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AN ANTI DOLLAR ALLIANCE

It was a cool autumn afternoon in mid-dune 2014 on
the eastern plains of Bolivia, when several high-ranking
delegations from around the world touched down
at Viru Viru International Airport in Santa Cruz de la
Sierra. These foreign delegations took part in the 50th
anniversary of the United Nations Group of 77 and
China (G77+China) summit under the theme “Towards a
New World Order to Live Well.” Not formally part of the
G77, Russia was personally invited by Bolivian President
Evo Morales to join the summit and subsequently the
group itself." At the summit in Santa Cruz, several
heads of state railed against the U.S. and Europe for its
recent economic sanctions against Russia and made
provocative declarations against
the international financial
system.?

One of the loudest voices
came from Ecuadorean President
Rafael Correa who held several
conversations with his Chinese
counterparts to affirm the need to
reform the international financial
architecture. These points are
reflected in the final declaration
adopted by the heads of state at the G77+China Summit
in Santa Cruz. Points 131 through 144 of the declaration
specifically reference reforming the global financial
architecture and credit rating system, a direct reference to the
1944 Bretton Woods agreement that pioneered the modern
monetary and financial system, giving birth to the International
Monetary Fund (IMF) and the World Bank.? The G77 declared:

“We affirm the need for reform of the international
financial architecture so that we have a financial and
monetary system that reflects the realities of the
twentyfirst century ... efforts to reform the international
financial architecture should therefore be seriously
strengthened, be internationally coordinated, and
should lead to the full participation of developing
countries in international financial and economic
decision-making and norm setting.”

- Excerpts of point 131 and 140 of the Declaration of the Summit of

Heads of State and Government of the Group of 77 in Santa Cruz de
la Sierra, Bolivia , 7th of July, 2014

Russiaand Chinahavelongbeenlooking forways
to carry out such reform and a preferred method seems
to be diminishing the dollar’s role in international trade
and currency reserves.* For China, this is a significant
question as 65 percent or two-thirds of its reserves are
in U.S. dollars, meaning there is substantial vulnerability
to fluctuations in the exchange rate lowering the value
of its reserves.® Moreover, China’s great fear is that
the U.S. will devalue its currency through inflation and
destroy the value of these Chinese holding of U.S. debt.
For Russia, the question is more urgent as the country’s
financial sector has been repeatedly sanctioned by the
United States and the European Union over the conflict

in Ukraine.

Russia—China Strategic Partnership

The intellectual architect of Russia’s anti-
dollar strategy is Sergey Glazyev, a former
Cabinet minister and one of the top
economic advisors to President Vladimir
Putin. Glazyev argues that by holding U.S.
Treasuries and other debt obligations, the
rest of the world is effectively subsidizing
U.S. military aggression and its global hegemony. In
Russia’s sphere of influence, according to Glazyeyv, the
U.S. sponsors so-called Ukrainian “Nazis,” seeking
to integrate their nation with Western Europe, and
establish an anti-Russian regime.® From Glazyev’s point
of view Russian aggression in Ukraine is justified as a
defensive strategy against what it regularly refers to
as “fascist” forces. For Glazyev the preferred weapon
of choice is economic warfare for a war he believes is
already underway:

“The truth is that we are already in a state of war,
unleashed by the United States. This is a hybrid war. It
does not imply the use of armored columns or weapons
of mass destruction. It relies on a large arsenal of other
techniques: information, financial. Financial war against
us is waged in full.”

- Sergey Glazyev in an interview with Russian magazine “Culture” on
ecember 14, 2014
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In Glazyev’s worldview, the most serious blow
to U.S. hegemony would be avoiding the use of the
dollar as the world’s reserve currency.” He is part of a
small yet powerful club taking proactive steps within the
Kremlin to revive old Soviet strength through outworn
Marxist economic categories. In a June 2014 article in
Argumenty Nedeli, a Russian magazine, Glazyev outlined
a plan for undermining the economic strength of the
U.S. including a “broad anti-dollar alliance” of countries
willing to drop the dollar from international trade and
avoid dollar-denominated financial instruments within
their currency reserves.®

This is the crux of modern “eurasianism,” an old
concept with new life that has become a pillar of Putin’s
foreign policy agenda.® The notion has been
put on the spotlight again with the launch
of the Eurasian Economic Union (EEU), an
ambitious economic association among some
of the Commonwealth of Independent States
and Russia.’® President Putin’s strategic
partnership with China, however, has become
the centerpiece of Russia’s “eurasian” strategy.

Once communist adversaries during the Cold

War, the two nations are increasingly acting in

concert with one another. Striving for a multi-

polar world order, the Sino-Russian paradigm

includes enhanced intelligence cooperation,

as well as increased collaboration in nuclear proliferation
and cyber warfare among other areas. Arguably, to advance
in all these areas China and Russia must find (or create) an
alternative to the global financial system.

On May 21, 2014, after almost ten years of
negotiations, both countries took a major step toward
undercutting the U.S. dollar when Russia signed a massive
30-year natural gas deal with China valued at over $400
billion.

A day before this historic energy agreement, the
biggest in the history of the natural-gas industry, Russia’s
second largest financial institution VTB signed a deal with the
Central Bank of China to bypass the dollar and pay each other
in domestic currencies. Moreover, Russia’s largest bank, the
state-owned Sberbank, has begun issuing letters of credit for
its corporate clients in China’s yuan currency.

Center for a Secure Free Society (SFS) - October 2015

While trade deals and corporate credit are steps
in bypassing the dollar, perhaps the most ambitious
initiative pursued by Russia and China to date are
attempts to build a viable alternative to the Brussels-
based Society for Worldwide Interbank Financial
Telecommunication (SWIFT) system, which affords over
10,000 financial entities from 210 countries around
the world a secure, standardized and reliable payment
system.

Challenging the SWIFT system, Beijing is
expected to launch the China International Payments
System (CIPS) later this year, as a way to process
cross-border yuan transactions.? Similarly, the
Central Bank of Russia recently launched a domestic

SWIFT-like payment system for Visa and

MasterCard transactions so that the

West will not be able to block the cards

of Russians through financial sanctions.’®

The focus on creating alternative

payment systems is a priority Sergey

Glazyev has emphasized for several

years, as have several other Russian

elites in Vladimir Putin’s inner circle. The

threat of possibly getting cut-off from

the global interbank SWIFT system by

the U.S. and E.U. in 2014 sped up the

process. For these elites breaking away

from the SWIFT system would mean some months

of inconvenience, but positive effects that would

last for years. In order to move in this direction, the

Russian elites have convinced Vladimir Putin to push

for new centers of geopolitical influence, namely

within the BRICS bloc, consisting of four of the ten

largest economies in the world: China (second largest

economy), Brazil (sixth), Russia (ninth), India (tenth),
and South Africa.

BRICS and Mortar

At the 6th BRICS Summit in Fortaleza, Brazil on July
14-16, 2014, member nations signed the Contingent
Reserve Arrangement (CRA) with an initial investment
of $100 billion. China committed the most resources
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($41 billion), while Russia, Brazil
and India each put in $18 billion a
piece.”* South Africa rounded out
the rest with $5 billion.

Alongside this new currency
agreement came the announcement
of the New Development Bank (NDB
or colloquially known as the BRICS
bank), headquartered in Shanghai, to
offer financing for various projects in
the developing world.

Some have considered the
rise of the BRICS as an emerging
alternative to Western financial
institutions. Each member country,
however, has varying economic models. Brazil and Russia,
for instance, have benefitted from a boom in commodities
and raw materials. India, China and South Africa, on the
other hand, have gained from export-oriented production
combined with open markets encouraging foreign and
domestic investment.  Russia’s highly monopolistic
economy has allowed little competition and created
rampant corruption through state-conceded privileges
for favored interests. This has weakened Russia’s
voting share in the World Bank and the IMF, increasing
their appetite to find alternatives. Vladimir Putin might
argue that the NDB is not an alternative to the IMF and
World Bank, yet his rhetoric at the BRICS summit in
Brazil demonstrates otherwise.™

SUMMIT

| Fortaleza
* Brasi

“It is the common intention to reform the international
monetary and financial system. In the present form it is
unjust to the BRICS countries and to new economies in
general. We should take a more active part in the IMF
and the World Bank’s decision-making system. The
international monetary system itself depends a lot on
the U.S. dollar, or, to be precise, on the monetary and
financial policy of the U.S. authorities. The BRICS want
to change this.”

- Vladimir Putin in an interview with ITAR-TASS on eve of BRICS
Summit in Brazil on July 15, 2014

Alternatives to the dollar have existed for
decades, but their success was based on maintaining
an open capital account and easy convertibility into
dollars. What the BRICS are suggesting is an entirely

new payment system and currency that would not
necessarily be convertible into dollars and could
actually make the dollar irrelevant in participating
countries. This point was emphasized after the formal
BRICS summit in Fortaleza, in a separate joint summit
in Brasilia between the BRICS and the Union of South
American Nations (UNASUR), a 12-member political-
economic bloc headquartered in Quito, Ecuador.

In Brasilia, Putin would reconvene with his
most important Latin American ally for Russia’s anti-
dollar efforts—President Rafael Correa of Ecuador.
During the first joint summit of its kind, Rafael Correa
made his presence heard in Brasilia by emphasizing
that UNASUR will follow the BRICS lead and continue
to consolidate toward a unified financial architecture.
Particular emphasis was placed on investment and
infrastructure projects across Latin America and
enhanced oil cooperation.’ While the BRICS nations
have varying views on the dollar as a reserve currency,
they do appear united, albeit with varying degrees of
passion, to see the global hegemony of the U.S. dollar
diminished. At a more malign level, Russia, China
and Ecuador have begun to coordinate an anti-dollar
strategy in Latin America led by Correa’s assault on his
country’s monetary system.
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ECUADOR’S ECONOMIC WARFARE

With a population of 16 million, Ecuador is one of the
smallest countries in South America but the largest
country outside the U.S. territory using the American
dollar as its official currency. Since 2000, after years
of monetary and fiscal mismanagement triggered a
financial crisis, the U.S. dollar was officially adopted
as Ecuador’s currency. During this crisis more than two
million Ecuadoreans emigrated between 1999 and 2000
throughout the Americas and Europe, escaping poverty
and lack of opportunity. Postcrisis, economic instability
turned to political turmoil with six presidents holding
office over the same amount of years, none serving a
full term in office.”

When Rafael Correa assumed the
presidency in Ecuador in January 2007,
it was widely hoped his administration
would use its mandate to end a decade
of debilitating political and economic
turmoil. Correa instead ushered in an era
of class warfare, political polarization
and authoritarian  rule, following
in the footsteps of his Venezuelan
contemporary Hugo Chavez.'® Unlike
Chavez, however, Correa was not a
seasoned military strategist but rather
a U.S. and European trained economist
and political novice. With the untimely death of Hugo
Chavez in 2013, after a year-long battle with cancer, the
Latin American left turned to Correa to take leadership
of the region.

In late July 2012, Correa made an unscheduled
trip to Cuba, ostensibly to visit the ailing Chavez who
had returned to Havana for chemotherapy. Ecuadorean
sources, however, reported that this trip was intended to
receive the blessing of the Castros to lead the next phase
of la revolucion.”™ This next phase includes the use of
economic instruments to further integrate Latin America,
while offsetting U.S. influence and courting extra-regional
actors, such as Russia, Iran and China. While Chavez
focused on armed non-state actors as the defenders of
his self-proclaimed Bolivarian Revolution, Correa uses
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bankers, lawyers and economists to carry out his Citizens’
Revolution, a moniker given for his own political power
project.

From a Bolivarian to a Citizens’ Revolution

The Bolivarian Revolution in Venezuela and the Citizens’
Revolution in Ecuador differ in their ways and means,
however, they are united by their objectives. Both favor a
model of centralized political power where the judiciary,
legislature and local governments are subordinate to
the executive. Both allow elections but systematically
muzzle allindependent media, persecute
the opposition and steadily undermine
civil society. Both seek a controlled
economy progressively making people
dependent on the government for
their income, employment and the
distribution of goods and services.?®
But more importantly both are working
to undermine U.S. hegemony in the
hemisphere, a strategy shared, to a
lesser or greater degree, by China,
Russia and Iran.
As a member of the Cuban and
Venezuelan founded Bolivarian Alliance
for the Americas (ALBA), Rafael Correa’s Citizens’
Revolution remains committed to a radical shift in the
balance of power in Latin America but prefers to use
economic warfare over the military strategy favored
by the late Hugo Chavez.?' As an economist, Rafael
Correa understands how certain financial schemes and
monetary tools favor a centralized state, and prefers to
use economics as a way to gain regional influence to
offset the United States.

In the post-Chavez era, Correa has continued
to advance regional integration through legitimizing the
Community of Latin America and Caribbean States (CELAC),
a newly created political soapbox where he serves as
president pro tempore. CELAC includes all the nations in
the Western Hemisphere, with the exception of the United
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States and Canada. He has also recently inaugurated the
new UNASUR headquarters in Quito, as well as consolidated
the Costa Rica-based Inter-American Court of Human Rights
(IACHR) in his favor.22 Perhaps his most ambitious initiative,
however, is to strengthen the regional trade system known
as the SUCRE, discussed later in this report.
All these efforts are aimed at strengthening
“21st century socialism,” a term meant to distinguish
this form of collectivism from the catastrophe of the
former socialist countries of the 20th century.?® Unlike
the former Soviet Union and Cuba, 21st century
socialism focuses less on wholesale state ownership of
industries and more on state control of the economy,
with enough government spending and easy money to
maintain full employment. This has been the defining
characteristic of the ALBA bloc, fueled
by the global commodities boom over
the last decade.
For ALBA leaders, revenues from
commodity exports have been used to
promote massive government spending
on politically motivated social programs.
The commodities boom has also led to
widespread borrowing, deficit financing,
public spending and printing paper
money. In Venezuela, these policies
have led to runaway inflation, among the
highest in the world, with shortages of
basic necessities and the introduction of rationing. In
Ecuador, the effects have been similar yet less visible.
Since Rafael Correa came to power in 2007,
Ecuador’s growth has been based largely on public
spending fueled by oil prices and increased tax
collection. The outsized magnitude of public spending
effectively crowded out much private consumption and
investment. As a result, today Ecuador has the lowest
rate of foreign direct investment in the Americas.?*
According to the U.S. State Department 2013
Investment Climate Statement — Ecuador:2®

Although some sizable one-time investments have been
made in recent years, foreign direct investment (FDI) in
general remains modest. In 2011 there was a net inflow
of FDI into Ecuador of $640 million (0.8 percent of GDP),

down from a high of $1 billion in 2008. The FDI/GDP
ratio over the period 2006-2011 has hovered between
0.2 and 1.7 percentage points, far below Latin American

standards.

Further complicating matters, while it has used
revenues from oil exports for public spending, the use
of the U.S. dollar as Ecuador’s currency means the
Correa government and its central bank do not have the
monetary tools to inflate the currency. Politically, more
than 80 percent of Ecuadoreans favor the dollar as it
makes the currency’s purchasing power independent of
the arbitrary ambitions of presidents, political parties
and pressure groups.?® This fundamentally constrains
the government’s ability to control economic activities
and achieve its larger political goals.

Ideally, Correa prefers a
malleable domestic currency responding
to the government’s priorities and
policies. One where the central bank
increases the quantity of money and

achieves a gradual and automatic
lowering of real wages, effectively
lowering the purchasing power of
the monetary unit and promoting

public sector employment.?” Such an
approach is politically more palatable
meeting with less resistance than an
outright attempt to revise money wages
downward. Moving from ideas to action, Correa began
the restructuring of Ecuador’s monetary system through
controversial reforms implemented last year.

A New Monetary Junta

In September 2014, Rafael Correa signed a series
of laws and regulations whose goals are to allow the
government to make use of existing banking system
deposits and control the country’s liquidity. The agenda
calls for the creation of a national committee overseeing
and deciding where private banks should allocate
their credit, along with the consolidation of paper and
electronic bills within the central bank. This will allow
the government to use assets and funds to promote
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political projects and continue spending until the next
elections.

This new monetary junta, known as the Board
for Monetary and Financial Policy and Regulation, has
unprecedented powers over the Ecuadorean economy.
Made up of four ministers and a delegate appointed by
Correa, this new board has the power to formulate and
implement policy, as well as supervise, sanction and
regulate the financial sector.?® Most importantly, the
new monetary board can allocate credit and adjust the
monetary policy in accordance with the government’s
priorities.

Introduced as the Organic Monetary and
Financial Code,?® Correa presented the original 516-
page proposal of reforms before the legislature on June
24, 2014. Declaring this an “urgent
matter,” he afforded Ecuadorean
parliamentarians a mere 30 days to
discuss the bill and decide on whether
to approve it.*®* Such a landmark
change to Ecuador’s monetary system
deserved more rigorous analysis
and public discussion, nevertheless,
exactly a month later, on July 24th,
the Ecuadorean National Assembly
passed the new monetary code with
91 votes in favor (out of 116 members
present).?" Described by opposing
Ecuadorean parliamentarians as “irresponsible” and
“concerning,” Correa calls his new code one that
“finally puts the banks at the service of society, unlike
now when society is at the service of banks. This is 21st
Century Socialism.”32

Banks in Ecuador have faced increasingly
tougher and inconsistent regulations since Correa
took office in 2007. A 2011 referendum, for instance,
restricted the administrators of financial institutions
from doing business outside the financial sector, forcing
them to divest or liquidate their stakes in non-financial
services, such as insurance companies, trust funds and
brokerage firms.?® Moreover, the new monetary junta
has strengthened requirements, through bylaws, forcing
private banks to keep their assets and investments in
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Ecuador. The result is the fall of the net profits of all
private banks operating in Ecuador by 15 percent in
one year (from 2012 to 2013), while the return on equity
dropped from 19 percent in 2011 to just over 10 percent
in 2013.34
Aside from controlling the private banking
sector, this new code centralizes once separate state
functions such as the country’s Banking Board, Central
Bank, Insurance Corporation, Fund of Private Insurance
and the Liquidity Fund—into a single monetary board.
Eliminating any checks and balances to the country’s
monetary and financial decisions, this board also has
a say on decisions of private banks, namely credit
operations and allocation. This allows the government
to divert private funds to Correa’s political priorities.
Combined these reforms grant
Correa super economic powers helping
his government control the country’s
cash flow at a time when dollar revenue
from oil exports is declining due to
drop in prices of this commodity. Any
surplus in government programs will
be liquidated for political purposes,
harming the overall economy. A
sentiment expressed by Julio Clavijo,
a public policy advisor at the National
Congress in Quito, who explains:®

“The main problem is that by ‘investing’ this surplus
[what would normally be held for safekeeping], the
liquidity’s expansion will then accelerate and create
more surplus, and therefore, a vicious circle that
generally ends up in financial bubbles that cause
economic crises.”

- Julio Clavijo in an interview with Pan Am Post on July 7, 2014

The discretional powers granted to Rafael
Correa and his government through this new monetary
code creates an opaque economic environment and an
institutional framework completely dependent on the
executive branch. Ignoring best practices and standards
established by the Switzerland-based Financial Stability
Board, an international body monitoring and making
recommendations about the global financial system, the
new monetary junta has centralized the management
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of money, credit and cash, with little to no oversight
or controls from entities outside of Correa’s inner
circle. This is an unprecedented step in controlling the
Ecuadorean economy and monopolizing the issuance
of alternative currencies and payment systems.

A Phony Bitcoin

The first decentralized digital currency in the world—
Bitcoin—gained international attention after the
Cypriot financial crisis in late 2012. Enthusiasts of this
cryptocurrency paid attention to recent developments
in Ecuador, initially creating a buzz within the Bitcoin
blogosphere about the new monetary code. Many
within this community thought these reforms might
open the Central Bank of Ecuador
to decentralized digital currencies,
given the rumors the government was
developing its own. The global crypto
community quickly learned, however,
that Correa has no interest in currency

competition.
Following the governments
of Bolivia, and later Russia, the

Ecuadorean government prohibited
the “emission, production, initiation,
falsification, or any other type of
[digital currency] simulation and its
circulation through any channel or
way of representation,” as stated in article 96 of the new
monetary code. Effectively banning the increasingly
popular Bitcoin or any other decentralized digital
currency not mandated by the Ecuadorean government.
Ecuador’s small Bitcoin community sent a statement of
concern® to the government prior to passage of this
new monetary code, only to be shut out of the debate
and eventually shut down altogether.®”

In an effort to increase the money supply
and facilitate its spending, the new monetary code
establishes a top-down, state-run digital currency
(Sistema Dinero Electronico—SDE). This new state-
run digital currency allows the government to “mint”

unlimited additional units and pay its expenditures and
other obligations.® Instead of issuing a fixed amount of
currency and allowing demand for the currency to set
its value, the government will set the value arbitrarily.
The idea is to create fiat currency cheaply and engage
in deficit spending. Unlike the decentralized Bitcoin,
created to prevent central bank manipulation of the
currency, the software for creating the new state-run
digital currency is limited to key government officials.®®
Given its insatiable desire to spend, the Ecuadorean
government now has every incentive to issue unlimited
quantities of this new e-currency.

This, however, is not Ecuador’s first experiment
with virtual payment systems. In2011, local communities
began issuing Solidarity Exchange Units (Unidades de

Intercambio Solidario—UDIS) in the
provinces of Azuay and Cotopaxi.*
Similar to the M-pesa mobile payment
system used in Kenya, this short-lived
digital currency was used by local
farmers and merchants who did not
have, or chose not to have, access to
the formal banking system in Ecuador.
Although originally applauded by
Rafael Correa, the UDIS was not
recognized by the Central Bank of
Ecuador and as a consequence was

run out of commission.*'
Around the same time (between
2010 and 2011) Ecuador’s government experimented
with a regional payment system known as the Unified
System for Regional Compensation (Sistema Unitario
de Compensacion Regional—SUCRE). Modeled after
the Euro, the SUCRE was launched in 2010 as a
virtual accounting unit to denominate trade between
ALBA nations, namely Venezuela and Ecuador. All
transactions would pass through a clearinghouse that
derived the value of a sucre from a basket of currencies
from the member countries, weighted according to
the relative size of the participating economies.*? The
SUCRE is in essence a trading system where importers
and exporters make and receive payments in their local
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currencies. While championed by the late Hugo Chavez,
Rafael Correa handled the SUCRE’s implementation.

Having experimented with digital currencies on
the local and regional level, the Ecuadorean government
kicked off the implementation of their new national state-
run digital currency (SDE) in December 2014, allowing
qualified users to set up accounts and begin using this
e-currency as a real means of transaction.** While designed
to support the existing dollar-based monetary system in
Ecuador, the decision to create a new form of electronic
money rather than adopt a mobile payment system has
prompted some analysts to suspect that Correa’s real aim
is to upend the U.S. dollar.

Introduced in phases, the new state-run digital
currency is being forced or coerced upon industry and the
people of Ecuador. The government initially expected to
have 500,000 people voluntarily adopt this
new electronic payment system throughout
2015. By August, they barely registered
47,456 accounts.** The government
then began signing preferential deals
with public service organizations (such
as the taxi association) and eventually
mandated the private banking sector to
adopt the new state-run digital currency.

The directive issued on May 25, 2015,

mandates that Ecuadorean banks with

over $1 billion in assets integrate with this

new e-currency within 120 days, while the

rest of the private banking sector has between six months
to a year.®

Political analyst Ezequiel Vazquez-Ger argues this
new directive could be the beginning of the end for the
U.S. dollar as the official currency of Ecuador. Vazquez-
Ger suggests the Ecuadorean government will use the
new state-run digital currency to solicit hard cash into
the Central Bank to cover its ongoing fiscal deficit.*
The arbitrary increase in the money supply would result
in inflation, and the eventual adoption of a bimonetary
system that aligns Ecuador to the currency of other extra-
regional financial backers.

Center for a Secure Free Society (SFS) - October 2015
The Quito Consensus

For several years Latin America has railed against
“neoliberal” reforms implemented throughout the 1990’s
by Washington D.C.-based multilateral institutions,
namely the International Monetary Fund (IMF) and the
World Bank. Dubbed the “Washington Consensus”
this term has come to be used widely throughout the
region as a rejection of market-based approaches to
economic reforms.*” Instead, state-based approaches
have become the norm in Ecuador creating a state
of conflict between Rafael Correa and International
Financial Institutions (IFls).

The first clash was the expulsion of World Bank
representative Eduardo Somensato from Ecuador in
April 2007, a few months after Correa came to power.*®

After suspending relations with the
World Bank, another confrontation came
in October 2011 when Correa withdrew
from the 21st Ibero-American Summit in
Paraguay in protest over the speech of
Pamela Cox, World Bank Vice President
for Latin America. In Correa’s words,
he felt Ms. Cox should at least “start
by apologizing for the damage done to
Latin America and the countries of the
world [by the World Bank].”*®
The “interference in national
sovereignty” argument is one used
by many populist governments in Latin America,
particularly those in the ALBA bloc. Ecuador has used
this argument to justify breaking away from traditional
sources of international financing and investment, such
as the IMF and World Bank. Amendments to Ecuador’s
new 2008 constitution further complicate access to
conventional international financing. This contempt for
traditional sources of international financing excludes
the Inter-American Development Bank (IADB) and the
Andean Development Corporation (CAF), two leading
multilateral lending institutions in Latin America, from
which Ecuador continues to receive loans and credit.
But the IMF and World Bank, and other traditional
investors, have been evicted from Ecuador in favor of
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non-traditional, extra-regional partners with no previous
commercial or financial ties to the Andean nation,
namely China, Iran, Belorussia and Russia.

Iran, for instance, signed several lines of credit
with Ecuador’s central bank in 2008 despite international
sanctions placed on the Islamic Republic for its nuclear
program, violation of human rights and support of
international terrorism. Belorussia has become the
newest international economic partner in Ecuador’s
growing list of nonaligned nations, creating an
economic cooperation commission and recently
opening embassies in each country.®® By 2014 China,
Ecuador’s principal financial backer, owned $11 billion of
the country’s total debt.®"

In 2008, a strategic alliance was formed
with Beijing through various energy
agreements. China was operating in
Ecuador prior to 2008, before Correa
came to power, however, the Andean
nation began to borrow massive amounts
of money from its Asian partner that
year. Overall, the credit flow from China
is equivalent to approximately 13.6
percent of Ecuador’s GDP as of 2013,
covering 61 percent of the government’s
$6.2 billion in financing needs that
year. In return, China receives an ever-
larger percentage of the country’s oil
production, amounting to as much as 90 percent of
Ecuador’s oil exports. Because it can be sold anywhere
by middle men, much of that oil currently ends up in
refineries in California, including some operated by
Chevron—the target of a $9.5 billion class-action
lawsuit for its alleged contamination of Amazon lands
and communities.*

In Ecuador Made in China, author Fernando
Villavicencio outlines a strategic alliance with China
enabling several oil-for-cash schemes between Quito
and Beijing. Ecuador pumps an estimated 550,000
barrels per day (bpd), of which approximately half is
supposedly shipped to China but less than 15,000 bpd
actually hits the mainland. Most of this oil ends up in
the United States. Once the Ecuadorean oil is sold

at a discount to China, the Chinese turn around and
resell the oil at market prices in the U.S., pocketing the
difference.5®

According to Villavicencio, PetroChina, the
world’s second-largest publicly traded oil firm, resells
Ecuadorean crude in the U.S. market using a system
of double billing: the first bill of sale, at a discount, is
executed between PetroEcuador, the state oil company,
and PetroChina. The second bill of sale is undertaken by
subsidiaries of these state-owned enterprises, Taurus
or Castor Petroleum, with the end consumer at market
prices. An exchange or swap takes place (Ecuadorean
petroleum is sold and in compensation volumes of crude
are acquired from nearby producers, especially Iranian
suppliers for Chinese refineries).’* At the financial level,

a circulatory mechanism is generated
through various accounts and banks in
the U.S., Panama and other financial
centers. This oil-for-cash scheme,
beneficial for China, is vulnerable to
a variety of money laundering and
corruption schemes given the surplus of
the resold oil is off the books.
Despite his strongly anti-imperialist
rhetoric, the indisputable evidence
shows Correa’s policies involve selling
a larger portion of Ecuador’s non-
renewable economic resources to extra-
regional partners for credit, cash and loans.*® The sale
of large swaths of land, mineral and exploration rights
to Chinese petroleum companies, for instance, has
met with growing resistance from both environmental
and indigenous groups chased off their traditional
homesteads.%® Chinese domination of the Ecuadorean
economy has grown steadily through loans, direct
investments — signifying control of property inside the
country and hence greater penetration and increasing
control over foreign trade.

With economic domination comes political
influence. From establishing a new monetary framework
to digitizing currency, a consistent strategy of economic
warfare can be discerned as Correa works to break
Ecuador’s ties to the U.S. and other Western powers,
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and to align with the political agenda of

Center for a Secure Free Society (SFS) - October 2015

extra-regional

partners, namely China and Russia. Correa’s policies
place Ecuador into the mix of an ongoing currency war,

making the country more compatible with

the economies

of these authoritarian regimes and their disregard for
the rule of law and human rigths. Attacks on the U.S.,
Western institutions, and especially the constraints
posed by a dollarized economy are intended to move
Ecuador into the geopolitical orbit of nations sharing a
common disregard for democratic norms and a shared
ambition of diminishing U.S. hegemony worldwide.

CHINESE OIL CONSUMPTION CHINESE CRUDE OIL IMPORTS THE BIGPLAYER
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AN ECONOMIC HOUSE OF CARDS

In the 1970s, Ecuador experienced a similar boom in
oil prices to the one over the last decade. Government
policies of fiscal deficits and expansionary monetary
policy, combined with external shocks such as drops
in oil prices, led to devastating economic crises.*”
Confidence in the state to allocate resources from
increased oil revenue proved a delusion. When coming
to power in 2007, Rafael Correa pledged “this time will
be different.”

Instead, benefitting from high prices for its chief
export, the Correa government engaged in similar state-
directed economic expansion based on easy credit.
Today, Ecuador’s government subsidizes everything
from gasoline, transportation, housing to
income support to the poor. The state’s
largess has reached roughly 50 percent
of GDP, but as the recent drop in oil
prices reveals this is not sustainable.

As a resource-exporting nation,

Ecuador is extremely dependent on

global markets. A significant drop in the

price of a primary export (e.g. petroleum)

generates a fiscal crisis within the

country. With an estimated 41 percent

of government revenue coming from

petroleum earnings, the recent drop in oil prices has had
a sudden negative effect on the Ecuadorean economy.5®
Considering the government largely crowded out the
private sector over the last several years, public sector
spending has been the catalyst of the country’s dire
economic situation.

A Spending Addiction

Correa’s economic program prefers state over private
spending on infrastructure and industry. In this
program, if the amount of money needed to promote
rapid economic growth is lacking, then the government
borrows and spends. When economic activity slows
down, another dose of spending is required. In
Ecuador’s case, the Correa government is borrowing

heavily on the global markets (i.e. bonds yielding over
10 percent), with total public debt soon surpassing $40
billion by the end of the year. This exceeds the legal
limit of 40 percent of GDP.%°

Among the more important spending priorities
of the Correa government were the public construction
projects to build new airports in the cities of Santa
Rosa and Tena. Costing close to $90 million, the low
frequency of flights in these airports hardly justify the
high cost. Moreover, several political and financial
setbacks at the massive Pacific Refinery have severely
delayed this $13 billion project, the largest in Ecuador’s
history.®° Perhaps most symbolic is a futile attempt

to erect a South American Silicon
Valley at Yachay University in this new
“city of knowledge.”® Unfortunately,
underwhelming enrollment numbers
at this new university inaugurated in
September 2014 strain the $1.04 billion
allocated into this ambitious project.®?
Added to this are the multiple subsidies,
the salary increases for government
employees, and the overall doubling of
the public sector, from approximately
350,000 in 2006 to 600,000 in 2014.5°
In the end, there are hundreds of billions of dollars
invested in government projects that show little, if any,
return on investment.

When capital is used to create two factories
where once only one stood, both the country invested
in and the country investing benefit. The increases in
productivity and output create the wherewithal to pay
back loans and credits, compensate investments,
and purchase imports. This is a positive sum game.
However, if the capital is made available for political
actors to spend two dollars when they should have
only spent one then the result is a zero-sum game, in
which the politicians benefit at the expense of future
generations. Unfortunately, the inefficiency of the latter
has characterized the Correa government in Ecuador.
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The combined factors of a drop in oil revenues
and the inability to print additional dollars places
the Correa government in a quandary. Therefore,
Correa must rig up another set of measures to insure
spending continues through the next electoral cycle.
One measure is a redirection of available credit to
politically popular and job generating projects, such
as housing and construction. The government’s
housing regulations are a political deviation of
resources towards housing construction and home
ownership, generating an asset bubble similar to
those that prompted the 2008 housing crisis in the
United States.®* Ostensibly, the new monetary junta
now overseeing credit operations of private banks
is pushing credit and capital into the Ecuadorean
housing sector.

This new monetary junta is
currently negotiating with the private
banking industry in Ecuador to offer
subsidies of $65,000 to expand the
number of social housing units by
the end of the year from 15,000 to
30,000. Moreover, the government
created a stateowned enterprise for
housing to consolidate this public-
private “partnership.” Like other
public spending projects the new
housing is intended to buy the votes
of those receiving the subsidized units. Because the
spending is determined by political considerations,
and not economic factors, the possibility of a housing
bubble is already on the horizon.

In order to survive the current economic
climate, Correa has erected an economic house of
cards, with an increase in spending as well as the
money supply. As the quantity of money increases and
is directed towards targeted sectors of the economy,
e.g. housing, a prevailing tendency will exist for
prices to increase, creating additional bubbles. The
artificial boom in housing prices, for instance, cannot
last forever. Paper money, bank deposits or virtual
payment systems are not proper substitutes for non-
existing capital goods.

Center for a Secure Free Society (SFS) - October 2015
The Crisis around the Corner

The Ecuadorean economy is running into multiple
bottlenecks as a consequence of its own expansionist
spending policies. Currency devaluation is not an
option, but exchange and import controls, additional
protectionist measures, and a growing shortage of
goods are in sight. The ongoing fiscal deficit has
worsened mainly as a result of on overreach in
government subsidies, while the total debt has reached
record levels.

As the economic house of cards inevitably
begins to collapse, the government will deny that its
own fiscal policies are causing the crises. Instead, the
Correa government will argue that the true causes of
any economic crises lie in the inherent shortcomings

of dollarization (described as a
“straitjacket”) and the capitalist
mode of production.®® According to
this argument, efforts to preserve
the dollar, or capitalism, will only
lead to economic catastrophe. If the
Ecuadorean people want security
and economic growth, they will be
told, they must first de-dollarize and
ultimately turn to the government.
According to economist Steve
Hanke, who advised the Ecuadorean
government to dollarize its currency in 2000, the net
effects of de-dollarization would be catastrophic.
Alluding to Correa’s analogy that the dollar is a
“straitjacket” on Ecuador’s economy, Hanke argues
that, “if you go off, the fiscal deficit gets bigger, the level
of debt gets bigger, inflation goes up and economic
growth goes down. All the economic indicators just go
south.”®

Hanke’s forecast is backed by several economic
indicators that are already heading south. The last couple
years underscore the overall health of the Ecuadorean
economy. According to the World Bank, public sector
expenses and investments increased from 21 percent of
GDP in 2006 (before Correa’s presidency) to 44 percent
in 2013. Despite accelerated growth, largely dependent
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on public spending, growth has decelerated for three
years in a row with rates of 5.2 percent in 2012, 4.6
percent in 2013, and 3.8 percent last year. ¢ Economists
in Ecuador expect the GDP to grow 2.5 percent in 2015.
Simultaneously, the public debt as a percentage of GDP
grew steadily from 19.2 percent (2010), 18.4 percent
(2011), 21.3 percent (2012), 24.2 percent (2013)
and 30 percent (2014).%8

Overall, economic activity has been on the
decline, while the government continues to spend.
2015 has so far shown the slowest pace of economic
activity since 2010 as illustrated in figure 1.%° Desperate
for liquidity, the Correa government is currently raiding
Ecuador’s pensions. In May of 2015, as part of the
new monetary structure, Rafael Correa announced the
central government would stop its partial funding (40
percent) to the nationalized pension system, while social

security officials are proposing a 20 percent increase
in the payroll tax to make the system sustainable.”
Meanwhile, as previously discussed, the government
is promoting a massive housing plan for first time
homebuyers. The plan would be financed with funds
from the “excess” of the social security system.”” The
use of capital funds, described as the “excess” from the
social security system, for immediate expenditures is
quintessential to a process of capital consumption.
The strategy is geared to win support for the next
presidential elections in February 2017. But it is not clear
that this strategy will work, given government measures
to seize and spend dollars for political purposes (i.e.
pensions and housing law) could unleash a wave of
citizens seeking to hold dollars outside of Ecuador. As
Ecuadoreansbecomeincreasingly concerned abouttheir
country’s economic health, and lack confidence in its

Figure 1: Ecuador Economic Outlook (May 2013 - May 2015)
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financial system—they may seek to either hold their
deposits or make them in foreign banks. The dollar’s
current strength provides an additional incentive to
withdraw and hold dollars given the government’s
intentions are not immediately transparent.

More fundamentally, a structural weakness,
exemplified by the anemic inflows of FDI, is combining
with a potential financial crisis and critical factors are
already discernible. Capital flight is already evident, while
depositors are increasingly anxious to hold dollars
outside the formal banking system.”? This is most
worrisome to Correa’s economic planners, because a
run on deposits means fewer dollars in circulation.

Some evidence suggests this process is
already underway in Ecuador. Between December
2014 and February 2015 there has been an
approximate aggregate $1 billion
reduction in deposits within the
country’s financial sector.”® The
year prior there was a 7.9 percent
increase in deposits, leading
one to conclude that the latest
reduction is a reaction to the
government’s recent restructuring
of the monetary system. The second
fiscal quarter (Q2) of 2015 was
especially worrisome for the Correa
government, where
a sudden run of deposits
accelerated due to the perception that dollar savings
are uninsured.”™

By mid-2015, mass demonstrations against
the Correa government in key cities such as Quito and
Guayaquil were on the rise. These protests met with
pro-government rallies and counter-demonstrations,
further polarizing the political situation. The latest anti-
government demonstrations reflect growing popular
concern that the regime is solving its monetary and
fiscal problems by seizing and redistributing wealth
from private citizens to pay for the public sector. The
search for revenue creates a perverse incentive for the
government to ignore or look the other way at the source
of that revenue even if it comes from illicit sources.

Center for a Secure Free Society (SFS) - October 2015
A Global Money Laundering Hub

Until recently, Ecuador was the primary Latin American
country identified by the Paris-based intergovernmental
Financial Action Task Force (FATF) as having strategic
deficiencies inits anti-money laundering and combatting
the financing of terrorism (AML/CFT) efforts. Appointed
by the Financial Stability Board, the FATF is a global
standard setting body for anti-money laundering
and counter-terror finance actions that protect the
international financial system. Since 2010, the FATF
listed Ecuador as a “high-risk and non-cooperative”
jurisdiction, making them Latin America’s new capital of
financial crime.” Coupled with the rise of drug trafficking,
homicides and other criminal activity in Ecuador, the
Andean country has become, what one official from the
Drug Enforcement Administration has
called, a veritable “United Nations” of

organized crime.’®
Ecuador’s military and police
have reported foreign drug trafficking
organizations present throughout
the country for years. This includes
regional cartels from Colombia and
Mexico as well as extra-regional
organized crime syndicates from
Russia and China.”” The rise of
transnational organized crime in
Ecuador has paved the way for
an increase in both white collar and street crime,
prompting a response from the government. This past
June, Ecuador made sufficient progress on improving
its AML/CFT compliance to avoid the risk of being
further downgraded by the FATF, to a level currently
shared by only Iran and North Korea as “particularly
problematic, noncooperating countries.””® Although
it is now listed by the FATF as being in an “on-going
process” to improve its compliance standards, Ecuador
has yet to address concerns over state-sanctioned

money laundering schemes.

The Correa government is implicated in a variety
of these schemes, particularly through the SUCRE
trade system adopted by ALBA nations in 2010. Internal
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documents from Ecuador’s tax collection agency and
customs officials show a vast number of fictitious trade
transactions between Ecuador and Venezuela via the
SUCRE system. Most notable was a 2012 case where
an Ecuadorean company exported “black pepper” in
excess of $10 million to a Venezuelan company through
several supposed multi-ton shipments. Ecuadorean
customs officials, however, reported that less than one
ton had actually been shipped.” This led authorities to
deem over five percent of SUCRE transactions were
suspicious in 2013. Two years later, this appears to be
a modest estimate as an additional $135 million or more
in suspicious SUCRE transactions to Venezuela are
currently under investigation.® Given the virtual nature
of the SUCRE it has proven to be a preferred method for
trade-based money laundering in Ecuador through mis-
invoicing, a common tactic used to wash and legitimize
illicit funds.

The heightened scrutiny of the SUCRE system
comes as law-enforcement officials and policy makers
around the world pay more attention to the risks posed
by proliferation of virtual currencies. As discussed
previously, Ecuador now has a national digital payment
system to match its regional one, e.g. SUCRE, allowing
domestic currency to pair up with international money
launderers through a virtual financial network that is
connected to domestic
and offshore banks. While
the Correa government
has shown some
improvement this year
on addressing money
laundering concerns, the
FATF still must perform
an on-site visit to confirm
that Ecuador is complying
with their action plan in
addressing AML/CFT
deficiencies  previously
identified. This onsite visit
is expected to take place
prior to the next FATF
meeting.®

Foreign direct investment
Aid from United States

Meanwhile, the increasingly opaque economic
environment in Ecuador makes it particularly attractive
for international money launderers taking advantage of
the general opacity in the global financial system. The
rise of illicit financial outflows in Ecuador is officially
registered at $1.9 billion in 2012, according to a Global
Financial Integrity (GFI) report, while net inflows of FDI
were only $585 million that same year.®? That means
that for every investment dollar coming into Ecuador
in 2012, close to four dollars flowed out through illegal
means. This is almost twice the global average of illicit
outflows for developing countries.

In this same GFl report, the international
watchdog lists China atop the charts in illicit financial
outflows contributing an average of $125 billion in
illicit financial flows over the last decade. With nearly
$11 billion lent to Ecuador during that same period,
its probable that these Chinese loans and investments
were plagued with funds from illicit sources. Second to
China in illicit financial outflows is Russia at a little short
of $100 billion, on average, flowing out of the Federation
in the last ten years through gray and black markets.%
But unlike China, whose high-profile trade relationship
with Ecuador is widely reported, little attention is paid
to Russia’s growing bilateral relationship with Ecuador.

For every $1

the Government of Ecuador

$0.92 $585m
$0.08 $49m
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RUSSIA: THE EMPIRE STRIKES
BACK

In February 2014, Russian Defense Minister Sergei
Shoigu announced that the Federation was talking with
Nicaragua, Cuba and Venezuela about establishing
military outposts in these nations for re-supplying
Russian warships and potentially for refueling Russian
long-range bombers. That same month a Russian
signals intelligence ship was spotted off the coast
of Cuba. This rhetoric and action prompted many
observers to comment on Russia’s resurgence in
Latin America, including General John Kelly, the head
of U.S. Southern Command, who noted that Russia’s
new military presence in the region was greater than
anything seen in three decades.®
Other high-ranking Russian
defense officials have visited these
three nations to enhance their
military-to-military relationship.
According to security scholar, Dr.
R. Evan Ellis from the U.S. Army
War College, Russia’s expanded
engagement in Latin America began
in earnest in 2008 in response to U.S.
deploying naval forces to the Black
Sea during the 2008 conflict in the
former Soviet Republic of Georgia.
Russia responded with a series of diplomatic and
military overtures throughout Latin America, including
the deployment of nuclear-capable bombers and multi-
ship naval flotillas to the Caribbean. Since then Russia
has steadily increased its military presence in the
southern hemisphere, highlighted in March 2013 with
the visit to Nicaragua by Russian Armed Forces Chief of
Staff, Valery Gerasimov, to announce the construction
of a major new counter-narcotics center in Managua.®
Similar to its reaction to the 2008 Georgia
conflict, the 2014 conflict in Ukraine prompted several
high-ranking Russian officials to bolster a flurry of
provocative declarations regarding the reactivation
of military bases in Latin America. These statements
were matched by populist leaders in the region, such

Center for a Secure Free Society (SFS) - October 2015

as Argentine President Cristina Fernandez de Kirchner,
who publicly defended Russia’s annexation of Crimea
and its aggression in Ukraine through both traditional
and social media. In return, President Putin pledged to
help Argentina develop an additional nuclear reactor
and potentially build bases for its satellite system in
the southern region of Patagonia. He then declared
Argentina a “principal strategic partner in Latin
America.”8®
Argentina is just one of several countries in Latin
Americathat Russia has re-engaged. This reengagement
is focused on rebuilding relations with former Soviet-
era allies, such as Cuba, Nicaragua and Peru, while
bolstering its trade with the region, expanding almost
six-fold over the last decade from $3.3 billion in 2003
to $18.8 billion by the end of 2013.%”
Arms and military sales have been a
significant percentage of this trade,
particularly with Venezuela buying
$11b of the $14.5 billion, or 75
percent, of Russian military goods
sold to the region over the last ten
years.® Russia’s more traditional
commercial relationship, however,
has been dominated by Brazil and
Mexico, which combined account for
close to half of Russia’s total trade in
Latin America. However, voluminous
military sales and large commercial contracts have
overshadowed another prominent trade and strategic
partner for Russia in Latin America: the Republic of
Ecuador.

The Russian Bear courts the Ecuadorean Condor

When the U.S. and Europe imposed sanctions on Russia
for its aggressive actions in Ukraine, Putin responded
by suspending purchases of European agricultural
goods. A year-long embargo on food imports from the
countries participating in the sanctions, opened the
door for South American exporters of foodstuffs. Russia
quickly became the world’s largest importer of Brazilian
meat.®® Argentina began increasing its milk exports to
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the Federation. Many South American nations lined up
to sell meat, dairy, fruits, vegetables and fish to Russia,
once the Federation eased its strict phytosanitary import
requirements.®® Among those nations was Ecuador,
having already positioned itself as one of Russia’s top
trade partners in Latin America.

According to the United Nations Commodity Trade
Statistics Database, Brazil is Russia’s top trade partner in
Latin America with $6.7 billion total trade in 2014. Argentina
is a distant second with $2 billion, while Mexico is third
with close to $1.8 billion. This is not surprising given these
are the three largest countries in Latin America in terms of
GDP and population and often the top trade partners for
most countries coming from the east. Fourth on the list is
Venezuela with $1.5 billion, largely comprised of military
arms sales as previously mentioned. Rounding out the top
five is Ecuador, a much smaller country with close to $1
billion in total trade with Russia, punching well above its
weight. When adjusted for population, at only 16 million
inhabitants, Ecuador’s trade per capita with Russia is the
largest in the region as depicted in figure 2 below.

Total trade distribution among the 16 million
people in Ecuador is higher than Russia’s other top

trade partners in Latin America, making the Correa
government a strategic partner for the Russian
Federation. This strategic alliance is underscored by
the fact that Russia’s only transoceanic shipping line
to South America sails directly between St. Petersburg
to Guayaquil, passing through the Panama Canal.
On March 22, 2010 the ECUBEX (Ecuador Baltic Sea
Express) opened the first direct freight traffic liner route
between Russia and South America.®' Operated by the
world’s largest shipping company, the Maersk Line,
the Danish company set up this direct service between
Ecuador and Russia to operate once a week, cutting
the transit time between the two countries by 10 days.
The Maersk Line initially attempted to merge this new
ECUBEX service with its Central America and Caribbean
Express (CRX) in 2011, only to once again split the
respective services into separate rotations in 2012.%
The creation of this direct route between Ecuador and
Russia opened new markets for Ecuadorean exporters,
namely of tropical fruits and fresh flowers. As the
undisputed leader in Russia’s banana market, with a
share of over 90 percent, Ecuadorean banana exports
broke new records in 2014 with a quarter of these
exports going to Russia.®®
Ecuador’s

strategic  alliance

Figure 2: Total trade vs. Trade per capita w/ Russia in 2013 with Russia has catalyzed the two

countries to revise all bilateral
agreements from the past 20 years
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products to Russia after Brazil. This
is very significant for such a small
country like Ecuador... This means
that Russia has an important space
for Ecuador and recognizes Ecuador
as an important strategic partner.”

- Amb. Julio César Prado Espinosa in
an interview with Sputnik News on May 12, 2015.
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Ecubex Roundtrip

It is unusual that one of the smallest countries
in Latin America, with an underperforming economy,
is a top regional trade partner for one of the largest
countries in the world. Many analysts, however, suspect
that this emerging relationship is less about trade and
more about geopolitical posturing. The dominance of
geopolitics emerges quite strongly in Russian foreign
policy extending to Latin America. Russia scholar and
American Foreign Policy Council Senior Fellow, Dr.
Stephen Blank, argues that Russia’s interests in Latin
America are “fundamentally geostrategic, not economic,
and no Latin [American] economy save perhaps Brazil
can offer much tangible benefit to Russia.”®® Dr. Blank’s
point has merit when examining the offset of Russia’s
newfound relationship with Ecuador.

A year before President Correa took his first trip
to Moscow in October 2009 (the first time an Ecuadorean
leader had ever done so), Putin sent Nikolai Patrushev,
the head of the Russian Security Council, to Quito in
order to initiate intelligence and security cooperation.®
Patrushev was the former head of the Russian Federal
Security Service (FSB) and a long-time crony of Vladimir
Putin. A recipient of many military honors, including

Center for a Secure Free Society (SFS) - October 2015

the title ‘Hero of the Russian Federation’ for his part
in the Second Chechen War, Patrushev is a key player
in Russia’s military-security establishment known as
the siloviki and one of the most powerful men in the
Federation.®” Patrushev’s presence in Quito in October
2008 was the beginning of enhanced intelligence
cooperation between Russia and Ecuador extending
to technical-military cooperation and even nuclear
cooperation in the years that followed. A 2009 energy
agreement between the two countries and subsequent
visit to Ecuador by the Russian atomic energy agency
Rosatom, further fanned speculation that the Kremlin
was strategically inserting itself into Ecuador.

In 2013, Rafael Correa returned for a second
trip to Russia to discuss an estimated $1.5 billion in
collaborative projects,® but as Patrushev told Ecuador’s
government in Quito back in 2008, these projects are
part of a larger strategy “to expand Moscow’s influence
in Latin America.” Today, Russia under the leadership
of Vladimir Putin and guidance of Nikolai Patrushev,
are formulating a new 15-year economic security
strategy that guides its foreign policy.*® Given that
Latin America is “one of the priority regions in Russia’s

Humire, Menéndez and Cordero 19



October 2015 - Policy Report No. 2

Nikolai Patrushev (center left), head of the Russian Security Council, seated next to Ecuadorean President Rafael Correa (center right)
in Quito in 2009.

foreign policy,”' this strategy will undoubtedly include
advancing an anti-dollar agenda with its allies in the
region.

An Alliance Underway

The conflict in Ukraine served to solidify the Kremlin’s
commitment to a policy of overturning the U.S. dollar
as the world’s premier reserve currency. In its effort
to reduce the influence of the dollar in its near abroad,
Russia created the Eurasian Economic Union (EEU), a five
member economic bloc of former Soviet satellite states.
Consisting of Belarus, Kazakhstan, Armenia and most
recently Kyrgyzstan, these Central Asian republics have
played with the idea of adopting a common currency.
While the Russian ruble is in no position to replace the
dollar in international reserves, it could become a regional
reserve and trade currency for Russian and Central Asian
gas suppliers and Eastern European gas customers,
dislodging the dollar to that extent at least.”® In order to
do so, the EEU will need to find additional trade partners
to build the union’s international reputation and legitimacy
abroad.

In a 2014 interview with Cuba’s state-owned
Prensa Latina and Russia’s Itar- Tass news agency,
Vladimir Putin emphasized cooperation with Latin
America as key to Russia’s foreign policy. Putin
particularly singled out the CELAC currently led by
Rafael Correa of Ecuador and also mentioned that
Russia is open to “substantive interaction” with all
economic blocs in the region. Of particular importance
is the integration of UNASUR to the EEU.'® Russia
discussed this integration at the last UNASUR regional
meeting in Quito in December 2014 and subsequently
signed a memorandum of cooperation. The Federation
is currently working to increase cooperation between
the EEU and Mercosur, a separate but similar
economic bloc in South America. Shortly after, Ecuador
announced they are studying the feasibility of a trade
agreement with the EEU via Belarus, currently hosting
this Eurasian union. As mentioned earlier, Ecuador is
the common denominator in all regional political and
economic blocs in South America and is leading the
charge in developing a new regional bank.

Under the mantra of regional economic
integration UNASUR is revitalizing a once failed concept
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of the Bank of the South or Bancosur. Initiated in 2007
and ratified in 2009, the Bank of the South struggled
to materialize for several years until last December. At
the most recent UNASUR meeting in Quito, member
states agreed to initiate the Bank of the South. Holding
an initial capital of $20 billion with funds contributed by
Argentina, Brazil, Bolivia, Ecuador, Paraguay, Uruguay
and Venezuela, the new regional bank is expected to
finance infrastructure projects in the region. In order
to facilitate the payments for these projects the Bank
of the South is proposing to use the SUCRE trade
system actively promoted by Ecuador.'® Considered
crucial to the implementation of a new regional financial
architecture, this alternative payment system bypasses
the monopoly of the SWIFT system.

Alternative payment systems
have become Ecuador’s comparative
advantage to this new global anti-
dollar alliance, as emphasized by the
former Ecuadorean Ambassador to
Russia, Alberto Chavez Zavala:'%

“It is important for our countries to
create new mechanisms of financial
compensation, which would help us
depend less on the purchase of the
dollar in trade. Russia and Ecuador
must seek to establish a system of
payments in national currencies.”

- Amb. Alberto Chavez Zavala in an interview with Sputnik News on
May 12, 2015.

A crisis in Ecuador works to the advantage of a
Russia committed to an attack on the U.S. dollar. The drop
in the price of oil is the first symptom in Ecuador’s difficult
future. Fiscal imbalances cannot be remedied by taking
a path of inflation, and the Correa government cannot
use the central bank to finance the deficit. This opens up
the road to removing the constraint of dollarization and
the reintroduction of a virtual domestic currency. This
virtual currency, however, would have to be backed by
an alternative to the dollar, which presents potential for
China’s yuan or renminbi to gain strength in Ecuador.
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Rise of the Renminbi

Russia began calling for an end to the dollar as recent as
March 2009, looking for an alternative reserve currency.
That same year, China began signing bilateral currency
swap agreements with various countries around the
world in hopes of internationalizing its national currency,
the yuan or renminbi (RMB). Since then Beijing has
signed non-dollar denominated trade agreements with
at least ten countries and has conducted 24 bilateral
currency swap agreements (BSAs), including three in
Latin America.

In Argentina, China signed a three-year
currency swap agreement in 2009,totaling 70 billion
RMB or $10.2 billion. This initial agreement expired in

2012 but was renewed in July 2014.

Chile’s currency swap with China

is of more recent vintage. Easing

the exchange of up to 2.2 trillion

pesos (approximately $3.6 billion),

the People’s Bank of China named

China Construction Bank Co. as

the renminbi-clearing bank in Chile,

allocating an addition 50 billion RMB

($8.1 billion) in Renminbi Qualified

Foreign Institutional Investor quotas.

Brazil, however, holds the

largest currency swap in Latin

America with China worth 190 billion

RMB or 60 billion reais. Given the size of their trade

relationship, it seems very likely that within the next five

years or so much of China-Brazil trade will be paid for

in RMB rather than dollars. Both countries have already

occasionally used their own currencies in bilateral trade

transactions. Combined, Latin American countries

have already conducted a total of over 300 billion RMB

in currency swaps with China, which illustrates the

internationalization of the renminbi and could be the
beginning of a RMB trade bloc in Latin America.

According to a study by the Peterson Institute
of International Economics, the RMB is already taking
on an international role as a unit of account or as a
reference point for other currencies, especially among
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emerging economies. The Chinese have requested that
the IMF anoint the RMB as a reserve currency, among
the elite basket of currencies that comprise the fund’s
lending reserves. In the meantime, however, the Chinese
are aggressively diversifying their cash reserve positions
away from dollar-denominated instruments of any kind.
This does not involve dumping and reinvesting by China,
but simply deploying its new reserves in new directions.
The Chinese earn several hundred billion dollars each
year from their trade surplus. This is a massive amount
of new money that needs to be invested alongside the
reserves they already have. While existing reserves may
remain mostly in U.S. Treasury debt, new reserves can
be used in any way that makes sense to the Chinese.

The slow appreciation of the renminbi, its gradual
internationalization and its eventual convertibility are
all factors in the creation of a trade bloc that, whether
it displaces the U.S. dollar or not, could undermine
its predominance in key regions. Ecuador, along with
several Latin American countries, no longer wish to avail
themselves to IMF assistance and have increasingly
relied on China’s vast foreign currency reserves and its
ability to make loans and give aid both of which have
increased dramatically.

More importantly, in the long run, as RMB-
denominated trade blocs grow, pressure could
accumulate to replace dollar positions by key central
banks with the alternative currency. As an ally of Russia,
Ecuador might then be in a better position to pursue de-
dollarization by swapping dollars for renminbi or some
other alternative currency.

On August 11, 2015, China began a devaluation
of its currency the yuan (or renminbi). The current
devaluation, while underscoring the slowdown of
China’s economy, might also prove beneficial to a
country like Ecuador in the short run. Denominating
its exports in a devaluated currency, as opposed to a
strong dollar, would make these exports cheaper and
more attractive. Paying its debts in a likewise devalued
currency, while detrimental to debt holders would make
repayment easier on Ecuador.

Three days after China’s recent currency

devaluation, the value of the yuan dropped 4 percent
against the U.S. dollar. In subsequent days, however,
the yuan stabilized as the People’s Bank of China
(PBoC) effectively liquidated over $106 (or more)
billion in foreign exchange reserves. This comes after a
reported $107 billion in U.S. Treasury’s have been sold
by China since the start of 2015. This means China has
sold as many Treasuries in two weeks as it sold in the
entire first half of the year.%®

According to a Citi letter cited by the Financial
Times’ David Keohane, the need for large foreign
reserves by China is decreasing. “Put simple,” the letter
argued, “once a country can print a currency which is
internationally accepted as a store of value, then its need
for precautionary holdings of other countries’ reserve
currencies will fall.”'° The events of August 2015, namely
the Chinese currency devaluation and stock market
bust have moved several pieces of the chessboard to
potentially negatively affect the dollar.
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A NEW BATTLEFIELD

The U.S. dollar, serving as the world’s premier
reserve currency, faces innumerable challenges
especially from the emerging economic giants of
the BRIC. While a weaker dollar makes U.S. exports
more competitive, a stronger dollar makes borrowing
costs higher, among other effects. More importantly,
the effect of macroeconomic policy decisions in
Washington or elsewhere may have a negative effect
beyond the control of emerging economies (e.g.
quantitative easing affecting China’s holdings of dollar
denominated debt negatively). By 2011, for instance,
emerging countries held an estimated 67 percent
of currency reserves, roughly $6.8 trillion in reserve
currency. These countries have long advocated for
special drawing rights, while others have called for an
alternative monetary system reflective of their relative
rise.

Russia, China and Ecuador answer the call
for this alternative monetary system through three
mutually reinforcing pillars.

1. The first pillar is the creation of alternative
development banks. In Latin America,
the newly revitalized Bank of the South is
complemented at the international level by
the introduction of the New Development
Bank, i.e. BRICS bank. Both institutions
seek to displace the World Bank and IMF in
serving as a lender of last resort.

2. The second pillar is to establish
alternative payment systems that bypass
the conventional SWIFT system. China
expects to launch its own international
payment system this year to next, while
Russia has already implemented a domestic
version. Ecuador has advanced a virtual
system through its national sistema dinero
electronico and a regional SUCRE trade
system, plagued with money laundering
concerns.
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3. The final pillar is to develop new common
reserve funds to include reserve pooling,
currency swaps and a way to insure their
domestic currencies. A role for commodities
as the basis for a new reserve currency is
often discussed in this refrain. Both China
and Russia are increasingly accumulating
physical gold, as Ecuador depletes its gold
reserves.'’

For some analysts, the creation of an
alternative monetary system is primarily a political and
economic matter. Control of a global monetary supply
allows regional and global allocation of resources. An
alternative fund might contribute to bolstering state-
owned enterprises, subsidizing unprofitable infant
industries and bailing out command economies that
meet political criteria while failing the test of a global
market. Oligarchic, monopolistic and protected
industries might gain a competitive advantage through
currency manipulation, in effect a subsidy from a
central bank. Undermining a sound currency such as
the dollar or the euro, allows trade and investments to
be governed by a predominantly political mechanism.

While correct these analysts fail to consider
the geopolitical implications of such an alternative
system. In the bestselling book Currency Wars,
author James Rickards make a strong case for how
U.S. adversaries employ economics as a means of
war.’ Quoting from an essay of another 1999 book,
Rickards provides one of the clearest descriptions of
Chinese strategy on economic warfare:

“Financial warfare has now officially come to war’s
center stage — a stage that for thousands of years
has been occupied only by soldiers and weapons....
We believe that before long “financial warfare” will
undoubtedly be an entry in the ... dictionaries of
official military jargon. Moreover, when people revise
the history books of twentieth-century warfare ... the
section on financial warfare will command the reader’s
utmost attention.... Today, when nuclear weapons
have already become frightening mantelpiece
decorations that are losing their real operational
value financial war has become a “hyper-
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strategic” weapon that is attracting the attention of
the world. This is because financial warfare is easily
manipulated and allows for concealed action, and is
also highly destructive.”%°

- Pg. 160 of Currency Wars: The Making of the Next Global Crisis
by James Rickards

Authored by two Colonels from the People’s
Liberation Army (PLA), this excerpt from the book
Unrestricted Warfare provides a glimpse into modern
day Chinese thinking on warfare. The root causes of
modern warfare, whether military or economic, lie
in the trend toward government control of business.
According to the economist Ludwig von Mises:'"°

“A nation’s policy forms an integral whole. Foreign
policy and domestic policy are closely linked
together; they are but one system; they condition
each other. Economic nationalism is the corollary to
the present day domestic policies of interference with
business and of national planning, as free trade is the
complement to domestic economic freedom.”’"!

- Pg. 3 of Omnipotent Government: The Rise of the Total State
and Total War by Ludwig von Mises

The intersection of domestic economic policy
and foreign policy should be a national security priority
for the United States. The Chinese and Russian economic
downturn coupled with their foreign policy posture in
Latin America is a phenomenon the U.S. must properly
understand. Ecuador’s monetary manipulation combined
with their strategic reliance on China and Russia presents
a new nexus in economic warfare. While the U.S. military
detects Russian bombers patrolling the Caribbean, and
policymakers fret over the proposed Chinese construction
of an alternative Nicaraguan canal. The growing ability to
control anti-US regimes economically in Latin America is
at the heart of the rising Russian and Chinese influence
in the region. Advancing an antidollar alliance provides
Moscow and Beijing with the capability to achieve their
strategic and military objectives. Establishing a strategic
partnership with Ecuador permits the staging of a new
economic battlefield in the Western Hemisphere.
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