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Abstract

China is an emerging major player from which Guatemala could benefit by entering a free
trade agreement to enjoy a preferential access to this important economy. However, it is
important to consider that Guatemala has diplomatic relations with Taiwan, which is a thorn

in China’s eye, and supports the island’s sovereignty.

Another of Guatemala’s international trade priority is to complete the Central
American regional economic integration. The region’s integration efforts have led the Central
American countries to engage in a joint negotiation process with prospective partners outside
the region. But this requires Guatemala to perform a delicate balancing act in her trade

negotiation with the Republic of China.

Before Guatemala engages in a negotiation with China, it has to consider the possible
advantages and disadvantages that this decision could represent and how this would affect
some key elements of Guatemala’s trade and foreign policy like: the country’s foreign policy
principles; Guatemala’s commitment with the Central American economic integration; the
historical relation with Taiwan and Costa Rica’s experience on their negotiation of a free

trade agreement with China.

There could be another option for Guatemala and the key is the Economic Cooperation
Framework Agreement that China has established with Taiwan, it might very well be the tool
that Guatemala could use to improve its trade conditions with China without having to

abandon Taiwan.
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l. Introduction

One of the priorities of Guatemala’s trade policy, (Foreign Affairs Ministry 2007) is to
engage in as many negotiations of free trade agreements as possible to improve its
international trade. So far, Guatemala has signed free trade agreements with the United States,
Mexico, Colombia, Chile, Panama, Taiwan and the European Union. At present, it is

currently closing the negotiation with Canada, Peru and Ecuador.

As noted before, Taiwan is the only Asian country that has a Free Trade Agreement
with Guatemala. However, in the rapidly developing international trade scene, China is
emerging as a major player from which Guatemala could benefit by entering a free trade

agreement, and thereby gaining preferential access to the latter’s market.

Although a free trade agreement with China will definitely be beneficial in terms of
economic transactions, the international political situation is much more complex. China is
not like any other trade partner because of the conflicts the country has had with Guatemala in
the past. In addition, Guatemala has no diplomatic relations with China. Currently,
Guatemala has diplomatic relations with Taiwan, which is a thorn in China’s eye, and
supports the island’s sovereignty. Guatemala is one of the 23 countries that have diplomatic
relations with Taiwan. China is adamant in entering diplomatic relations with the countries
that support Taiwan. This means that if Guatemala were to initiate negotiations for a free

trade agreement with China, it may need to rethink its diplomatic relations with Taiwan.

Concomitantly, Guatemala’s international trade priority is to complete the Central
American regional economic integration. The region’s integration efforts have led the Central
American countries to engage in a joint negotiation process with prospective partners outside

the region. This strategy has been used on the negotiations of the free trade agreement with



the United States and the European Union. The joint negotiation is the preferred method, but
individual countries retain the right to negotiate separately with their prospective trade

partners.

This dual mechanism —joint and individual— requires Guatemala to perform a

delicate balancing act in its trade negotiation with the Republic of China.

What is equally complicating is the fact that of the 23 countries that support Taiwan,
five of them are the countries from Central America. Historically, this situation has stirred a
great deal of political stress not only to Guatemala but for the rest of the countries of Central
America. Thus far, these Central American nations stand by their diplomatic commitment to

Taiwan and historically have supported it all together (with the exception of Costa Rica).

The question that this thesis aims to answer is: Is this is a good time to think about
negotiating a free trade agreement with China given the international, regional and national

context in which Guatemala is conducting its national foreign trade policy?

In this study, | evaluate the pros and cons to give the reader an idea on some elements
that have to be considered evaluating if Guatemala should negotiate a Free Trade Agreement
with China at the present time, and face the consequences that this decision would signify
such as: abandoning Taiwan’s side and supporting China’s claim to the Island; improving the
trade conditions and benefiting from preferential treatment based on a free trade agreement

but at the same time increasing the negative trade balance.

Or it could be better for Guatemala to wait a little longer and continue to support
Taiwan while improving the economic and trade framework that could allow Guatemala to

benefit in a greater extent when a Free Trade Agreement could be a reality.



And finally, explore the possibility of considering another option that will allow

Guatemala to have a mixed position.

To analyze how the elements will affect Guatemala’s international trade and foreign
policy, it would be necessary to revise the current trade statistics between Guatemala and
China, Guatemala’s foreign policy objectives, the Central American integration process, the
historical relation with Taiwan, and Costa Rica’s experience on their negotiation of a free
trade agreement with China, and finally to revise the possibility to use the existence of the
Economic Cooperation Framework Agreement between China and Taiwan in Guatemala’s

favor.



Il. Guatemala’s Trade Regime

To identify the pros and cons of a possible free trade agreement with China, this section will
describe the larger context of Guatemala’s current trade regime to be able to understand the

elements that inform a decision as important as this.

A. The Economic Profile of Guatemala

Guatemala is located to the south of Mexico, and to the west of El Salvador and Honduras.
It has a population of over 14 million from which more than 11 million is economically active

(National Statistics Institute 2010).

Guatemala has a GDP of approximately 37 billion dollars (International Monetary Fund
2010), and a commercial balance of more than $10 billion US dollars, consisting of
$4,998,645,132 in exports and $5,077,104,709 in imports (Secretaria de Integracion

Economica Centroamericana 2010).

Guatemala had an economic growth of 4% in 2009, but it has a negative growth of -
0.5% in 2010, owing largely to the current global financial crisis and global economic

depression. (Guatemala’s Central Bank 2009)

In 2009, the most important exports were coffee, sugar, coconuts, Brazilian nuts,

combustible, water, pork grease, and bird grease.

The most important imports were solid combustibles, motors and electric generators,
small nuclear reactors, tractors, and ethylene polymers. (Secretaria de Integracion Economica

Centroamericana 2010)

The ten most important trade partners in 2009 in terms of imports (Secretaria de

Integracion Economica Centroamericana 2010) were:



Table 1

Imports

COUNTRY
et
IJUNITED STATES [13,754,782,590)
[Mexico |11,069,504,704)
[ET Salvador || 543,051,459
[People’s Republic of Chinal| 493,129,289
[Costa Rica | 389,493,901]
[Panama | 347,811,904
IAruba y Curazao, || 329,773,606
IColombia || 304,541,068
[Honduras || 240,454,480
[Brasil [ 206,761,200)
Total Seleccion[7,679,304,201]

The ten most important trade partners in 2009 in terms of exports (Secretaria de Integracion

Economica Centroamericana 2010) were:

Table 2

COUNTRY
=
JUNITED STATES | 1,271,385,861]
[El Salvador | 766,600,371
Honduras || 563,531,698
IMéxico | 303,172,373
ICosta Rica || 283,126,544
INicaragua || 253,736,537
lPanama || 143,189,888
ICanada || 104,799,727
PDapon | 103,116,413
INetherland | 96,234,076
Total Seleccion| 3,888,893,488|

It is important to highlight that the People’s Republic of China is among the 5 more

important countries from which Guatemala imports goods as shown in the imports table.
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B. International Trade Policy:

The International trade policy of Guatemala is structured on the basis of three key
principles. All trade decisions have to be consistent with these principles (Ministry of

Economy, Guatemala 2007).

1. Competitiveness: This is considered one of the most important elements for the
country in order to improve the productive structure and the institutional
framework that gives certainty to the business and attracts foreign investment.
According to the World Bank Report Doing Business, Guatemala ranks number
100 on the ease of doing business, and that is one of the difficulties that the
country faces to attract foreign business, and to have a competitive export sector
(World Bank 2010).

2. International Negotiations: This has two objectives: access to international
markets and the improvement of preferential conditions to the exports of the
country.

3. Consolidate the Central American Economic Integration. The Central
American Economic Integrations aims to establish a customs union between the
countries of Central America to facilitate the trade between these countries. As
part of these efforts, the Central American countries have established a joint

procedure to negotiate free trade agreements as a region.



Guatemala also has established a set of goals that govern its international trade policy

(Foreign Affairs Ministry 2007):

e Free Trade Agreements as tool to attract investments and improve the international
trade.
e The Central America Integration Process which has led Guatemala to plan and

execute its policies jointly or in consultation with other Central American countries.

Some critics against the current International Trade Policy:

As of today, Guatemala has a free trade agreement with Chile, Colombia, United States,
Mexico, Panama, Dominican Republic, and Taiwan, consecutively. In addition, free trade
negotiation is underway with Canada. A re-negotiation is also under way with the government

of Mexico to renegotiate the free trade agreement.

Guatemala also has concluded a free trade agreement with the European Union in concert
with other nations of Central America. This trade agreement was negotiated on a region-to-

region basis (acan - efe 2010).

Despite the logic and usefulness of free trade agreements, the expected economic

growth has not been realized yet.

For some analysts, much of the negotiation and approval of these free trade agreements
have not been conducted with an economic goal in mind but with a political interest instead,
especially neglecting the fact that the country is not fully prepared to reap the benefits that

these free trade agreements present. (Centro de Investigaciones Nacionales 2008).

The reason for the lack of economic growth despite opening and liberalizing the trade

through free trade agreements is the impediments that the country faces on taking advantage



of the opening. According to Ricardo Spross, (2007) the main impediments are weak

negotiation position and the inefficiency of its implementing institutions.

To understand some of the weaknesses let us consider the superintendence of tributary
administration which is in charge of the tariff collection and the application of the preferential
conditions agreed on the treaties. As an example, it has been calculated that Guatemala’s
government is losing approximately $886 millions in contraband and fiscal evasion (Prensa
Libre 2009) and this represents a real harm to Guatemala’s industries as well as a big threat to

the national economy.

Even with the current demand of Guatemalan products, the country is not ready to
respond to that demand The Director of the Guatemalan association of exporters stated in a
recent interview that there is not enough “exportable supply” (Bolafios 2011). She continued
saying that among the possible exportable products, all of them are scarce. She noted that all
of the demanded products come from the traditional offer of agricultural products, wood, and
light industry. She describes one case in which the demand was of 30 to 40 tons and the
export offer only reaches 10 to 15 tons which is not acceptable. Guatemala is currently
losing these important business opportunities, something that will not improve by the simple

fact of signing a free trade agreement.

Despite these weaknesses on the implementing institutions, there is a strong consensus
that Guatemala has to still engage in the negotiation of free trade agreements that can be

beneficial to expand its exports and diversify its export markets.

As earlier mentioned, Guatemala’s government considers the international trade
negotiations as part of the key elements for the economic development of the country

(Foreign Affairs Ministry 2007).



C. The Central American Integration Process

The Central American integration process is another priority of the current
government of Guatemala. Guatemala has historically supported the idea of a united Central
America, and its efforts to accomplish this, has remained constant since the creation of the

Central American Common Market in 1960.

Trade statistics show that the most important trade partners after the United States are
the other Central American countries, with a combined export value of over US$200 million
and an import value of US$150 million; while trade statistics that show positive trade balance

(Secretaria de Integracion Economica Centroamericana 2010).

One of the important objectives of Guatemala’s trade policy is the construction of the
Central American economic integration (Foreign Affairs Ministry 2007) as a tool to diversify
trade activities, to have better opportunities for economic growth, and to use the advantages

presented by the trade facilitation provided by this regional integration.

The foreign policy outlined for the period 2007 — 2012 (Foreign Affairs Ministry 2007)
considers the Central American integration process as one of the priorities for the country,
and the main objectives of the process according to the vice minister of economy are the
suppression of all restrictions to the regional trade, the distribution of tariffs paid by external

trade partners, and the coordination of policies and institutions.

Guatemala, which is the biggest economy in the region, is one of the most active
promoters of the integration and has tried to remain always in line with this desire (Foreign
Affairs Ministry 2007). The foreign policy outline states that “The competent authorities are

compelled to strengthen the Central American economic integration.”



This constitutes a foreign policy mandate that requires the country to promote and
deepen the process in order to take advantage of this regional dimension to be able to open

jointed opportunities with the rest of the world.

In October 2010, Guatemala’s Congress approved an agreement that creates the
Central American Custom Union, which shows Guatemala’s real commitment to the
integration process. Still pending is the approval of this agreement by Nicaragua and Costa
Rica. Costa Rica has completed this procedure, but has not implemented the instrument to this

date (Gramajo 2010).

In its foreign policy, Guatemala has set forth specific cornerstones by which to
promote the Central American integration process, one of which is the resolution to promote
and support the mechanism of joint international negotiations with the countries of Central
America. This means that the members in the Union will present a unified front in external
trade negotiations. Also, the outline affirms that the Central American countries will design
and apply their foreign trade policies in consultation with the other member states of the

Central American custom union.

D. Economic Relation with China

Guatemala does not have diplomatic relations with China, but that has not hindered the
economic relations with the latter. This economic relationship is based primarily in trade
transactions which have been conducted before 2001, according to the international market
conditions and then improved by the addition of China to the World Trade Organization in

2001; thus the bilateral trade nowadays is conducted under the multilateral rules.

Since 1997 the trade relation with the people’s Republic of China has been growing

considerably.

10



The trade statistics (Secretaria de Integracion Economica Centroamericana 2010) are as

follows:

Table 3.

Trade relations between Guatemala and the Republic of China between 1997 and 2009

Year Imports in Exports in dollars Trade balance
dollars
1997 5,919,544 282,010 5637534
1998 7,690,229 65,618 7,624,611
1999 9,695,001 140,613 9,554,388
2000 44,231,208 3,010,426 41,220,782
2001 46,287,419 452,583 45,834,836
2002 77,952,942 136,478 77,816,464
2003 85,452,237 3,516,840 81,935,397
2004 149,465,481 19,359,540 130,105,941
2005 218,235,363 35,833,952 182,401,411
2006 453,225,875 29,920,386 423,305,489
2007 590,849,991 54,173,829 536,676,162
2008 689,610,443 30,344,899 659,265,544
2009 493,129,289 28,781,977 464,347,312

11




China is becoming one of the most important trade partners to all the countries in the

world, and consequently, it is also the case for Latin America.

China represents a market of 1.3 billion people and the second biggest economy in the
world - an economy that is rapidly growing with an average annual growth of nearly two
digits. China presents a strong economy even in the midst of the global economic recession -
it has maintained an average economic growth of 8.7% in 2009 ( Economic Commission for

Latin America 2007).

China has a trade balance in its favor characterized by exports from Guatemala that

consist mainly in natural resources or manufactures based on natural resources.

Even when the trade transactions have grown, Guatemala’s share in the Chinese
market is still small. The total value for Guatemala’s exports, as seen in the previous table, to
China is almost 29 million US dollars.

The most important products that Guatemala exports to China are products from the
alimentary industry, vegetables and steel and its derivatives (Secretaria de Integracion

Economica Centroamericana 2010).

Table 4

Guatemala’s exports to China

Cane sugar or beet sugar and chemically pure sucrose in | 19,200,904
solid state.

copper mattes, cement copper (precipitated copper) 3,042,836
Raw Aluminum 2,548,256
Motors and generators, electric, except electric 847,899
Polymer of ethylene in primary forms 795.694
Brute casting iron and spiegel in blocks or other 702,080
primary forms

12



Articles of leather for all animals 193,079

Coffee, whether or not roasted or decaffeinated; shell 184.037
coffee and skins; coffee substitutes containing coffee in
any proportion.

Synthetic filament cables 181,323

Tractors 1401,088

Guatemala imports from china represent primarily manufactured products, especially
those from the electronic sector; but there are other types of products as well, especially those
that require low and intermediate technology. The total value for Guatemala’s imports from

China is more than 493 million of US dollars.

The most important products that Guatemala imports from China are products from
the chemical sector, products derived from plastic and rubber, textiles, and the most important
of all are electric machinery and small nuclear reactors (Secretaria de Integracion Economica

Centroamericana 2010).

The WTO legal frame work since 2001 has allowed the trade relation with China to
grow, though this growth has been characterized by a trade balance in favor of China

Nevertheless, there are some disadvantages with the current conditions.

Disadvantages of the Current Framework

The present conditions of the multilateral trade system have improved over the years, and
after eight successful negotiating rounds, the international trade has been clear of almost all
tariff-based obstacles. This has helped to promote economic growth and prosperity to those

who have been able to take advantage of this process of liberalizing the global trade.

13



However, things changed in the latest round; there was a realignment on the part of the
members as the underdeveloped members started to question some of the multilateral rules
and started to insist on including other issues like agriculture and better conditions for
manufactured goods. The Doha Round has yet to be finalized and the perspectives for a

conclusion are generally regarded as improbable.

Any improvement on the multilateral rules has to overcome this stall and in the case of the
trade relations of Guatemala and China, it will have to be regulated under these conditions

until the international trade system agrees on a new set of rules.

Another aspect that could affect the current trade conditions is the fact that Guatemala and
China do not have diplomatic relations which presents a challenge in their bilateral trade
relations because there is no possibility to establish diplomatic meetings in order to resolve

any conflict that could arise between the parties.

The dispute settlement mechanism gives an opportunity during the consultations stage of
the process, for the involved countries to answer any consultation that is given to them In
normal conditions, these consultations are answered through diplomatic channels, without
them the communications become harder between the countries and have to establish other

mechanisms with the intervention of the WTO.

This difficult the celerity of the procedures and in the case of Guatemala it raises the costs
of the procedure in a way that is not affordable for the country and this in turn can make the
dispute resolution a costly option and discourage the usage of this procedure, with the

eventual consequence of affecting the trade relation between China and Guatemala.

14



E. History of the Diplomatic and Economic Relations with Taiwan

Guatemala’s relation with Taiwan has been characterized by its support to the island
struggle for its sovereignty, and at the same time the continuous tension with China which

refuses to establish diplomatic relations with any country that supports Taiwan.

Guatemala has supported Taiwan ever since it has established diplomatic relations in
1960. It has been an ally of the island interests since the beginning of what has been called its

unsettled international status.

In 1945, Japan surrendered all rights to the island of Formosa (former name of Taiwan)
and left the island. After that, the Republic of China took control of the island and recognized
it as part of the territories of China. Once this was done, and after
losing the Chinese civil war, the government of the Republic of China moved to Taipei and
claimed to be the only legitimate government of China over the Communist Party that ruled
the mainland China. (Taiwan Affairs Office and the Information Office of the State Council

2009)

This relation has been maintained even at Guatemalas own cost. For example, in 1996,
after 36 years of civil war, the country decided to end the war by signing a peace agreement
between the rebel forces and the government to support the establishment of peace in the
country. The UN resolved to send peacekeeping monitors that would verify the process of
disarming the rebel forces. However, China as a permanent member of the UN"s Security

Council, exercised its veto right to cancel the UN resolution.

The justification given by the Chinese government as said by Shen Guofang, spokesman
for the Chinese Government, was that: “Guatemala cannot expect on the one hand to do
something that harms the sovereignty and territorial integrity of China while on the other hand

requesting China to cooperate in peacekeeping” (Tyler 2007).

15



He added that this veto was mainly Guatemala’s own fault, but that China could reconsider
the veto in exchange for Guatemala's downgrading its relations with Taiwan and ceasing its

support for Taiwan's re-entry into the United Nations.

This relation and support has been shared as well with the other countries of Central
America, forming a regional support for the island. Nevertheless, in 2007, Costa Rica broke
this alliance and cut all ties with the island in pursuit of the negotiation of a Free trade
agreement with China (EFE, Costa Rica vuelve sus ojos a China atraido por el comercio
2007).

After this action, Taiwan feared a domino effect leading to a multiple abandonment of
Taiwan by the Central American countries, in favor of China (EFE, Costa Rica vuelve sus
ojos a China atraido por el comercio 2007). But it did not happen. In the midst of the
announcement of Costa Rica’s decision, one by one- Honduras, Nicaragua, Guatemala and EI
Salvador- ratified its support for Taiwan first individually, and after in a joint meeting, but
they clarified that they were planning to improve and strengthen its commercial ties with

China, on the basis of economic interest.

Today, this is still a concern for Taiwan. In September of 2010, the government of
Honduras announced once more its support for the island after it signed an agreement with a
Chinese state enterprise which will build a hydro- power plant project in the country. The
government of Honduras, however, had to clarify that this does not mean the break of
diplomatic relations with the island, and was strong in expressing that the government is not
thinking about having diplomatic relations with China any time soon (EFE, Honduras

descarta ruptura con Taiwan y relaciones diplomaticas con China 2010).

The commercial relation between Guatemala and Taiwan has existed since before

1995 but the importance of it grew just after signing a free trade agreement in 2005.

16



The trade statistics since 1994 (Secretaria de Integracion Economica Centroamericana 2010)

are:

Table 5

Guatemala’s trade with Taiwan

Year Imports in dollars Exports in dollars Trade Balance
1997 55,729,588 449,980 55,279,608
1998 72,421,636 868,348 71,553,288
1999 70,608,658 639,643 69,969,015
2000 59,104,675 5,604,414 53,500,261
2001 50,844,966 5,381,918 45,463,048
2002 69,624,791 4,665,700 64,959,091
2003 68,897,131 199,149 68,697,982
2004 89,149,558 1,638,629 87,510,929
2005 87,748,609 12,354,277 75,394,332
2006 110,075,013 12,838,480 97,236,533
2007 101,334,798 19,612,282 81,722,516
2008 84,360,316 19,909,550 64,450,766
2009 66,024,071 27,006,224 39,017,847

The free trade agreement with Taiwan was considered to have a strong political
component over the possible economic benefits nevertheless the objectives exposed for it
were purely economic, among them: To improve Taiwan's investment in Guatemala; to take
advantage of both countries strategic geographical position; To increase Guatemala’s export

of sugar, coffee and wood products (Ministry of Foreign Affairs 2006).

Guatemala was the second country in Latin America to have a Free Trade Agreement
with Taiwan (2005) and the first in Central America then Nicaragua (2006), Honduras (2007)

and El Salvador (2007) followed this move.

17



F. Costa Rica’s Experience

Costa Rica as the other Central American country was part of the nations that supported
Taiwan in their struggle to participate in the international forum. The relation was established
in 1944 being the first among the Central American countries to established diplomatic
relations. These diplomatic ties remained until 2007 when Costa Rica decided to cut all
diplomatic ties with the island and decided to establish diplomatic relations with China.

In a press release on June 2007, President Oscar Arias explained the reasons that led to the
decision by saying: “this is not a made on ideological basis or to geopolitics, it is a decision
strictly based on a realist thinking, it’s a recognition of the importance of China as one of the

most strong and important economies of the world.” (El nuevo diario 2007)

Taiwan’s reaction to this decision was to increase precautions in order to avoid China
to woo more of its allies, the foreign minister said, he order all the embassies to
“extreme precautions in that region to exercise intense against any further pressure by the

Chinese communists” (New York times 2007)

It was feared by Taiwan that the other Central American countries would follow Costa
Rica. But as the former Minister of Foreign Affairs of Nicaragua pointed in an interview,
Costa Rica has always taken its decisions without consulting with any other country, in the
interview he said: “The decision of Costa Rica won’t produce a domino effect on the other
Central American countries. The decision was unilateral and hasn’t being consulted with the
other central American countries... ... it has been common for Costa Rica to act in a
separate way, it is not a surprise that (Costa Rica) this country takes a different road than the

rest.” (AFP 2007)
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After a year of that decision it was disclosed that Costa Rica and China will start the
negotiations for a Free Trade Agreement. The idea of Costa Rica was to increase their share in
the Asian market, as it was said by Costa Rica’s ministry of commerce “We would make all
efforts to improve our free trade agreement with the U.S and we will conclude an agreement

with the EU but we recognize that the future lays in Asia” (La Nacion 2008).

It took six rounds of negotiation and in the year 2010, the Free Trade Agreement was
signed by the countries in a meeting held in Beijing. Now the next step is to get the agreement

approved by their national legislative bodies.

In the case of Costa Rica, the arguments in favor and against the agreement started as the
agreement were presented to the national congress. For some, this agreement only satisfies
the interest of the previous government and it does not represent generalized benefits for the
entire sectors but only for a few of them, specially the “Intel factory”. They argue that the
economy was open having only one thing in mind, and that this agreement will stop the

growth of the local industry. (Araya 2010)

For some, this agreement is just the door that opens the Costa Rican economy to China’s
influence. In 2010, it was planned that an agreement would be finalized that will allow the
China National Petroleum Corporation to participate in the united exploration, fining and
cooperation in the exploitation of oil which of course is one of the special needs of China--

sources of energy is one of their national priorities.

According to the president of the chamber of commerce, 90% of the current trade between
China and Costa Rica is being carried only by INTEL, and apart from that the trade relation is
minimal. And from the 95% of the products included in the Agreement are under special labor
laws which are under minimum standards that would force the Costa Rican enterprises to go

into the informal sector.
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I11. Guatemala’s Policy Options

In order to take advantage of the potential benefits of a trade relation between Guatemala and
the People”s Republic of China, Guatemala should evaluate the perspectives of negotiating a
Free trade Agreement with China, or keep the trade relations under the multilateral rules of
the World Trade Organization, which would mean that there still would not be a diplomatic
relation between China and Guatemala. All the trade exchanges would be made under the
general principles of the World Trade Organization, and in case of conflict, the countries

would have to resort to the Dispute Settlement mechanism directly.

In this section, | will examine the advantages and disadvantages in negotiating a Free
Trade Agreement between China and Guatemala. This analysis would be based on how the
principal elements of Guatemala™s Trade and Foreign policy would be improved or affected
by this decision, specifically: the Central American Economic Integration process, the
International Trade Agenda, the capacities of the International trade related institutions and
the diplomatic relation and support to Taiwan.  Finally this analysis will consider the
experience of Costa Rica and what precautions Guatemalas might need to take in light of

Costa Rica’s experience and the fundamental differences between these countries motivations.

Decision to Negotiate a Free Trade Agreement with China.

A. Advantages
e There can be preferential conditions for the trade of goods between
Guatemala and China, allowing an increment in the imports and exports

between the 2 countries.
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Applying a simple economic analysis, the perspectives of establishing a free trade
agreement with China seems very attractive for Guatemala since this instrument can allow the
country to have a preferential treatment for its products to access the biggest market of the
world. So far the trade has been growing by reciprocally opening the market even more will

facilitate the trade exchanges between the two countries.

The minimum that Guatemala has to target in the negotiation of a Free Trade Agreement
with China should be the gradual and progressive liberalization of the trade on goods between
the two countries, but with a consideration of asymmetries between the two economies. Apart
from reducing tariffs, the free trade agreement should look to reduce non tariff barriers to the
bilateral trade, the liberalization and improvement of the trade of services between the two
countries, the improvement of the rules that can facilitate mutual investment between the two
parties at the same time it has to include rules than can protect the investors of both parties as

well as the promotion of Foreign Direct investment.

The benefits of a Free Trade Agreement will depend on what will be the result of the
negotiation, but Guatemala would have to have at least a calculated improvement on its
imports and exports to China of at least the one experienced after the entrance of China to the

World Trade Organization.

China entered the World Trade Organization in 2001 and with that, the general rules of trade
applied; as it can be noted from the Table 2 of this work, the year before China entered the
World Trade Organization 2001, the imports from China to Guatemala were of 46 million of
US. Dollars. In 2002 it grew to 77 million and has grown in the years after that, the initial

grow was of 67%.
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Chart 1

Imports from China to Guatemala
in US dollars
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In the case of the exports from Guatemala to China something interesting happened, in
2001: the exports were of 452,583 and in 2002 the exports were reduced to 136,478 and it
wasn’t until the year 2003 that the real benefit was felt. The exports rose all the way up to 3
million US dollars which meant an increase of more than 600%. It is important to notice that
it has been growing since, peaking in 2007 at 54 million dollars but it has reduced again in

2009 with only 28 million dollars.
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Chart 2

China entered the World Exports from Guatemala to China
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Applying this tendency of liberalization, the minimum that Guatemala could expect in the
establishment of a Free Trade Agreement (considered as a second wave of liberalization of
the bilateral trade), would be a starting increase of imports of 67%. In the case of the exports

Guatemala could expect to benefit with a starting increase of at least 600%.

e Guatemala could establish official diplomatic relations with China.

As the experience of Costa Rica proves, one of the requirements that China asked to
engage in the negotiations was that this country should cut all diplomatic ties with Taiwan,

and formalize diplomatic relations with China.

The same requirement can be expected the same for Guatemala.

There are plenty of benefits to obtain by creating a diplomatic relation with China. This
would mean the establishment of proper diplomatic channels for the bilateral communication
in order to have a better mutual understanding and supporting mutual interests in different

areas.
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This way. Guatemala can create a good environment to set the necessary tools for a
cooperative relation with China, in order to substitute the cooperation lost with cutting the

diplomatic relations with Taiwan.

China could be a good source for official development assistance but the exact benefits
are not clear at the moment. A better understanding of this can come after analyzing the aid

received by Costa Rica and other countries years from now.

Another benefit of establishing a diplomatic relation with China is that Guatemala would

enjoy the support of China as a permanent member of the United Nation’s Security Council.

B. Disadvantages

e The preferential trade relation could exacerbate the trade imbalance

between China and Guatemala.

If the export structure and the capacity of the export sector doesn’t improve and develop,

the current deficit in the trade with China could grow even bigger.

A free trade agreement between China and Guatemala could result in a more unbalanced
trade. This would mean that this agreement would mostly represent benefit to the Asian
country and the opportunity of opening the trade to this important partner could prove to be

harmful to Guatemala”s economy or an opportunity wasted at the minimum.

For this agreement to represent clear benefits to Guatemala, the country must improve the
nature of the bilateral trade in a way that can diversify the possible exporting offer; Guatemala
has to offer to China some other products different than just raw materials, the trade offer
from Guatemala has to be aiming to become part of the productive chain of China and stop

basing the trade in just inter-trade products to participate in intra-trade exchanges.
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e The management of the free trade agreement could prove unrealizable for

Guatemala’s institutions pressuring an already deficient system.

There is a continuous argument that affirms that one of the main reasons why the Free
trade agreements have not produce enough positive results, is because the institutions in
charge of managing and implementing the Free Trade Agreements are regarded as weak,

corrupted and inefficient to manage the agreements.

Among those institutions two of them are in need of the most restructuring, the

Department of Foreign Trade Administration and the Superintendence of Tax Administration.

According to Ricardo Spross a beneficial implementation of the free trade agreements in
Guatemala, will require an upgrading of the following aspects in the Department of Foreign
Trade Administration (Spross 2007): The implementation of a data base system in order to
help the general public access the requirements for imports and exports; strengthening the
coordination with other entities like the ministry of agriculture and finance; establishing one
direct link to the data base of the customs services to be able to take optimal management
decisions based on information regarding the balance of trade, quantity of exports, quantity of
imports, volume and value of products; cross reference of data bases with the trade partners to
identify potentialities on the international markets and real time controls of products at risk or

threatened by sudden changes on the imports and exports behavior.

Improvement is also needed in the Superintendence of Tax Administration as well. A
restructuring of this institution represents a big and most urgent challenge because nowadays

the management of the current trade is proving too much to handle for this institution.

It has been calculated that Guatemala’s government is losing approximately $. 886
millions in contraband and fiscal evasion (Prensa Libre 2009) and this represents a real harm

to Guatemala’s industries as well as a big threat to the national economy.
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Some measures that have to be taken according to Spross relates to: managing the
preferential tariffs accordingly to the various regimes like, WTO, the central American
integration and the rest of the Free trade agreements; Strengthening controls and response
capacities to eliminate disloyal commerce practices that relates to exemptions and returns of
customs tariffs; Publication of all measures that apply to imports and exports and the
necessary complementing services in order to let the common citizen know their rights and
obligations and fully use the preferential treatment; establish simplified but more efficient

custom procedures (Spross 2007).

Without strengthening the institutions related to the implementation of free trade
agreements, the signing of a free trade agreement with China could represent the total collapse
of the system because not only of the importance of it but because the huge amounts of

imports that could come by the liberalization.

e Guatemala would have to follow the pressure of China into supporting

their initiatives in the International arena.

According to (Jiang May 2010) China’s FTA policy making is based on their “good
neighborly foreign policy” and their “economic diplomacy” which falls at the same time in

between their global foreign policy agenda and foreign economy agenda.

He continues to say that it’s a strategy of economic diplomacy which uses economic
means to achieve foreign policy objectives, as well as the use of diplomacy to pursue
economic benefits. “China’s economic diplomacy consists of FTAs, foreign aid and

investment, financial cooperation, resource diplomacy and other measures....”

As it happened with the experience of Costa Rica and Malawi (Jiang 2010) the cited
author affirms that before engaging in a free trade agreement, the Chinese Ministry of Foreign

Affairs assesses if the possible trade partner could or has offered a bilateral relation with

26



enough political trust. This political trust is often evaluated by the potential trade partner’s
view on some concerning issues for China like the tensions between China and Tibet, China

and Taiwan or Chinas political system.

There is no reason to believe that China’s approach on the negotiations for a Free Trade

Agreement with Guatemala could be any different.

Based on these previous experiences and arguments, it is safe to say that Guatemala
would have to cut the diplomatic relations with Taiwan and establish official diplomatic
relations. But not only that, with these new channels and the economic relation becoming
more entangled than before, China can always demand Guatemala’s support to other
initiatives in the international forum and advanced their political agenda by means of using
economic pressures.

This would present a dilemma for Guatemala’s foreign policy because some of the
interests of China can contradict the interests of the United States which has been a historical
and natural ally for Guatemala, and ally that has had considered the American continent as his

exclusive influence area.

e A decision like this taken unilaterally will distort the relation with Central
America, affect the Central “2"7‘"‘ican economic integration process or

cause a domino effect against 1aiwan.

Guatemala cannot take this decision in the same way Costa Rica did. It is not a unilateral
decision to take. If Guatemala acts accordingly to its foreign policy principles it has to
prioritize the jointed negotiations method and enter the negotiation of a free trade agreement

with China only if the other Central American countries agree to do it.

But this would represent that Guatemala will have to lead the way for four countries (El

Salvador, Honduras, Nicaragua) to leave the side of Taiwan and in this way turning from
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being one of the historical supporters to practically initiate the domino effect against Taiwan’s
interests. This is also supported by the historical evidence of how the Central American
countries decided to have a free trade agreement with Taiwan. First it was Guatemala and

then the rest of the Central American countries.

If the other central American countries decide not to negotiate a free trade agreement with
China and Guatemala goes through with the decision to do it; This decision without a doubt
would be harmful for the regional efforts that Guatemala is trying to make and the natural
consequence would be that the other central American countries will regard Guatemala as a
country not interested in the regional integration therefore it can produce the interruption of

this important process.
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IV. Economic Cooperation Framework Agreement between China and Taiwan, a

possible third option for Guatemala

This agreement seeks the establishment of beneficial conditions of trade between Taiwan and
China improving the conditions of the multilateral rules therefore creating bilateral rules

between the parties.

It has an overall view to serve as a cooperative mechanism that could help to improve the
economic relations of Taiwan and China setting aside any political differences that could

affect the trade flow.

The main goal it envisions is the reduction of the trade barriers and liberate the trade in
goods between the parties.

Guatemala would have to try to get advantage exactly of the willingness of China to
improve the bilateral relation with Taiwan even if the diplomatic conflict remains. Therefore
Guatemala could explore the possibility to find another way to get into a beneficial bilateral
relation with China, so instead of looking for a free trade agreement with China it might as
well look to negotiate to enter as a party within this Agreement and propose that the three
parties could benefit from this mechanism for economic  cooperation.
Another option Guatemala could explore it is the possibility to negotiate with the liberalized
area this agreement is building, not entering as a party of this agreement but negotiating with
the partners forming this area, being that Guatemala already has a free trade agreement with
one of them (Taiwan) it could use this as a base to negotiate with China and Taiwan at the

same time. Both of these options have to be more substantially explored.

The exact possibilities of this option would be better assessed years from now, for the
moment, it appears to be another option that Guatemala has to evaluate, economically and

diplomatically.
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Conclusions

A. Guatemala has among its priorities in the international trade agenda, the negotiation of
free trade agreements with its principal trade partners. In that sense Guatemala has
successfully negotiated free trade agreements with Chile, Colombia, United States,
Mexico, Panama, Dominican Republic and Taiwan and its closing negotiations with the
EU and Peru.

B. China and Guatemala have a meaningful trade relation that is based on the multilateral

rules of the World Trade Organization; trade that has been growing since 1997.
In the current conditions, the trade with China has surpassed the obstacle that is presented
by the lack of diplomatic relations between Guatemala and China.
With the increasing importance of China in the international economy Guatemala is faced
with the option to negotiate a free trade agreement with this country that would certainly
be beneficial.

C. If Guatemala would negotiate a Free Trade Agreement it could expect at least the increase
in trade that enjoyed when China entered the World Trade Organization, therefore
Guatemala could benefit from a starting increase in imports of at least 67% and a starting
increase of 600%, these approximation is based on what happened with the former
liberalization; a more precise figure has to be the result of a particular study of the
economic benefits that could result after the negotiation.

D. The research question that this thesis aimed to answer was: what are the pros and cons of
Guatemala’s decision to pursuit a free trade agreement with China? This was a necessary
question to ask because although economically, the decision is regarded as beneficial, is

not a simple decision to take, because of particular elements that have to be considered.

In order to establish the pros and cons of this decision, the thesis begins by looking at
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elements such as: the country’s foreign policy principles; Guatemala’s commitment with
the Central American Economic Integration; the historical relation with Taiwan and Costa
Rica’s experience on their negotiation of a Free trade agreement with China.

. Guatemala”s foreign policy principles include the evaluation of the country’s
competitiveness, international negotiations and primordially, the Central American
Economic Integration. With respect of the competitiveness, Guatemala is deemed to have
a weak institutional and export structure which is blamed in part for the lack of economic
growth despite having free trade agreements already in force with very important trade
partners.

. Historically the Central American Economic Integration has been a permanent desire for
Guatemala; today more than ever Guatemala is fully committed to this process, this
principle is part of the foreign policy and is one of the priorities of the international trade
policy. So far the countries members of the Central American region are the most
important trade partner for Guatemala and the trade statistics reflect a continuous growth
of this economic relation.

With this process in mind Guatemala has preferred the jointed procedure of negotiations
between Central America and other trade partners outside the region like the EU and the
United States instead of trying to negotiate alone; also Guatemala has stated that in taking
any decision in the international arena, she will consult with the other Central American
countries.

. Guatemala has supported Taiwan struggle for sovereignty ever since they established
diplomatic relations in 1960. Guatemala is one of 23 countries that support Taiwan and it
is the relative biggest economy among its allies. Guatemala also has a free trade
agreement with Taiwan but the trade relation has not grown or given enough benefits as it

was expected.
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The relationship that Guatemala has with Taiwan is the main reason why Guatemala does
not have diplomatic relations with China. This is a sensitive topic for Guatemala and the
foreign policy of China, having caused tense episodes between them especially in the
United Nations. Fortunately that has not impede the growth of the bilateral trade to an
extent that ironically has positioned China —without a free trade agreement — as an
economically more attractive trade partner than Taiwan —with a free trade agreement-.
. In 2007, Costa Rica decided to cut its diplomatic ties with Taiwan after a diplomatic
relationship of more than 60 years in order to pursue the negotiation of a free trade
agreement with China. The reasons for this decision were: To recognize the importance
of China’s economy; to improve the growing and positive trade balance in favor of Costa
Rica; to consolidate an energetic agreement between the Costa Rica’s National oil
monopoly and China national Petroleum corporation.
Costa Rica took this decision without consulting the other Central American countries
who are members of the Central American Economic Integration that together are trying
to build. But that’s a behavior that doesn’t surprise anyone, and also doesn’t made anyone
follow, as it was feared by Taiwan in that moment.
If Guatemala takes the decision to negotiate a free trade agreement with China the pros of
this decision could be:
i.  The possibility to negotiate preferential conditions for the trade of goods between
Guatemala and China. And the opening of Guatemala’s market to imports from
China.
ii.  The trade conditions between the two countries can be improved even if the
multilateral rules of the WTO don’t.
iii.  There can be a bilateral dispute settlement mechanism to settle any conflict that

could arise between the two countries.
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As a requirement previous to the negotiation Guatemala must establish official
diplomatic relations with China.
Guatemala will have the support of China especially in the United Nations as

China is another of the permanent members of the Security Council.

J. There are some cons that Guatemala has to consider before taking this decision:

Vi.

The possibility that the preferential trade relation could exacerbate the trade
imbalance between China and Guatemala.

The management of the free trade agreement could prove unrealizable for
Guatemala’s institutions pressuring an already deficient system.

Once the diplomatic relation is established, Guatemala would have to follow the
pressure of China into supporting their initiatives in the International arena.

If the decision is taken unilaterally, this will distort the relation with Central
America, affect the Central American economic integration process or cause a
domino effect against Taiwan.

In terms of the cooperation and aid received from Taiwan, Guatemala would lose
all the benefits and the current projects would be left uncompleted.

The Economic Cooperation Framework Agreement between China and Taiwan
could be a third option that Guatemala can explore because this agreement
represents and improvement of the multilateral rules, and is a way to enter into a
more beneficial economic relationship with China by entering this agreement as a
party or negotiating with both Taiwan and China based on this Agreement, and all
of this could be done if possible, without having to tackle the diplomatic issue

and therefore having to choose between China and Taiwan.
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Recommendations:

a. Before proceeding further with an ambitious international trade agenda based on the
negotiation and signing of more free trade agreements, Guatemala should focus on
improving the competitiveness of the export and institutional structure, in this way the
country can be ready to take advantage of the trade opportunities given by the

openness negotiated on the free trade agreements.

b. This thesis have gone through the research posing the question over the possibility of
Guatemala negotiating a free trade agreement with China with the presumption, as it
happened with Costa Rica, that the prerequisite is to cut diplomatic ties with Taiwan
and end the support. But there can be a more advanced study that can contemplate the
possibility of having the free trade agreement and still support Taiwan, all of this
based on the following:

i.  Establishing a case study applying the tools of game theory to describe what
can be the policies and tradeoffs that Guatemala has to exercise in order to
enjoy the relation with both countries.

ii.  When the Central American Economic integration is more mature the
negotiating power of these countries will increase.

iii.  Evaluate the possible strategies that Guatemala or Central America would
have to apply in order to have an international stand similar to the one that the
United States is exercising known as “active ambiguity” (Bush 2007) by which
the United States adheres herself to the “one china principle” but doesn’t
elaborate on her understanding of the concept and at the same time maintains
diplomatic relations with China and cultural, economic and even military ties

with Taiwan.
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With the signing of a Economic Cooperation Framework Agreement between
China and Taiwan there is a generalized belief (Chang 2010) that this will free
the way to have negotiations of free trade agreements with the island without
stressing China, so the countries that to does not have diplomatic relations with
Taiwan can negotiate FTA"s without been concerned that by doing so they
would offend Beijing, which opens another phase to a possibility of engaging

in parallel economic relations with both China and Taiwan.
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