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Trade in EU Foreign Relations: The EU-Chile Free Trade Agreement

Introduction

Despite a growing literature on EU foreign policy, not just security and military aspects but also political and economic external relations, little heed has been paid to the relations between the EU and Latin America. Works on EU foreign policy often neglect Latin America or devoted a short chapter to this area and Asia (Holland, 2003; Smith, 2002; Grilli, 1983)
. Although there has been some academic interest in the EU’s relation with Mercosur (Barrau, 1999; Bessa-Rodrigues, 1999; Bulmer-Thomas & Page, 1999; Sanchez Bajo, 1999; Valladao, 1999; Bouzas & da Motta, 2002), many of these studies have been taken the form of short articles with a rather descriptive in their approach. Chile’s case, in particular, appears to have been particularly ignored, perhaps because in most of the literature it is considered a subset of the EU-Mercosur
 relationship. Yet it was with Chile that after four years of negotiations the EU signed its most comprehensive Free Trade Agreement (FTA) to date with any third country. This paper, thus, aims to investigate the reasons for which the EU would devote its time and resources to negotiate an FTA with a remote and relatively small market such as Chile.

The paper is organised in three main parts: an introduction to the changing relations between the EU and Latin America; a brief summary of aspects of Chile’s political economy; and a final section deliberating on the possible causes for EU actions in the EU-Chile FTA.

The EU and Latin America

After three centuries of colonial ties with European powers, mainly Spain and Portugal, and British economic and naval hegemony over the area in the 19th Century, the post-World War I world witnessed the rise of the United States as a global power and as the undisputed hegemonic power in the Western Hemisphere.
 Europeans would once again turn their sights to the Latin American region in the mid to late 1980s, when fear of an escalation of the Central American wars involving an intervention of the two Cold War superpowers, led the then European Economic Community to side with the Central American peace initiatives (Contadora Group
, Esquipulas
) signalling the start of the San Jose Dialogue
 and of European relations with Latin America. Hazel Smith (1995) captures the significance of this episode well- albeit from a perspective still very much tinted by the Cold War ideological struggles as the work was actually written in 1988- by recognising the EEC’s more peaceful and solidarian approach to Central America. Rather than use force as the United States tended to, the European emphasis was on aid distribution in order to curtail some of the poverty and stark socio-economic differences that were deemed to be at the roots of the conflicts. This would be the hallmark of all future EEC and later EU interactions with Latin America, to the point that today the EU has become the single largest donor of Overseas Development Aid (ODA) to Latin America (European Commission Website, 2004).

The changes in the international system at the beginning of the 1990s focused the newly-created EU’s foreign concerns in directions closer to home, namely Central and Eastern Europe, Russia, and the complicated situations in the Balkans. Latin America, which had never featured that prominently on the agenda slipped further down in the ranking of foreign policy priorities. Ironically, it was in the 1990s that the EU initiated a more active involvement in the region and the preparation of a clearer policy towards Latin America. Some commentators have identified the troublesome circumstances in the near abroad as a reason why the EU was able and willing to attempt to produce a coherent policy for an area in which it did not have any overwhelming interests in order to consolidate its foreign policy capabilities and produce a more successful example of a unified position (Holland, 2003; Bessa-Rodrigues, 1999: Barahona de Brito, 2000). Others have seen the trigger for this policy in the developments that took place in the early 1990s in the Americas. Firstly, there was a proliferation of regional integration initiatives as the GATT Uruguay Round prolonged itself. The most important of these was the creation of NAFTA in 1994 grouping the USA, Canada and Mexico. Mexico’s inclusion in this Free Trade Area resulted in a loss of the EU’s share in that market in favour of the USA. As a result the EU initiated negotiations with Mexico for a FTA that were completed in 2000, and reinvigorated its relations with the other promising economies of the region, those of the Southern Cone (Brazil, Argentina, Chile) (Barrau, 1999; Valladao, 1999). 

Closer interactions with this sub-region resulted from the 1994 ‘Basic Document on relations between the EU and Latin America and the Caribbean,’ in which relations between both areas were redefined. In this document an original approach to the ‘so-called’ emerging states of Mexico, Chile, and Mercosur was adopted:

In a significant shift of policy, the EU decided to move towards some form of associated status with Mexico, Chile and Mercosur. Hitherto associated status had been reserved for those states that either for historical reasons (ex-colonial states of the Lome Conventions) or political reasons (the near abroad of East and South Europe) had been considered of top foreign policy priority status for the EU (Peterson & Sjursen, 1998: 161).

The potential of these emerging Latin American economies, and the aforementioned competition with the United States seem to have provided a final impetus for the EU to upgrade its relations with Mexico, Chile and Mercosur. The timing of this decision is significant; 1994 was the year that NAFTA came into effect, and the year of the Summit of the Americas where the idea of a Free Trade Area of the Americas (FTAA) was proposed by US President Bill Clinton and supported by all other Heads of Government present.

Complex internal procedures for the granting of Fast-Track authority to the US President for the negotiation of FTAs with Third parties has given the EU time to practically complete its FTA with Mercosur and to successfully finalise the FTA with Chile. Significantly, the USA completed its FTA with Chile in June 2003, only 6 months after the entry into force of the EU-Chile FTA, revealing a clear parallel between both processes. Thus, Chile’s case, in particular, proves that Latin American countries have not remained completely neutral in this process of greater linkages with the US and the EU, and have tried to become an active part in the Triangle searching to protect its interests. Latin America’s rapprochement to the EU reflects these countries’ ‘tradition of seeking some external counterweight to the overwhelming presence of their northern neighbour’ that Laurence Whitehead (1999: 54) has observed. Alfredo Valladao’s (1999: 6) telenovela
 metaphor best describes this situation:

Two foreign gentlemen court the beautiful Latina (Latin America). One, the European, is an old rich gentleman, cultured, polite and of delicate manners, but a little slow and hesitant. The other, the American, is a young billionaire, brave and adventurous, but lacking in manners, and he can be at times harsh and even brutal in his ways.

The belle Latina, however, has limited possibilities for manoeuvre and lacks the autonomy and strength to use the US-EU rivalry to its full advantage. It maintains, however, a position that seeks to prolong the triangular relation, deepening co-operation with each partner but without reaching a situation where it may have to chose between one and the other (Valladao, 1999: 29).

Whilst this rivalry is unlikely to cause a significant rift in EU-USA relations, it does signify another strain on the relationship and highlights how trade and economic relations are the real area of EU international influence and where it can pose a threat to USA hegemony, something that still seems very far in the more traditional military aspect. If the EU was interested in negotiating FTAs with the Southern Cone in order to establish its presence in the area before the USA could create FTAs that could harm EU business interests, and in projecting externally a unified image, it was also attracted to Mercosur because of the group’s economic prospects as the world’s fourth economic bloc (EU Trade website, 2003). Although the European business community did not form a position on the matter until negotiations were underway, it has always been very supportive of the plans for a FTA and has recommended both to the II Summit of EU and Latin American and Caribbean Heads of State and Government (Madrid, May 17-19, 2002) and the III Summit (Guadalajara, Mexico, May 28-29, 2004) that negotiations for the FTA with Mercosur be finalised with greater expediency, and recognises the economic rivalry with the USA (Interview 1 & 2). What is clear from the literature, trade statistics, the Commission and other organisations is that the main interest was in a FTA with Mercosur given its (especially Brazil’s) economic potential. The Agreement with Chile was an inevitable part of the Mercosur FTA given Chile’s status as an associated member of Mercosur, but there were also interesting features of Chile’s economic strategy that attracted the EU’s attention. 

Chile’s Uniqueness: Gateway to the world

Chile differs from its Latin neighbours in the economic legacy it inherited from Pinochet’s seventeen year rule (1973-1990), namely that of a liberal, investor-friendly and open free market economy with an Estatuto del Inversionista Extranjero dating back to 1974 that bestows very favourable conditions upon foreign investors, particularly in the mining sector (Fazio, 2000: 6). 

With the restoration of democracy, Chile now entered a new phase these features combined with a solid legal system and coherent legislation have made this country particularly attractive to foreign investors (Eurochambres, 2002: 16). The 1990s would witness a vindication of the investor-friendly legislation implemented in the 1970s and the reduction of tariffs to their early 1990 level of a flat 11 percent tariff. Chile’s success in the 1990s in increasing trade flows and attracting significant revenues in FDI, where it had failed in the 1970s, can be attributed to exogenous factors related to the international economic environment and endogenous features characterised by Chile’s strategy as ‘gateway’ to the Americas. 

Exogenous Factors

The 1990s witnessed an upsurge in free market and free trade economic policies as the former Soviet bloc adopted market economy principles and opened up to the world markets. Moreover, the arduous Uruguay Round of the GATT ended in 1994 and gave way to a more permanent organization for the regulation of global trade, the World Trade Organisation (WTO). The EC was well positioned to take advantage of these opportunities. European companies, especially those of German origin, soon began to penetrate the new markets of Central and Eastern Europe with exports and through significant investment. The EC market was saturated in many sectors, especially the tertiary sector, due to this fierce internal competition (IRELA, 1999b: 4). This was also combined with the fact that some European (Italy, Spain, Portugal)had by the 1990s prospered to such an extent that they could develop new global strategies and become exporters of capital. 

Having achieved substantial growth throughout the 1970s and 1980s, and undertaken several structural reforms to comply with EEC entry requirements and later on to enable to completion of the EC internal market, the Spanish economy, for example, was strong enough to foster successful enterprises seeking to expand beyond national borders (Fazio, 2001: 48). Despite an increase in trade relations with all its EC partners, Spanish firms were too small to compete with their French, German and British competitors. The internationalisation of the Spanish economy would, thus, revolve around certain key industries in services and telecommunications, where the previously public sector monopolies still enjoyed competitive advantages (Fazio, 2001: 63-4).  Furthermore, the liberalised markets in the EC were already dominated by other European firms, and Spanish firms did not have the geographical proximity nor the economic power to enter the lucrative East European markets that had just become accessible. Falling back on its linguistic ties and cultural affinities, Latin America seemed like the natural choice for Spanish firms’ international ventures. Miguel Molto, former director of the European Commission’s representation office in Madrid, explained the influx of Spanish investment in Latin America thus: ‘Spanish multi-national corporations (MNC) have the lead because, apart from the favourable business conditions in Latin America, there are shared historical, cultural and linguistic roots’ (Jones, 2001: 1). Coincidentally, at this time Latin American economies were privatising their service sector state monopolies, and Spain’s newly privatised service firms were the ones with the capacity and desire for external expansion (del Arce, 2003). It seemed like the perfect opportunity. Endesa’s (Spain’s leading utilities company) former President, Rodolfo Martin Villa (1998: 214) admits the limitations of the Spanish and European market, and recognises the opportunities that were opened with the privatisation processes in Latin America as the rationale behind his companies investments in Latin America. It was also possible for MNCs to enter the Latin American markets at very competitive costs. BBV’s
 former Vice-President, Pedro Luis Uriarte, emphasised the fact that with the $3000 million his bank had invested in Latin America, gaining a significant presence there that has motivated them to remain in the region despite the 1998, 1999, 2001 (Argentina) crises, would have served to acquire a mere one percent of the Italian market (Fazio, 2001: 89). 

The Spaniards were the most visible of the foreign investors in Chile in the 1990s, but they were by no means the only ones. Other Western European firms were also keen to enter the budding Latin American markets, and the US too showed a great interest in the area, although its main interests remained in the mining and minerals industry. Open foreign direct investment regimes, closer co-operation with multilateral financial institutions and the privatisation of state-owned companies, signified that no other emerging region in the world could exhibit such progress in democratisation, market-based reforms and integration as Latin America in the 1990s (Grisanti, 2000: 2-3). It was for these reasons that world markets were tipping Latin America as one of the markets with more future potential, and the big firms of the developed world all wanted to take advantage of this, especially if they could enter the market through the purchase of competitively priced firms in privatisation bids. This external situation benefited Chile greatly, but alone would not have sufficed to explain Chile’s magnetism in the 1990s. The purposeful attempts by successive Concertacion governments
 to overcome the shortcomings that had discouraged FDI in the 1970s played an influential part in securing Chile’s future role in the world economy.

Endogenous Factors

The international economic situation described above, combined with an open economy with relatively low tariffs and an Estatuto del Inversionista that is highly advantageous to the foreign investor made Chile an investor’s dream. The Chilean market may be small and limited, but it had begun a strategy of differentiating itself from its immediate neighbours with larger markets. Chile emphasized its lower tariffs and continued to lower them to an average 7 percent and its legal structure and security. According to a survey of European companies interested in Latin America by the European Chambers of Commerce: ‘Chile is becoming attractive to European companies, since despite being a small market, it has improving business opportunities, is financially stable and gives businessmen a sense of security’ (Eurochambres, 2002: 8). This is especially relevant at a time when, as a consequence of perceptions of financial breakdown, as for example in Argentina, European businesses are moving to safer markets such as Chile (Eurochambres, 2002: 8).  More importantly, Chile actively sought to change its image of a small distant market to that of a central location and a distribution centre to the Americas, and even to the Far East by establishing preferential trade agreements with different parts of the world. Thus, Chile is a member of APEC and will shortly negotiate FTAs with New Zealand, Singapore, India and perhaps China, and has already established FTAs with South Korea, the EU, EFTA, the USA, Canada, Mexico, most of its South American neighbours, and is an associate member of both Mercosur and the Andean Community (Direcon, 2003). These linkages also serve to support its successful strategy of export diversification, which has resulted in Chile’s foreign trade being divided in almost equal parts between different geographical areas with 30 percent of its trade devoted to the EU, 30 percent to the Asia-Pacific region, 20 percent to the rest of Latin America, and 20 percent to NAFTA (Laporte Galli, 1996: 6). 

In the case of the negotiation of the FTA with the EU, this process began when the EU sought to arrange an FTA with Mercosur given its economic opportunities for European business. Since Chile was an associate member of this group, a similar agreement had to be reached with this country and negotiations shadowed each other. Concluding an agreement with Chile was easier given its open economy, its non-traditional agriculture and less developed industrial base in comparison with Mercosur (Grugel, 2002:15). There was, however, one Chilean export sector in strong competition with EU production: wines. This thorny issue was resolved when Chile agreed to drop ‘reserva’ and ‘chateau’ descriptions from its wines, and for the EU to sell them as ‘New World wines’ (Grugel, 2002: 15). 

Figure 1: Chile’s Worldwide Trade Alliance Strategy
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Figure 1 shows the international links Chile has established. This strategy has helped Chile to overcome its remoteness and small market problems, as it can offer foreign investors who move their production capabilities into Chile the possibility of tapping into this extensive network of preferential trade agreements. It also facilitates the regional expansion of firms based in Chile. This coincides with some of the strategies for regional insertion of foreign companies. Writing about Endesa’s take over of Enersis (Chilean utilities company) in 1997-99, its former President commented:

Enersis, as South America’s major private electric group, is the most adequate platform from which to launch an effective multinational insertion in the region, and an ideal means of giving the company’s presence in the continent a genuine Latin American nature and compromise. Thus, one of Endesa’s aims is to develop the Enersis group and turn it into the vehicle for its expansion in Latin America (Martin Villa, 1998: 216). 

The economic turmoil, instability and rising insecurity that have befallen some of Chile’s neighbours have made the option of business location in Chile even more attractive (Eurochambres, 2002: 16), as it can serve as a positioning platform from which foreign companies can wait for a more favourable situation in Mercosur or the Andean Community countries before entering those economies. 

Motives for the EU-Chile FTA

Chile may be an attractive destination for foreign investors hoping to enter the Latin American market but this still does not seem sufficient to justify the resources spent on the FTA. The European Commission has in fact cited this in its hesitation to enter FTA negotiations with Singapore at the latter’s request (Interview 1). In the case of Chile, its association with Mercosur seems to have been the major factor propelling the negations, and whilst private companies did not actively lobby for a FTA with Chile, they did take a very active role through the Mercosur-Europe Business Forum (MEBF) in pursuing the interlinked negotiation of an FTA with Mercosur, which was always the main aim of the EU and its business community. Mercosur not only represents an opportunity for EU business but a chance for the EU to use its attraction as the world’s largest market to counter USA hegemony  and to export its model of development to another regional grouping as is Mercosur. The political co-operation in this area is translated into EU funding for projects aimed at the strengthening of Mercosur’s institutions and also projects that will enhance co-operation between the Mercosur members (Interview 1). In a way this could be interpreted as a small attempt to reorganise the international arena following the EU model and on the EU’s terms, perhaps as a way of clearing the path for a greater EU international role and presence in the future. 

The FTA with Chile also contains an important political section, despite the bulk being economic, that binds both parties to coordinate positions in the UN and other international for a, thus, again trying to magnify the EU’s current international position. More than the economic advantage of EU business, the prospects of Mercosur and entering that lucrative market before the USA seem to be the main justifications for the efforts expended on the negotiation of a FTA with Chile. Within the EU Member States, whilst Spain, Italy, Germany and Portugal were the most interested given their business links to Chile, there was little discrepancy. The major risk to the Agreement in fact arose from the UK’s threat to veto the Commission’s negotiating mandate in retaliation for the EU’s ban on British beef as a consequence of the BSE crisis.  The negotiations themselves were fairly unproblematic, with wine and agriculture posing the major obstacles. Their outcome, although many statistics have not yet been published, appears to have been very successful for both parts. Chile’s imports to the EU have been diversified and no longer rely as much on copper, and EU exports to Chile have also risen, with new business opportunities arising as a result. Several Finnish companies that had previously never engaged in business with Chile have successfully done so. UNICE reports satisfaction amongst its members with the FTA with Chile, although many complain that it should be better publicised and businesses should be given more information about it and its possibilities (Interview 1). 

Despite this success the real reason for the negotiations still seems to be the fact that the creation of NAFTA, and the resulting 64 percent rise in Mexico-US trade to the detriment of exchanges with the EU (Fazio, 2001: 91) served as a ‘wake-up call’ to the EU of the dangers of not adopting a Latin American strategy, especially in the light of plans for the creation of a FTAA (Barahona de Brito, 2000: 5). Once again one there appears to be an echo of the 1980s Central American situation, when EEC interest in the area was sparked by USA intervention. Ironically, it would appear that, at least in the case of Latin America, USA policies still have a major repercussion on EU external policies, even in the area that the literature and practitioners have claimed to be the EU’s advantage, namely international trade and economic policy.
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� One notable exception is Hazel Smith’s European Union Foreign Policy and Central America. (Houndmills, London: Macmillan: 1995). Despite being published in 1995 the book was written in 1988. It focuses only on EC involvement in the Nicaraguan wars, and relies on ideological explanations (socialism v. capitalism). The scope and approach of this work is unusual in contemporary literature.


� Mercosur (Mercado Comun del Sur) is the Southern Cone Common Market comprising Brazil, Argentina, Uruguay and Paraguay. Chile has a special associated status and refused full entry as its own external tariffs were already much lower than the concerted external tariffs of the Mercosur group.


� Concise and informative summaries of colonial times, British influence and later US power in Latin America can be found in Skidmore, Thomas & Smith, Peter H. (2001) Modern Latin America (New York & Oxford: Oxford University Press)


� Colombia, Mexico, Panama, and Venezuela formed the Contadora Group after a meeting held in January 1983 on the Contadora Island off the Pacific coast of Panama. In it they launched a diplomatic initiative to prevent through negotiations a regional conflagration among the Central American states of Guatemala, El Salvador, Honduras, Nicaragua, and Costa Rica. In 1984, the negotiation process produced a draft treaty, the Contadora Acta, which was judged acceptable by the government of Nicaragua but rejected by the other four Central American states concerned. The governments of Peru, Uruguay, Argentina and Brazil formed the Contadora Support Group in 1985 in an effort to revitalise the faltering talks. The process was officially suspended in June 1986 when the Central American governments refused to sign a revised Acta. The Contadora process was effectively superseded by direct negotiations among the Central American states. (Library of Congress, American Memory, 2003)


� The Act for a peaceful resolution presented by the Contadora group to the Central American governments of Costa Rica, Guatemala, El Salvador and Nicaragua in 1984 was deemed inappropriate by the latter who refused to sign it. The initiatives for peace then passed to the Central American governments themselves, where Costa Rican President, Oscar Arias, devised a peace agreement that would eventually be signed in Esquipulas (Guatemala) in August 1987, earning him a Nobel Peace Prize (Kreft, 2000: 4)


� The conclusion to the San Jose Meeting of 1984 was a decision on the establishment of EC aid to the region and the institutionalisation of their political links, by making meetings periodical through the so-called San Jose Dialogue. The relevance of this lies in the fact the EEC confronted its ally and Cold War leader in a conflict far from its area of influence but very close to the strategic interests of the United States. This did not lead to an open confrontation between the US and EC, but it did provide the EC with ‘an opportunity to raise its political profile on the world stage at a time of rampant Euro-pessimism’ (Kreft, 2000: 3).


� Telenovela is a typical Latin American genre of television soap opera, usually involving love triangles, infidelities and similar intrigues.


� La belle Latina est courtisee par deux gentlemen etrangeres. L’un, L’Europeen, est un vieux monsieur fortune, cultive et avec des belles manieres, mais un peu lent, hesitant et pingre. L’autre, l’Americain, est un jeune millardaire, audacieux et aventurier, mais mal eleve et meme un peu brutal. (Original quote).


� Banco Bilbao Vizcaya, now BBVA after a merger with Argentaria Bank.


� Since Pinochet’s electoral defeat there have been three governments led by the Concertacion coalition. Patricio Aylwin from the Christian Democrats (1990-1994), Eduardo Frei from the Christian Democrats (1994-2000), Ricardo Lagos from the Socialists (2000-2006).


� Fue también consecuencia de la firme convicción de que ENERSIS, como principal grupo eléctrico sudamericano, es la plataforma mas adecuada para desarrollar una eficiente implantación multinacional en la región y dar así a la presencia de la empresa en el continente una naturaleza y un compromiso auténticamente latinoamericanos. En consecuencia, uno de los objetivos del grupo ENDESA es potenciar el grupo ENERSIS y convertirlo en el vehículo de su presencia en América Latina. (Original quotation)





PAGE  
1

