAs (10 of the 18) were
deemed moderate.

Nine FTAs have above-standard investment chapters and therefore
strong commitments on both liberalization and protections. Two FTAs di-
rectly mandate governments to adopt or maintain competition law and are
above standard, while other FTAs encourage governments to do so. The issue
most lacking in LAC FTAs (and FTAs in general) is the deep integration issue
of competition. Eight agreements have government procurement. Asia-LAC
FTAs are all GPA signatories, while none of the LAC countries are. Although
there is room for improvement, it is encouraging that government procure-
ment is increasingly included in FTAs. Sixteen agreements have a customs
procedure chapter or provisions on trade facilitation. In this area in particu-
lar, a harmonized approach among the FTAs is advisable. Finally, intellectual
property is dealt with in 12 out of 18 FTAs, and all 12 agreements have one
or more TRIPS-plus provisions.

Priority action areas

The growing number of Asia-LAC FTAs creates an opportunity for future
gains from further interregional integration. This deepening of economic ties
between the two regions presents some key challenges that have to be sur-
mounted if these gains are to be realized. This section identifies the priority
action areas that will help spur FTA-led integration between LAC and Asia
as follows: promoting FTAs that provide deep integration, forming an inter-
regional trade agreement between LAC and Asia, ensuring firm-level use of
FTAs, and addressing the “noodle bow!” problem.

Priority 1: Promoting FTAs that provide deep integration

New age FTAs that comprehensively address WTO-plus issues are becoming
more common globally (Fiorentino et al., 2009; Freund and Ornelas, 2010).
Evidence presented here shows notable elements of deep integration, but
also room for improvement. The inclusion of WTO-plus provisions, partic-
ularly the four Singapore issues, is desirable in all future Asia-LAC FTAs.
Competition policy and investment provisions are integral ingredients in
facilitating FDI inflows and the development of production networks. High
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costs of interregional trade due to non-tariff barriers and poor transporta-
tion infrastructure are impediments to deeper economic ties between LAC
and Asia. Inclusion of provisions on trade facilitation, harmonization of cus-
toms procedures, standards, and logistics development would help lower
transactions costs in conducting trade. Properly addressing government
procurement promotes transparency and deepens market access. Coopera-
tion provisions—along the line of the APEC economic and technical coopera-
tion (ECOTECH) agenda—would stimulate technology transfer and industrial
competitiveness.?’

Priority 2: Forming an interregional trade agreement through TPP
An interregional FTA is an important means for consolidating the plethora of
bilateral and plurilateral agreements between the two regions and a way to
better align global and regional rules of existing Asia-LAC FTAs. Such an FTA
would confer a range of economic benefits: increase market access to goods,
services, skills, and technology; increase market size to foster specialization
and realization of economies of scale; facilitate the FDI activities and tech-
nology transfer of MNCs; and encourage simplification of tariff schedules,
rules, and standards (Chia, 2010). Moreover, such a large grouping would
help insure against protectionist sentiments that pose a risk to Asia’s trade
and recovery.

Since 2007, a proposal for an interregional FTA through a Free Trade
Area of the Asia-Pacific (FTAAP)? has been under serious discussion in
trade fora in some Asian and LAC economies, including at APEC summits.
The FTAAP could increase the two-way trade of partner economies in a sig-
nificant manner, build regional integration, and also provide a useful way
of reviving the stalled Doha Round (Bergsten, 2007; Hufbauer and Schott,
2009). The formation of FTAAP, however, is expected to take many years
and involve studies, evaluations, and negotiations among all 21 potential
member economies. Given that the number of APEC member economies is

27 ECOTECH is the APEC schedule of programs designed to build capacity and skills
in APEC member economies to enable them to participate more fully in the regional
economy and the liberalization process. See http://www.apec.org for more information.
2 Free Trade Agreement of the Asia-Pacific (FTAAP) covering APEC members (Australia,
Brunei Darussalam, Canada, Chile, PRC, Hong Kong, China, Indonesia, Japan, ROK,
Malaysia, Mexico, New Zealand, Papua New Guinea, Peru, Philippines, Russia,
Singapore, Taipei,China, Thailand, United States, and Viet Nam.
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so large, it would be more feasible for a smaller group to initiate the process.
The recently emerging TPP is enjoying increasing momentum among a grow-
ing number of economies sympathetic to its goal of high-standard liberaliza-
tion (Markheim, 2008).

The original TPP, also known as the Pacific Four agreement, is a plu-
rilateral FTA agreed upon in 2006 between Brunei Darussalam, Chile, New
Zealand, and Singapore. Led by the US, negotiations to expand membership
began in March 2010 with Australia, Peru, the US, and Viet Nam. Malaysia
joined the negotiations in November 2010. The parties aim to agree on a
comprehensive 21st-century FTA that covers tariffs and services in addition
to new issues such as investment, intellectual property, government pro-
curement, competition policy, and labor and environmental regulations. The
agreement is also expected to enforce strict regulation of state-owned enter-
prises and produce innovative initiatives to harmonize regulatory systems
so as to free up global supply chains. A broad outline of the agreement was
unveiled at the APEC summit in Hawaii in November 2011.%

The TPP is the only current initiative that includes several economies
in both Asia and LAC, and therefore presents an important opportunity to
serve as a Pacific trade bridge. The agreement’s accession clause provides
for the potential inclusion of many other nations. Japan, Mexico, and Canada
have expressed strong interest in joining and are currently in accession talks.
Others, such as Costa Rica, Panama, Philippines, Republic of Korea, and In-
donesia, have been mentioned as possible future members. Through an in-
crease in membership, the TPP could help expand and strengthen economic
and strategic ties among select APEC members and lay the foundation for
a wider FTAAP. The TPP can thus be a driver of trade and investment inte-
gration across the Pacific. Although many current and potential TPP mem-
bers already share FTAs, TPP could address a potential future “noodle bowl’
problem by simplifying and streamlining customs procedures, tariff lines,

3

and RoO (rationalizing, adopting coequals, upgrading origin administration,
and harmonizing). By consolidating the numerous agreements in force, in
conjunction with initiatives on regulatory harmonization, the TPP can par-
ticularly benefit SMEs.

23 See the broad outlines of the agreement at the USTR website, http://www.ustr.gov/about-
us/press-office/fact-sheets/201 1/ november/outlines-trans-pacific-partnership-agreement.
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The TPP complements the ASEAN-centric approaches to regional inte-
gration in Asia, which is known as the ASEAN+3 (or +6) discussions.?® The
two processes are not mutually exclusive, and the ASEAN+3 or +6 approach
could create synergies with the TPP approach through useful discussions
that lead to liberalizing trade and avoiding protectionism.

Whichever avenue is taken, it is important to accelerate the liberal-
ization of goods and services and of trade and investment, and reduce be-
hind-the-border barriers, while pursuing domestic reforms. A harmonious
approach would see a convergence between the two processes, which would
be a win-win solution for the entire Asia and the Pacific community. In the
end, any interregional agreement could take the form of a series of linked
agreements with variable coverage of members and issues.

The possibility of significant benefits from interregional FTAs has been
indicated by studies based on a CGE model, which has produced estimates of
potential welfare gains to members, losses to non-members, and sector-level
gains and losses. Depending on the CGE model and data sources used, these
studies differ somewhat in their estimates of welfare gains and losses. These
studies generally indicate that members would gain significantly from an in-
terregional FTA (Gilbert, Scollay, and Bora, 2004; Francois and Wignaraja
2008). Meanwhile, losses to non-members would be negligible. Krasnigi et
al. (2011) examined the effects of trade integration between Asia and LAC
using scenarios with and without Republic of Korea and Japan, and found
that such trade integration could increase welfare by about 20% on aver-
age. Petri, Lummer, and Zhai (2011) find that the TPP and the FTAAP are
competitive routes, but will create incentives for the US and the PRC to con-
solidate tracks into a region-wide agreement. They find that both tracks can
create additional trade volume of US$742 billion by 2025. Finally, Park et al.
(2010) analyze the effects of the FTAAP on APEC members and find that the
FTAAP could provide welfare gains of US$50-US$70 million. CGE studies
also indicate that larger agreements in terms of membership and issues cov-
ered would bring bigger welfare gains than agreements with fewer members
and limited coverage of issues. Furthermore, a comprehensive trans-regional
FTA covering a range of issues implies better alignment of compatibilities
between global and regional rules in Asia-LAC FTAs. Ideally, the three issues

Australia, India, and New Zealand (ASEAN+6).
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covered in this chapter—tariff liberalization, services liberalization, and
deep integration—could form the heart of such an agreement.

Priority 3: Ensuring firm-level use of FTA preferences

Well-designed and comprehensive FTAs provide numerous benefits, includ-
ing preferential tariffs, market access, and new business opportunities. Pre-
vious studies at the country and industry levels, however, suggest that Asian
economies make only modest use of FTA preference rates, based on shares of
export value enjoying preferences (Baldwin, 2006; World Bank 2007). Some
even view FTAs as discriminatory and a drain on scarce trade negotiation
capacity in developing economies (Bhagwati, 2008).

Six comprehensive surveys of exporting firms conducted in 2007-08
by ADB and several partner researchers in Japan, the PRC, Republic of Korea,
Singapore, Thailand, and the Philippines shed light on the use of FTA prefer-
ences (Kawai and Wignaraja, 2011b). Asian exporting firms tend to utilize
FTA preferences more frequently than previously thought and may even be
increasing their utilization rate. Of the 841 Asian sample firms, around 28%
use FTA preferences. When plans for using FTA preferences are also factored
in, 53% of all Asian firms either use or plan to use FTA preferences. Firms in
the PRC and Japan are the highest users of FTA preferences, indicating the
growing importance of FTAs at the firm level. Firms in Asia—in particular
in the PRC, Republic of Korea, and Japan—have plans to increase the use
of FTA preferences. While these findings are encouraging, there is room for
improvement in FTA preference use at the firm level in Asia.

Surveys of private firms in LAC carried out by the IDB found that nearly
all exporting firms make use of preferential agreements, the only exception
being firms in countries that did not have FTAs with their principal trading
partners (Harris and Suominen, 2009). The difference in LAC comes from a
long history of preferential trading arrangements dating back to the 1960s,
which was also a time of high MFN tariffs, creating a sizable incentive to mas-
ter the procedures of qualifying for preferential duty rates. Asia, in contrast,
is a relative newcomer to FTAs. Most of its agreements came only in the mid
2000s, but already Asian economies are applying low MFN tariffs in accor-
dance with outward-oriented trade strategies.

Use of FTAs can be encouraged through the following: raising aware-
ness of FTA provisions, including the phasing out of tariff schedules; estab-
lishment of margins of preference at the product level; and establishment of
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administrative procedures for rules of origin. Business associations and gov-
ernments could provide information on how to make FTAs more transparent,
particularly for SMEs. Practical ideas include frequent seminars with SMEs,
television programs directed at businesses, and dedicated websites and tele-
phone help lines. More generally, institutional support systems for business-
es, particularly for SMEs, need to be improved. Existing support systems for
exporting under FTAs vary in quality and utilization. Business and industry
associations must play a greater role in providing members with support ser-
vices for exporting under FTAs. Upgrading SME technical standards, quality,
and productivity could be useful so that smaller firms can participate more
fully in regional production networks driven by large firms.

Priority 4: Addressing the “noodle bow!” problem
RoOs are another potentially challenging aspect of the surge in the number
of Asia-LAC FTAs. The purpose of RoOs is to establish criteria for determin-
ing which goods will enjoy preferential tariffs in order to prevent trade de-
flection among FTA members. The multiplicity of bilateral trade agreements,
such as the growing number of Asia-LAC FTAs, has generated a complicated,
inconsistent set of RoOs, sparking concerns over the need for burdensome
rules and administrative procedures that would increase the cost of doing
business. Indeed, the firm-level surveys in LAC that show high levels of FTA
utilization also indicate that firms in fact face challenges in utilizing mul-
tiple FTAs simultaneously, limiting their ability to leverage preferences to
diversify their export markets. Multiple RoOs pose a severe burden on SMEs,
whether exporting directly to FTA partners or when integrated into multina-
tionals” supply chains, which can be constrained by RoOs. In Asia, the RoO
issue is mainly regarded as a future challenge, according to firm-level data
presented in Kawai and Wignaraja (2011a and b). Originally termed a “spa-
ghetti bowl” of trade deals (Bhagwati, 1995), this phenomenon has become
widely known in Asia as the “noodle bowl” effect.!

Supportive measures, such as encouraging rationalization of RoOs
and upgrading their administration, can mitigate any negative effects of the

31 Others suggest that the depiction of multiple FTAs as a complicated noodle bowl is
misleading, arguing that the plethora of bilateral trade agreements may be creating an
order of a different sort by building a foundation for a stronger regional trading system
(Petri, 2008; Chia, 2010).
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“noodle bowl” problem in the future. Gains can be made by simplifying the
preferential trading system through harmonizing RoOs and the procedures
for calculation and certification of compliance, in addition to cumulation pro-
visions that allow for more efficient supply chains without jeopardizing eligi-
bility for preferences. Likewise, it would be useful to adopt international best
practices in RoO administration. These may include introducing a trusted
trader program that would allow successful applicants to self-certify origin,
expand the use of business associations issuing certificates of origin for a
fee, increase use of information technology-based systems of RoO adminis-
tration, and train SMEs to enhance their capacity to use FTAs.

Conclusion

Since Asia-LAC FTAs first emerged in 2004, an average of two FTAs has
taken effect every year between economies of the two regions. The growing
economic integration between LAC and Asia could have significant conse-
quences for trade and investment flows because these regions differ with
respect to openness to trade, protection and regulation, regionalization, and
specialization and structure of trade. Yet, each of these two diverse regions
is using bilateral trade relations to achieve growth, development, and global
competitiveness. Furthermore, investment has played a significant role in
their economic relations as Asian economies actively pursued investment
opportunities in LAC in recent years.

Our comprehensive analysis of the 18 Asia-LAC FTAs currently in effect
identified a correlation between the proliferation of FTAs between the two
regions and the rapid expansion of trade. In addition, our review found that
most of these FTAs extend well beyond trade in goods and services to facili-
tate deeper integration through the Singapore issues and provisions on IPRs.
Challenges remain in maximizing gains from greater integration in terms of
liberalization of tariffs and services, yet a good deal of progress has been
made on this front as well as on the Singapore issues and IPRs.
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Annex 1 e Asia-LAC FTAs

In Effect

1. Republic of Korea-Chile FTA(2004)

2. Taipei,China-Panama FTA (2004)

3. Japan-Mexico EPA (2005)

4. People’s Republic of China-Chile FTA (2006)
5

6

7

8

Singapore-Panama FTA (2006)
Taipei,China-Guatemala FTA (2006)
Trans-Pacific Strategic EPA (2006)
. Japan-Chile EPA (2007)
9. India-Chile PTA (2007)
10. Taipei,China-El Salvador-Honduras FTA (2008)
11. Taipei,China-Nicaragua FTA (2008)
12. Australia-Chile FTA (2009)
13. India-MERCOSUR PTA (2009)
14. Singapore-Peru FTA (2009)
15. People’s Republic of China-Peru FTA (2010)
16. Republic of Korea-Peru FTA (2011)
17. People’s Republic of China-Costa Rica FTA (2011)
18. Thailand-Peru FTA (2011)

Signed (Not in Effect)

19. Malaysia-Chile FTA (2010)

20. Singapore-Costa Rica FTA (2010)
21. Japan-Peru FTA (2011)

22. Chile-Viet Nam FTA (2011)

Under Negotiation

23. Singapore-Mexico FTA (2000)

24, Taipei,China-Paraguay FTA (2004)

25. Republic of Korea-Mexico SECA (2006)

26. Pakistan-MERCOSUR PTA (2006)

27. Taipei,China-Dominican Republic FTA (2006)
28. Republic of Korea-Colombia FTA (2009)

29. Trans-Pacific Partnership (2010)

30. Thailand-Chile FTA (2011)

Proposed

31. India-Colombia PTA (2004)

32. India-Uruguay PTA (2004)

33. India-Venezuela PTA (2004)

34. Republic of Korea-MERCOSUR PTA (2004)
35. Australia-Mexico FTA (2006)

36. Thailand-MERCOSUR FTA (2006)

37. Australia-Colombia (2009)

38. Hong Kong, China-Chile (FTA) 2009

39. Indonesia-Chile FTA (2009)

40. Republic of Korea-Central America FTA (2010)
41. Japan-Colombia FTA (2011)

Source: Authors’ compilation.






Asia-LAC Investment:
The Glue That Can Bind Asia
and LAC

Introduction

Growth in foreign direct investment between LAC and Asia is important for
sustaining their economic relationship. As with trade, there are important
elements of complementarity in investments between the two regions. For
one, Latin America has rich untapped natural resources and abundant ag-
ricultural land, while Asia needs raw materials to fuel its manufacturing
growth and feed its large population. For another, LAC has a large and grow-
ing domestic market that can absorb Asian investments as well as labor re-
sources (especially in Central America), but relatively less capital; Asia, has
surplus savings that it wants to invest globally to diversify both its produc-
tive base and market and to reduce its dependence on traditional markets in
developed economies.

For these reasons, as in the case of trade, investors from both LAC and
Asia are increasingly reaching across the Pacific. Compared to virtually non-
existent interregional investments in the 1980s, FDI flows between LAC and
Asia have grown, particularly since 2004. Investments by Republic of Korea
in Latin America, for example, have grown at an average annual rate of 103%
since 2000, and totaled close to US$5 billion over the past decade. Japan has
long had an important presence in the region, and in 2008 its investments in
Latin America reached an all-time high of US$6.7 billion, a result of the high
value of the yen, increased capitalization of financial institutions, and strong
interests in natural resources® (JETRO, 2009). Similarly, investments by the

1JETRO (2009) reports that the acquisition of a large mining company that owns iron-
ore deposits, together with capital transactions targeted at the Cayman Islands intended
for the capitalization of financial institutions, pushed up Japanese investments in LAC
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People’s Republic of China (PRC) grew from virtually nil in 2004 to more
than US$1 billion in 2010 (Figure 1).

The reverse capital flow from Latin America to Asia, however, remains
low. For example, an Inter-American Development Bank (IDB) report shows
Latin American investment? in Republic of Korea totaled only US$46.8 mil-
lion from 2000-2009, which is a mere 2% of LAC’s outward foreign direct
investment (OFDI) and 4% of Republic of Korea’s inflows (IDB, 2011).

Considering growth prospects in Latin America, the rising cost of labor
in East Asia, and continuing troubles in traditional developed country mar-
kets and destinations of Asian capital, trans-Pacific flows from Asia to Latin
America will likely increase further. Current levels of Asian investments still
leave considerable room for growth. For example, PRC’s FDI to LAC in 2010
(excluding investment flows to offshore financial centers such as British Vir-
gin Islands and Cayman Islands), is a mere 1% of its total OFDI. Republic of
Korea’s share in LAC’s investment inflows also averages less than 1% annu-
ally.?

Similarly, as a result of increased familiarity of the Asian markets and
the shift of economic gravity from Europe and North America to the East, the
many emerging ‘multilatinas’ (Latin American multinationals) will likely tar-
get a larger share of their investment portfolio at Asia. The survival instinct
that enabled Latin America’s companies to grow amid adverse circumstances
(Casanova, 2009) would lead them to engage Asia more and more through
both trade and investment.

Considering the important role that FDI will play in the two regions’
economic relations, this chapter discusses the existing patterns and char-
acteristics of interregional investments. This analysis uses unofficial data
based on announced FDI projects* and mergers and acquisitions (section
2), and examines the growth of manufacturing investments, which have the
potential to spur the development of local suppliers’ networks as well as in-
sert LAC countries in the Asian global value chain. They are also important
for determining whether the traditional natural resources-manufacturing

in 2008. Including its investments in tax havens, Japanese investment in LAC reached a
historic high of $29 billion.

21DB (2011) reports investments from Uruguay, Chile, Brazil, Belize, and Venezuela.

3 Except in 2010, when its share reached 1.23% of LAC inflows.

4 Compiled by the Financial Times and made available in www.fdimarkets.com.
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Figure 1 « East Asian Investments to Latin America
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complementarity between LAC and Asia is slowly being supplemented by
investments that can stimulate greater intra-industry trade. The final sec-
tion discusses regulatory policies related to bilateral investment treaties and
implementation of regulations that help improve the investment climate.

Interregional investments: patterns and characteristics

This section analyses data of greenfield investments and mergers and acqui-
sitions, to understand existing directions and patterns. This analysis comple-
ments other studies that have sought to give a picture of geographical and
industry trends in bilateral investments between LAC and individual Asian
economies (see, for example, IDB 2010a, 2010b, and 2011) by providing
regional aggregates of investments.

Evidence from greenfield investments.> Asia and the Pacific® investments
to LAC from 2003 to August 2011 total 924 investment projects made by
425 companies, while LAC’s investment to Asia totals 234 projects. The met-
al sector, the top recipient of Asian investments in LAC, represents more than
12% of investment projects, while financial services, LAC’s top investment
sector in Asia, constitute 24% of total projects.

Figure 2 shows the growing number of projects and capital investment
flows from Asia and the Pacific into LAC. The number of projects grew at
an annual average rate of 8% from 2003 to 2010, and estimated capital
expenditures increased by 18%. Asia and the Pacific investment rose from
US$12.6 billion in 2003 to a peak of US$19 billion in 2008 before the global
financial crisis slowed investments. Top Asian investors to LAC are estab-
lished multinationals such as Toyota and Honda, in vehicle manufacturing,
and LG and Samsung, in electronics. Since 2005, new Chinese multination-
als, such as Huawei Technologies, are ranking among the top Asian investors
in the Latin American market.

s This section draws heavily on announced FDI data compiled by the Financial Times and
available at www.fdimarkets.com.

¢ Fdimarkets.com includes 38 economies in Asia and the Pacific category, including some
economies in Central Asia and Oceania. However, most of the investment outflows in the
database come from East Asia as well as Australia. This section uses Asia as equivalent
to Asia and the Pacific.
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Figure 2 ¢ Investment Projects from Asia to LAC
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Source: Author’s calculations based on data from fdimarkets.com. Capital expenditures combine both announced FDI
amounts and Financial Times estimates. 2011 data is only up to August.

Figure 3 ¢ Investment Projects from LAC to Asia
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Source: Author’s calculations based on data from fdimarkets.com. Capital expenditures combine both announced FDI
amounts and Financial Times estimates. 2011 data is only up to August.

Latin American and Caribbean investment to Asia is lower, but has
been increasing since 2003 (Figure 3). The total number of projects grew
at an annual average of 23%, from 14 projects in 2003 to 33 in 2010. Esti-
mated capital investment peaked at more than US$8 billion in 2008, but fell
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Table 1 « Regional Distribution of Investment Projects (%)

Percentage share Percentage share
Number . to total outwa_rd Number to total inwa.rd
of global investment projects of global investment projects
outward Asia Latin inward Asia Latin
investment andthe America& investment andthe America &
From/To projects Pacific Caribbean  projects Pacific Caribbean
Asia and the Pacific 21,601 54.17 4.42 37,548  31.16 10.92
Latin America & 2,055 11.73 49.93 8,748 0.64 11.73
Caribbean

Source: Author’s calculation based on data from fdimarkets.com (January 2003-November 2011).

during the global financial crisis and has not yet recovered. The spike in capi-
tal investments in 2008 was largely driven by large investments in metals,
coal, oil, and gas, as well as in energy resources. According to the Financial
Times’ fdimarkets database, for example, Brazil’s steel company Gerdau an-
nounced the expansion of its steel unit in Tadipatri, India, in 2008 with total
investment worth US$302 million. Likewise, Petrobras, Brazil’s oil company,
is revamping an oil refinery in Okinawa, Japan, to process Brazilian crude oil
for a total investment of US$976 million. Similar large LAC projects in the
coal, oil, and natural gas sectors, as well as renewable energy, are being car-
ried out in Thailand and Viet Nam.

How significant are these interregional investments relative to total in-
vestment flows? Table 1 shows the percentage share of projects in both Asia
and LAC relative to total outward and inward FDI projects. Asian investment
projects in LAC constitute 4% of its global outward investments, but repre-
sent a significant share (10.9%) of investments in LAC. LAC’s investments
in Asia and the Pacific, on the other hand, remain minuscule, at 0.6% of
total inward investments in that region, which is not surprising given the fact
that the region, and particularly the PRC, has been a magnet for global FDI
inflows. In contrast, Asia’s share of LAC’s total outward investment projects
stands at a robust 11.7%.

Table 1 also shows that despite the widely touted increase in globaliza-
tion, much of the transnational investment projects remain “regional”: 54%
of total outward investments of Asia and the Pacific companies remain within
the region, while the corresponding figure for LAC is 49.9%. Nevertheless,
despite this regional nature of both Asia and the Pacific and LAC investments,
these do not dominate total investment inflows in the region. For example, in
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Figure 4 * Country Destination of Investment Projects
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Source: Author’s calculations based on fdimarkets.com database (January 2003-August 2011).

Latin America, Western Europe and North America together represent more
than two-thirds of total investments (compared to LAC’s intraregional invest-
ment of 11.7% of total inward investment projects in the region). Likewise,
in Asia and the Pacific, more than 60% of total projects come from these two
dominant regions,” while Asia and the Pacific’'s own intraregional investment
constitutes another third (31%) of total investment projects.

Country destination and major investors. Which economies actually re-
ceive and undertake greenfield investments? The geographical destination
of investments shows a strong concentration in both LAC and Asia. In LAC,
Brazil and Mexico receive most of Asian investments, while in Asia, the PRC
and India are the dominant destinations for LAC investments. Figure 4 shows
that Brazil and Mexico together receive more than 50% of the 924 Asia and
the Pacific investments, each taking up 38% and 28% respectively. Chile,
Argentina, and Colombia each receive 6% of the total projects, while the
remaining projects are spread out in small numbers across the region. On the
other hand, out of 234 LAC investments in Asia and the Pacific, 31% are in

7 It is also significant to note that North America and Western Europe do not show the
same “regional” nature of their investments. North America’s intraregional investments
comprise only 31% of its total outward investments, while the corresponding figure for
Western Europe is 28%.

: 85
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Figure 5 ¢ Interregional Investors
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the PRC, 15% are in India, 10% are in Australia, and 9% are in Hong Kong,
China. Singapore and Japan each has 7% of total LAC projects in Asia and
the Pacific. One policy implication that can be gleaned from this concentra-
tion in investments is the need to expand awareness of various economies
in both Asia and LAC so that investors do not equate all of Asia with the PRC
and India, or all of Latin America with Brazil and Mexico.

Figure 5 shows which economies are active interregional investors. It
shows that Japan (39%), the PRC and India (14% each), and Republic of Ko-
rea (11%) together have more than three-fourths of investments projects in
Latin America and Caribbean, while Brazil, Mexico, and Chile together have
53% of LAC’s total investments in Asia. Significantly, Bermuda and Cayman
Islands, both offshore financial centers (OFCs), also own more than one-
third of investment projects in Asia. The significant investment from OFCs
distorts actual interregional investment flows because there is no way of
knowing whether these investments are themselves coming from Asia. For
example, it is well known that a huge percentage of PRC FDI inflows are
actually “round-tripping” Chinese investments coursed via OFCs in order to
take advantage of special FDI tax incentives. Chinese investments in OFCs
(especially Cayman Islands and British Virgin Islands) constituted 13% of
its total outward FDI stock in 2010, while 1% went to the rest of LAC (non-
OFCs). It is conceivable that a sizeable portion of this returns to the PRC as
inward FDI from LAC.
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Figure 6 ¢ Investment by Sector
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Investment by sector. What types of companies invest in each region? LAC
investors in Asia and the Pacific are mostly in the services sector. Financial
sector companies have almost a quarter of projects in Asia; software and
IT services come second with 11%, and business services with 9%. Asian
companies investing in LAC are evenly distributed across various sectors,
with the most important being metal with 12% of projects, auto OEM (origi-
nal equipment manufacturing) 10%, consumer electronics 8%, and software
and IT services 7%. While there is some evidence of Latin American manu-
facturing investments in Asia, these investments seem to be exceptions at
this time rather than the norm. Box 1 gives some examples of Latin American
ventures into the Asian market.
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Box 1 « Market-seeking Investments from Latin America to Asia®

Marfrig Alimentos S.A., Brazil

In April 2011, Brazil’s Marfrig, Latin America’s second-largest beef producer, an-
nounced that the company would form two new joint ventures in PRC through its
subsidiary Keystone Foods. The total investment, which is estimated to be worth
US$309 million, is meant to strategically position the company to meet the rising
demand for food in the PRC market with vertically integrated operations ranging
from processing to client distribution.

The first of the new joint ventures is COFCOP—Keystone Foods Supply Chain
(China) Investment Company. The joint venture will combine COFCO’s local market
knowledge with Marfrig’s and Keystone Foods’ experience in food distribution and
international client development. Marfrig became a leading supplier to MacDonald’s
Corporation, Campbell’s, Subway, ConAgra, Yum Brands, and Chipotle when it ac-
quired Keystone Foods in 2010. The COFCO-Keystone joint venture aims to explore
business opportunities in food logistics and distribution services in the PRC. It in-
volves the development of six distribution centers, transportation fleets, and IT sup-
port platforms in strategic cities, including Beijing and Shenzhen.

The second joint venture is Keystone-Chinwhiz Poultry. The latter is a private
company located in Weifang, Shandong province, with core activities in feed pro-
duction and chicken production/slaughter. The joint venture is a vertical integra-
tion in food supply chain strategy, where Chinwhiz will initially supply 50% of the
raw material needs of Keystone’s processing units in the PRC.

Industrias Metalurgicas Pescarmona SAIC (IMPSA), Argentina

In April 2010, IMPSA, an Argentine power generation company, announced that
it would invest US$3 billion to develop a 1,000 MW wind farm in Viet Nam. The
development would be jointly undertaken with Petro Viet Nam Power and would
also involve the construction of a wind turbine plant to manufacture wind turbine
generators.

Apart from venturing into wind energy production, the company also has
plans to invest in the Viet Nam’s hydropower sector. Through its investment in
Viet Nam, the company hopes to be well positioned to profit from the growth of
the renewable energy sector, and clearly sees its future in Asia.

?Collected from various news sources and company websites.

®COFCO stands for China National Cereals, Oils and Foodstuffs Corporation. The company is
PRC’s largest food producer and a leading international trader of grain, oil, and food.
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Manufacturing investments. While natural resources remain a strong at-
traction for investments in Latin America, some concerns are raised about
overdependence on natural resource-based sectors. Diversification appears
to be a clear Latin American objective to overcome vulnerability to the boom-
bust cycle that comes with dependence on the primary materials trade and
investment. Some experts have also espoused a strategy for Latin America
and Asia that goes beyond an economic relation based on endowment com-
plementarity or inter-industry trade, focusing on more intra-industry trade
(Kawai and Zhai, 2009). One way to make this happen is by increasing cross-
regional manufacturing investments, since intra-industry trade generally oc-
curs in manufacturing.

A look at Asian manufacturing investments in selected sectors which are
likely to be efficiency-seeking (as well as market-seeking) investments® also
indirectly indicates the existence of a growing production network in LAC. The
reason is that these manufacturing investments will likely require parts and
components that are either secured from local suppliers, if available, or im-
ported from their own network of suppliers in Asia. Anecdotal evidence points
to large multinational companies such as Samsung persuading its Korean sup-
pliers to invest in LAC together with them. In doing so, it is able to satisfy the
high local content requirement from host economies as more parts and compo-
nents get to be manufactured locally, even as some critical component manu-
facturing, particularly those requiring ‘smart’ technology, remain in the home
economies. By manufacturing some components in LAC and others in Asia,
Asian investments facilitate the insertion of LAC into the global value chain.

Figure 7 shows that capital expenditures in these selected sectors, par-
ticularly for manufacturing purposes, steadily rose during the global finan-
cial crisis in 2008. Then, after dropping in 2009, it rose again to nearly US$9
billion in 2011. The number of projects generally follows the same pattern
of increase.

The “usual suspects” are the biggest sources of manufacturing in-
vestments. Japan-financed projects dominate across various sectors, but
especially in automotive OEM and components, consumer electronics and

8 These include automotive OEM; consumer electronics; electronic components; auto-
motive components; industrial machinery, equipment, and tools; non-automotive trans-
port OEM; business machines and equipment; communications; engines and turhines;
building construction and materials; medical devices; and semiconductors.
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Figure 7 ¢ Asian Investments in Manufacturing
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Figure 8 ¢ Asian Investors in Selected Manufacturing Sectors
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components, non-automotive transport OEM, and engines and turbines
(Figure 8). Republic of Korea has a relatively stronger presence in consumer
electronics and automotive sectors, while Taipei,China is strong in consumer
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Box 2 « Value-chain Insertion through Asian FDI?

Backward integration strategy: Companhia Coreano-Brasileira de
Pelotiza¢do (KOBRASCO)

KOBRASCO is a joint venture between Republic of Korea’s POSCO and its Brazil-
ian counterpart Vale. POSCO is one of Asia’s most profitable steel makers and the
third largest in the world. Vale is Brazil’s largest mining company and the world’s
leading producer of iron ore pellets, the main raw material used in steel produc-
tion. Since 1998, KOBRASCO has operated an iron ore pellet plant with a 4 million
T/Y production capacity.

In the case of POSCO, efficiency and the need to secure a supply of raw ma-
terials were main motivations for the joint venture. The Korean group needed a
high-quality and low-cost pellet manufacturing facility to boost its own steel and
iron production. In the case of Vale, the joint venture represented an opportunity
to increase its presence in Asian markets while locking in an important and stable
customer for its products.

Forward integration strategy: POSCO Continuous Galvanized Line,
Altamira, Mexico

In 2009 POSCO opened a new Continuous Galvanized Line (CGL) facility in Al-
tamira, Mexico. POSCO Mexico manufactures and sells a line of steel products
mainly directed to the automobile industry, including cold rolled steel products
for car body panels, hot-dip galvanized steel goods for use in construction and
fabrication of automobile parts, and galvanized steel sheets, especially for pro-
duction of auto parts.

POSCO Mexico was created to strengthen ties with its customers, namely
various automobile manufacturing companies in Mexico and in the US. Its part in
the steel production chain is the final production of steelworks. The production of
semi-processed steel products (the earlier stages of the steel value chain) remains
in Republic of Korea.

electronics and business machines. The PRC has noticeable manufacturing
investments in automotive OEM, communications, and business machines.
The majority of manufacturing investments likewise go to the biggest domes-
tic markets, Mexico and Brazil.

Box 2 also discusses a corporate investment strategy of strengthening
both backward and forward linkages. KOBRASCO, a joint venture of POSCO
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(Republic of Korea) with Vale (Brazil), is POSCO’s strategy for strengthen-
ing a backward linkage. Through the joint venture, POSCO is able to procure
raw materials (iron ores) from Vale, which are made into iron pellets by KO-
BRASCO. The iron pellets, a critical raw material for steel manufacturing, are
then exported to Republic of Korea for further processing. POSCO Mexico,
on the other hand, is a forward integration strategy where the final stages
in the steel manufacturing value chain are carried out in Mexico all the way
to marketing to major customers, which are the automobile manufacturers
based in Mexico.

Evidence from mergers and acquisitions data

Similar to greenfield investments, interregional mergers and acquisition
(M&A) deals between companies in Asia and the Pacific and LAC, while on
the increase, remain insignificant relative to the total value of global M&As.
Table 2 shows that only six out 152 mega-deals® involve companies from
Asia and the Pacific and LAC on opposite sides of the transaction. The val-
ue of these mega-deals is US$20 billion, or 5% of M&A value worldwide in
2010. All of these transactions involve a LAC company being acquired by an
Asia and the Pacific-hased company. The acquired companies are in sectors
such as crude oil, petroleum and natural gas, minerals, power distributions,
and supply of electricity. Compared to the number of deals in 2005 (shown
in parentheses), the number of mega M&A transactions in 2010 seems to
indicate a growing confidence among companies in the two regions to par-
ticipate in cross-border M&A activities.

Compared to interregional M&As, the number of intraregional deals,
i.e., where both acquirer and acquired are located in the same region, are
higher. There were 14 transactions within Asia and the Pacific and six within
LAC. These transactions respectively constitute 7.6% and 2.9% of total glob-
al value of M&A. The sectors of acquired companies are also more diverse,
including services and manufacturing as well as natural resource sectors.

Significantly, there is a good number of mega-deal M&As in which the
acquirer is either from LAC or Asia and the Pacific but the acquired compa-
nies are located in neither of these two regions. All of these transactions

billion dollars.
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Table 2 ¢ Cross-border M&A Deals Worth over US$1 Billion Completed in 2010

Number of
companies Total
Geographic  (numberin transactions Percentage of Sectors of acquired
partners 2005) (US$ billion)  total amount companies
Interregional 6 (0) 20.2 5.04 Crude, petroleum, gas;
AP and LAC minerals; power distribution;
electricity
Intraregional 14 (5) 30.5 7.61 Auto parts; crude petroleum
Asia and the and gas; mining; hospitals;
Pacific real estate services

Communications;
transportation services;
banks; steel; agriculture

(sugar)
Intraregional 6 (2) 11.7 2.92 Soybean oil mills; crude
LAC petroleum and gas;

insurance; retail stores
Chemicals (fertilizers)

APorLACas 23(9) 69.4 17.32 Communications; electric

acquirer services; minerals (gold,
iron); manufacturing;
cable and pay TV services;
computer integrated system
design; crude, petroleum
and gas; pharmaceuticals;
security system services;
electric services; auto and
motor vehicles; cosmetics;
cement; meat packing plants;
life insurance

Source: Author’s based on Appendix Tables in UNCTAD (2011).

except three are acquisitions made in developed country markets and in-
clude some of the highest valued M&A deals. For example, 13 out of the 23
deals in this category are acquisitions of a US-owned firm by companies from
Asia and the Pacific or LAC economies.

The picture painted here reflects the overall pattern of outward FDI
from these two regions. That is, while their OFDI has increased since 2000,
its direction has been largely to developed economies. The reasons include
the need of new transnational corporations in emerging economies to im-
mediately acquire a regional and global footprint as a gateway for quick
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success in global competition. The new transnational corporations focus
on well-known brands with worldwide marketing networks, as well as those
with strategic assets such as distribution networks, intellectual property, or
engineering technology. These, not coincidentally, are usually attributes of
companies based in developed economies.

Summing up: locational advantage and investments

Table 3 summarizes the pattern of Asian investments in LAC by showing the
sectors with the greatest number of projects as well as the highest amount
of capital expenditures in different countries. The table indicates the clear

Table 3 * Top Sector Recipients of Asian FDI in LAC

Destination
country

Top sector recipients
of capital?

Top recipients of greenfield projects

Brazil Metals; industrial machinery and equipment; Metals; automotive OEM;
automotive OEM; software and IT services food and tobacco

Mexico Consumer electronics; automotive OEM; Coal, oil, and natural gas;
electronic components; metals automotive OEM; consumer

electronics

Chile Metals; software and IT; business machines and Metal
equipment

Argentina Auto OEM; metals; food and tobacco; Food and tobacco;
non-automotive transport and equipment; automotive OEM
electronic components

Colombia Automotive OEM; software and IT; Coal, oil, and natural gas
communications

Peru Metals; coal, oil, and natural gas; Metals
communications; business machines and
equipment

Venezuela  Automotive OEM; metals; communications; Chemicals; coal, oil, and
coal, oil, and natural gas natural gas

Costa Rica  Rubber; consumer electronics; business Coal, oil, and natural gas
services

Nicaragua  Textiles and apparel Textiles and apparel

Ecuador Coal, oil, and natural gas Coal, oil, and natural gas;

warehousing and storage
Guatemala  Textiles; business services Business services

Source: Author’s calculations based on data from fdimarkets.com.
¢ Based on announced capital expenses only; excludes estimates from Financial Times. Since many projects do not reveal
their actual financial investments, the top sectors based on capital expenditures data should be treated with some caution.
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preferences of Asian investors, based on locational advantages of each coun-
try. Brazil’s top sectors are metals, industrial machinery, automotive OEM,
and software and IT services. Its investments from Asia are diversified in such
a way that sectors other than these top four actually have a greater number
of Asian projects than the top sectors in other countries. These investments
clearly show Brazil’s advantage in resources and in its large domestic market
that make it attractive to resource- and market-seeking investments.

Mexico’s top sectors are consumer electronics, automotive OEM, and
electronic components. Again, these investments reflect Mexico’s status as
the export platform for US-destined products. Many of Mexico’s investments
are efficiency-seeking, leveraging its relatively cheap labor and low tariff ac-
cess to the US market. Chile’s top attraction is the metal sector as well as
some services sectors. Costa Rica boasts cheap and skilled labor, and thus
attracts offshored business services. The low cost of labor in Nicaragua and
Guatemala, in addition to these countries’ proximity to the US market, helps
them to attract investments in clothing and textile manufactures.

In all, locational advantages help attract specific types of investments.
South America and its Andean sub-regions attract mining and petroleum in-
vestments. Central America, with its low-cost labor, proximity, and prefer-
ential access to the US market, attracts investments in apparel, and more
recently, offshored business services. Brazil and Mexico, with their relatively
large domestic markets, attract market-seeking investments such as automo-
tive and consumer electronics.

The pattern of Asian investments in LAC indicates motivations for in-
vestment. For example, the PRC has very clear objectives about access to
natural resources, thus its huge investments in the metal sector. Republic of
Korea and Japan are leveraging their competitive advantage in the automo-
tive and consumer electronics sectors and would like to tap into domestic
and regional markets. India’s particular strength is services, hence its top
investments are software and IT (see Table 4).

On the other hand, LAC’s investments in Asia are clearly market-seek-
ing. Most are being made in the fast-growing consumer market, the PRC, and
into final consumer-oriented areas such as the food sector and financial ser-
vices (Table 5). Brazil, Mexico, and Chile are the top LAC investors in Asia.
Interestingly, the top LAC investors in Asia include Bermuda and Cayman Is-
lands, and these invest heavily in financial services and service sectors (soft-
ware, other business services) (see Table 6), but as discussed previously,
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Table 4 ¢ Top Sectors of Interest to Asian Investors

Top sectors of interest to Asian Top sectors of interest to

investors Asian investors
Source country (by number of projects) (by capital expenses)

Japan Automotive OEM; automotive Metals, automotive OEM
components; consumer electronics;
electronic components

PRC Metals; automotive OEM; Metals; coal, oil, and
communications; industrial machines  natural gas; food and
and equipment tobacco

Republic of Korea Consumer electronics; automotive Metals; consumer
OEM; electronic components; metals  electronics

India Software and IT services; business Coal, oil, and natural gas;
services; pharmaceuticals metals; automotive OEM

Hong Kong, China Transportation; warehousing and Transportation;
storage warehousing and storage

Source: Author’s based on data from fdimarkets.com.
?Based on announced capital expenses only. Since many projects do not reveal their actual financial investments, the
top sectors based on capital expenditures data should be treated with some caution.

Table 5 * Top Sector Recipients of LAC FDI in Asia

Destination Top sector recipients (based on number of projects)

PRC Food and tobacco; financial services; software and IT services
India Business services; leisure and entertainment; software and IT
Hong Kong, China Financial services; business services

Japan Financial services

Table 6. Top Sectors of Interest to LAC

Source Top sectors of interest to LAC investors (based on number of projects)
Brazil Financial services; metals; food and tobacco; automotive components
Mexico Leisure and entertainment; food and tobacco; automotive components
Chile Financial services; transportation

OFCs in LAC

Cayman Islands  Financial services; business services; coal, oil, and natural gas

Bermuda Business services; financial services; software and IT

some of these investments can themselves originate from Asia, especially the
PRC, round-tripping through OFCs as a way to take advantage of the PRC’s
FDI tax incentives.
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Policies to support interregional investments

This chapter and the previous one on trade have noted the strong comple-
mentarity of Asian and LAC economic structures as a foundation for enhanced
future cooperationin trade and investment. However, Asia-LAC relations can
also be built not only on inter-industry trade, but also on more dynamic in-
tra-industry trade. Increased interregional investment in manufacturing and
infrastructure can help accelerate this process, and policies that encourage
deep economic integration, specifically liberalization of FDI regimes and im-
proved regulatory policies, can help spur bi-regional investment flows.

Liberalization of FDI regimes. Most liberalization of FDI regimes takes place
unilaterally, usually as part of an overall development strategy. Some invest-
ment liberalization, however, can also come about through international in-
vestment agreements that are usually included in newer FTAs (see chapter
2). In the case of Asian and Latin American FTAs,' all the agreements except
three feature a dedicated chapter on foreign investment, generally following
a NAFTA approach. In other words, they cover both FDI and portfolio invest-
ment, follow a negative list of commitments for liberalization,** and contain
protection measures, including investor-state dispute settlement. Those
that do not have an investment chapter (namely PRC-Costa Rica, PRC-Peru,
and Trans-Pacific (P4)) still cover foreign direct investment in services under
“commercial presence” or mode 3 in the services chapter (Molinuevo and
Pasadilla, forthcoming).*?

An analysis of mode 3 commitments in Asia-Latin America FTAs
shows that a significant percentage of sector commitments are fairly liber-
al, i.e., they have no commercial presence restrictions. Figure 9 shows that
this proportion in Latin American countries’ commitments in fact exceeds

10 It is worth noting that Brazil has not signed FTAs with any Asian economy.

11 That is, all sectors are open for FDI except those in the list of commitments with
stipulated restrictions.

122 Tn services agreements, for example, parties to the FTA agreement using the GATS
approach list sectors in which they would like to make liberalization commitments by
modes of service supply. Commitments they make under mode 3 (so-called commercial
presence) supply of service are akin to investment liberalization of the service sector,
provided that the restrictions they put in their schedule of commitments—if they include
restrictions—are sufficiently liberal.
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Figure 9 » Mode 3 (Commercial Presence) Commitments in Asia-LAC FTAs
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those with partial or full restrictions. In contrast, Asian commitments in
various Asia-LAC FTAs appear relatively less liberal, judging by the lower
percentage of sectors with fully liberalized mode 3 (commercial presence)
commitments compared to LAC’s. Because international commitments pro-
vide some confidence to investors that governments will not backtrack on
investment policies that they used to attract investments, governments in
both LAC and Asia need to consider committing more sectors for liberaliza-
tion in their FTAs in order to attract investments from both regions.

It should be kept in mind, however, that opening sectors for FDI alone
is not sufficient to attract actual FDI inflows. Investment liberalization must
be accompanied by flanking policies related to administrative quality, infra-
structure support, and other regulatory policies that are discussed below.

Regulatory policies, investor protection, and BITs

The fragmentation of production that has characterized most of global trade
has brought to the fore other sources of competitiveness that have not pre-
viously been considered in traditional international trade theories Ando et
al., 2006). In particular, the cost of service links between production blocks
has become an important determinant in the locational decisions of many
multinational enterprises. If the service-link costs are high, either because
of poor infrastructure or governance, benefits from locational advantage can
come to naught. Many greenfield investments, for example, report that their
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choice of Singapore was influenced by its excellent logistics and infrastruc-
ture facilities.!® On the other hand, LAC and some parts of Asia fail to attract
more investments because of insufficient infrastructure, including poor port
service and facilities, as well as complicated regulatory processes, such as
customs.

At the same time, significant improvements in some regulatory pro-
cedures that affect investments have taken place in both Asia and LAC. For
example, Figure 10 shows that the number of procedures that foreign and
domestic investors must carry out to set up a business, and the time they
take, significantly declined between 2005 and 2011 for many LAC countries.
In Chile, Uruguay, and Mexico, it takes fewer than 10 days to set up shop,
roughly the same time it takes in the US and Republic of Korea, compared to
the more than one month required in 2005.

Bilateral investment treaties. Finally, no discussion of investment is com-
plete without talking about investor protection. In this regard, bilateral
investment treaties (BITs)!® are important because they help improve the
regulatory framework by “guaranteeing certain investor rights and providing
a stable and transparent mechanism and enforcement procedures that miti-
gate the impacts of political and economic instability” (Sachs and Sauvant,
2009). For many investors, BITs constitute a credible commitment by the
host country that assuages investors’ concerns over pre-investment promises
that can be broken once the investments have entered the host country (Guz-
man, 2009). Developing economies can particularly gain from BITs because
they help to substitute for institutional quality.

The potential importance of BITs for FDI inflows perhaps explains the
global growth in the number of signed investment treaties. Governments
often feel that they need to sign these treaties to stay competitive in attract-
ing foreign investments. Asian and Latin American governments appear to
be no exception. Figure 11 shows the rapid rise of BITs!® signed by gov-
ernments in both regions among each other since the 1980s. Many of the

3 From the Financial Times database fdimarkets.com.

1 Kwak (2011a) reports these findings based on a survey of Korean investors in LAC. For
more detailed discussion of investors’ sentiments about the challenges and difficulties of
investing in LAC, which likewise applies to Asia, see also KIEP (2009).

15 And Double Taxation Treaties (DTTs).

16 Number of signed and enforced BITs.
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Figure 10 < Regulatory Quality
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Figure 11 < Rising Bilateral Investment Treaties in Asia and Latin America
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treaties are intraregional, that is, partner economies are from the same
region, either Asia and the Pacific or LAC. Interestingly, the number of BITs
involving an Asian and a Latin American partner rapidly grew beginning
in 2001, perhaps reflecting the rise in interregional FDI, which was dis-
cussed above.

Several empirical works have described a positive relationship be-
tween number of BITs entered into and FDI flows.'” In sectors such as natural
resources, FDI is particularly sensitive to the presence of BITs because these
are more politicized and prone to government interference. This perhaps
explains why Chile and Peru, both resource-rich economies, are among the
Latin American countries with significant numbers of BITs.*® Chile has signed
an investment treaty with six Asian economies, not to mention its numerous
FTAs that include investment chapters.

v See, for example, the various chapters in Sauvant and Sachs (2009). Some caveats
should be taken of the findings in these chapters because of possible omitted variable
bias in the econometric estimation and failure to account for endogeneity. That is, not
only do BITs affect FDI flows, but also vice versa. With more investments flowing from
one home country to another, there is greater pressure on the home country government
to sign an investment treaty with the host country.

18 Perhaps due to pressures from investors” home governments.
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Similarly, empirical findings show the importance of investment trea-
ties in the investment decisions of medium-sized firms. This is the case
because, unlike small firms that will likely find arbitration costs prohibitive
should there be a dispute with the host state, and unlike big multination
also, which have sufficient clout and bargaining power with host govern-
ments and hence have relatively less need for BITs, many medium-sized firms
will likely find going through arbitration both affordable and worth the cost.
This finding is potentially significant for the strategy of companies like Sam-
sung, which invites Korean suppliers that are likely medium-sized to locate
locally in order to build the production network in the host economy and thus
increase local content. Such a strategy will work if the medium-sized suppli-
ers have sufficient confidence that their investment will be protected in LAC.
Thus, it can be concluded that the existence of a BIT may be one factor that
can help spur the growth of a regionally based production network.

BITs may also be more important for some types of FDIs than for oth-
ers. The effect of BITs on locational decisions may be relatively weaker for
market-seeking investors, who give greater weight to economic determinants
such as market size or presence of natural assets.’ BITs are more likely to
influence the decisions of efficiency-seeking investors, for whom several in-
vestment locations may be otherwise equally attractive. Thus, since many
efficiency-seeking investments are in value chain production, Latin American
countries should note this result if they want to ensure the growth of local
manufacturing production networks.

Continuing tasks

The deepening economic relationship between Asia and Latin America has
taken place not only through increasing trade volume, but also through
growth in interregional direct investments. Its total value is currently small
relative to total flows into as well as out of each region. But the overall trend
is up. Interregional flows are concentrated in Brazil and Mexico in LAC, and
in the PRC and India in Asia. Metals is the top sector that attracts Asian
investments in LAC, but manufacturing investments that have the potential

Rather, it is one among other factors, among which market size appears a stronger de-
terminant for FDI than the conclusion of a BIT.
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of stimulating local suppliers’ networks are also growing. LAC’s investment
in Asia, mostly in services, remains modest in its total value. However, a
number of global multilatinas are making inroads in the burgeoning Chinese
consumer market through joint ventures with local Chinese companies.

Attracting more interregional investments and increasing geographical
diversity in LAC beyond Brazil and Mexico requires greater investment pro-
motion. The same goes for LAC investors looking toward Asian economies.
Asia is not only the PRC and India; there are also the small but dynamic
ASEAN? economies that can benefit from LAC investments as well as provide
a gateway to the continent’s more developed economies.

For both LAC and Asia, increasing investment will require improved
regulatory quality, good infrastructure, existence of a clear framework for
investment protection, and an open investment regime. Achieving progress
in these areas will require work aplenty for governments in both regions.

20 Association of Southeast Asian Nations.
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Asia-LAC Cooperation:
Forging Linkages beyond
Trade and Investment

Trade and investment help to forge mutually beneficial relationships be-
tween countries and regions. As we have seen so far, these links between
Latin America and the Caribbean (LAC) and Asia have expanded greatly over
the past decade. The deepening economic relationships, driven primarily by
market forces, have brought governments in the two regions closer together,
resulting in opportunities for broader cooperation in science and technology,
education, poverty reduction, and many other areas. We can think of these
linkages as “non-market cooperation,” because they involve primarily public
agencies pursuing public policy objectives.

Indeed, non-market cooperation between the two regions appears to
be growing, as evidenced by increased bilateral development aid, diplo-
matic agreements that go beyond traditional economic relations, academic
exchanges and technical cooperation, as well as the emergence and deepen-
ing of interregional forums such as APEC, FEALAC, IBSA, and BRICS.! There
have also been efforts at cooperation between LAC and Asian economies in
international forums such as the UN, WTO, and the G-20. Despite these de-
velopments, such trans-Pacific linkages are in many cases a quite recent phe-
nomenon, and Asia-LAC relations remain less developed than each region’s
engagement with other geographical regions. This late start, along with the
economic dynamism and growing political clout of Asia? and LAC, suggest

1 APEC is the Asia-Pacific Economic Cooperation; FEALAC is the Forum for East Asia-
Latin America Cooperation; IBSA is the India, Brazil, South Africa Forum; BRICS refers
to Brazil, Russia, India, PRC, and South Africa. Each of these initiatives is discussed in
more detail later in the chapter.

2 Here, as earlier, we are referring primarily to the ASEAN economies plus People’s Republic
of China, India, Japan, and Republic of Korea.
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that opportunities for interregional cooperation should be increasingly nu-
merous and beneficial.

This chapter will present the main rationale for Asia-LAC cooperation,
mapping existing linkages between the two regions, and presenting a prelim-
inary assessment of their effectiveness. It will conclude with policy recom-
mendations for enhancing interregional cooperation. One of our key findings
is the need for increased attention to these interregional linkages, including
systematically studying their effectiveness. Cooperation in non-market areas
often comes as an afterthought to trade and investment agreements, result-
ing in inefficiencies and duplications that hamper their effectiveness and de-
prive countries of potential benefits.

Why Asia-LAC cooperation? Some theoretical and practical reasons

International relations theory offers several reasons why states may or may
not choose to cooperate. Realists would argue that states join alliances in
order to maximize their power vis-a-vis those that would threaten their inter-
ests. Liberal theorists reject this zero-sum interpretation and argue that co-
operation brings mutual benefits that cannot be gained if states go it alone.
A third viewpoint, known as constructivism, stresses the importance of ideas
such as solidarity among developing economies as driving forces behind
cooperation among states. We should keep these different perspectives on
international cooperation in mind as we assess the state of Asia-LAC rela-
tions. They remind us that governments might pursue mutually beneficial
cooperation at certain times and on certain issues, but in other cases act on
the basis of perceived self-interest.

The motivation to cooperate often emerges from a conception of en-
lightened self-interest: by helping a neighbor, a country stands to gain in the
long run through enhanced security or prosperity. Some form of this reason-
ing applies to the relationship between Asia and LAC today: by contributing
to socioeconomic development and scientific and educational achievement
across regions, economies potentially gain larger markets for their products,
more efficient suppliers for domestic industries, and key partners in the in-
ternational arena.

There are reasons to believe that the two regions are particularly well
suited for cooperation. Just as similar income levels tend to encourage trade,
developing economies often have knowledge and experiences that are more
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directly relevant and transferable to other developing economies, because
they face similar infrastructure constraints, market sizes, demographic pro-
files, and other factors that shape the policy environment (Kumar, 2008).
This is a major impetus behind so-called “South-South cooperation,” which
has gained increasing momentum in recent years. Given their respective pro-
files, LAC and Asian economies should have much to offer each other.

Cooperation is also stimulated by complementarities between develop-
ing economies with different areas of policy expertise. Many Asian econo-
mies have grown rapidly over the last couple of decades, driven by particular
success in industrialization, export promotion, and building world-class
education systems. LAC countries attempting to follow a similar path can
glean valuable lessons from the Asian experience. For their part, several LAC
countries have made great strides in poverty reduction over the past decade
through conditional cash transfer policies; this experience could generate
useful lessons for developing Asian economies with similar socioeconomic
challenges.

The resilience both regions showed during the recent global economic
downturn (combined with fiscal constraints in industrialized economies)
provides another compelling reason for Asia-LAC cooperation. Cooperation,
whether it takes the form of development aid, joint research initiatives, or
participation in multilateral forums, requires resources. While resources for
these activities will be increasingly scarce in the developed economies, the
PRC, India, and Brazil are emerging as important providers of various forms
of international cooperation.

Along with their growing economic stature, developing economies in
Asia and LAC are increasingly producing new knowledge in areas such as sci-
ence and technology. Thirty years ago, developing economies produced only
about 5% of all scientific journal publications, with India and Argentina the
only LAC or Asian economies among the top 25 (Gaillard, 2010). By 2006,
developing economies were producing 20% of such publications; the PRC
nearly doubled its share of the world total and Brazil increased its portion
by 35% from 2001 to 2006 alone. Given these trends, educational exchange
and science and technology cooperation between LAC and Asia should be
increasingly fruitful for both regions.

Finally, LAC and Asian economies have traditionally shared common
views on international issues such as UN Security Council reform and the
governance of multilateral institutions. New interregional blocs such as the
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BRICS grouping (Brazil, Russia, India, PRC, South Africa) and the IBSA Fo-
rum (India, Brazil, South Africa) attempt to translate these shared interests
into effective action and provide a bhasis on which to deepen cooperation in
international bodies.

As trade and investment linkages continue to grow, it will be important
for the two regions to forge and deepen cooperation on a broader set of is-
sues. There are likely to be challenges ahead in the economic relationship
between LAC and Asia, including concerns about the sustainability of cur-
rent trade patterns. Deeper cooperation, including on non-market issues, can
help maintain good relations between the regions even as disputes arise on
economic issues.

Despite potential gains from cooperation in non-market areas, there
are often considerable practical barriers to realizing them. As mentioned
earlier, cooperation implies costs—direct costs, especially in the case of aid;
transaction costs; and opportunity costs for resource-constrained public in-
stitutions that are the main actors in international cooperation. In addition,
theory cautions us that states respond to various factors and circumstances
that may or may not foster cooperation.

One important countervailing force is the need to safeguard national
competitiveness. If, for example, a domestic industry enjoys a comparative
advantage in international markets, cooperation in the form of technology
transfer would appear contrary to national interests, or at least the interests
of the domestic industry involved. In other situations, as we will see in the
PRC-Brazil case study, science and technology cooperation can lead to in-
novations that create new commercial opportunities for both sides. Creat-
ing the right incentives requires better understanding of the most effective
areas, forums, and mechanisms for cooperation. An analysis of the existing
modes of cooperation between Asia and LAC will be a step in this direction.

Bilateral cooperation: many angles, but a fuzzy picture

Bilateral cooperation between Asian and LAC economies takes a variety of
forms. One is development assistance, which includes financing for eco-
nomic and social projects, technical cooperation, debt relief, and humanitar-
ian aid, carried out through grants or concessional loans. Other forms are
agreements, treaties, memorandums of understanding, and other diplomatic
linkages; and technical, educational, or scientific exchanges. In all of these
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areas, interregional cooperation appears to be on the rise, although measur-
ing cooperation is challenging due to the shortage of clear metrics and lack
of systematic analysis.

Development cooperation. Development cooperation between economies
in Asia and LAC is an increasingly important component of bilateral rela-
tionships. It is also the area that offers the most quantifiable evidence of
interregional cooperation. The trend here is clear: interregional development
assistance has increased considerably in recent years and is overwhelmingly
unidirectional, with Asia the source and LAC the recipient.>

The PRC has been the most dynamic player in this area, more than
tripling its annual foreign assistance since 2001. In 2009, that economy
provided US$1.9 billion in overseas development assistance (ODA), around
13% of it going to Latin America and the Caribbean. This is a sizable portion
given the PRC’s traditional focus on Africa, which still accounts for around
45% of its aid (OECD, 2011a). According to the 2011 White Paper on Peo-
ple’s Republic of China’s Foreign Aid, the first such document published by
the Chinese government, much of that economy’s assistance to LAC has been
directed at agriculture, infrastructure projects, and public works. Climate
change mitigation and renewable energy projects will likely be increasing
priorities for the PRC in LAC in the coming years. In addition, these figures
do not include loans to LAC from China’s Export-Import Bank, which often
provides concessional lending on terms comparable to traditional develop-
ment lenders. An analysis of Chinese lending by Gallagher et al. (2012) sug-
gests that China’s Ex-Im Bank provided around US$1 billion to the region on
concessional terms since 2009.

Despite the growth of Chinese aid, Japan remains the largest Asian
source of bilateral development assistance to LAC. Japan’s aid to the region,

3 There is no universally accepted standard for what qualifies as development assis-
tance, and most analysis of South-South cooperation fails to distinguish between ODA
and private or commercial financing. The OECD’s Development Assistance Community
(DAC) is a forum where OECD members and several other donors report ODA according
to standardized criteria, but most LAC and Asian donors do not report to the DAC. The
figures cited here come from the OECD’s report on non-DAC assistance, based on the
reports of individual countries’ international cooperation agency or foreign ministries.
Given the variation among these countries in defining and reporting ODA, these esti-
mates likely underestimate the total amount of aid in several cases.
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which amounted to over US$750 million in 2010, is highly concentrated
geographically, with 29% going to Brazil and 23% to Peru (OECD, 2011a;
JICA, 2011). While LAC’s share of Japanese aid is small at just over 5%, the
region is gaining strategic importance for Japan. Development assistance will
likely play a role in a broader strategy to boost the investment of Japanese
firms in the region, especially in the areas of infrastructure and energy re-
sources. Another feature of Japan’s engagement with LAC has been partici-
pation in so-called triangular development cooperation. This mechanism, in
which Japan and LAC partners jointly carry out development projects in third
countries in the region, offers a promising way to leverage the expertise and
resources of Asian donors and the regional knowledge and existing relation-
ships of other LAC countries.

In addition to the big two, Republic of Korea provides about 10% of its
bilateral overseas development assistance to the LAC region, which amount-
ed to US$64 million in 2010 (OECD, 2011a). Other donor economies, how-
ever, have not prioritized Asia-LAC development cooperation. India has a
long-standing foreign aid program, including a well-regarded technical train-
ing institute for foreign officials, in which 159 countries have participated,
including several from LAC (MEA, 2011). But LAC has been only a marginal
destination for Indian bilateral aid thus far.

Brazil has focused its growing aid programs within LAC and has not
been a significant source of bilateral development assistance for Asia and the
Pacific economies, with the exception of Portuguese-speaking East Timor.*
Other LAC countries maintain bilateral international cooperation programs,
but their focus is almost exclusively intraregional. The Argentine Fund for
Horizontal Cooperation, for example, carries out economic and social de-
velopment projects, but only 0.1% of its support through 2005 went to East
Asia. Venezuela has been a major source of international cooperation, pro-
viding over US$1 billion during 2006 in the form of oil aid, but its efforts
have likewise focused on the LAC region (UNECOSOC, 2008).

Despite the intraregional focus of most LAC and Asian donors, devel-
opment cooperation between the two regions is significant and offers con-
siderable growth potential. For one, fast-growing economies such as Brazil,
PRC, India, and Republic of Korea are likely to join Japan as major actors in

4 However, Brazil has worked with Japan as a donor in the region through the Japan-
Brazil Partnership Program, an example of triangular cooperation.
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development assistance. Secondly, the concept of South-South development
cooperation is gaining traction among both recipients and providers as well
as in multilateral organizations, driven by the belief that developing econo-
mies often have better insights into their peers’ development needs and that
such linkages are mutually beneficial.® In addition, ODA can facilitate other
forms of cooperation, such as joint research initiatives, creating opportuni-
ties for ongoing relationships and spill-over into other areas (see Box 1).
Finally, given the great intraregional disparities in both LAC and Asia, many
economies have a significant need for development assistance to meet their
development objectives. As a result, there is both demand and supply for
interregional development cooperation.

Steps should be taken at the national, regional, and multilateral levels
to enhance the effectiveness of development cooperation between Asian and
LAC economies. The idea that developing economies enjoy comparative ad-
vantages in the provision of development assistance is a major rationale for
South-South cooperation. Governments should therefore identify areas of
comparative advantage and focus efforts where there is corresponding de-
mand. Likewise, recipient governments can facilitate efficient South-South
development cooperation by defining strategic aid priorities, assessing the
comparative advantages of aid providers, and articulating specific financing
and project needs.

Agreements, memorandums of understanding, and technical coopera-
tion. Diplomatic relations between Latin America and Asia have accelerated
over the past decade, as the regions’ economies have grown increasingly in-
tertwined. These exchanges have spawned numerous initiatives and agree-
ments, of varying degrees of formality, on issues ranging from education to
agriculture, space exploration, promotion of small- and medium-sized enter-
prises, tourism, and cultural exchange. Table 1 shows a selection of agree-
ments reached since 2010 alone. While the list is not exhaustive, it indicates
major trends in terms of actors and areas of interest.

Have these numerous treaties, agreements, memorandums of under-
standing, and protocols actually led to increased cooperation between the

s The Brazilian Foreign Ministry, for example, in describing its objectives for SSDC, re-
jects its characterization as “aid,” preferring “horizontal cooperation, a partnership in
which both parties benefit.”
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Box 1 « Institutional Arrangements in Japan-Peru Cooperation on Natural
Disaster Mitigation

Japanese and Peruvian research institutes in 2010 launched a joint project to
investigate tsunami and earthquake mitigation strategies in Peru. The project
is being carried out through the Science and Technology Research Partnership
for Sustainable Development (SATREPS), an innovative cooperation mechanism
through which the Japanese International Cooperation Agency (JICA) and Science
and Technology Agency (JST) sponsor international joint research projects on is-
sues of global relevance. Under the SATREPS framework, JICA provides technical
cooperation to developing economy research institutes, while JST supports Japa-
nese researchers to partner on specific projects.

The “Enhancement of Earthquake and Tsunami Disaster Mitigation Technol-
ogy in Peru” project envisions a series of research activities over five years, cul-
minating in the implementation of earthquake and tsunami mitigation strategies
in three locations in Peru. The project will also produce general knowledge and
technical capacity that will be applicable to other Pacific Rim nations facing simi-
lar threats.

Although still in the first stages of implementation, the project has several
notable strengths in its conceptualization and institutional framework. First, the
cooperation entails a detailed action plan with concrete deliverables, in which
sites for the implementation of disaster mitigation techniques are already identi-
fied. Secondly, the project enjoys robust institutional support from the SATREPS
framework, which brings together several key Japanese ministries. This ensures
that the projects chosen are aligned both with the priorities of Japanese science as
well as with international cooperation and broader foreign policy goals.

Perhaps most critically, the project targets an area with special potential for
cooperation between LAC and Asia. For one, there is strong demand given the
vulnerability of both Peru and Japan (and their Pacific Rim neighbors) to earth-
quakes and tsunamis. It is also a field where international cooperation might be
especially fruitful. Case study research on earthquakes requires a large amount
of data, and collaboration between countries with similar earthquake dynamics
can enhance research opportunities. Finally, natural disaster mitigation remains
an area with little commercial potential, which shields cooperation efforts from
concerns over competitive advantage at the national or firm level.

Sources: Yamazaki et al. (2010); http://www.jst.go.jp/global/english/index.html
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actors involved? It is impossible to exhaustively assess these arrangements,
but we can venture some preliminary observations.

In the first place, mechanisms such as memorandums of understanding
(MoUs), with their generally weak institutional underpinnings and lack of
concrete objectives and funding arrangements, are often more statements
of intention than credible commitments to cooperate (Moreira, 2010). One
potential way to increase institutional support for cooperation is to incorpo-
rate such measures into free trade agreements. FTAs usually receive high-
level political and institutional attention and include mechanisms to track
progress. By folding initiatives in areas like education and science and tech-
nology into FTAs, governments might increase the chances that their good in-
tentions produce concrete results. The Japan-Mexico Economic Partnership
Agreement, which contains a chapter on cooperation included at the behest
of Mexican negotiators, has led to dozens of joint projects in eight different
areas including agriculture, SME promotion, and tourism (ECLAC, 2010a).
Indeed, language on broader cooperation has been a feature of many FTAs
reached among ASEAN economies and between ASEAN and other partners in
Asia. Banda and Whalley (2005) suggest that these commitments to coop-
erate, even if vaguely defined in terms of intended outcomes, still serve to
bring governments into a deeper process of consultation and dialogue.

Of the FTAs recently concluded between LAC and Asian economies,
about half contain sections on cooperation, including some institutional
mechanism for implementation. In addition, many Asia-LAC FTAs cover so-
called “deep integration” issues such as competition policy, procurement,
and customs procedures (see Chapter 2 for a discussion of these issues).
Enforcement of these provisions often benefits from countries working in
tandem, for example through information sharing, coordination, and capac-
ity building activities between relevant national agencies. Most of the FTAs
signed between the two regions include cooperation on at least one deep
integration issue (see Table 2).

A second observation has to do with the methodology for determin-
ing the effectiveness of cooperation initiatives. For example, what criteria
could be used to assess an Mol in the area of science and technology? A
starting point would be to see whether there were any concrete follow-up ac-
tivities such as seminars, joint research initiatives, and exchanges between
academic or research institutions. Even on this most basic level, results from
recent Asia-LAC initiatives appear to be mixed. While a 2010 agreement
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Table 2 » Cooperation Chapters in Asia-LAC FTAs

Chapter on Cooperation on
Agreement Cooperation Areas of Focus “New Issues”
Republic of Korea-Chile No N/A Customs Procedures,
FTA (2004) Procurement,
Competition

Panama-Taipei,China No N/A Customs Procedures,
(2004) Competition
Taipei,China- Yes SMEs, energy, agriculture, Customs Procedures
El Salvador-Honduras industrial development
(2005)
Japan-Mexico (2005) Yes SMEs, science and technology, Customs Procedures,

technical and vocational Competition

education and training,
intellectual property,
agriculture, tourism, and
environment

Panama-Singapore No N/A Customs Procedures,

(2006) Procurement,
Competition

Chile-People’s Republic Yes Economic cooperation;

of China (2006) research, science and

technology; education,
labor, social security and
environment; SMEs; culture;
intellectual property; mining
and industry

Taipei,China-Guatemala Yes SMEs, agriculture, industry,
(2006) tourism, energy, transport,

technical barriers to trade
Japan-Chile (2007) No N/A Customs Procedures,

Competition

India-Chile (2007) No N/A
Taipei,China-Nicaragua Customs Procedures
(2008)
Peru-Singapore (2009) No N/A Customs Procedures
People’s Republic of Yes Education, SMEs, S+T, culture, Customs Procedures,
China-Peru (2010) tourism, fisheries, minerals, ~ Competition

others
Peru-Thailand (2011) No N/A Customs Procedures
Republic of Korea-Peru Yes Education, SMEs, S+T, culture, Customs Procedures,
(2011) tourism, fisheries, minerals, ~ Procurement,

others Competition
Costa Rica-People’s Yes SMEs, competiveness, S+T, Customs Procedures,
Republic of China agriculture, culture and sports Competition
(2011)

Source: Authors’ review of trade agreements.



ASIA—-LAC COOPERATION: FORGING LINKAGES BEYOND TRADE AND INVESTMENT 19

between the PRC and Chile on science and technology cooperation led to a
series of seminars with scientists from both countries in 2011, other recent
agreements have resulted only in plans to carry out expert visits or create
commissions, but no real action.®

Even in cases where agreements have formed the basis for active coop-
eration, a lack of data makes it difficult to assess their impact. One method of
measuring progress in international cooperation in science and technology is
to track the number of papers coauthored by researchers of different nation-
alities. Using this approach, Gupta and Singh (2004) found that technical
and scientific papers produced jointly by Indian and LAC scientists nearly
doubled during the 1990s. More systematic study of efforts at cooperation
is needed to understand their potential and to help governments make the
most of these initiatives.

A third observation concerns the need for sustainability to ensure the
success of cooperation efforts. A joint Chinese-Brazilian venture to launch a
satellite has been ongoing since 1988 and continues to produce knowledge
and technical innovation, including recent commercial applications (see
Box 2). The example shows how cooperation—even in sensitive areas—is
possible when incentives align and financial resources are available. How-
ever, a serious investment in time was needed for the project to bear fruit.
That some recent MoUs between LAC and Asia have yet to be acted on points
to the inherent difficulty in sustaining cooperative initiatives for resource-
and time-constrained public agencies.

Education and cultural exchange. The growing internationalization of
higher education offers another space where governments can cooperate.
While the main actors are students who pursue educational opportunities
abroad, universities increasingly cooperate across borders, for example by
offering joint degrees with foreign institutions. For governments, interna-
tional linkages in education and research offer the potential to facilitate the
development of human resources and create strategic alliances and bilateral

6 In 2010, Peru and India signed a Protocol of Cooperation in Science and Technology
that laid out plans for an exchange of scientists in the coming year; however, a proposal
by the Peruvian government for the visit is stillawaiting response. The PRC and Argentina
formed a Joint Committee on Agriculture, also in 2010, but the Committee does not
appear to have been active since then.
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Box 2 « People’s Republic of China-Brazil Earth Resources Satellite (Chers)

In 1988, the PRC and Brazil signed a partnership between the Brazilian National
Space Research Institute and the Chinese Academy of Space Technology to de-
velop two satellites that would provide images of remote areas of Brazilian and
Chinese territories. The impetus for the Protocol on Research and Production of
the Earth Resources Satellite sprung partly from restrictions in developed econo-
mies on the transfer of certain technologies, due to the military applications of
space technology.

At the time, the PRC and Brazil had begun to ramp up space research, with the
goal of developing industrial applications. They also had a keen interest in explor-
ing vast non-populated areas with great agricultural and environmental potential.
The agreement called to pool financial and technological resources and areas of
relative expertise in a total investment of over US$300 million.

Cbers-1 was launched in 1999 and remained in orbit until 2003, two years
longer than originally planned. Chers-2, technically identical to the original, took
orbit in 2003. During their lifetime, the satellites have generated daily images and
collected environmental data of Brazilian and Chinese territories that has been
used in agriculture, forestry, water conservation, land utilization, and resource
and environmental investigation and that has informed projects on water and gas
transmission in the PRC. The success of the Chers satellites has provided the PRC
and Brazil with new-found capacity to gather critical earth resource information
for their territories, and to independently produce remote sensing imagery for the
first time.

Building on the success of the first satellite, the PRC and Brazil signed a new
protocol for space cooperation in 2002, including the creation of a third and fourth

(continued on next page)

or regional relationships that can hone a competitive edge, build up key na-
tional institutions, and develop cultural and social mutual understanding
across borders (De Wit et al., 2005).

In education, the Asia-LAC connection is still in its infancy. In a com-
prehensive 2005 report on the internationalization of education in LAC, links
with the Asia and the Pacific region barely appeared (De Wit et al., 2005).
Figures on the international mobility of students at the tertiary level (under-
graduate and graduate) show that students from LAC and Asia make up a
very small percent of total international students in each other’s respective
universities, although Asian students have a larger presence in LAC universi-
ties than the other way around (see Figures 1 and 2).
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generation of Chers and other types of satellites. Brazil was in a position to con-
tribute more technical resources and assume more operational control by the time
of the signing of the 2002 protocol, thanks to its experience in the project’s first
stage.

The 2002 protocol also laid out a more concrete framework to guide the
initiative, creating a Coordination Committee with a dispute settlement mecha-
nism. It also expanded the agreement to include preferential treatment for firms
from each country to supply parts, services, and equipment for the project. The
agreement also addresses the often contentious area of commercialization, re-
flecting that the project had advanced to the point where the images produced
and intellectual property developed had potential commercial value. However,
only broad principles regarding commercialization, rather than specific rules,
were put forth. The launch of Cbers-3 is scheduled for the first half of 2012, with
an expanded mission that includes imaging Africa. Plans to continue the coop-
eration include the development of new investigation and monitoring satellites
through 2020.

The Cbers project shows that opportunities for cooperation can provide tan-
gible benefits for each side. The key to its success seems to have been locating
a niche where commercial or competitive pressures were not at odds with the
cooperation agenda (although, interestingly, the cooperation created commercial
opportunities later on). Another important element was the presence of comple-
mentary areas of expertise in the face of barriers to technology and knowledge
transfer by traditional space powers.

Source: Zhao (2005).

This is perhaps not surprising in light of the obstacles posed by geogra-
phy and language. However, efforts to overcome these obstacles might open
up significant opportunities for mutually beneficial cooperation, in addition
to forging closer cultural bonds. Indeed, interest in the PRC does appear to
be rising among LAC students. In Argentina, growing demand for scholar-
ships to study in the PRC has led to the signing of cooperation agreements
between several Argentine and Chinese universities.

Interestingly, the LAC and Asian regions are at opposite ends of the
spectrum when it comes to internationalization of education. A recent pa-
per that examined institutional support for international education in LAC
found a lack of strategic planning and institutional capacity to effectively
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Figure 1  International Students in Asian Economies by Region of Origin (Tertiary Level)

Other 5%

Africa 7%

LAC 1% Asia 87%

Total International Students = 270,879

Source: UNESCO Institute for Statistics.

Figure 2 ¢ International Students in LAC Countries by Region of Origin (Tertiary Level)

Other 16% Africa 12%

LAC 63%

Total international students = 56,508

Source: UNESCO Institute for Statistics.

incorporate the international dimension (Lopez et al., 2011). Given the di-
versity of actors that play a role in the internationalization of education,
including education ministries, foreign ministries, science and technology
ministries, international cooperation agencies, and academic and research
institutions themselves, having a strategy that defines roles is likely to be
key.

Asia, on the other hand, has been a pioneer in cross-border education.
In 2009 students from the Asia and the Pacific region represented a full
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52% of all students enrolled internationally, by far the largest regional share
(LAC’s was 6%) (OECD, 2011b). Student mobility is just one indicator of in-
ternationalization of education, however. Bashir (2007) presents data on the
number of foreign affiliate campuses or joint programs operating in develop-
ing economies. The Asian economies included averaged 334 per country; in
LAC, the figure stood at 22.7 The differing degree of international integration
in the education sector suggests potential lessons for LAC on the strategies
and policy levers employed by the Asian economies.

Finally, there seems to be an opportunity for greater cultural exchange
between the two regions. Despite admiration of PRC’s economic success,
there appears to be limited knowledge in LAC about Asian culture, and vice
versa. The PRC has deliberately incorporated cultural diplomacy into its for-
eign policy, most prominently through the opening of Confucius Institutes
that teach Chinese language and culture abroad. Twenty-one institutes cur-
rently operate in 10 LAC countries. Expanding and deepening this type of
exchange—especially in the area of language instruction—could facilitate
educational and research linkages and lay the basis for deeper future coop-
eration.

Multilateral interregional groupings: a crowded field

Beyond bilateral linkages, economies in Asia and LAC have joined a num-
ber of interregional multilateral forums with varying objectives, institutional
mechanisms, and actors. Some pursue a traditional free trade agenda of re-
ducing trade barriers and integrating markets. Others emphasize non-market
forms of cooperation. Some are squarely oriented towards the Asia-LAC
space, while forums such as the India-Brazil-South Africa (IBSA) grouping
intend to engage outwardly on global issues.

In general, we might expect interregional groupings to have certain ad-
vantages and disadvantages vis-a-vis bilateral cooperation. On the positive
side of the ledger, regional groupings have the potential to enable smaller,
less developed economies to share in the benefits of cooperation. As we
saw in the preceding section, the most successful bilateral initiatives have

7 The economies included in these figures are the PRC, Hong Kong, China, Singapore,
Malaysia, Philippines, Viet Nam, Thailand, and India in Asia; and Argentina, Chile, Co-
lombia, and Mexico in LAC.
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involved the biggest economies—the PRC, Brazil, India, Japan, and Mexico—
which have the most resources to share and the greatest capacity to invest in
maintaining cooperation. Regional cooperation can address the power asym-
metries inherent in bilateral relations between giants such as the PRC, India,
and Brazil, and the smaller nations in both regions. Interregional groupings
also offer the potential to scale up cooperation efforts by bringing more re-
sources and technical capacity to the table. On the other hand, precisely
because they involve more actors, interregional cooperation initiatives can
be more complex to negotiate and coordinate, and entail higher transaction
costs than bilateral arrangements.

As with hilateral arrangements, interregional cooperative efforts be-
tween Asia and LAC have multiplied in recent years. This reflects not only the
realization of their importance for governments on both sides of the Pacific,
but also the growing frustration of some governments with existing group-
ings and with the lack of progress in international forums such as the WTO.
In light of this growth, it is important to look closely at these efforts and at-
tempt to parse out which have been effective, why, and where future efforts
should focus.

Asia-Pacific Economic Cooperation (APEC). The Asia-Pacific Economic Co-
operation (APEC) is the most prominent interregional bloc. Created in 1989
to promote economic cooperation between ASEAN® states and key trading
partners in Asia, APEC has since expanded into a broad forum for promoting
trade deals and economic integration among its 21 members, which now in-
clude Mexico, Peru, and Chile from LAC. While APEC’s primary objective is to
facilitate trade and investment liberalization, economic and technical coop-
eration—known in APEC circles as ECOTECH—has been a part of the forum’s
work since its inception. The ECOTECH framework encompasses mechanisms
for cooperation in areas such as energy, science and technology, health, ag-
riculture, and anticorruption.

APEC has a well-developed institutional framework, with a permanent,
albeit small, secretariat and working groups in the thematic areas men-
tioned above, as well as those that fall under the ECOTECH agenda. Each
working group has targeted action plans, implementation frameworks, and

8 ASEAN consists of Brunei Darussalam, Cambodia, Indonesia, Lao PDR, Malaysia, Myan-
mar, Philippines, Singapore, Thailand, and Viet Nam.
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medium-term priorities. Annual member contributions supported US$22 mil-
lion in financing for over 100 projects during 2009-2010 (www.apec.org).

How useful are these initiatives? Many assessments of APEC’s effec-
tiveness have been carried out, including independent evaluations of its
working groups. While these provide imperfect indicators,® a common theme
is that APEC’s efforts in economic and technical cooperation would benefit
from more strategic direction, and too often reflect the agenda of more ad-
vanced economies. In addition, a look at the nature of APEC programming on
ECOTECH topics suggests that most take the form of one-off seminars, train-
ing sessions, and conferences, which makes it unclear whether there are sus-
tained efforts throughout the year.!® In other areas, such as trade facilitation,
APEC has had success in bringing members into closer cooperation on issues
that extend beyond traditional trade policy. Examples include streamlining
visa procedures for business travelers and sharing information among mem-
bers’ national authorities on data privacy to protect e-commerce.!! These
initiatives and others implemented under APEC’s Second Trade Facilitation
Action Plan are estimated to have reduced transaction costs by 5% between
2007 and 2010 (PSU, 2012).

Although APEC brings strengths and weakness as a forum for interre-
gional cooperation, one fundamental weakness is its limited geographic cov-
erage in LAC. With only Mexico, Peru, and Chile participating, the grouping is
overwhelmingly Asia-centric. A moratorium on new members through 2010,
combined with increased political wrangling over whether to expand, have
frustrated the ambitions of interested countries such as Colombia, Costa
Rica, and Ecuador.

Forum for East Asia—-Latin America Cooperation. The Forum for East Asia-
Latin America Cooperation (FEALAC) is an organization made up of 34 LAC
and Asian states, created in 1998. In contrast to APEC, FEALAC’s primary
aim is to foster economic and political cooperation in a variety of policy

° For one, many evaluations rely on surveys in which the number of respondents is small.
10 Part of the reason for this is that APEC is not a capacity-building institution per se, al-
though working groups do organize capacity-building activities related to their agenda.
1 The APEC Business Travel Card (ABTC) allows card holders pre-cleared entry to par-
ticipating APEC economies. The APEC Cross-Border Privacy Enforcement Arrangement
(CPEA) provides a mechanism for privacy enforcement authorities to share information
and provide assistance for cross-border data privacy enforcement.
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areas, including education, science and technology, innovation, and poverty
reduction. It does not explicitly seek to liberalize trade relations or promote
economic integration between the regions. Given its broader geographical
coverage, FEALAC has the potential to be the basis for more inclusive re-
gional cooperation. In addition, its primary focus on non-market cooperation
issues could give it a comparative advantage in this area. In APEC, by con-
trast, ECOTECH has been seen by observers as overshadowed by the trade
and investment agenda (Krongkaew, 2003).

On the other hand, FEALAC has weaker institutional underpinnings
than APEC, with no permanent secretariat and ministerial-level meetings
held only every three to four years (in APEC, heads of state meet annually). A
possible advantage of this institutional structure could be less bureaucracy
and greater flexibility, for example in shifting more of FEALAC’s work online.
Despite these potential benefits, there is evidence that the forum has suf-
fered from a lack of commitment and attention from some members. Key
initiatives, such as support for small- and medium-sized enterprises (SME),
identified as a priority area since 2002, show few tangible results to date.!?
An online secretariat—an essential tool for a grouping of 34 geographically
dispersed economies—was only set up in 2011. During the group’s Senior
Officials Meeting in 2010, the delegates took steps to address these con-
cerns, adopting a strategy to increase awareness and generate stronger
commitment among members (FEALAC, 2010). The strategy has given birth
to a FEALAC Vision Group, charged with raising the forum’s profile. It is still
unclear whether FEALAC will emerge as a robust forum for interregional co-
operation.

A pair of new groupings

As older interregional blocs struggle to define their roles, a pair of new
multilateral groupings have emerged that reflect the growing international
clout of the two regions’ largest economies. The India-Brazil-South Africa
(IBSA) Forum and the Brazil-Russia-India-PRC-South Africa (BRICS) group-
ing each provide new opportunities for cooperation between LAC and Asian
economies. First, the forums have allowed for direct dialogue and exchange

12 [n the area of SME promotion, several workshops and studies have been carried out,
but more robust, consistent mechanisms, such as a proposal to create a bi-regional net-
work of SME support centers, have yet to be realized.



ASIA—-LAC COOPERATION: FORGING LINKAGES BEYOND TRADE AND INVESTMENT 127

of knowledge among the economies involved. Secondly, in the case of IBSA,
technical and economic cooperation programs in areas such as agriculture,
infrastructure, and institutional strengthening are carried out in less-devel-
oped economies through the IBSA Fund, making the bloc an increasingly im-
portant venue for South-South cooperation. Finally, to the extent that many
Latin American and Asian economies have shared interests vis-a-vis interna-
tional bodies such as the UN, WTO, and the G-20, both IBSA and BRICS can
lend a powerful voice to those views. This final point will be taken up in more
detail in the next section.

IBSA seems to have established itself as an effective vehicle for coop-
eration between LAC and Asia (and Africa). The grouping has developed a
solid institutional underpinning, with a clear framework for proposing and
monitoring cooperation initiatives, and thematic working groups in 16 ar-
eas, including education, social development, culture, and defense. Over a
dozen memorandums of understanding and agreements have been signed
between the three governments, and civil society, academic, and business
summits regularly take place on the sidelines of IBSA meetings. In addi-
tion, the participants contribute an annual US$1 million each to the IBSA
Fund, which finances development projects in Africa, LAC, and Asia. The
BRICS members held their first official meeting in 2009 (before South Af-
rica joined the following year), and their leaders have met annually since
then. During the 2012 summit, BRICS leaders announced plans to formalize
the grouping and create permanent BRICS institutions, including a jointly-
run development bank. Other initiatives to deepen cooperation among the
BRICS members include an agreement to extend domestic currency loans to
fellow members.

Trans-Pacific Partnership. At the same time, new options for interregional
integration continue to appear. The Trans-Pacific Partnership (TPP), which
builds on an existing FTA among Chile, Singapore, Brunei Darussalam, and
New Zealand, now includes Peru, Malaysia, and Viet Nam, in addition to the
USA and Australia. All of them are currently negotiating towards a state-of-
the-art trade agreement that would go further than any existing agreement
by covering issues such as state-owned enterprises and government pro-
curement. In late 2011, Mexico, Japan, and Canada all expressed interest
in joining the TPP, which would boost the bloc’s economic and political heft
considerably.
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At this stage, it is hard to assess the TPP’s potential as a facilitator of
non-market cooperation. On one hand, its stated intention of delving into
behind-the-border issues that touch on domestic policy could present ample
opportunities for technical cooperation and knowledge exchange. However,
the comprehensiveness of the proposed agreement has already raised con-
cerns among domestic constituencies in some member countries.

Latin America’s emerging “Pacific bloc”. Countries along Latin America’s
Pacific Rim, recognizing the strategic opportunity that geography has en-
dowed them with, are taking steps to increase their own integration and co-
operation with an eye towards deepening ties with Asia. The Latin American
Pacific Basin Initiative (ARCO) was launched in 2006 by 11 LAC countries,*?
and has hosted a series of ministerial meetings with delegations from Japan,
Republic of Korea, the PRC, and other Asian economies. Similarly, in 2011,
the presidents of Mexico, Colombia, Chile, and Peru announced the Pacific
Accord, which proposes an alliance to further integrate their economies with
the aim of improving competitiveness in Asian markets. The three South
American partners, Colombia, Chile, and Peru, went a step further by inte-
grating their stock markets through the Integrated Market of Latin America,
which allows investors in any one country to trade companies listed in the
other two. It is clear that countries on LAC’s Pacific coast have their sights set
squarely on Asia. What is less clear is whether these emerging groupings will
become major actors in interregional relations.

A final and related point is the potential for synergies between regional
integration processes on either side of the Pacific and interregional coopera-
tion. Through forums such as ASEAN and APEC, Asia and the Pacific econo-
mies are pursuing an ambitious integration agenda that goes beyond market
integration to include efforts to simplify customs procedures, enhance invest-
ment protections, improve intellectual property protection, and ease border
crossings. Stronger institutional underpinnings for intraregional integration
in LAC, which lags behind Asia in this regard, should facilitate cooperation
between the two regions by providing a LAC counterpoint to Asian regional
institutions and creating opportunities to scale up cooperative initiatives at
the national level.

13 Chile, Colombia, Costa Rica, Ecuador, El Salvador, Guatemala, Honduras, Mexico,
Nicaragua, Panama, and Peru.
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Asia-LAC cooperation on the global stage

In the current international context, LAC and Asia are well-positioned—
perhaps more so than ever before—to advance concrete initiatives on key
global issues such as international financial regulation, climate change, and
the governance of multilateral institutions. The rise of the G-20—with seven
additional members from LAC and Asia'“—to effectively replace the G-7/8
confirms the importance of these new voices in the global decision-making
apparatus. Given the sheer economic, demographic, and strategic weight of
the new Asian and LAC powers, their support will be necessary for any new
international agreement to hold water.

What are the two regions’ shared interests? Certainly a major area of
common ground lies in reforming the governance structure of the main in-
ternational organizations. LAC and Asia have consistently pressed to have
voting shares at the IMF better reflect global economic realities, winning a
5% shift in voting shares to emerging market economies since 2008. Brazil
and India have also led a charge to reform the UN Security Council, an ob-
jective articulated at the outset of the IBSA Forum in 2003. Each country
has supported the other’s bid for a permanent seat, although here they have
met resistance from the PRC, among others. Evidently, cooperation has its
limits. To the extent that bigger economies like the PRC, India, and Brazil
attain the status and prerogatives of “global powers,” they may view differ-
ently attempts to further reform global governance, South-South solidarity
notwithstanding.

Creating a more robust global financial regulatory framework is cer-
tainly in the best interests of the two regions, given their increasing integra-
tion with global financial markets. On this front, LAC and Asia both have a
stake in improving the capacity of the IMF to monitor systemically impor-
tant economies such as the US and the EU and to assess currency misalign-
ments and macroeconomic imbalances. Another important shared interest
lies in strengthening global financial safety nets, an area where enhanced
coordination is critical. Of course, the currency issue is another persistent
point of contention between the PRC and many of its LAC and Asian counter-
parts.

1 Argentina, Brazil, PRC, India, Indonesia, Republic of Korea, and Mexico, which join
Japan, a member of the original G-7.
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Multilateral trade negotiations are another area where cooperation and
conflict have coexisted between the two regions. At times, governments from
the two regions have joined forces, for example in successfully opposing the
US and EU proposal for the 2003 Doha Round of negotiations. The WTO has
also been a venue for airing LAC countries’ concerns with the PRC’s econom-
ic power. The region brought the greatest number of antidumping proceed-
ings against the PRC since the latter’s WTO accession in 2001 (Dominguez,
2006). In general, over half of LAC countries’ antidumping complaints be-
tween 2006 and 2011 have been directed against Asian economies (the
reverse is not true). The WTO activities point to the potential for asymme-
tries in the economic relationship between LAC and Asia to lead to political
tensions.

Conclusions and recommendations

What can we learn from this broad picture of Asia-LAC cooperation? First,
a caveat is in order. Given the wide range of activities, institutional ar-
rangements, and areas of interest considered in this chapter, in addition
to the lack of information in many instances, we cannot draw systematic
conclusions. Rather, it is our intention to make some general observations
that should inform policy decisions with respect to future interregional co-
operation.

More formal study of non-market cooperation is needed. Lack of infor-
mation presents a consistent obstacle to assessing the effectiveness of non-
market cooperation between the regions. While governments participate in
a bewildering range of treaties, bilateral agreements, and multilateral fo-
rums—not to mention linkages forged directly at the institutional level—there
has been little systematic study of the outcomes of such arrangements. In
the absence of hard evidence, analysts often fall back on common percep-
tions that cooperation consists of more rhetoric than action and is hampered
by excessive bureaucracy and confusing, duplicative institutional arrange-
ments. While there is some truth behind these critiques, the examples of
successful, mutually beneficial cooperation show what is possible under the
right circumstances. The existence of these successes calls for more atten-
tion to these issues in order to better understand the potential benefits and
how they can be obtained most effectively.
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Coordination and strategic planning among various institutions are key.
A main takeaway from this discussion is that international cooperation initia-
tives involve a wide range of actors, who might be unaccustomed to working
together. At the national level, actors include foreign ministries, international
cooperation agencies, national development banks or export-import hanks,
and ministries in such areas as education, science and technology, and en-
ergy. Add to this mix the presence of counterparts in the foreign governments
and, potentially, multilateral institutions, and it becomes clear that good co-
ordination across institutions is key to successful cooperation initiatives.

At the national level, governments must have a strategic plan for coop-
eration that encompasses the various forums in which they participate and
helps define the role of national institutions. A more systematic approach at
the national level would allow governments to be more pragmatic and re-
sults-oriented about their goals, and also potentially help measure progress
by establishing concrete objectives.

Trade agreements can be a stepping stone to broader cooperation. We have
discussed several examples where traditional trade agreements have provid-
ed the basis for concrete cooperation in policy areas a step or two removed
from trade, such as visa procedures and data privacy, as well as education and
human resource development, agriculture, and science and technology. This
has occurred through both bilateral arrangements such as the Economic Part-
nership Agreement between Japan and Mexico, as well as in regional forums
like APEC. Linking cooperation initiatives to existing or emerging trade agree-
ments makes sense for several reasons. First, there are clear synergies be-
tween trade agreements and cooperation. This is especially true of the range
of policies considered under the aegis of “aid for trade,” where traditional de-
velopment cooperation and trade integration intersect. More cooperation in
areas such as removing infrastructure bottlenecks that constrain trade could
be regarded as low-hanging fruit in terms of cooperation opportunities. An-
other entry point for broader cooperation on behind-the-border policy issues
is trade facilitation, which encompasses a range of logistical issues such as
customs procedures, e-commerce adaptation, and “single-window” policies.
The success of APEC’s trade facilitation agenda could provide a framework of
standards and best practices to extend to other LAC countries.

Secondly, trade agreements provide a built-in institutional framework
consisting of a legal status, often approved by legislatures, monitoring
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committees, and dispute settlement mechanisms. This framework is often
missing from agreements and MolUs on non-market cooperation. Finally,
trade and investment agreements attract high-level political attention and
are usually seen as core interests; agreements on science and technology or
education generally are not. Connecting the latter with the former can help
raise the profile of cooperation initiatives and ensure that they are actually
implemented.

Leverage regional multilateral institutions. Asian and LAC economies cur-
rently cooperate through participation in multilateral regional institutions
such as the Asian Development Bank (ADB) and Inter-American Development
Bank (IDB).'> The two banks cooperate under a formal partnership, and the
ADB and IDB presidents have signed agreements to support sustainable,
low-carbon transport, and to share access to trade finance programs that
link more than 100 financial institutions to support trade between the two
regions. The Latin America/Caribbean and Asia/Pacific Economics and Busi-
ness Association (LAEBA), another ADB-IDB joint initiative, provides oppor-
tunities for comparative research on the business economics of the regions
and enables researchers to discuss current research and cooperate with poli-
cymakers and the private sector.

The institutions are well positioned to facilitate exchanges and knowl-
edge sharing between policymakers, academics, and businesses from the
two regions on a wider set of issues. In addition, as a forum for high-level di-
alogue between the two regions, the multilateral development banks should
be an increasingly valuable source of ideas for interregional cooperation,
including efforts to define shared interests and coordinate and provide guid-
ance on key global issues such as financial stability and climate change.

Focus on areas of strategic complementarity. A key motivation for coopera-
tion between developing economies is the presence of complementarities,
that is, areas in which one economy has expertise, a comparative advantage,
or resources that align with another’s demand. In terms of comparative ad-
vantages in the provision of aid and technical assistance, India has carried
out capacity-building programs for foreign government officials since 1964

1s Three Asian economies, the PRC, Japan, and Republic of Korea, are also non-borrowing
members of the IDB.
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through the Indian Technical and Economic Cooperation. The programs,
which involve scholarships for foreign officials to come to India, have been
utilized by 159 countries. LAC participation has been small, however, with
the region receiving only 0.14% of the total Indian technical cooperation
budget for 2010-2011. Japan has been a leader in the provision of aid for
trade, an area where there is strong demand from LAC given its infrastructure
needs. The LAC region only received 9% of all aid for trade in 2010. ECLAC
(2010a) provides an extensive overview of Japan’s aid for trade strategy and
urges LAC countries to be proactive in exploiting this opportunity.

At the same time, governments wishing to exploit complementarities
for cooperation must take care not to encroach on the prerogatives of na-
tional and firm-level competitiveness. Any calls for sharing technology or
know-how in areas of competitive advantage in the market place will run
up against private sector interests and likely sink efforts at cooperation. The
public policy realm generally provides better incentives for cooperation.

That said, situations do arise where the national competitive interests
of one state and the development priorities of another align to create op-
portunities for cooperation, either through development aid or technical
assistance, in areas that are often the purview of market mechanisms such
as foreign direct investment (FDI). The discussion of infrastructure below
provides an example. In order to create the best possible incentives for co-
operation, it is important to think about not only complementarities but also
strategic complementarities, in other words, areas where both comparative
advantages in terms of providing cooperation and strategic interests align, or
at the very least are not at cross-purposes.

Where are the best opportunities for Asia-LAC cooperation? Infrastruc-
ture represents a key area of potential synergies between market dynamics
and development priorities. It is also an area where public and private in-
vestment often coexist, meaning that opportunities for cross-border support
run the gamut from FDI to public-private partnerships to technical assis-
tance and traditional development aid. Still, a good deal of bilateral support
for infrastructure falls under the rubric of cooperation as we have defined
it here.

This is certainly the case for Asia-LAC relations. Given the predomi-
nant pattern of trade that has been propelling commerce between the two
regions, in which resource-rich LAC provides primary materials for Asia’s
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industrial titans, Asia has a clear strategic interest in improving the efficien-
cy of LAC’s infrastructure for transporting and exporting its raw materials. All
the more so, considering that transport costs associated with infrastructure
constraints represent a major barrier to trade for LAC, significantly higher
than the cost of tariff barriers (Moreira et al., 2008). For LAC, infrastructure
represents a clear area of need: the region ranks well behind other regions
in metrics like road density and percentage of paved roads. The region’s in-
vestment in infrastructure, both public and private, has fallen from around
6% of GDP during the early 1990s to 2% in 2006. Experiences of develop-
ing economies internationally suggest investment of around 5% of GDP as a
target for developing economies (ECLAC, 2010b).

Asia and LAC have begun to pursue cooperation in infrastructure, mar-
shaling a combination of private investment and traditional development
aid mechanisms. Japan, for example, has embarked on a strategy of loan as-
sistance to develop infrastructure surrounding important natural resources.
This integrated effort among the Foreign Ministry, the Japan International
Cooperation Agency (JICA), and other government agencies as well as the
Japanese private sector is creating opportunities for investment that could
also provide LAC countries with much-needed support for infrastructure de-
velopment (ECLAC, 2010a). Given its strategy of combining investment and
development cooperation, its comparative advantage in the provision of aid
for trade, and its focus on areas like natural resource and food security, Japan
offers clear opportunities for mutually beneficial cooperation with LAC. In
order to make the most of this opportunity, LAC governments need to seek
out projects and define their technical and financing priorities.

Experiences with poverty reduction policies should provide ample op-
portunity for cooperation in the form of knowledge sharing and technical
assistance between the two regions. Both regions face significant socioeco-
nomic challenges, with large numbers of poor despite strong overall growth
in many cases. Despite this general picture, a number of LAC countries have
had considerable success in reducing poverty rates over the past decade
through the use of conditional cash transfer (CCT) programs. CCTs help to re-
duce poverty by transferring money to poor people on the condition that they
carry out certain actions, such as keeping their children in school, receiv-
ing vaccinations, or having regular medical check-ups. A large literature on
CCTs indicates that while they have considerable upside potential in reduc-
ing poverty, they present a special set of challenges, especially in targeting
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beneficiaries, monitoring conditionality, and administering decentralized
cash transfers (Fiszbein and Schady, 2009).

Over a dozen LAC countries have implemented CCTs in the past decade.
The programs have generally been well implemented and have had signifi-
cant effects not only in reducing poverty levels but also in raising consump-
tion and increasing the use of health and education services. More recently,
several Asian governments have experimented with CCT programs. India has
used CCTs at the state level, and is now moving towards the CCT model in
its social protection programs at the national level. Given the Indian govern-
ment’s traditional focus on delivering physical goods and services rather than
cash transfers, implementing CCTs on a large scale implies new challenges,
such as monitoring transfers and conditionality. Technical assistance and in-
ternational learning could be beneficial in meeting this challenge (UNDP In-
dia, 2009). While there is no one-size-fits-all CCT program, the experiences
of LAC countries, especially given their diversity, should contain lessons that
Asian governments can apply in their own CCT initiatives.

Disaster response is another policy area where there should be strong
incentives for cooperation between LAC and Asia. Providing aid in the im-
mediate aftermath of a catastrophic event is a critical form of cooperation,
but one where many international organizations stand ready to provide sup-
port. Equally important is the opportunity to collaborate, share knowledge,
and carry out joint research in disaster preparedness, planning for disaster
response, and techniques for mitigation.

Disaster response represents a classic public good: the market incen-
tive to provide relief or to help mitigate natural disasters is essentially nil,
so there is little worry that cooperation would impinge on private sector in-
terests. In addition, many LAC and Asian economies share ecological and
topographical characteristics that make them vulnerable to the same forces
of nature such as earthquakes, tsunamis, and flooding. These similarities
create opportunities for joint research that can be of enormous value on
both sides of the Pacific. Finally, given the data constraints that researchers
of natural disasters often face (there are only so many events from which to
collect first-hand evidence), cooperation can greatly enhance the prospects
of scientific investigation (see Box 1).

Confronting the various challenges surrounding climate change repre-
sents another area where international cooperation is essential and where
potential for mutually beneficial interregional initiatives exists. Beyond
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negotiations on an international agreement, climate change mitigation is
increasingly embedded in a wide range of issues affecting the two regions,
including economic competitiveness, trade negotiations, and urban develop-
ment.

Governments in the two regions could cooperate on research into the
environmental, economic, and social effects of climate change, as well as the
impact of different mitigation strategies, through joint research and infor-
mation sharing. In addition, under the rubric of climate change mitigation
there is a wealth of emerging policy areas where knowledge sharing should
be mutually beneficial without running up against private sector interests.
These include developing carbon markets, supporting energy efficiency of
consumer products, greening public transport, and implementing programs
that compensate developing economies for emissions reductions, commonly
known as REDD.® More specifically, the success of LAC cities such as Curi-
tiba (Brazil), Belo Horizonte, Medellin, Bogota, and others in implementing
sustainable public transport and waste management systems could provide
valuable lessons, especially as Asia faces rapid urbanization in the coming
decades.’

Cooperation between Asia and LAC could also help ensure a greater
voice for governments in the regions in international climate change discus-
sions. As the UN process proceeds towards a new framework to replace Kyoto,
key questions remain, such as the level of developing economy contributions
to emission reductions, the strength of legal commitments the new treaty will
carry, and the enforcement mechanisms, if any. Here again, however, econo-
mies such as Brazil, the PRC, and India have found themselves at odds.'®

Financial regulation is a particularly important challenge that needs to
be addressed through cooperation across borders and in multilateral forums,

16 Reducing Emissions from Deforestation and Forest Degradation (REDD) policies are
carried out by the UN, the World Bank, and the Norwegian government. Over a dozen
LAC and Asian economies are currently participating in REDD programs, either as
beneficiaries or as observers.

7 The urban population of Asia is expected to double between 2000 and 2030; it
currently stands at around 48% of the total population, whereas in LAC a full 79% of the
population lives in urban areas (Asian Development Bank and World Bank).

18 India was the biggest holdout against mandatory targets for developing economies,
which were a key element in the agreement that emerged from the 2011 Durban
conference. Brazil, on the other hand, supports legally binding emissions targets for
Kyoto’s successor, something India and the PRC are sure to resist.
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especially in light of the disruptions in global financial markets in recent
years. The reality of interconnected markets and financial institutions with
international exposure means that central banks and national regulatory
bodies need to share information and increasingly coordinate policy.

Although LAC and Asian economies have been shielded from the worst
effects of the global financial crisis, there are still pressing reasons for mu-
tual cooperation. First, many emerging market LAC and Asian economies
face similar policy challenges associated with capital inflows and exchange
rate volatility. There could be potential policy lessons from the experiences
of governments in the two regions in this area. Secondly, as investment and
trade flows between Asia and LAC expand, the fates of the regions’ econo-
mies are becoming increasingly intertwined, most likely in ways that are not
entirely clear at the present time. Cooperation can help ensure a stable en-
vironment for such interregional integration through measures such as the
implementation of payment agreements and reciprocal credit and a system
of paymentin local currencies. Bilateral exchange swaps, which allow econo-
mies to carry out commercial activities directly in their partners’ currency,
offer another policy tool with the potential to expand cooperation. The PRC
and Argentina already have such an arrangement.

On bank supervision, information sharing and communication between
national regulatory authorities is needed to effectively oversee increasingly
integrated financial markets on both sides of the Pacific. A first step in this
direction has been taken with the first joint conference of East Asian and
LAC central bankers in 2011, a forum that should be strengthened in coming
years. Asian economies have already taken important steps to deepen re-
gional cooperation, through formal policy dialogues among finance ministers
and central bankers of the ASEAN+3 economies.!® These same economies
have also coordinated a regional financial safety net called the Chiang Mai
Initiative, since 2000, that provides short-term liquidity to stave off poten-
tial currency crises. In LAC, efforts at regional cooperation in financial regu-
lation are less developed, and the Asian experience could provide a valuable
source of knowledge.?°

economies.
2 For a broader discussion of Asia-LAC financial cooperation, see Estevadeordal and
Kawai (2012), ADB-IDB Background Paper (forthcoming).
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Finally, the emergence of the G-20 as a major forum for discussion of
global financial regulation provides Asian and LAC governments with an op-
portunity to shape new standards on key issues, including capital require-
ments, regulation of global systemically important financial institutions, and
international accounting standards. Both regions also have a major stake
in discussions on reforming the IMF to improve its capacity to monitor sys-
temically important economies and make its governance structure more rep-
resentative. In this regard, better intraregional dialogue and coordination
becomes an important prerequisite to ensure that the higgest LAC and Asian
voices in the global dialogue represent the two regions’ interests on issues
where there is a convergence of views.

Of course, it is unrealistic to imagine any policy area where regional
interests will always be aligned, or where individual governments will re-
place national self-interest with the ideal of South-South cooperation. As we
have seen, opportunities to cooperate coexist with many points of disagree-
ment in the panorama of Asia-LAC relations. Nunes de Oliveira, Onuki, and
Oliveira (2006), for example, found that agreement between India and Bra-
zil, reflected in votes at the UN and WTO, actually declined sharply between
1994 and 2004. Interestingly, it was precisely during this period that India
and Brazil launched the IBSA Forum with South Africa, which is widely seen
as a highly successful and effective model of multilateral cooperation. This
suggests that LAC and Asian governments can embark on mutually beneficial
cooperation in certain areas, even while disputes exist elsewhere. Doing so
will require that governments take care to develop cooperative initiatives in
areas where the right incentives exist and where institutional backing and
coordination are sufficient.
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Shaping the Future of the Asia-Latin America and the Caribbean Relationship

Economic relations between Asia and Latin America and the Caribbean (LAC)
have clearly reached a turning point at the turn of the 21st century. In a mere
decade, the manufacturing prowess and insatiable hunger for natural resources
of Asia’s two most populous economies—the People’s Republic of China
and India—coupled with LAC’s reemergence, have made Asia LAC’s second-
largest trading partner. At the same time, this dynamic trade relationship has
significantly increased LAC’s strategic and economic importance to Asia.

It can be argued that these seismic changes were mainly the product of market
forces driven by the immense resource complementarity between the two
economies, with little input from governments. However, if the sizeable gains
achieved to date are to be expanded, widely distributed, and consolidated,
governments must play a more decisive role. Their participation is particularly
critical in strengthening and balancing the three key pillars of any successful
integration initiative: trade, investment, and cooperation.

This report, a major collaborative effort by the Asian Development Bank
(ADB), the Asian Development Bank Institute (ADBI), and the Inter-American
Development Bank (IDB), seeks to support this policy agenda. In its four
chapters, the report identifies the main challenges and opportunities in each
of these pillars while drawing attention to the benefits of balancing their
development.
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