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an approximated answer to this question, using an approach suggested by
Batista and Azevedo (2003). To overcome the lack of data on the elasticity of
substitution between Chinese and LAC exports, LAC’ losses of market share in
any product, market and period is attributed to China according to the latter’s
participation among the countries which gained market share in that particular
product, market and period. For instance, if LAC looses market share in textiles
in the US market in the 1990s, this losses will be attributed to China, if China had
gained market share in that product, market and period. If Korea and China
were the only countries that gained market share in textiles, and China has 50
percent of the gains, 50 percent of LAC losses will be attributed to China.” Given
that, for the majority of industries, products are highly differentiated, the
accuracy of this exercise depends heavily on the data level of aggregation. Yet,
limitations on data availability for a number of countries does not allow the
analysis to go beyond the 5 digit level of the Standard International Trade
Classification (SITC). The results, then, particularly at the product level, have to

be taken with a pinch of salt.
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Figure 11 - LAC's World Market losses to China by technology intensity (1990-2002).

1.4%
, + 1,400
m Losses as % of category exports in 2002
12% +-- -—-F--- -
m Losses to China US$ 11,200
S 1.0% S e e B e R g
S {1,000 2
£ @
< 0.8% S
w + 800 =
2 E
= 06% - £
= + 600 S
:
5 04% | L 400 2
S
0.2% - + 200
0.0% |—mm N L0
High-tech Medium-tech Low-tech Resource based| Total exports

Source: Comtrade with author's own calculation.

Figure 11 suggests that LAC losses to China in the World Markets in 1990-2002
were on the whole relatively small, reaching 0.7 percent of the region’s total
exports in 2002 (US$ 1.4 billion).# Contrary to what could be expected from a
cursory factor endowment analysis, the highest losses were not concentrated on
low-tech, labor intensive goods, but in natural-resource intensive goods,
suggesting that LAC should be prepared to face competition from China on the

whole spectrum of factor-intensity goods.

Yet, it is worth noting that distortions such as the Agreement on Textiles and

Clothing (ATC)--which freezes markets shares in textiles and apparel in the main

8 See Lall (2000) for details of the classification. There was also a non-manufacturing category
included in the exercise, primary products, which did not reveal any losses in the period.
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world markets--and LAC’s protection of its own low-tech, labor-intensive
industries might be behind the relatively small losses in the low-tech sector. The
end of the ATC in 2005 could drastically change this picture, particularly for
countries in the region whose industrialization was based on the fragmentation
of the production process, taking up the more labor-intensive stages of the

production chain, such as Mexico and countries in Central America (see e.g.

Figure 12 - LAC's Annual World Market losses to China
(1990-2002, SITC 5 digits)
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Condo et al. 2004 and Nordas 2004).

Figure 11 for comparing two points in time does not tell much about the trend
behind the losses. This is shown in Figure 12 and, as it can be seen, overall losses
might have been relatively small, but the trend suggests difficult days ahead.
Figure 11 also blurs somewhat the picture when it averages the performance of
LAC’s diverse countries and subregions. Figure 13 gives a more detailed account
of these performances and it is clear that the more resource-intensive countries in
South America (Andean Community and MERCOSUR) seem to have been the

more affected. Central America (Central America Common Market-CACM) and

27



Figure 13-LAC World Market losses to China by selected countries and sub-
regions, as a percentage of 2002 manufacturing exports (1990-2002, SITC 5 digits)
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Mexico apparently used preferential agreement and higher MNF protection for
low-tech, labor-intensive industries as a shield against Chinese competition (see
Lopez-Cordova 2004). Yet, annual data shows that Mexico’s and Central
America losses, as with LAC as whole, have been mounting particularly after

1999.

Figure 14 shows that LAC’s most affected markets were outside the region,
implying that it has yet to suffer the full-blown Chinese impact on its main
markets, particularly on its domestic market. Reliable data on market penetration
for the entire region is difficult to come by, but trade flows suggest that China’s
moderate presence in LAC’s domestic manufacturing market is changing
rapidly. Figure 15 reveals a rapidly increasing Chinese share of manufacturing
imports in all LAC’s subregions, which, however, have still a long way to go to
match the situation in the US manufacturing market. Data on import penetration
for Brazil and Mexico (Figure 16) tend to confirm this picture of a small but
rapidly increasing impact of Chinese imports on local manufacturers. In case of

Brazil, whereas the country’s import penetration as whole has been declining
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since 1999 maxi-devaluation, Chinese penetration has moved in the other
direction, increasing substantially, although from a small base. In Mexico, the
growth of China’s imports has been outpacing that of the rest of the world by a
large margin since 1999.

Fig 14 - LAC's World Market Losses to China by Selected Markets, as a percentage
of 2002 manufacturing exports (1990-2002, SITC 5 digits)
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Figure 15 - China's Share of Manufacturing Imports in Selected Sub-regions and
Countries. 1990-2002
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Figure 16 - Brazil's and Mexico Import Penetration* in Manufacturing goods.
World and China (1996 - 2003)
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* Import divided by apparent consumption. Brazil's and Mexico's output data converted to US dollars using, respectively,
1998 and 1994 real exchange rate Source: own calculation based on IBGE and SECEX data.

Bilateral Trade--Another way of looking at trade impacts is to assess the volume
and composition of the bilateral trade between China and LAC. LAC’s exports
and imports to China boomed since the early nineties, reflecting the market
oriented reforms in China and in the region. Yet, exports lagged behind imports,
producing an increasing trade deficit, which reached US$5.7 billion in 2002,
despite China’s considerably faster growth. This figure hides, though,
considerable differences among countries in the region, with resource-intensive
countries such as Brazil, Chile, Peru and Argentina showing sizeable surpluses

after 2001.

For the purposes of the present discussion, the composition of the bilateral trade
is particularly revealing. Figure 17 shows that LAC’s net exports to China are
only relevant in primary products. It is marginally positive in manufactured
goods intensive in natural resources and heavily negative in all the other
categories of manufacturing goods. So, unlike China’s trade with other
developing countries in Asia, which is marked by an intensive intra-industrial

trade (see Lall and Albadejo 2003 and Ahearne, Fernald, Loungani and Schindler
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Figure 17 - LAC Net Exports to CHINA by factor intensity.
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2003), its trade with LAC seems to be heavily based on traditional comparative
advantages, reinforcing a pattern of specialization, which, as discussed before,

might not be growth enhancing.

In fact, as of 2002, LAC’s share of China’s total imports of manufacturing goods
were a mere 1.2 percent, whereas ASEAN countries accounted for 8.5 per cent.
One could argue that this is the inexorable result of geography and endowments,
yet given the characteristic already described of China’s trade regime and taking
into account that the composition of LAC’s net exports to the rest of world shows a
much higher share of manufacturing goods, one should at least explore other
possible explanations. For instance, both Chile and Brazil seems to face a more
“visible hand” when trying to export more industrialized versions of natural
resource products. Chile’s has difficulties in exporting refined copper (Claro 2004)
and Brazil, products such as soy oil and leather shoes (Abreu 2004). Likewise,
ASEAN success in exporting manufacturing goods to China might be related to its
engagement in the multinationals” global production chain and, therefore, they

face the more liberal, export-processing, version of China’s trade regime.
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Export similarity

Whereas shift-share analysis and descriptive trade statistics reveal a great deal of
information about the past and the present, they do not say much about the
potential trade impacts. Indices of export similarity can be useful in this regard
and reveal the relative vulnerability of countries and industries of the region to
Chinese competition in third markets. Among the several possible indices we
picked the straightforward coefficient of correlation of the export composition. The
use of alternative indices such as the Finger-Kreinin export similarity index (Finger
and Kreinin 1979) does not change the main story. Figures 18 and 19 show the
evolution of the coefficient of correlation in 1992-2001 of the largest Latin countries
and sub-regions and China, for exports to the US and rest of the world markets (6

digits of the Harmonized System).?

In both markets the story is very similar and the main drivers of the change seems

Figure 18 - Coefficient of Correlation for Export Composition
LAC-China: US market (HS 6 digits)
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9 Changes in the product classification along the period and data availability prevented the use of
a lower level of aggregation.
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Figure 19 - Coefficient of Correlation for Export Composition
LAC-China: Rest of the world (HS 6 digits)
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to be: (a) first and foremost, the rapid structural change of the Chinese economy
throughout the 1990s--away from natural resources, labor intensive and on to
capital and technology intensive goods, and its impact of the composition of
exports; (b) the relative dynamism of the high-tech manufacturing sector in Mexico
and in the CACM, driven by preferential trade agreements and; (c) little structural
change and a export composition heavily based on natural resources or resourced-
based manufacturing goods in countries such a Chile, Brazil and in subregions

such as the Andean Community and MERCOSUR.

For instance, the high share of oil in total Chinese exports in the early 1990s is
behind the relative high initial correlation shown by Mexico and the Andean
Community. As China becomes a net importer of oil along the decade and
becomes heavily specialized in the exports of manufacturing goods (initially labor
intensive, low-tech goods but gradually shifted into more capital intensive, high-
tech products), this correlation shifts into a declining trend. In the case of Mexico,
the correlation starts to rise again in the mid-nineties, mainly in the US market,
driven by the export boom and the change in composition towards more high-tech,

capital-intensive goods associated with NAFTA.
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CACM experienced a similar pattern in both markets, but later in the decade and
driven by FDI in sectors such as semiconductors, in countries such as Costa Rica.
Brazil and Mercosur start with a relatively high correlation in the US market,
based on the exports of resourced-based and low to middle-tech goods, but since
they do not follow China’s move up the technology and capital-intensity ladder,
this correlation falls sharply along the decade. Their correlation also declined in
the other markets, but given the lower share of manufacturing goods in exports to
the rest of the world, the correlation was consistently lower than in the US market

throughout the period. Finally, Chile’s heavy reliance on natural-resource goods

Figure 20 - Coefficient of Correlation for Export Composition
LAC-China: Manufacturing, US market (HS 6 digits)
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puts the country among the least vulnerable to Chinese competition in the region.

These movements on the level of direct competition with China become clearer
when the main driver of the changes, i.e. manufacturing, is isolated. Figures 20 and

21 present the same correlation index between LAC and China for the US and the
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other markets, but taking into account only manufacturing goods.1® As it can be
seen, this approach underlines: the rise of Mexico and CACM to the position of the
most vulnerable countries in the region, in both markets; the declining
vulnerability of Brazil and Mercosur and the very “safe” position of Chile and the

Andean community.

Figure 21 - Coefficient of Correlation for Export Composition
LAC-China: Manufacturing, Rest of the world (HS 6 digits)
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Though relevant, these figures should be interpreted with caution. True, Mexico
and CACM are the most vulnerable in the region, particularly because they rely
heavily on industries such as apparel, textile and electronics where China has huge
comparative and competitive advantages. The more so, because they specialize on
stages of the production chain that are highly labor intensive and can easily go
east. Their shallow network of suppliers and relatively low technological
capabilities add even more credibility to this threat. But the position of the other
countries does not look comfortable either. If one accepts the premise that

diversification into increasing return, human capital and technology-intensive

10 Definition based on the usual SITC classification (sectors 5 to 8 except for the sub-sector 68),
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industries is good for growth, what they are seen is an increasingly congested field
ahead, not least by China, which calls into question their prospects of a more

diversified and dynamic economy.

Conclusions

Is there a future for manufacturing in Latin America? One thing we can say for
sure is that China does not make this future any brighter. The combination of
endowments, scale, fast productivity growth and an omnipresent state makes of
China a formidable competitor to Latin American manufacturers and raise many
questions about their future. This is particularly true in a world market already
overcrowded by at least three generations of Asian Tigers and facing the
prospects of others, such as India, to come. As Blum and Leamer (2004, p.569)
put it “[...] the world is awash in countries competing to do mundane
manufacturing tasks and that route towards progress is foreclosed by

overcrowding.”

This prospect would not be reason for concern if we could say, beyond any
reasonable doubt, that manufacturing does not really matter for growth and
development. Yet, both theory and evidence seem to suggest otherwise, at the
very least, for the opportunities of diversification involved. The risks of a pattern
of specialization based on natural resources are there for everyone to see,
including with very concrete examples in the region. True, there are success
stories, but they seem to be exceptions based on particular historical and
institutional environments. This does not mean that the region should “turn its
back” to natural resources or any policy of that sort. It just means that, on the

basis of the evidence available, the region would be ill advised to renounce to a

converted into the harmonized system.
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well-proven road to prosperity, no matter how treacherous this road has become

with the emergence of China.

Even if we leave China apart, the future of manufacturing in LAC is usually seen
with pessimism on the grounds of geography and endowments. The tribulations
of the sector on the last two decades seem to corroborate this view. Yet,
geography and endowments do not tell the whole story. First, there was the
legacy of the ISI era, which promoted industrialization beyond any economic
rationale and underinvested in human capital. Second, there was the decades of
macroeconomic volatility that were particularly costly to the tradable sector and,
finally, there was the overreaction to the excesses of government intervention,

which left manufacturers vulnerable to market failures and foreign targeting.

These are all policy-related factors and both theory and history give us hints that
well-designed policies, backed by strong institutions, can overcome the
restrictions imposed by endowments and geography. To put it differently,
policies might change the endowments that matter for industrialization and

growth, such as human capital and technological capabilities.

If seen through these lenses, the Chinese challenge might still look daunting, but
not insurmountable. It all depends on the region’s ability to pursue a policy
agenda, which should aim at: a) the consolidation of the macro stability anchored
on fiscally responsible policies and institutions; b) the formation of a large
regional market to reduce de disadvantage of scale, particularly for the smaller
countries, an issue where regional agreements might play a crucial role; c) the
relaxation of excruciating credit-constraints on local firms, which are up against
highly-leveraged Chinese firms; d) the enhancement of frail local technological
capabilities (i.e. human capital), not only to boost productivity, but to increase
the region’s ability to differentiate its products and diversify its investments into

externality prone and growth enhancing activities.
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Of course, this is easier said than done. As Stigltiz (2002, p.50) put it,
“Unfortunately, we can say more about what is needed, than we can about how
to create what needs to be created.” There seems to be no doubt, though, that, to
meet this challenge, the region will need a much more pragmatic approach to
government, than it had during the nineties. It seems also clear that for a region
with such a variety of country sizes, endowments and institutions, there must be
a fair amount of “self-discovery” in policy-making, i.e.: “The specifics of how this
[fostering industrial growth and transformation] can be managed is likely to
differ from country to country, depending on administrative capability, the
prevailing incentive regime, the flexibility of the fiscal system, the degree of
sophistication of the financial sector, and the wunderlying political
economy” (Hausmann and Rodrik 2002, p.17). In other words, to a large extent,

police-makers are out there on their own.
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Table A-1.Median Regression: Manufacturing Share of GDP (in log).

Explanatory Variables (in log)

Real PPP Per capita income (RPPP)
Square of RPPP

Capital stock per capita

Labor Force

Crop land per capita

Pasture land per capita

Forest land per capita

Share of pop. with some tertiary education
Share of pop. with some secondary education
Share of pop. with some primary education
Share of pop. with no education

Energy stock per capita

Observations

Countries

Pseudo R2

Standard errors in parentheses

*** significant at 1%
Controls included year dummies

Data on endowment from Antweiler and Trefler (2000). Data on Manufacturing Share

1.71
(0.3293)***
-0.0955
(0.0198)***
0.0485
-0.0354
0.0773
(0.0113)***
-0.0664
(0.0222)***
0.0141
-0.009
0.0108
-0.0113
0.0715
(0.0243)**
0.0327
-0.0347
0.1315
(0.0268)***
0.0072
-0.0229
-0.0345
(0.0107)***
275
67
0.3647

from the WDI and data on per capita income from Penn World Tables 6.1
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