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Foreword

This book includcs all papers presented in the International seminar held in

Brasília, on October 5-6, 1998, sponsored by IPEA and the Inter-American
Development Bank, on the Brazilian economy and sub-regional and hemispheric
integration processes.

The keynote addressed by Barry Eichengreen examines the issue of single
currency within MERCOSUR. Selectcd impacts of the FTAA, especially on the
Brazilian economy, are examined by Raúl Hinojosa-Ojeda and Sherman Robinson
and by Alexandre Carvalho and Maria Andreia Parente using CGE (Computer
general equilibrium) and partial equilibrium methodologies, respcctively.
Economic and strategic issues facing the FTAA are dealt within the paper by
Robert Devim, Antoni Estevadeordal and Luis Jorge Garay.

Two selected issues, thought to be of special relevance, rules of origin and
competition policies, were analyzed in papers by Luís Jorge Garay and Rafael
Cornejo, and José Tavares. The competition policy paper by José Tavares de
Araújo Jr. draws lessons from CER (Closer Economic Relations Agreemcnt
between Australia and New Zealand) experience.

Selected sectors have been considered in other papers covering Services and
goods. Papers on Services included financial Services and telecommunications
Services. The paper on financial Services by Afonso Bevilaqua and Eduardo Loyo
examines the impact of liberalization on the Brazilian banking sector. The paper
on telecommunications, by Renato Galvao Flores Jr., deals with sectoral issues
raised by integration within the context of MERCOSUR and FTAA.

There were two papers or sets of papers on goods. The impact of integration
initiatives in the Américas on agriculture were analysed in a paper by Dominique
van der Mensbrugghe and Ramiro Guerrero. Daniel Chudnovsky and Paulo
Bastos Tigre presented summaries of preliminary results of papers on the impact
of MERCOSUR on four different sectors: automotive, dairy, machine tools and
petrochemicals. This book íncorporates fuller versions.

It has been proved impossible to obtain a revised version of die paper presented
by Hinojosa-Ojeda and Robinson on Brazil, the US and die FTAA. The original
version has been included.

Comments have been edited.

10 Brazil, IWercosur and the Frcc Trade Arca of the Américas
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KEYNOTE ADDRESS: “DOES MERCOSUR NEED A SINGLE CURRENCY?”

Barry Eichengrecn

1. The Issues

THE MACROECONOMIC TURBULENCE that accompanicd the formation of
MERCOSUR makcs ir sccni truly remarkablc that thc four countries involvcd in

fact succccded in taking chis momcntous stcp toward regional integrarion. No
sooner was thc free trade arca formed than Argentina launchcd its Convertibility
Plan. Inflarion carne down from well over 1,000 per cent to littlc more than onc
per cent per annum, and thc real economy entered a threc-year period of rapid
growth.1 The real exchange rate vis-à-vis Brazil, Argcntina’s main MERCOSUR
partncr, apprcciatcd sharply (Figure 1), and Argcntina’s bilateral trade surplus
with Brazil sunk dccp into déficit (Figure 2). Starting in 1992, the authorities in
Argentina responded by imposing anti-dumping duties and safeguarding measures
against Brazilian exports of farm machinery, spark plugs, Steel, refrigerators, paper,
textiles and Chemicals. In 1994 thc rabies turned. Brazil launchcd the Real Plan,
introducing its ncw currency on July Tr and bringing down inflarion from more
than 1,000 per cent to thc low double digits. As in Argentina thrce years before,
the economy boomcd. But now it was thc turn for the Brazilian currency to
appreciatc against that of its principal MERCOSUR partncr and for thc bilateral
trade balance to swing sharply in Argentina’s favor, to thc discomfort of Brazilian
firms, particularly thosc producing automobiles and othcr consumer durablcs in
compctition with exporters to thcir west. In carly 1995 thc authorities in Brasilia
raiscd tariffs, imposcd import quotas, and rcstrictcd the availability of trade crcdit
in order to limit thc impact of surging Argentine exports on Brazilian producers.2

Yet, despitc this macroeconomic turbulence and thesc setbacks on the road to
free trade, regional integration has made significant progress.

Annual growth rates excccded 7% per annum from 1991 through 1994.

2 To describe in thc text how this dispute, centcred on thc automobile and automotive parts
industry, playcd itsclf our would divert us from our main point. Bricfly, thc two countries
negotiated a bilateral agreement under which Brazil exempted cars asscmblcd in MERCOSUR from
its tariff increase but required thc maintenancc of othcr rcsrrictivc measures until thc ycar 2000.
Companics with plants only in Argentina arc cnritled to ship a spcdficd quantity of exports to
Brazil while paying only half the prevailing rate of tarifT. Companies with plants in both Argentina
and Brazil are exempted from thc tariíTin return for a commitmcnt to run balanccd bilateral trade
berwccn thc two countries.

Brazily Mcrcosur and tbc Free Trade Arca- of the Américas 15



* Pesos per Real nominal exchangc rate over the ratio: price índex in Brazil over price índex in Argentina.
Sourcc: International Financial Statisties, IMF.
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One conclusion diat might be drawn from this expericnce is that
macroeconomic policies and performance in the countries participating in a free-
trade area are quite irrelevant to the solidarity of their commercial arrangement. In
this view, the doubling of the share of intra-MERCOSUR trade in the total trade of
the four member countries over its first five ycars, in the face of dramatic
macroeconomic divergences, puts paid to the notion that a vibrant and succcssful
free-trade agreement requires the harmonization of macroeconomic and cxchangc-
rate policies.

The other potcntial conclusion, of coursc, is that MERCOSUR survived dic
period only by dint of a number of cxceptional - and exceptionally propitious -
conditions.3 First, therc was the fact diat trade betwcen the free-trade area’s
principal members started out from unusually low leveis. Import surges hurt, but
the pain was assuaged by the fact that import compctition was so low at the start.
Second, therc was the fact diat these import surges occurred against the backdrop
of unusually rapid growth in the country adversely affectcd. Rapid growth papers
over many ills and makcs possiblc policy reforms that would bc unsupportable
otherwise. And third, therc was the fact that die global cnvironment was
propitious. The world cconomy was growing. The imports of odicr regions were
giowing. Foreign finance was readily availablc courtesy of the low levei of interest
rates in die major moncy centers. The Tcquila crisis interrupted this bliss, but it
affectcd mainly Argentina preciscly in the period when that country was being
hclpcd by the surge of exports to Brazil.

The plausible infcrence to draw from this view is that macroeconomic
disharmony and exchangc-rate fluctuations will be more disruptive in the future
than the past. Growth will not continue forever at an annual rate of seven per cent.
Tightcning global credit conditions can makc domestic adjustment more painful,
as wc have alrcady seen following die onset of the Asian crisis. The rapid growdi
of intra-regional trade, which is now more dian four times its 1991 levei in dollars,
means that formerly second-ordcr effects have now assumed first-order
importancc. That wc have not yct seen diesc chickens come home to roost in the
form of a scrious protectionist backlash may once again rcflect cxceptional and
temporary circumstances. Inflation has bcen running at rcasonably similar rates in
Argentina and Brazil. The real exchange rate betwcen the two countries has been
rcasonably stable, the tcndcncy for the Real to apprcciate in real terms due to
somcwhat higher inflation in Brazil having been oftset by the fact that the Peso is
rigidly pcggcd to a strong and strcngthening US dollar. But who knows whcther
such propitious conditions will persist? Now that the Asian crisis has infected 

One expression of this view is Bouzas (1997).

Brazil, Mcrcosur and the Frcc Trade Arca of the Américas Í7



financial markets worldwide, including those of Latin America, one cannot hclp
but wonder whether the answer to this question will have changed by tlie timc
these words are transmitted from niy computei to the dcsks of conferencc

participants.
For all these reasons, the issue of whether MERCOSUR needs closer

macroeconomic policy harmonization, and in paiticulai an exchange-rate
stabilization agreement or even a single currency, is back on the table. In fact, it
has been back for some time, authors like Roberto Lavagna and Fabio Gianibiagi
having advocated a MERCOSUR monetary union in a seiics of aiticles, and
President Menem having raised the idea last Dcccmber and again at the regional
summit this last June.4 The politicians may have mixed motives, to bc sure. Sonic
in Argentina may be interested in a single MERCOSUR currency as an exit strategy
from the Convertibility Plan, while some in Brazil may see it as that country’s
salvation from large budget déficits and the specter of a disordcrly devaluation.
But, as I argue below, there is a coherent political-economy logic for why the
members of tlie custonis union might conteniplate a common currency. In doing
so, however, tliey should bear in mind diat the List of preconditions for a single
currency to operate smoothly is ratlier formidable, and it is not clear that the
members of MERCOSUR union are prepared to satisfy tliem.

2. Three Views of the Links Between Exchange Rates and Regional
Integration

Wlien assessing tlie need for and feasibility of measures to stabilize exchange
rates among tlie members of a regional arrangement, it is important to be clear
about why one thinks currency fluctuations matter. One view is that exchange-rate
variability disrupts trade and market integration. It complicares price comparisons,
requiies importers and exporters to incur the extra costs of hedging, and reduccs
the volume of intra-regional trade. This has long been tlie official position of the
European Commission and others when advancing tlie argument that the Single
European Market needs a single currency.5 Indeed, there is some empirical merit
to their position. As the literatura on exchange-rate variability and trade grows
mcreasingly refined and sophisticated, there does appear to be an emerging
consensus that tlieie is a statistically significant, if relatively small, negative impact
of exchange-rate variability on trade.6 Recent studies suggest that tlie US .and

' ££ "”7' '”81' <>»»> M”* C”81'

‘ (1990) for . dnr tlp„,ion of ,on

Sce for example Frankel and Wei (1993) or Holly (1995).
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Canadian markets are significantly less intcgratcd with one another than are thc
difFerent US States, this dcspite the virtual abscnce of tariff and non-tarifF barriers
to trade between the two countries, suggesting that thcir separate currencies do in
fact pose a non-ncgligiblc barrier to trade.7

This evidcnce does not suggest any fundamental incompatibility, howevcr,
between regional intcgration and die maintenance of separate national currencies
possibly fluctuating against one another. All it suggcsts is that trade between
Argentina and Brazil may ncver grow as intense as trade between pairs of
Argcntine provinces or pairs of Brazil ian States. This is not a disaster. It is not a
dire threat to South America’s customs union. It is by no means incompatiblc with
regional intcgration.

A sccond view of why an intcgratcd economic zone nceds stable exchange rates
or even a single currcncy is that exchange-ratc swings unleash import surges that
antagonize concentratcd interests. The advcrscly-affccted interests lobby for
countervailing duties and hcnce against the maintenance of regional free trade. In
this view, separate national currencies, insofar as they makc exchange-rate
variability an unavoidable fact of economic life, are dangerously corrosive of
political support for regional free trade. They are fundamentally incompatiblc with
market intcgration not bccause they complicate price comparisons or introduce
costs of hedging but because they produce exchange rate swings, import surges
and, ultimatcly, a protcctionist backlash. This is the other argument for why
Europe’s Single Market created irresistible pressure for a single currency. Support
for it can bc found in the protcctionist backlash in France and elscwhcre in Europe
following the dcpreciation of sterling and the lira in thc lattcr part of 1992.8
Furthcr support is evident in the backlash against hemispheric intcgration in the
United States, especially in thc US South West, following the dcpreciation of the
Mexican peso and thc surge of US imports from South of the border in 1995.
Support can also be found in thc trade conflicts between Argentina and Brazil
between 1992 and 1995.

A third view is that all this is hogwash - that there is no incompatibility
between regional intcgration and fluctuating exchange rates. The North American
Free Trade Agreement, in this view, cements the case. The exchange rates between
the three NAFTA countries continue to fluctuate widcly. In recent months, for 

7 Scc McCallum (1995) and Engel and Rogcrs (1996). Whcthcr these difTcrcnccs between cross-
border trade on thc one hand and trade between Canadian provinces or US States on the other
really rcflects thc cílccts of separate currencies, as opposcd to other policies, is a question to which
I rcturn bclow.

8 As documcntcd in Eichengrcen and Ghironi (1996).
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examplc, both the Canadian dollar and the Mexican peso have depreciatcd
significantly against the US dollar, rcflecting the global slump in primary-
commodity prices. Trade tensions may arise from time to time, but no one is
threatening to back out of NAFTA. There is no serious talk of a single currency for
North America, or of Canada and México adopting the US dollar. Rather,
exchangc-rate fluctuations within the region rcflect shifts in the International
competitive position of the three participating countries, in particular the relatively
heavy dcpendence of Canada and México on the production and export of primary
commodities. To remove the exchange rate as an instrument of adjustment within
the frce trade area would be to shut off one of its few remaining safcty valves.

3. Reconciling the Perspectives

In fact, there is no real incompatibility bctwcen thesc views. Whethcr or not
exchange rate movements threaten regional integration depends on two things:
the depth of that integration, and the source of the disturbanccs in response to
which the exchange rate moves.

Depth of Integration. A sharp exchange rate swing is more likely to provoke a
political backlash against regional integration when policy makers are seeking to
create a truly unificd regional market, not when integration stops at the border -
that is, when it is limitcd to the creation of a free trade area or a customs union.
The dccper is integration, the higher will bc the cross-price clasticity of demand
for similar produets produced in diffcrent parts of that integratcd market, and the
more intense will bc the political dislocations associated with a sudden shift in the
exchange rate. Tariff barriers bctwcen the three NAFTA partners may be minimal,
but there remain a variety of subtlcr restrictions on cross border trade: diffcrent
public procurement rules in diffcrent countries, differential access to the domestic
distribution system, and diffcrent degrees of government subsidization for public
enterprises and national champions. A change in the exchange rate bctwcen the
two dollars, for examplc, will affcct the rei a tive competitivcncss of US and
Canadian producers across a wide range of industries, but import-competing firms
will still enjoy some limitcd protection courtesy of a variety of rcgulatory
impediments to trade. The pressure thcy experience will be corres pondingly less
intense.

In the European Union, on the other hand, the goal of the Single Market is to
climinatc these hiddcn obstaeles to cross-bordcr compctition and to put producers
sclling into, say, the French market on an even footing whethcr thcy are located in
Fiance or in any one of the other 14 EU countries. The European Commission is
cmpowcied, therefore, to require govcrnmcnts to rescind measures favoring their
domestic producers. It has (not always succcssfully, but increasingly) challcnged
su sidies foi domestic champions, government procurement practiccs that favor

20
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domestic producers, health and safety reguladons diat favor some produccrs over
others, and restrictions on t±ie ability of foreign truckers to use domestic roads.
The powcr to determine whether governmcnts can rcstrict the purity of thc bcer
or the pasteurization of the cheese having been delegatcd to thc Commission (not
without rcsentmcnt, to be sure), competition among producers has become
correspondingly more intense. In such an environment, a changc in thc exchange
rate diat arbitrarily shifts competitive advantage from onc set of national produccrs
to anothcr can have powerful effects on profitability and understandably provokes
a strong reaction.

It follows that supplcmenting regional integration with an initiative to stabilize
thc exchange rate or move toward a single currency bccomes more urgent when
integration moves beyond the establishment of a free trade area or a customs
union to the creation of a deeply integrated market. Citizens of my own country -
indeed, my own State - will appreciatc the point. It is hard to imagine the
successful maintcnance of political support for free Interstate commerce between
the 50 US States if there existed 50 State currencies fluctuating against onc anothcr.
At thc beginning of the 1990s, when Califórnia suffcred a more severe rccession
than thc rest of thc country, it might have benefitted from possessing a separate
currency which it could have deprcciatcd against that of the other 49 US States.
But it is not hard to imagine the reaction of thc other 49: diey would have
screamcd bloody murder about unfair currency manipulation and exchange
duniping by a desperate government in Sacramento and slappcd countervailing
duties on exports from Califórnia.

Nature of the Disturbance. When die exchange rate of onc’s customs-union
partncr dcpreciates because of the deteríorating compctitivencss of producers in
that country, and when diat adjustment is gradual, there should be little political
reaction. Thus, when a country expericnces relativcly rapid inflation that would
odierwisc price domestic producers out of International markets, some downward
adjustment in its exchange rate will be neccssary to restore die inicial equilibrium.
When a country iikc Canada which depends very hcavily on exports of primary
commodities is hit by a decline in world commodity priccs, its exchange rate must
adjust downward to rcducc domestic costs of production (valued at world priccs,
since it is in world markets diat commodity priccs are set). Again, the changc in
die exchange rate just restores die inicial equilibrium and should not provokc a
political reaction. These are simply instanccs of die exchange rate playing its
tcxtbook safety-value role.9

9 Indeed, if thc exchange rate and domestic priccs move smoothly and in tandem, as in the more
classical versions of thc tnodel, equilibrium will never be disturbed.
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In reality, things do not always work this way. If the cxchange rate has been
pcggcd as a ccntcrpiece of the authorities’ economic policy stiatcgy and now has to
be adjusted because onc or another of the aforementioned pioblcms has lendered
its previous levei unsustainable, that adjustment will bc a shock to confidcnce even
if it is a conscquence of events that wcre no fault of the goveinments own.
Typically, interest rates will have to be hikcd until investoi confidencc tuins. For
this and other rcasons, a recession may follow. As an increased shaie of domestic
production is shifted toward export markets, the countr/s customs-union paitners
will cxpericnce the adjustment not as a smooth retuin to an initial equilibiium but
rather as a contractionary devaluation with negativo icpeicussions abroad.
Domestic producers experiencing more intense impoit competition will not be
happy with this result.

And, of course, if the change in the cxchange rate is engineered by the forcign
country to steal a competitivo advantage rather than to correct an initial
disequilibrium, it is even more likely to provoke a political backlash abroad.

Implications for MERCOSUR. Thus, whether one bclieves that MERCOSUR
needs a regional exchange-rate-stabilization agreement or a common currency
depends first on what kind of integrated regional market its architects are building.
A customs union likc NAFTA, in which integration is limited to the rcmoval of
tariffs and other barriers at the border, can be sustained despite the existcnce of
separate national currencies with cxchange rates that fluctuate against onc another.
But deeper integration, extending to die harmonization of domestic regulations of
all kinds, a la the European Union, implies even more opcn domestic markets and
more intense cross-border competition, making exchange-rate changes more
disruptive. If South American policy makcrs are prepared to stop at the customs-
union stage, then exchange-rate fluctuations matter less. If they intend to press
ahead to deeper integration, then they, like their European counterparts, will also
have to contemplate monetary integration.

Some will object that the NAFTA solution is not feasible for MERCOSUR because
Brazil is not the United States. The US is both far and away the largest member of
the Noith American Free Trade Agreement and a bastion of monetary stability.
Fluctuations in the cxchange rate of the Canadian dollar and the Mcxican peso are
not inconsequential for the United States, but the consequences are tolerable
because the Mcxican and Canadian economics are so small relative to the
American. And fluctuations in the cxchange rate of the US dollar, while not
inconsequential for Canada and México, are acceptable so long as US monetary
policy remains on a sound and stable footing. Brazil neitlier dominates MERCOSUR

eXíCnt>-001 dOCS *laVe a comParaWe ttack record of monetary
.oio jections aie valid, of course. Because Brazifs MERCOSUR partncrs

are hrge enough ro l„e . first.order impaet „„ iB eeononay, cxchange ra.e
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fluctuations emanating from thosc othcr countrics arc likcly to make cxchangc
rates a touchicr issuc than they arc in NAFTA.10 And if the largest country in
MERCOSUR fails to follow stablc monctary policies, the rcpercussions for the
cohcsion of the customs union could bc quite serious. But if Brazil fails to follow
stable monctary policies, altematíves to variable cxchangc rates arc not viablc
cither.

4. Is Exchange Rate Variability within MERCOSUR a Problem?

How much exchangc-rate variability is too much? This is not a question that
can be answered in the abstract. Some metrie, or basis for comparison, is required.
As a basis of comparison for the MERCOSUR countrics, I use the leveis of
exchange-ratc variability typical of advanccd-industrial countrics and othcr middle-
incomc dcveloping countrics with broadly similar charactcristics.

What charactcristics of countrics should bc considered whcn estimating how
much exchange-ratc variability is economically and politically acccptable? Hcre I
build on some previous work with Tamim Bayoumi drawing on the theory of
optimum currency arcas.11 Contributions to the literature on optimum currcncy
arcas (OCA literature for short), starting with Mundell (1961), point to
charactcristics of countrics that make stablc exchange rates and/or monctary
unification more or less desirablc. Among the most important of these
charactcristics arc:

• Asymmctric output disturbanccs bctween a given puir of countrics. The
greater the asymmetry of output movements, the highcr the value placcd on
changcs in the cxchangc rate as an instrument of rclativc price adjustment.
Empiricaily, we measure output disturbanccs as the Standard deviation of
the changc in the log of rclativc output in two countrics. Thus, for countrics
in which business cyclcs are symmctric and outputs move togcthcr, the
value of this measure is small.

• Dissimilarity ofthc coinmodity composition of production and trade. When
the commodity composition of production and trade is very diffcrcnt across
two countrics, sector-spccific shocks arc likely to affect them very
diffcrcntly, placing a premium on exchange-rate variability. This is the
determinant of prcfcrcnces for exchangc-ratc stability cmphasizcd by Kcncn

10 Acrually, the contrasr with the United States should not bc overdrawn. Purchasing-power-parity
wcights for 1995 suggcsr (according to the World ilank’s World Devclopinenr Report) that
whereas the US accounted for 85 per ccnt of NAFTA GNP, Brazil accounted for fully 72 per ccnt oí
that of MERCOSUR.

11 Eichcngrccn and Bayoumi (1996), Bayoumi and Eichcngrccn (1997).
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(1969). To construct this variable, we collccted data on the shares of
manufactures, food, and minerais in total merchandise tiade for each
country. The dissimilarity of any two countries’ expoits was then defined as
the sum of the absolute values of the differenccs in each shaie, so that higher
values indicate less similarity in the composition of expoits.

• Trade linkagcs. The more two countries trade, the moie they will value
bilateral exchange rate stability which minimizes iclative piice distuibances
disruptive to commercc between them. Empirically, we measure the
importancc of bilateral trade as the average value of expoits to the partner
country, scaled by GDP, for each pair of countries conceined.

• Size. Small countries benefit the most from the unit of account, means of
payment and storc of value Services provided by a common cuircncy or a
stablc cxchange-rate link. índeed, the tendency for small countries to opt for
pegged exchange rates would appear to be one of the few robust findings
from the literaturc on choice of exchange-rate regime.12 We measure these
benefits of a more stable currency by the arithmetic average of the log of
real GDP in us dollars of each pair of countries.13

To operationalize these insights from OCA theory, we regress the variability of
bilateral real exchange rates for a sample of country pairs on these four measures
for each set of partner countries. OCA theory prediets that exchange rate variability
should rise with the asymmetry of output movements, the dissimilarity of exports
and country size (the signs on these three variables should be positive), while
falling with trade linkagcs (tlic sign on this variable should be nega tive).
Previously, we estimated the mpdcl for an extended European sample of 20
countries (to gain insight into the implications of European monetary unification)
and for Japan and 19 of its leading trading partners (to shed light on the
advisability of a collcctivc exchange rate peg in Asia). Here, the sample is extended
to include the MERCOSUR countries, and the results including these observations
are compared with those limitcd to the non-MERCOSUR countries for various
periods of time. If exchange rate variability among the MERCOSUR countries is
significantly higher than that between other countries with otherwise comparable 

12

13

Scc Honkapohja and Pikkaraincn (1992).

]ddiIbni0roVlternatÍVe’ SUggCStCd by McKinno" (1964), is to look at opcnness instead of (or in
EiÍZreénHZC; Z H°nkap°hia a"d Pikkaraillcn <1992) a'’d Bayounti and

whenaddedtoaregr«LonZt1àtadvble|l7 SUrprÍSÍl181>' littlc addiri°"»' explanarory power
importancc of the cclnomy-si» variable). “"h"7 “ d°“ '10t
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characteristics, thcn there is a strong presumption diat observed leveis of currency
variability within MERCOSUR are a problem.

There are some cavcats and problems to worry about before taking these results
at face value.

• Endogeneity. Frankcl and Rose (1996) highlight thc possiblc endogeneity of
the optimum currency area criteria. In particular, the correlation of business
cyclc disturbances across countrics, or thc levei of bilateral trade, might itsclf
be significantly affcctcd by the extent to which governments succccd in
stabilizing thc exchange rate. (It would bc a strctch to makc similar
arguments for country size or export composition, at Icast over thc limited
time span considered here.) Bayoumi and Eichcngreen (1998) instrument
these variablcs, drawing instruments from thc gravity modcl (which sceks to
explain the bilateral trade whose endogeneity is of potential conccrn here in
terms of thc distancc bctwccn cach country pair, contiguity, and common
languagc). Rcassuringly, thc instrumental-variables estimates are litde
difFercnt from diosc reported here.

• Stability. There is reason to worry diat thc relationship bctwecn exchange
rate variability and country characteristics will shift over time, cspecially for
the MERCOSUR countrics, whose cconomic circumstances and internationa!
cconomic policies have changcd so dramatically over rccent ycars. To get at
th is question, I undertake extensive sensitivity analysis, reporting results for
various subpcriods: 1973-82, 1983-96, and 1990-96.

• Omitted variablcs. There is always the worry that a particular set of
countrics display higher or lowcr exchange rate variability than prcdictcd
bccausc of the influence of othcr characteristics omitted from thc model. An
obvious examplc for thc MERCOSUR countrics is that thcy now prefer
rclatively stable exchange rates, although have actually expcricnccd relatively
unstable exchange rates, bccause of thcir historical predisposition to high
inflation.14 Looking forward, however, the rclevant question is whethcr die
MERCOSUR countrics, as thcy join the club of cconomics with a tradition of
pricc stability, will thcn come under pressurc to takc additional measures to
achicve greater exchange rate variability. That is thc question the regressions
here are designed to address.

• Indcpcndcncc of observations. A possiblc tcchnical conccrn, given that the
data set is composed of the entire network of bilateral exchange rates for die

14 Bayoumi and Eichcngrccn (1997) confirm that country pairs across which the relativo rate of
growth of money supplics is more variablc tend to have more variablc exchange rates.
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samplc of countries considcred, is that not all of the observations for the
dcpendcnt variable are indepcndcnt of one anothei. But while it is tiue that
changcs in bilateral exchangc rates are not indepcndcnt (given triangular
arbitrage), the Standard deviations of thesc rates aic indepcndcnt bccausc
covarianccs differ across pairs of countries.

Real versus nominal exchangc rates. Real exchangc iates mattei foi iclative
prices, but governmcnts control (or can attcmpt to contiol) only nominal
exchangc rates. As is well known, however, the two variables are highly
corrclatcd: contrary to the predictions of puichasing-powei-paiity theory,
the variability of the nominal exchange rate is a strong predictor of the
variability of thc real exchangc rate.15 In the present contcxt it turns out to
bc a matter of indiffcrcnce whcther one analyzes the determinants of real or
nominal exchangc rate variability. For simplicity I concentrate on the rcsults
for real exchange rate variability in the text and report those for nominal
exchangc rate variability in the appcndix.

The upper-lcft-hand panei of Table 1 shows thc basic rcsults for the extended
Europcan samplc (as in Bayoumi and Eichengrcen 1997).16 All four variables
enter with thcir cxpectcd signs and with coefficicnts that diffcrcnt significantly
from zero at thc 99 per cent confídcnce leveis. Larger countrics, countries with
unusually asymmctric business cyclcs, and countries whose exports are highly
similar to one anothcr’s tend to prefer more exchangc rate variability, while
countrics that trade more with one anothcr tend to prefer more stable exchangc
rates. The uppcr-right-hand panei shows analogous rcsults for Japan and its
trading partncrs, over a somewhat longcr period to compcnsate for the existcnce
of missing observations (as in Eichengrcen and Bayoumi 1996).17 Again, all four
OCA variables enter with their prcdictcd signs, although the cocfficient on thc
composition of exports is much smaller and no longcr differs significantly from
zcio at Standard confidencc leveis. Busincss-cyclc synchronization matters a bit
more than foi thc OECD as a wholc, and thc extent of bilateral trade and cconomic
size appcars to matter less, but thc ovcrall fit is only slightly less satisfactory than
tliat for thc OECD (Tablç  

15

16

17

Sec for examplc Mussa (1979).

Dcnnnrk^r ‘j00"™5 for t,lcsc ,cgrcss>ons is Gcmiany, Francc, Italy, the UK, Áustria, Bclgium,

Korea, Mah^h" Fra"“’ Gcrnlan>’’ ["d°"esia-

United States and the United Kingdo.n, along whh Japà,Í'PP'n“’ gí*POrC’ SpaÍ”’ ThaÍla,’d’
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The lowcr-Icft-hand panei consolidates thc data for thcsc two prcvious samples
and adds that for thc MERCOSUR countries, estimating thc modcl for thc 1973-82
subpcriod. Again thc modcl does a good job of explaining bilateral cxchangc-rate
variability: all four variablcs enter as predictcd, thc extent of bilateral trade is
significant at thc 95 per cent levei, and thc other variablcs arc significant at thc 99
per cent levei. The panei to its right shows that thc soon-to-bc MERCOSUR
countries had unusually variablc cxchangc rates even in this earlicr period.
“DMERC” is a dummy variablc taking on a value of unity whcn both the countries
in a givcn pair arc present-day MERCOSUR members. Thc cffect is largc: the
magnitude of thc cocfficicnt on this dummy is tvvice the size of the mean of the
dependent variablc (Table 2).
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The three paneis of Table 2 contrast the results for the more recent (1983-96)
pcriod and the entirc sample of countrics. Again, the model fits rathcr wcll, if
anything better than in the earlier period.18 As in the earlicr peiiod, the dummy
variablc for pairs of MERCOSUR countrics entcrs positively and with a statistically
significant coefficicnt, now on the order of 1 times (down fiom two times) the
Standard dcviation of the dependcnt variablc. The bottom panei of Table 2
interacts the entire vector of country charactcristics (as well as the constant tcrm)
with the dummy variablc for pairs of MERCOSUR countrics. In odiei woids, I ask
what country charactcristics associatcd with a piefeience foi exchangc iate stabihty
elsewhere in the world do not appear to deliver that icsult in the Southern Cone.
It turns out diat all the country charactcristics pointed to by the thcory of
optimum currency arcas bchave differcndy within MERCOSUR than elsewhere.19
The tcndency for large countrics to tolerate greater exchangc rate variability is
especially prominent widiin MERCOSUR; this, obviously, is the Brazil cffcct - a
reflection of that countr/s cxceptional behavior. The tcndency for countrics

  experiencing booms and bursts at different times to prefer greater exchangc rate
variability is less pronounced within MERCOSUR than elsewhere; if anything the
opposite is true. This prcsumably reflects the extent to which the exchangc rate
was used as a nominal anchor in disinflation episodes rather than for Standard
busincss-cyde-smoothing purposes. Finally, the tcndency for countrics with
similar exports to prefer stable exchangc rates is stronger within MERCOSUR than
elsewhere. Why is not clear, although one might posit that the tcndency for elose
export competilion to.raisc political hacklcs creatcs particularly strong pressurc for
exchange-rate stabilization within the grouping. The fact that the association
between bilateral trade and exchange-rate stability is even stronger among die
MERCOSUR countrics dian elsewhere is consistcnt with this interpretation.

Finally, I report the same results for the 1990s (Table 3). The basic results are
litde changcd: the signs and significance of the OCA variablcs and die MERCOSUR
dummy are the same as before, and die lattcr remains about 1 Vi times the
Standard deviation of the dependcnt variablc. The version of die model with die
complete vector of interaction terms suggests that it is mainly in the stronger
association between exchangc rate variability and cconomic size and the weakcr
effect of exchangc rate variability and asymmctric business cycle fluctuations that
the MERCOSUR countrics differ from the rest of the world. Again, this points to 

18 Note the rise in the adjusted R2 from 0.23 to 0.54.

19 Hcrc I concentratc on the results for the 1983-96 subperiod, although thosc for the longer tinte
span difler little m thcir csscntials.
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thc importance of Brazil and to the importance of cxchange-ratc-bascd
stabilization.

Thcsc intcrpretations are confirmed by the scatter plots in Figures 3 and 4,
where actual exchange rate variability is plotted against that predicted by the
various modcls. Most of thc MERCOSUR-pair observations, denoted by diamonds,
are to the right and bclow the line where actual and predicted are cqual. Note that
thc MERCOSUR pairs tend to fali into two clusters, onc of relatively high and one
of relatively low variability. For the sample period 1983-96, the high variability
observations are those for Argentina and its MERCOSUR partners, reflecting the
cffccts of that countr/s high inflation and succession of failed stabilization
attempts prior to 1991. Whcn thc sample period is limited to the ‘nineties, they
are those for Brazil and its MERCOSUR partners, again reflecting the exchange-ratc
disruptive cffccts of high inflation and sudden stabilization.
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FIGURE 4: Scatter Plot of Fitted Values Againsf Acfual Values of Real

Exchange Rate Variabiiity (contd.)
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Thus, if the MERCOSUR countries are to rcduce real cxchange rate variability
within the rcgion to leveis consistent with those displayed in the First half of the
1990s by other countries broadly sharing the samc cconomic characteristics, this
mcans cutting the variability of the real rate by somcthing on the order of 60 per
cent. According to the analysis of nominal cxchange rates in the appcndix, this
mcans cutting the variability of nominal cxchange rates by somcthing on the order
of two-thirds relativc from 1990-96 leveis. The political cconomy interpretation
given in Scction 2 suggests that this is ncccssary in the long run to maintain
political support for the leveis of opcnness and trade concentration charactcristic of
other advanccd-industrial and industrializing countries.

5. Feasibie and Unfeasible Solutions

How, thcn, might greater exchange-ratc variability bc achievcd? Posing this
question dírccts attention to the immcnsc literature on alternative cxchange rate
regimes, cxchange rate determination, and cxchange rate management. Incvitably,
discussion is complicatcd by the fact that there is no conscnsus on basic questions
like how cxchange rates are determined, what causes currency crises, and whcther
policies like sterilized intervention can influence the levei of the cxchange rates.
Hcre, in any case, is one cconomisfs attcmpt to cut through this analytical thickct.

Countries can and do continue to operate a varicty of different cxchange rate
regimes, ranging from rigid currency-board pegs on the one hand, a la Argentina,
to csscntially frec floats on the other, a la dic United States. Traditionally, the
majority have sought to operate some kind of intermediate arrangement
combining elements of floating and fixing. The cxchange rate is managed but
allowcd to fluctuatc over some limitcd interval. Viewcd from dic other end, while
dic cxchange rate is allowcd to fluctuatc, policy is used to influence its levei.

Rising internacional capital mobility is, howcver, making diese intermediate, or
hybrid, arrangements more difFicult to operate. The growth of privatc capital
markets has exposcd the small scalc of official reserves relativc to privatc liquidity.
Meanwhilc, die revolution of information and Communications tcclmologics has
made it very niuch more difficult to stop capitai inflows and outflows at dic
border. For both reasons, privatc markets immcnsely complicatc the task of
secking to operate pcggcd but adjustable cxchange rates, target zones, crawling
bands, and similar compromise arrangements. In the presence of internationally
mobile capital and liquid markets, a nascent overvaluation is quickcr to give risc to
a capital outflow. Pcriodic realignments become problematic, since currency
traders will scck to anticipatc the govcrnmcnt’s actions; the merest hínt diat dic
authoritics are contcmplating a realignment may therefore prompt a spcculative
attack. In the absence of capital Controls, defending the currency against attack
requires a more dramatic hikc in interest rates, which donicstic policy niakcrs and 
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their constituents may not regard as worth the candle. And t te rowledge that
policy makers are weighing the rcputational benefits of the currency
against the costs of higher ínterest rates creates scopc foi self-fulfilling speculative
attacks on what inevitably become increasingly fragile currency pegs.

The implication is that countries are increasingly forccd to choose betwecn
rigidly fixcd currency pegs on the one hand a greater exchange rate flcxibihty on
tire other This proposition, while controversial whcn First advanced, is now widely
accepted20 21 It is buttrcssed by the steady growth in the share of IMF member
countries operating some form of variable exchange rates, by the repeated
widening of fluctuation bands by countries still operating some sort of band- or
target-zone arrangement and, at the other end of the spectrum, by growth in the
number of countries operating currency boards and by European monetary 
unification.

20 In tradicional firsL-generation currency-crisis models, speculative attacks occur in response to
ongoing balancc-of-paymcnts déficits and mercly anticipate the devaluation and exhaustion of
reserves that would have in any case occurrcd in their abscnce. In second-gencration models of
self-fulfilling crises, the speculative can precipitatc a devaluation that would not have occurred
anyway. Considcr a governmcnt which is tempted to indulge in a more accommodating, more
inílationary monetary policy in the hopc of stimulating cconomic growth, but which concludes in
its wisdom that the costs of continued monetary' austerity, in the form of gloomier prospccts for
the banking systcm and cmploymcnt growth, are dominatcd by the benefits of the greater
credibihty of its reputation for pursuing policies of pricc stability, which hinges in turn on its
continued defense of the currency pcg. Abscnt any change in market conditions, the governmcnt
will maintain its currency’ pcg indcfinitely. Imagine now a speculative attack in which investors scll
the currency for forcign exchange, draining liquidity' from the market and forcing the authorities
to raise interest rates. Suddcnly the costs of defending the pcg, in the form of additional
uncmploymcnt and even more damage to the banking systcm, have riscn relativo to the benefits.
The balance having shiftcd, it may now make sense for the authorities to abandon their defense of
the currency in favor of more accommodating policies where doing so made no sense beforc. In
this setting a speculative attack can precipitatc the collapse of the currency pcg (it can succccd, in
other words even if that pcg could have bccn maintaincd indcfinitely in its abscnce). The attack is
sc \ai ating ccausc it can induce a shift in policy in a more accommodating, inílationary
direction. ’ 01

The implication for MERCOSUR is that it is not worthwhile to discuss some
kind of common basket pcg or internationally-harmonized exchange-ratc band as a
durable basis for exchange rate stabilization.22 What was possiblc in Europe in the
19S0s, a European Monetary System of multilateral exchange rate pegs with
periodic realignments, was possible then only bccause of the widesprcad 

The early State,nents wete Crockett (1994) and Eichengrccn (1994).
22 mXÍhat rCyC‘''Íng|tl’at the kind of ‘"•rangentent ptoposed by the Brazilian authorities in 1993,
Í SrR C1mC Ínt° eXÍStCnCe * Should -contpanied by a systent of

exchange tate bands surround.ng central parity values, is no longcr on the tablc.

36
Brazil, Mercosur and the Frcc Trado A rca of lhe Ainci^as



maintcnancc of capital Controls. What was possible in Europe in the 1990s, a
European Monetary System of somewhat wider bands, was possible only because a
crcdible commitmcnt to move to monetary union in short order anchored
expectations. No EMS-stylc arrangement will be viable elsewhcre in today’s world
of high capital mobility.

Thus leaves thrce approachcs to achicving greater exchange rate stability. One
is the Voltairean regime: cach country should tend its own financial garden. Some
iMERCOSUR members may prefer a currency-board arrangement under which thcy
peg to a low-inflation country elsewhcre in the world. Othcrs may prefer policies
of inflation targeting in which thcy target thcir own inflation rate. Thcy should
then cross dicir fingers and hold their breath that the intra-MERCOSUR exchange
rates produeed by this arrangement prove relativcly stable.23 Thcre exist thcoretical
analyses of how the simultaneous pursuit of crcdible inflation-targeting regimes by
a number of countries should in principie deli ver rclatively stable exchange rates
between thcir rcspcctive currencics but as yet little actual historical expcrience
against which these hypothescs can bc tested.24 Casual cmpiricism suggests that
the exchange rates between countries operating inflation-targeting regimes can in
fact vary quite widcly. (Think, for examplc, of the rccent expcrience of the UK and
Sweden). Inevitably, it is uncertain whcthcr the degree of cxchange-rate stability
that might bc obtained in this way would bc consistcnt with political support for
regional integration. To repeat, that will depend on how dccp that integration is
designed to go.25

The sccond approach is the “Cavallo regime” - a generalized move to currcncy
boards with all currencics peggcd to dic same externai numeraire. Without
meaning to cast aspersions on Argcntina’s successful expcrience with a currcncy
board, I am on reco rd as arguing diat this option is likely to appeal to countries
only under the most cxceptional circumstances. Pegging cach of the MERCOSUR
currencics to a common externai numeraire like the US dollar is an extremely
indirect way of solving the problcm of intra-MERCOSUR cxchange-rate variability. 

23 This is the approach favorcd, on grounds of rcalism, by Abreu and Bevilaqua (1995).
Alternativcly, the countries involved might wish to exchange Information and adjust domestic
policies more actively. To chis end, Lavagna and Giambiagi (1998) suggcst the creation of
committees on fiscal affairs and on macroeconomic coordinarion (composcd of finance and
treasury ministers) to negotiate mutually acceptablc macroeconomic goals and provide mutual
surveillance of national policies.

24 See Svensson (1994, 1998).

2S Institutionalizcd consulcations among the countries involved will facilitate the exchange of
informarion and reducc the scope for misunderstanding and confusion, but thcy cannot support a
durable cxchange-rate stabilization agreement in today’s world of high capital mobility.
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It forecloses not just intra-MERCOSUR cxchange-rate changes as an instrument of
adjustment but also, in effect, changcs in the cxchangc rate vts-a-vts the rest of thc
world. This is such a byzantine solution to MERCOSURS cxchange-rate problem

that wc can safely ignore it.

6. The Monetary-Union Option

The operative alternative to more freely floating exchange rates is a single
currency for the customs union, the “Dclors regime.” This is a logically consistent
option, monetary union being at the other end of thc spectrum connecting feed
and freely floating cxchangc rates. It is a more politically palatable alternative than
a set of separate currency boards, since it preserves cxchange-rate flexibility vis-a-vis
the rest of thc world and entails only a partial sacrifico of monetary autonomy.26
Even thc ardent proponents of this option do not envisage monetary union
tomorrow; rather, they scc this as something thc MERCOSUR. countiics can achieve
in 15 ycars.

Thc empirical analysis above suggests that Brazil and Argentina, if not also
Paraguay and Uruguay, fit more easily at the Voltairean than the Dclorcan end of
the monetary spectrum. Thcir actual cxchange-rate variability may be higher than
predictcd, but even predictcd leveis are higher than thosc for most European
countries, givcn observed leveis of bilateral trade, export composition, and
business cycle synchronization. But while these characteristics of countries are
reasonably taken as fixed in the short run, over a longer time span like 15 ycars,
they are likely to change prccisely in response to the choice of exchange rate
regime.28 This is a way of saying that thc option of monetary union cannot be
rulcd out as infeasible a priori.

As noted above, some observers may being extolling monetary union for
reasons having nothing to do with the customs union. Some in Argentina may
vicw it as an elegant way of existing from the Convertibility Plan. A shift to a
common currency which invoked the need to maintain solidarity within thc
customs union would not be seen as a simple abandonment of monetary propriety.

26

27

28

than sacrifíccd aUt°n°my^ mcrcly sllarcd a™ng the participants in the monctar}' union rathcr
M ™lX'y' The »ppending a rnonetary-imegrati™ initiative ro
associM dt |XX; of °A t,C,1: " a"UdCd W U1 Prot°Co1 20 - E“ÍC StUdÍ“

“.he need to
Giambiagi (1998). —4a] common monetary unit.” Sce Lavagna and

See for examplc Giambiagi (1997).

Again, this is the poi„t made so convi„cillglv by Franke, „nd Rose (19%) 
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By substituting one externai monctary constraint for another, it would not be
viewcd as a rcturn to irrcsponsible monctary policies. Some in Brazil sce a
common currency as BraziPs only rcspitc from a world in which pcggcd exchangc
rates will bc devalucd sooncr or later and all devaluations are disorderly. Widi a
regional currency in placc, Brazil will fecl more comfortable about floating vis-à-vis
the rest of tiie world. With the multi-national composition of the central bank
board posing a constraint on its monctary policy frccdom, it will fecl more
comfortable about giving up the exchangc rate as a nominal anchor. For all these
rcasons, the fear of disorderly devaluations will be reccdc. And as interest rates
decline to Argcntinc leveis, the budgct-dcficit problcm will evaporate.29

As the Europcan debate lias underscored, howcvcr, the existence of a smootlily
functioning monctary union cannot simply bc assumed. It cannot be conjured out
of thin air. The Maastricht Treaty’s preconditions for monetary union - its so-
called convcrgcnce critcria - have probably created more confusion than insight
into this issue. That said, Europcan cconomists are now in broad agreement about
the prerequisites for a smootlily functioning monctary union. These are four.

• An independent central bank insulated from the political business cycle.
Monctary policy that is not dclcgatcd to independent central bankers who
attach priority to pricc stability may cxhibit an inflationary bias, rcflecting
time-inconsistency problems, or instability, rcflecting pressure to respond to
the elcctoral cycle. Hencc, the Maastricht Trcaty not only entailed the
crcation of an independent Europcan Central Bank at the inauguration of
the monctary union but requircd countries to buttrcss the independcnce of
their national central banks during the lead-up as a way of demonstrating
that the polity was prepared to live with the conscqucnces of an
independent central bank.

• Wage and price flexibility. This, it is now acknowledged, was the major
omission of the Maastricht Trcaty, which is preoccupicd by “nominal” as
opposed to “real convcrgcnce”.30 Oncc tlic exchangc rate is removed as a
mechanism for internai relative price adjustment, othcr variables must take
up the slack. The obvious candidates are greater domestic wage and pricc
flexibility - wage flexibility in particular. Unfortunatcly, evaluating it is
problematic. Probably the best way to nicas ure it is indirccdy, namcly, via
the unemploymcnt rate. If a country’s uncmployment rate (propcrly
measured) remains low in dic face of disturbances, there is no reason why

29 Tinis, Edwards (1998) estimares that if Brazilian interest rates decline to Argenrine leveis, the
public-scctor déficit will fali from 7 per cent to 3.2 per ccnt of GDP.

30 See for example DeGrauwe (1997).
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inadequate wage and price flexibility in response to shocks should elicit
irrcsistible populist lobbying for a more inflationary monetary policy.

• A strciigthcncd financial sector. The Maastricht Treaty addiessed this
problcm indireedy, constructing debt and déficit ceilings tuidci which
qualifying countries had to squceze, and an Excessivo Déficit Procedure
(with allied provisions) to limit déficit spending aftei the inauguiation of
the monetary union.31 The justification for such restraints is as protcction
for the central bank from pressure to extend an inflationary debt bailout. If a
government experiences a debt run and its banking systcm and financial
markets, or those of neighboring countries, experience negative
repercussions, the central bank may feel compellcd to buy up the bonds of
the government in distress, with inflationary consequences monetary-union
wide. Moreovcr, the knowledgc that some of those inflationary
consequences will be borne by the partner countries will create moral hazard
for each set of national fiscal authoritics. This problcm is not properly
solved, however, by making some arbitrary debt or déficit ceiling the entry
condition for monetary union or by placing the participating countries in a
fiscal strait jackct and immobilizing their automatic stabilizers. The
appropriate response is (i) to reform the institutions and procedures by
which fiscal policy is made so as to climinate any bias toward cxcessive
déficits; and (ii) to strengthcn banks and odicr financial institutions so that
they are better able to withstand problems and hence are less likely to come
for help to die common central bank.32

• Barricrs to exit. A monetary union is no guarantec of exchangc rate stability
if die participating countries can leave on a whim. Exit is the alternative to
voice.33 A country which is dissatisfied widi the common monetary policy
either because it is too inflationary or because it is not inflationary enough
may be tempted to resurrect its own national currency and its own national
monetary policy. This is easy technically; doing so requires only restarting
the monetary printing press.34 And if die markets begin to doubt

31

32

33

34

In addition, it included various loopholcs and cxccptions that grcatly complicatcd interpretation
an app ícation of these critcria. Ihis, clearly, is not something that the aspiring architects of any
other monetary union would bc adviscd to repeat.

WyploszUOTS?11' °FthC EXC“SÍVC MCÍt PrOCedurC and the Stability Pact in Eichengrecn and

Where voice in the present instance nteans lobbying for a difTerent common tnonetary policy.

X2ÍriarrmXeUtLCX7í’1CeOf mO,’Cta,y UnÍ°"S have dissolvcd " that °f rhc AustrO‘
ca di " "s d e t ch ° , 'Ct UnÍ°"’that °f thc now Czcchoslovakia - that we
can cnsmtss the techntcal obstaeles with confidcnce.
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govcrnmcnts’ allegiancc, they can force thc issue, dcstabilizing the single
currcncy.30 In the European case, however, monctary union is one of an
interloeking web of economic and political agreements, all of vvhich could
be jeopardized if a country abandoncd thc single currcncy. This is a
significant barrier to exit, vvhich in turn serves to rcassure and stabilize the
markets.

Note that I have not discusscd a number of conditions that featured in the
Maastricht Treaty or in the debate surrounding it, on thc grounds that subsequent
analysis has come to see these as largcly irrelcvant. Thus, I do not think that the
aspiring architccts of other monctary unions should make the convcrgence of
interest rates to low leveis a condition for entry. The levei of interest rates is an
endogenous variablc that responds quickly to politicians’ statements and intentions
regarding the composition of thc monctary union; vvitncss thc rapid decline of
Italian and Ibcrian interest rates as it bccamc clcar that European ofTicials had a
political prcfercnce for a wide monctary union. I do not think that candidate
countrics should bc required to peg thcir cxchange rates for a certain number of
years. Not only is thc value of thc cxchange rate another notoriously endogenous
variablc, but attempting to peg it in a world of high capital mobility (short of
adopting a currcncy board) is a recklcssly dangerous strategy.35 36 I do not think that
bringing inflation dovvn to spccificd leveis is an csscntial critcrion, because there is
no neccssary rcason to believe diat a temporary rcduction in inflation will be
permanent. The more appropriate way of addressing inflationary fears is by

35 Imagine that Gcrmany is contemplating leaving Sragc IIIA of EMU out of dissatisfaction with
inflationary policies followcd by the ECB in response to problcms in thc French financial sysrem.
(Sticking with the EMU examplc hclps for focusing thoughr.) Imagine further that investors cxpcct
all dcutsche marks srill circulating in thc monctary union to bccome liabilities of a newly
rcconstituted Bundesbank and that thc dcutsche mark will apprcciatc againsr thc EMU currcncics
oncc Gcrmany exits. Investors then have an incentive to hold dcutsche marks rarhcr than, say,
French franes. Normally, as investors scll franes for marks, thc ECB will instruct thc Bundesbank,
its Gcrman operating arm, to scll marks for franes at par. The Bundesbank would thcn request
settlcment in curos, which thc Banque dc Francc would provide in thc form of the corrcsponding
number of franes. The Banque de Francc’s balance sheet would shrink, while the Bundesbank^
would expand. So long as both countrics remain committcd to participation in the monctary
union, nothing can disrupt this proccss. But if Gcrmany is contemplating whcthcr to Icave the
monctary union, thc Bundesbank might bc reluetant to acccpt franc-dcnomínarcd assers on which
ir stands to suffer a capital loss. If ir hesitares to cxchange franes for marks at par, a premium on
thc lattcr could arise. That premium could convincc thc markets that breakup is imminenr,
accclcrating the movement inro marks. This would incrcase thc difficultics of thc French financial
sysrem, hcightcn thc pressure for the ECB to inílate, and rcinforce Gcrmany’s incentive to exit.

36 This was Europe’s own expcricnce: a series of spccularive atracks in 1992-3 forced officials to
widen thc flucruation bands for thcir currcncics from 4 Vá per ccnt to 30 per ccnr, rendering thc
exchange-ratc critcrion largely irrelcvant.
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reforming the institutions by which monetary policy is made so as to remove any
inflationary bias - that is, by making the central bank independent. I do not think
that measures to promote immigration or fiscal tiansfeis witun tic monetary
union are essential for its smooth operation. It is unfortunate that the debate over
Maastricht was diverted from the importancc of wage and pnce cxi i ity and into
discussions of the need for labor mobility among the paiticipating countries and
some form of intra-union fiscal transfere. Immigration and fiscal fcdcrahsm are less
direct, more politically-demanding substitutes for wage and pnce flexibility.
Ncither is needed if domestie labor and product market flexibility is enhanccd.
Thcy key, cveryonc agrees, is wage flexibility, which is essential to a smoothly-
functioning monetary union.

How far are the MERCOSUR countries from satisfying the four kcy
prcconditions for a smoothly functioning monetary union? They have alrcady
gone a long way down the road to the crcation of politically and cconomically
independent central banks. The sticking points are to strengthen financial Systems
and enhance labor market flexibility. Both items are alrcady on the reform agenda.

  Argentina has taken significant steps to strengthen its banking systcm, raising
  capital standards and tightening rcgulation, while Brazil has identified the need to

impose hard budget constraints and modern management practices on its statc
banks. Much more clcarly needs to be done, howevcr, before the four MERCOSUR
countries can declare themselvcs ready for prime time.

Reducing the strains on the financial system also requires eliminating existing
biases toward bloated public sectors, excessive déficits, and heavy reliancc on
short-term debts. Again, some of the requisite reforms are in train, such as
administrativo reform in Brazil that would allow the govcrnment to rcducc the size
of the bureaucracy. But readiness for monetary union requires more far-reaching
reforms to centralize the budgctary proccss, vesting more agenda-setting and
expenditurc-vcto powcrs in the hands of the president or finance minister as a way
of diminishing common-pool problems.* 38

Labor market flexibility is not a traditional South American strength, to put an
undcistatcd gloss on the point.39 Brazilian and Argcntine uncmployment togcthcr

57

38

39

Iiooèthe approadl rcco,'lmclK>«l here is rather dificrcm from that of Lavagna and Giambiagi

1 j suggcsc SovcrnnieiHs should target inflation rares, budget déficits, and curreiit
accountdcíicits. °

See Eichengrecn, Hausmann and von Hagcn (1996).
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have scalcd Western European leveis, rcaching the double digits.40 A smoothly
functioning monetary union will nced a more flcxiblc labor market, as manifested
in a lowcr unemploymcnt rate. Many of the relevant reforms have bccn proposed
but are yct to bc implcmented. BraziPs August 1998 measures are a step forward,
cspccially those relaxing obstacles to part-time employmcnt, rcducing the costs of
temporary layofFs (and therefore hiring and firing costs), and giving employers
more flexibility in compensating workers for overtime. But this is only a first
modest step toward the creation of a more flexible labor market: abolishing
compulsory contributions to unions, allowing workers to join the union of the
choice, incrcasing the incentives for youth training, and rationalizing laws
regarding rctirement have all bccn proposed but not implcmented. Efforts to
rationalize civil Service employmcnt have bccn similarly watered down.

The labor-market situation in Argentina is similarly no better than mixed in
terms of the preconditions for monetary union. Labor legislation has been
changcd as a condition of IMF support, but the efFicacy of those reforms is
disputed. Collcctive bargaining remains highly ccntralized, cncouraging wage
comprcssion and limiting flexibility, although it is now possible for negotiations to
procced on a company by company basis if (and only if) agreed to by the union.
Provisions in the old law automatically renewing the terms of an existing contract
if a ncw one is not agreed to were not abolished as rccommcndcd by the Fund.
While temporary contracts introdueed in 1995 have reduced hiring and firing
costs and reduced non-wage costs for some employers (resulting in an estimated
decline of 10 per cent in average labor costs), these “trash contracts” are strongly
opposcd by Argcntina’s union federation, the CGT, and thcir future is uneertain.

Revealingly, while Argentine unemploymcnt has been reduced from the more
than 20 per cent it rcachcd in the wake of the Tcquila crisis, it remains well into
the double digits (13 per cent at time of writing), which is hardly evidcnce of
sufFicient labor market flexibility. Some would say that if Argentina can
successfully reconcilc double-digit unemploymcnt with a currcncy board, it can
equally wcll reconcilc double-digit unemploymcnt with a monetary union. The
problem is that there may be greater opportunity for unions concerned with high
unemploymcnt press for a mçre inflationary monetary policy once monetary
autonomy is restored, in tliis sccnario by being placed in the hands of a
MERCOSUR central bank.

40 Some would say that Europe’s succcss in moving to monetary union in the face of double-digit
unemployment rates indicares the irrelevance of this variable. But this would bc to repear
European mistakes rathcr than to learn from European expcrience.
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pillars of thc integration process. .°  cmbarked a
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creation of a Europcan srmy and a EurO|xan lorcign po icy. nu c y thcse
extensivo eommtaenrs do not provent Enropcan governments dtss ttsficd
vavious aspccts of the Europcan projeet fton, dtscuss.ng Ciot as a hypothettsal
option frorn time .0 time, as readers of thc Enghsh and Dan.sh pross I be
asvatc. But thc fact Chat chis entire nenvork of mtcrlocktng bargatns could be
jeopardized by a countr/s decision to abandon One of thein, namcly mooctaty
union, is a fòrmidable barrici to exit.

This is simpJy anothcr way of arguing that monctaiy union makcs sensc as a
solution to MERCOSUR’S exchange rate problcm only if it is part of a significantly
dceper integration projcct. If MERCOSUR ends with a customs union, thcn it will
bc hard to crcatc the exit barriers necessary for that inonetary union to operate
smoothly. And, if integration stops at thc border, there is no reason why some
exchange rate variability should be a dire threat to political support for that
customs union. If, on thc other hand, thcrc devclops a readiness to transform
MERCOSUR into a more far-rcaching integration initiative, involving the creation
of a truc single, integrated South American market, thcn exchange rate swings will
bccomc more politically disruptive, and monctary unification becomes not only
fcasiblc but esscntial.
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Appendix

Results for Nominal Exchange Rate Variability

Tablc A.l Optimum Currency Arca Rcgrcssions for Nominal Exchange Rate
Variability

Tablc A.2 Optimum Currency Arca Rcgrcssions for Nominal Exchange Rate
Variability, Rccent Subperiod

Tablc A.3 Optimum Currency Arca Rcgrcssions for Nominal Exchange Rate
Variability, 1990s Only

Figure A.l Scatter Plot of Fitted Valucs Against Actual Valucs Nominal
Exchange Rate Variability

Figure A.l Scattcr Plot of Fitted Valucs Against Actual Valucs Nominal
Exchange Rate Variability, Continucd
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FIGURE A.2: Scatter Plot of Fitted Values Against Actual Values of Nominal

Exchange Rate Variability (contd.)
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Comments by Afonso S. Beviiaqua
Thi» is , vcrv =<"' papes and k is a pie»™ to diseuss it. As it is usually
inis is a very intc fa r r Pvtrcmcly we 11 wntten and sets a cear

thc casc with papers by thc authoi, it is - Lar
framcwork with a solid analytical basis for thmking.

1 will conccntratc my co— o» a brief discussíon of the major poinss of the 

paper:
i) the assessment of whcthcr cxchange rate variability in MERCOSUR has bcen a

problcm or not;
ii) thc introduction of a single currcncy as a natural stcp at thc end of thc

integration period.
Rcgarding the first point, I am not surc if I know how to interpret thc

cconomctric cxerciscs implcmented in thc paper. Thc mcthodology, which builds
on previous rcsearch by thc author with Tamin Bayoumi, consists on regressing
thc variability of bilateral cxchange rates on four characteristics that the optimum
currcncy arcas thcory suggcsts are likely to influcncc thc desirability of monctary
unification. The variability of bilateral real cxchange rates is influeneed by thc
choicc of the cxchange rate regime but it is also affccted by many othcr variablcs
that are not dircctly relatcd to that. I tliink it would be interesting to examine how
thc rcsults would bc affccted if the sample is split into countrics having formal
pcggcd cxchange arrangements and countrics that do not have them.

With rcspect to thc sccond point, I believe thc paper does a superb job in
showing why thc cstablishment of a single currcncy is thc natural final stcp in a
dccp integration process. Howcvcr, I would have liked to scc th is diseuss ion
complcmcnted by a topic which I believe is crucial for MERCOSUR, namely thc
transition period to thc introduction of a single currcncy. MERCOSUR is a trade
arrangement charactcrizcd by a largc dominant trade partncr with which thc otlicr
thrcc cconomics conduct a largc proportion of thcir trade and which in thc past
has not bccn particularly stablc in terms of macrocconomic conditions. The
implication here is that arrangements that limit cxchange rate variability will bc
sought in thc short term much more by thc smallcr partncrs than by Brazil. And I
think this fact could be an important source of tension in thc region until we gct
to a point where a single currcncy is incvitablc.

c Icarn from othcr papers by Barry Eichcngrccn, thc dccision to adopt a
decXTdnrT??01 bc,)UStÍfÍcd Purcly on cconomic grounds. It is a political

convinccd of its ' °" r a" cotultrics *n tllc integration initiative areZX wLX^?: And 1 WOndCr What f-torsSin the road to full
woJL like » s;XXZOnJnCVÍtab‘? tO BlaZÍL 1 WÍU St°P hC1C bUt ag3Í" 1

have tltc opportunity to disctJs it. y lntcrcstlng and it was a pleasure to
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BRAZIL AND THE UNITED STATES AT THE GATEWAY OF THE FTAA: A CGE
MODELING APPROACH TO CHALLENGES AND OPT1ONS

Ratíl A. Hinojosa-Ojcda and Shcrnian Robinson

1. Introduction

AS IN PREVIOUS PERIODS of US-Latin-American history, thc Brazil-US cconomic
rclation oncc again looms largc as to thc evolution and outeome of a number

of pending hcmisphcric negotiations and outstanding arcas of global cconomic
reform. As thc first and sccond largcst cconomics in thc Western Hcmisphcrc and
thc first and cighth largcst cconomics in dic world, thc rclationship bctwccn thc
US and Brazil has rcpcatcdly intrigucd pcoplc of both countrics and around thc
world for thc scopc of potcntial opportunitics. With thc launching of negotiations
in September 1998 for an envisioned Free Trade Arca of thc Amcricas (FPAA), thc
future of dic US-Brazil rclation has emerged as dic major question mark
conccrning dic final form of a ncw hcmisphcric order. With thc US’s largcst
trading partncrs (Canada and Mcxico) now all joincd within dic North American
Free Trade Arca (NAFTA) and Brazil having formed MERCOSUR with its most
important trading partncrs in South America, thc US-Brazil bilateral trading
rclationship is for bodi countrics, as wcll as thc hcmisphcrc as a wholc, thc next
largcst trading rclationship that is not yct subjcct to free trade rulcs.

At thc same time that thc Brazil-US rclation sparks interest duc to its potcntial
opportunitics, it also rcgularly gencratcs a ccrtain amount of apprchcnsion in some
quarters, in part prccisely bccausc of its potcntial for growth and impact. Within
both thc US and Brazil, questions are raiscd conccrning thc ability of cach country
to absorb thc adjustments to a ncw trade agreement with a largc partner of a very
difterent incomc levei, cspccially coming on thc hcals of major regional trade
agreements likc NAFTA and MERCOSUR. Thc spcctcr of “many NAFl'A’s” is raiscd
in thc US to caution movement towards free trade with Brazil and an FTAA, while
in Brazil some say that it may bc better to liberalize with othcr regional partncrs as
an alternative to free trade with thc US. Throughout thc hcmisphcrc, questions are
also raiscd as to what might bc thc rclativc impact of alternative sub-rcgional
trading arrangements, both for thc largcr as wcll as smallcr cconomics of thc
region. Thc csscntial questions that need clarification for all conccrncd is thus how
would free trade bctwccn thc US and Brazil compare with NAFTA and MERCOSUR
cxpcricnccs, on thc onc hand, and how would liberalization bctwccn thc two
largcst cconomics affcct thc impact of thc FTAA.

This paper presents a computablc general equilibrium (CGE) modcling
framcwork for cvaluatmg thc potcntial benefits and challcngcs involvcd in thc US-
Brazil trade liberalization, bodi in a comparativc contcxt with NAFTA and
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MERCOSUR, as wcll as in a comparativa conrext with a FTAA. The CGE modeling
framcwork presentad hem inclodes che US and Brazrl as «dl as 1 he other „Mjot
Latin-American countries and sub-regional tradmg gio ips, F “'or sc™>nos
are generated rvhich allow for rhe explorador, of the relatrve rmpacrs of d,fca„

free trade arrangements:

(1) NAFTA only;

(2) MERCOSUR only;
(3) NAFTA and MERCOSUR and a US-Brazil free trade; and

(4) FTAA.
The results of this analysis indicate thatwhile Brazil-US trade is indeed the next

largest rclationship that can bc liberalized, its impact both immediately and ovcr
time, is likcly to bc less than half of the impact of NAFTA and MERCOSUR for both
the US and Brazil, as well as for the hemisphere as a whole. Brazil-US trade
liberalization is nevertheless the single largest next potential contributor to gains
from trade within an FPAA. The results also indicate than the ultimato formation of
full hemispheric FTAA is the superior option for both the US and Brazil, as wcll as
the hemisphere as a whole.

The paper is organized as follows. The next scction reviews the structure of
cconomic relations and leveis of protection for the US and Brazil as wcll as within
and bctween NAFTA and MERCOSUR, describing the base data used in our US-
Brazil-FTAA-CGE model. Section threc discusses the US-Brazil-FTAA-CGE modeling

  approach. Section four presents the model results for alternative scenarios of US-
  Brazil trade liberalization, including NAFTA, MERCOSUR and the FTAA. Scction five

presents our conclusions.

2. Brazil-US and Hemispheric Structure of Trade, Production and Protection

Analysis of the potential impact and implications of US-Brazil and Western
hemispheric ficc trade is shapcd by the complex network of cconomic and political
ties which alicady exist throughout the region. Each country is tied into others in
tic region to varying degiccs, and the strength of this interdcpcndcnce shapes the
Outlook and prospccts for each.

*. 1 and 2 picsent majoi cconomic indicators for countries and regional
hènhsXicVí hCn^PhcrC’ including GDP and GDP per capita, Brazil-US and
XeÍ Tfor íòí flows - > P-cntage of GDP. 111 âata is for 1995

hemispheric asvmn t-’- yCai of thc ERAZIL-US-FTAA-CGE model. The
capita figures. Thc'^^''^^ W‘dC d‘Spai’ÍCÍCS in GDP and GDP P j
1,200 times that ofBolivia/usGiZ? ’ * a'm°St U °f 'mi

pci capita is seven times largcr than Brazil ar
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México, and ovcr 20 times higher than the Central American Common Market
(CACM) average.1

Turning to hemispheric trade data, the larger economics are actually much less
dependent on trade than are smallcr ones. The apprchension towards frccr trade in
the larger countrics may secm somevvhat paradoxical sincc the largcst economics,
Brazil and the US, are the least opcn less opcn, with export shares of only around 7
pcrcent of GDP in 1990 and around 9 percent in 1995. In comparison, Chile,
Costa Rica, and Ecuador (among the smallcst countrics in the region) have export
shares greater than 25 percent of GDP.

The US and Brazil pose a particular set of “special cases” that set them apart
from the rest of the hcmisphere, and indeed, the vvorld. Among the largcst 30
economics in the vvorld, the US is the least opcn among dcveloped countrics and
Brazil is the least opcn among devcloping countrics. Whilc the US is 8,h and Brazil
is 31th in per capita terms, tlicy are 27th and 63Ih in exports per capita. In
comparing 1990 with 1995, both the us and Brazil have lagged considcrably
bchind the hcmisphere in a gencralized growing share of trade to GDP. Yet whilc
the US has bcen making more rccent progress in successfully growing its export
capacity, Brazil has not in comparison to other devcloping countrics such as
Mcxico. Whilc the US remains the world’s largcst exporter, Brazil is number 23
and falling.

The relative dcpcndencc on trade within the hcmisphere also varies
substantially, with the Latin-Amcrican countrics much more dependent on trade
with the US than vice versa. Traveling south in the hcmisphere away from the US,
this dcpcndcnce declines, while trade among Latin-Amcrican countrics and with
the rest of the world increascs. For México, exports to the US in 1995 wcre much
larger (22.4 percent of GDP) than exports to the entire Latin-Amcrican community
(only 1.3 pcrcent).

Since the formation of MERCOSUR, Brazil has shiftcd dramatically towards
much more trade with LAC. Whilc as recendy as 1990, Brazilian exports to the US
as a share of GDP were only 1.9 pcrcent, this was more than doublc the levei of
trade with all of LAC combined. By 1995, Brazilian exports to LAC rose to over
2% of GDP while exports to the US fcll to 1.7%. For Argentina, exports to the US
as a share of GDP fell even more dramatically (from 1.8 to 8 pcrcent i, while
exports to countrics within Latin America community rose from 3.4 to 4.7
percent. While LAC economics are more dependent on US trade than the US is on

’ Thcsc gaps are signiíicanrly more than thosc which confronted Western Europc during the
cnlar*cment of the EC, ver are in the range of current disparities across Eastern and Western
Europc, as well as within East Asia. Sec Hinojosa (1993) for a comparativc discussion of regional
inequahties within Europc, Asia, and the Américas.
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. i ac miintrics as a share of GDP is gicatei than thnt-;LAC markcts, US trade with LAC countncs mat In
México and has only rccently becn sui passe }

The asymmetrical trade pattern in North and South Anicnca becomes morc
evident in Tabic 2, which list exports to different trad.ng partncrs m 1990 and
1995 as a perccntagc of total exports. Latin-Aniencan econom.es have historically
depended primarily on countrics within thc hemisphc.e as ma.kcts for thcir
Products, with die largcst share going to the US (shown here as part of Nai-ta).

NAFTA has actually bccome even morc imponant as a destination of LAC exports,
up from 39% to 46% from 1990 to 1995. VVhilc the US exports are largcly
exported outside thc hemispherc, the importance of exports to LAC has riscn from
12% to 17% in five years. The asymmetry in trade dcpendence bctween North and
South is also diminishing in die 1990s comparcd to thc 1980s. Macro stability and
sweeping cconomic reforms in Latin Ameiica have cieatcd lapid giowth in import
needs, and LAC is bccoming die fastest growing market for US exports. In thc carly
1990s, exports to Latin America accountcd for onc-third of thc total incrcase in US
exports. Howevcr, this incrcasc in US exports to Latin America has also produeed
a corrcsponding risc in troublcsomc bilateral trade déficits with thc US.

Thcrc is also evidcnce diat regional trading bloes have shiftcd trade towards
greater intra-bloe trade on a global scale. Trade within existing trading bloes

   (NAFTA, MERCOSUR, and die European Community) all incrcascd over die last
  decade. Latin-American exports to the US and to Latin America now represent a
  larger perccntagc than thcy did in 1990, while thc share of exports to Europe and

Japan have fallen back below 1990 leveis. The leveis of intra-MERCOSUR and intra-
Andcan Pact trade morc than doubled from 1990 to 1995. As trade bloes and
agreements bccome morc important in the emerging world ccononiic order, fear
of cxclusion bcconics anodicr motivating factor in thc policy shift in Latin
America in favor of trade alliances.

Tabic 4 presents die average import tariff rates for thc economics in die
BRAZ1L-US-FTAA modcl. In general, Brazilian tariff barricr rates are significantly

igher than US tariff barriers. The distribution of protcction is somewhat different
nrndnc« e ,C0Untncs’ Thc us has rclativcly higher rates on agricultural
which ha^ thPaih manufactured Produ^ (expert for lijit mandacturing,
XacXed . H mC °f SCCCOr)- 111 Brazil> other hand,
Products are sul Xn,?0? pi’°KCtcd’ although tariff rates on agriculture
also higher, widi protection^tX' ÍT US‘ The disPcrsion betwecn rates is
produets to 33 pcrccnr n ' l°m a ^°W °* Perccnt on other agricultural
P . tO ÔÔ ^lLCntOn c°nstuncr durablc to a high of 50 percent on (Til.

1 nc impact of difterent trade lii > r •
structure of protcction alone | 1ZatlOn sccníU’ios will bc influeneed by this
and trade (Tabic 5) Lawr inr C-C ^attcin sectoral productivity (Tabic 3)

° incrcascs ln ^c ílows Will occur where liberalization
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is rcducing tariffs the largest amount on the greatest volume of trade. The tarifF
structures shown in Table 4 suggest that the short-run export benefits of trade
liberalization should accrue mostly to the US. Most Latin-American exports are
agricultural produets and natural rcsourccs which do not face significant tariffs in
the US and where the US does not have a strong comparative advantage. Only 18
pcrcent of LAC exports cncounter tarifF rates of five pcrcent or highcr and only
eight pcrcent cncounter these rates plus non-tarifF barriers. Howevcr, the limited
LAC manufacturing exports that currcntly occur are in sectors with rclatively high
comparative advantage but which also face highcr US tarifF rates and non-tarifF
barriers.

3. Modeling Alternative Scenarios of US-Brazil and Hemispheric Trade

3.1 The BRAZIL-US-FTAA-CGE Model

In this paper, Western Hemispheric regional integration is analyzed using a
computablc general equilibrium (CGE) model. The BRAZIL-US-FTAA-CGE model is
in the tradition of rcccnt multi-country CGE modcls that analyze tlic impact of the
Uruguay Round of GATT negotiations,2 the impact of the North American Free
Trade Agrcemcnt, and its potential expansion to include Central America and tlie
Caribbcan.3

The BRAZIL-US-FTAA-CGE model developcd in this articlc consists of an elcven-
scctor, clcven-country model diat builds on the multi-rcgional CGE framework
developcd by Hinojosa-Ojcda, Lcwis and Robinson (1994, 1997). The model
consists of ten sub-rcgional or “country” ege modcls (Argentina, Brazil, Chile,
Bolivia, Peru, Ecuador, Colombia, Venezuela, México, and the US) inter-
connected through trade flows. Each “country” model follows closely what has
bccomc a Standard theoretical specification for trade-focused CGE modcls.4 In
addition to eleven scctors, the model has six factors of production in each country:
land, capital, rural labor, urban unsldlled labor, skilled labor, and white-collar
workers. For each sector, the model specifies output-supply and input-demand

2 Thcsc models, in rum, have built on multi-country modcls dcvcloped to analyze the impact of the
Tokyo Round of GATT negotiations in particular, the multi-country CGE model developcd by
Whallcy (1985). Our model starts from the WALRAS model developcd at the OECD to analyze the
impact of the currcnt GATF negotiations on the major OECD countries detailed in OECD (1990).

3 Scc I-Iinojosa and Robinson (1992), Brown (1992), and Schoepfle (1993) for a rcvicw of NAFTA-
CGE modcls. Scc Hinojosa, Lcwis, and Robinson (1994, 1997) for the GNAFTA and NASAFTA-
CGE models.

4 Robinson (1989) surveys CGE models applicd to dcveloping countries. Shovcn and Whallcy
(1984) survey modcls of developcd countries. The theoretical properties of this family of trade-
focused CGE models are discussed in Devarajan, Lcwis, and Robinson (1990).
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the world (the clcventh rcgionj, ocher economics at fixed world
to, and dcmandcr of exports 101 ,j an upward sloping expQ^

Xd —d-slòping import-demand curves.

PP „.^rrr. rceional model incorporares several innovations
The BRAZIL-US-FTA ' ° cradc model. First, import demand is

rclative to carher mi ti-c Systcm (AIDS) specificationj which
cint elastíciry of substitution - CES - function), aUows

expendituie elasticitics to be different than one.

Second to capture the potential dynamic externality effects of trade
liberalizatiòn the BRAZ1L-US-FTAA-CGE model can simulate thc impact of positive
extemalities generated by both export expansion and capital good imports that
embody“ncw” tcchnology. The model incorporares three different kinds of trade-
productivity links. The fírst relates sectoral productivity to sectoral imports of
intermediatc and capital goods: thc extent of productivity increase depends on thc
share of intermediates in production. Sccond is an externality linked to sectoral
export performance: highcr export growth translates into increased domestic
productivity. Finally, there is an externality associatcd with aggregate exports:
increased exports make physical capital more productive, an cffect embodied in the
capital stock input to thc production process.

The externaiities associatcd with imported intermediatc input use (D"') and
sectoral export performance (Df) affcct productivity in the sectoral production
functions [equation (1)], while the externality associatcd witli aggregate exports
(D) is embodied as an increase in the initial capital stock (FSk^ [equation (2)]

i t icrcforc enters thc production function indirectly as an increase in the capital
cinirniv*}/1*0 SC;tora^ ^act01 ^nPuts into the production process (including
(S0FSt = CF*)'0™ °UtpUt’ and FSt 1S dlc cconompvidc aggregate capital stock

(1)

(2)
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production. The subscripts 0 and t rcfcr to the base
respectivcly: pcriod and experiment,

MTOT,
MTOTv + (ln,) (3)

Ei, o (4)

ETOTo (5)

Each of die thrce cffccts operatcs through simple elasticity equation: for
cxample, an export-productivity elasticity of 0.25 for industrial sector exports from
dcvcloping regions means that a 10 pcrccnt rise in real exports would rcsult in a
2.5 pcrccnt incrcasc in total factor productivity in that sector. In general, the
clasticitics used for industrial regions (the US) are less than half the values used for
the dcvcloping regions.

Whilc there is fairly widespread agreement that these feedbacks exist, there is
less conscnsus on the channcls through which thcy operate, and how largc they
are. For our purpose, we are more interested in showing how such linkagcs might
affect analysis of the integration alternatives; thus, we have included three diffcrcnt
linkagcs that operate through diffcrcnt channcls. With litde empirical estimation to
draw on, the choicc of externality parameters to use in the modcl is bascd largcly
on gucsswork. We have choscn fairly modest parameters, to avoid overstating dic
case; for examplc, our scctoral export-productivity linkage effects for the
dcvcloping Latin-American regions are givcn an elasticity parameter around one-
half that used by de Melo and Robinson (1992) in their analysis of the Korean
growth performance.

Each “country” modcl traces the circular flow of income from producers,
through factor payments, to houscholds, governmcht, and investors, and finally
back to demand for goods in product markets. Producers are assumed to maximize
profits and consumcrs have pricc-sensitive expenditure functions. The country
modcls are highly non linear, and solve for equilibrium wages, land and capital
rental rates, commodity prices, and the real exchangc rate. These solution prices
achicvc markct-clcaring equilibrium in factor markets, product markets, and the
balance of trade. The country modcls are linkcd primarily dirough trade flows.
The modcl spccifies sectoral cxport-supply and import-demand functions for each
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dcflators.
The model data base consists of social accounting matrices (SAMs) for each

country, induding data on bilateral tradc flows with tltc other countries. The SAM
starts from multi-sectoral input-output data, expanded to include Information on
the circular flow of incorac from producers to factors to institutions, which include
houscholds, enterprises, governmcnt, a capital account, and tradc accotints for all
the partner countries and tlie rest of tlie world. These institutions represent the
economic actors whosc behavior and interactions are describcd in the CGE model.
Thc parameter estimates for thc scctoral production functions, consumer
expenditurc functions, import aggregation functions, and export transformation
functions are drawn from a varicty of sources. The various parameters used in the
model represent point estimates for the base year (1990) and thc model was
bcnchmarkcd so that its base equilibrium solution replicares the base data.

3.2 Description of Scenarios

The scenarios presented in tliis paper evaluate the impact of alternative paths of
tra e ibcialization among countries in North and South America. The scenario
chnncr' ^1C stat*c Scnera^ equilibrium and dynamic externality cffccts of
altcrine^onlv rhProtect^on hemispherc. By systcmatically

output, tradc, value addcd real w cst^mates °f the impact on real GDI’,
rates of capital and land? Trad^cateSoryj ancl the real rental
evaluated through data on total inr 1XCISIOn an<^ tra^c crcation impacts will be
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Thesc scenaiios are not growth predictions; actual growth pattern will be
affectcd by moie factors than just tradc policy, such as macrocconomic and
incomes policies. Instead, the sccnarios should be seen as controllcd experiments
within a simulation laboratoiy that isolatcs the impact of changcs in specific policy
variables, in this case, tariffand non-tarifF barriers. Both the comparative static and
dynamic externai ity experiments are meant to describe the impact of tradc
liberalization “in the médium to long run”. The term “dynamics” is not used to
describe the actual path of dic transition, but rathcr the cumulative effcct over time
of productivity externalities that might arisc as a result of trade induced by
regional integration, and that have bccn identifícd as important in carlicr cases of
export-lcd devclopmcnt.

The results of each sccnario are presented relative to a base run calibrated with
the pre-liberalization (late 1980s) structurc of protection throughout dic region.
Each sccnario was run bodi as a comparative static experiment, and as a “dynamic”
experiment incorporating the possiblc impact of trade externalities.

In Sccnarios 1 and 2, we analyze the impact of NAFTA and MERCOSUR as
individual sub-regional accords. Sccnario 1 presents the impact of NAFTA on die
US and México, as well as on other countries in the region (without MERCOSUR).
The experiment assumes the complete elimination of all tariff and non-tariff
barriers bctween México and the US, with protcctive barriers betwecn other
countries unchangcd. Sccnario 2 presents the impact of MERCOSUR on Brazil and
the US, as well as on other countries in die hcmisphcrc and the rest of the world,
assuming NAFFA did not occur.

The two remaining sccnarios portray alternative liberalization paths that build
on top of NAFTA and MERCOSUR. Sccnario 4 examines the impact of free trade
bctween dic US and Brazil in dic prcscnce of both NAFTA and MERCOSUR.
Sccnario 4 considere die potcntial of broader liberalization with die formation of a
full Free Tradc Arca of die Américas (FTAA), involving elimination of all tariffs
among hcmisphcric cconomies.

4. Scenario Results

The Impact of NAFTA

The NAFFA sccnario (Sccnario 1) replicates the results of virtually all previous
studies by finding a small positive impact on participating countries’ GDP. While
the static impact is quite small for all the NAFTA cconomies, GDP is largcr for whcn
the possibiliry of tradc-related externalities is incorporated (Tables 6a and 6b).

7 Sec Hinojosa and Rob.nson (1992) and Hinojosa, et al. (1996) for a review of ntodeling of

NAFFA.
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Mexican GDPgrows by 4.//» in sub-rcgional accords such as nafta

provido some corroboration to Larin_Amcrican countrics that are left out. Thc
could havc a ncgativc impact 01 nCgativc impact on Brazil GDP and
formation of NAFTA is shown ■ ‘ j small in tcrms Qftradc, although cvcntliccxtcrnahtynnpacts

GDP (Tablc 10b). -
■ • nn NAFTA outsidcrs is thc rcsult of thc mcrcascd

This ncgativc imp partnerS) and thc corresponding
conccntration o trac NA[rrA mcmbcrs away from othcr Latin.
divcrsion of impo ■ • causes jncra.rcgjonal (Western
American countiics» In tne s >
HcLpta) expons ta fc US ; . Mbico .o moem by 5.3 andI « para„t
respcctivclv while they decline for all othcr countrics, includmg a -0.25 perccnt
drop for Brazil (Tablc 7a). In thc dynamic rcsults, US intra-rcgional exports
incrcasc by 10.23 perccnt although extra-regional exports grow hardly at all,
suggcsting a diversion in tradc away from thc rest of thc world towards LAC
markets (Tablc 7b). For México, although thc growth rate of total exports more
than doubles when externalities are includcd, thc marginal incrcasc in intra-
regional exports is small, implying that much ofthc additional expansion occurs to
thc rest of thc world.

While thc static rcsults producc a decline in Brazilian and Argentino intra-
rcgional exports, thc externality results show a rcversal to an incrcasc in intra-
rcgional exports as México as wcll as thc US GDP expands. For Brazil and
Aigcntina, thc largcst tradc diversion impact is a drop in exports to México in thc
static nafta sccnario 1 (Tablc 8a), while this is reversed in thc externality sccnario
1 (Tablc 8b). The smallcr decrcasc in Brazilian exports to thc US, hovvcvcr,
remains c\en with thc NAFTA externality sccnario. Brazilian export declines due to

TCnmtCd Ín f°°d and a8ricultural sectors model (Tablc 10),
Brazilian cw'nia8 non'‘™nufactui'ed cxPorts to thc US (Tablc 11). These small
particularlv ruN a'S° rcflected in sma>l hHs in factor returns,
particuiaily ruial and urban unskillcd labor.

exports grow by 0.34-0 71 CrCatlOn t^an tra<^c diversion. Total hcmispheric
incorporatcd (Tablc 6). WhiFC1iiCntl dcPCn<^inS 011 whcthcr externalities are
México actually incrcascs its cxnr ■ CXtla’lc^011a^ exports do decline slightly,
overall there is nrnch more hcmknl^ the hcmisphcrc due to NAFTA, and
static case) than there is trade di\--rt^f C1CatCd (aroiuid US 2 billion in thC
Mhon) (Table 7). Wlth cxj^ thc of the world (arotmd US 0.5
UsTirK-iiV'dCnS CVCn furdW tradf'^’ gap bcnvecn trade creation and

S 3’3 while drop incx±CrCatl°; w*hin the hemisphere reaches
P°ltS oursidc thcrcgionisOlllyaPoundUS0.2 



billion, with the change driven by higher exports by Mcxico to markets both inside
and outsidc the hcmispherc8 (Table 8).

The Impact of MERCOSUR

In Sccnaiio 2 wc assume that NAFTA has not occurrcd, and instead simulatc the
impact of climinating tariff barriers between Brazil and Argentina (MERCOSUR)
and dic imposition of a common externai tariff on January 1, 1995.9 The results in
Table 6 indicate diat MERCOSUR generates modest gdp improvements for Brazil
and Argentina (0.1 and 0.11 percent) in the static case, but much more significant
gains with externalities (4.5 percent for Brazil and 2.9 pcrcent for Argentina,). The
static gains in GDP from MERCOSUR for Brazil and Argentina are less than they are
for México with NAFTA. Brazil in particular, however, does cxccptionally well in
the externality scenario 2, almost matching Mexico’s externality gains due to
NAFTA (Table 6b), indicating the potential for export led productivity growth of
the Brazilian cconomy. This growth in Brazilian GDP with MERCOSUR is reflcctcd
in a generalized and rclatively large growdi in factor returns, particularly in returns
to rural labor and land (Tables 9a and 9b).

MERCOSUR does have a slight negative static impact on Mcxico, but almost no
impact on othcr Latin-American countries not includcd in MERCOSUR (cxcept for
a gain for Bolivia). The impact on the us is also negligiblc. Ovcrall hemisphcric
export expansion is positive (0.32-0.70 pcrcent), about as great as that caused by
NAFTA (Table 6). In the static case, Brazil cxpcriences strong growth (2.93
pcrcent), although not as high as Argentina (3.53 pcrcent). With externalities,
export growth in Brazil more than doublcs, with most of the incrcmcnt directed
outside the region (Table 7b), while Argentina’s export performance is not as
great. In a sensc, the MERCOSUR outeome parallcls that of NAFTA, in that the one
country (Argentina or the US) has a much greater expansion in intra-rcgional
exports, while the second (Brazil or México) has export growth directed more
towards markets outside tiie hemisphcre and benefits the most from tiie possible
trade externalities.

As with NAFTA, MERCOSUR gencrally generates much more trade creation than
trade diversion. In fact, there is no aggregatc trade diversion undci MERCOSUR,
ovcrall, total exports to destinations outside the region increasc slightly in both the
static and dynamic cases, although the increasc is not large. The static impact of
MERCOSUR does produce a slight decline in US exports to Brazil (-0.9% in Table 

’ This resulr is evidcncc that can help confirm the theoretical proposition that the dynantics cffects
of regional integration ntay outwcigh thcir trade diverston nnpacts. Sec Ch.chdn.sky (1992) and

Gunter (1993).
9 The data for the MERCOSUR common externai tariíT is as follows:
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d in tlie cxternality sccnario ( + 3.0% in Tablc
8a), but this is more than rcvus- is concentrated in dcclimng agricultura,
8b). The US to Brazil trade dnus.

products (Tablc II)- 

US-Brazil Free Trade

Sccnario 3 assumes
rhat both NAFTA and MERCOSUR arc alrcady cstablishcd

, - ,„tinn of all tariff barriers bctwccn Brazil and thc us.
and tlacn simulares tliccimi . be seen as [hc
The incremental impactto } 2 Sccn in tílis Jight) the additional
sccnario 3 neto tte 11approxinlateiy ,001 in thc static
XXl 016 » >1» (Table 6). The impnet on Brazil is als„
srf »thc s.» esse (.01S), ta. signifiranely higher ,n .be cx.e.mtacs sccnario
(1 17 pcrcent) For thc US, dic GDP impact of a sccnauo of fiec tiadc with Biazil
would represent half of thc static and three quarters of the externaiities impact of
thc NAFTA scenarios. For Brazil, free trade with US represents bctween one sixth
(static) to onc quarter (externalities) of the impact of MERCOSUR.
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The relative impact of sccnario 3 on us exports is about the same as the impact
of nafta in thc cxternality casc, and is thus slightly higher relative to thc US GDP
impact of NAFTA (Tablc 6). The impact on Brazilian export growth of sccnario 3 is
almost half of thc impact of MERCOSUR in thc cxternality casc, yct it is
significantly higher than the relative GDP cffcct. Brazilian exports both to thc US
and to othcr countries arc tinis stimulatcd at a higher rate duc to trade
liberalization with thc US proportionately to liberalization within MERCOSUR,
both in thc static and cxternality case. This sccms to be driven by the ability of
Biazil to significantly incrcasc extra-regional exports, cspccially in the cxternality
case, bascd in part through a rapid incrcasc in intra-rcgional imports (Table 7b).

Th1S export succcss can bc traced to thc scctoral composition of Brazilian
Zvths X rC‘T C° MERC0SUR' In sccnario 3, dre largest relative
Zr io% in Z? Z-aZÍ1 “ ™nufa«ured good, including growths of
increascinusmaZcZdZZZuse80005 U)’ AccomPanrÍnS
Products remam flat cxpect foZ ’ m P°ltS non-manufactured agricultural
in sccnario 3 for manufacturcd n ^anwllllc’ Brazi'ian extra regional exports
20% as resourccs arc shiftcd awZ $ ^CaP’tal anc* *lltermediate) grow by over
time that worldwidc Brazilian^ -10m nOn'manufactíu‘cd exports. At the same
increasingly conccntratcd in mannZ^/1'0 CXpeCted t0 grow and becomC
should expand in both manufactuicd ^°0C,S ^ab'c exports to the US

Tta lTOCS in0M goods (Table 11).
in geneial incrcascs in factOr rc^Urn ^laz^ trade liberalization arc rcflccted
g'ow ) in fact0l. rcturns is hi °th countries (Table 9). In Brazil, thc
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strongcr than GDP growda, pardcularly for rural labor in thc externality case.
Bcncfits in the US are more concentrated in incasing rcturns to capital,
profcssionais and urban skillcd workcrs, pardcularly comparcd to NAFTA that
propordonately bcnefited land and rural labor more.

Free Trade Area of the Américas

In the fouith and final scenario, wc supcrsedc thc thrcc prcvious partial
libei alization scenaiios with a full climination of tariffs among all thc cconomies in
the Western Hemisphcre. Viewing all four sccnarios allovvs us to sce thc
contiibution of each partial liberalization relative to the sum total impact
rcprcscntcd in scenario 4.

As notcd prcviously, NAFTA and MERCOSUR have roughly similar impacts 011
aggrcgate Western Hcmisphcric GDP in thc static sccnarios (Tablc 6a). Togcthcr,
thc two sub-rcgional agreements alrcady constitute about 84% of thc ovcrall static
impact that full hcmisphcric free trade could have produccd. Of thc remaining
16%, in comparison, Brazil-US free trade would contributc 12% of thc additional
static gains diat could potcntially bc generated by a FTAA. In the context of
externai ities, howcvcr, NAFTA and MERCOSUR only constitute 60% of the overall
gains potcntially generated by Hcmisphcric free trade. Of the remaining 40% in
potcntial gains, Brazil-US free trade would contributc 20%, indicating the relative
dynamic potcntial of US-Brazilian trade.

Not only is the Brazil-US trade rclationship by far thc single largest potcntial
contributor to ovcrall hcmisphcric gains from full trade liberalization, thc
liberalization of thc bilateral rclationship also represents thc vast bulkofwhat each
country can potcntially expcct from the FTAA. For the US, Brazil-US free trade
constitutcs half of thc potcntial remaining GDP bcncfits in the static sccnarios and
85% of the potcntial bcncfits in thc dynamic sccnarios. For Brazil, bilateral
liberalization would represent about 85% of potcntial bcncfits in both thc static
and externality sccnarios. Thcsc relative contributions of bilateral versus complete
hcmisphcric liberalization hold for virtually all othcr measures of bcnefit, including
total exports (Tablc 6), intra-regional exports (Tablc 7) and factor wages (Tablc
9). While scenario 4 further rcduces cxtra-rcgional exports for both Brazil and the
US in the static versions, thc externality versions show Brazil cxcclling in cxtra-
rcgional exports, again mosdy duc to dic impact of bilatcial libeialization. In
terms of thc scctoral composition of exports, a full F1AA would fuidici accclciatc
thc scctoral specialization originatcd in NAFTA and MERCOSUR and significandy
enhaneed by bilateral liberalization (Tablc 10).

The gains for Brazil to move bcyond a strategy of expansion of MERCOSUR
exclusive of thc US towards an FFAA inclusive of thc US thus appcar quite largc.
Incremental GDP growth from moving to full hcmisphcric integradon is also larger 
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countries bencfit from this step, with gains
for the whole region. Morcovcr, ■ 2 percent ln peru
ranging from only 0.01 percent , by growth of 4 percent Or
hemispheric exports expand . JHinojosa, Lewis and Robinson, 1997). Thc
in Brazil, Chile, Peru, and 1501^ favOrable outcome for regional growth
FTAA scenario tlius appears to^die fínal stcp of lowering barriers betwecn
and exports. Lcd by the US ano 1 • , wQu|d secm t0 have a substancial payoff
thc Northern and 5°"’^ P £ total potential gains from hemispheric tradc

ZSXXhalf ofwhich is claimed by thc US and Brazil.

5. Conclusion
The Brazil-us-FTAA-CGE modcling excrcise was dcsigned to establish an

empiricallyrootcd cconomic framcwork which could be used in thc anticipatcd
ncw round of FTAA analysis and disctissions within a post-NAFTA and post
MERCOSUR contcxt. Thc modcling rcsults of alternativo sccnaiios ptovidc insights
and implications for thc formulation of stratcgic tradc policy by both thc US and
Brazil individually, as wcll as for a framcwork of collective action throughout tlic
Western Hemisphcre.

The rcsults clearly indicate that thc Brazil-US negotiation objcctives will be
central to a successful hemispheric round of tradc liberalization. Without thc
participation of thc us and Brazil leading the process of tradc liberalization, thc
benefits on a hemispheric levei would be meager. Not only are freer US and
Brazilian markets crucial for other countries, but all Latin America as a whole
benefits from tlie gains to thc US and Brazilian economies of opening up to each

The rcsults indicate that foi both the US and Brazil, there is essentially no
likrXTSUbST|UtC í°- a COmmicment t0 'ead the cffort of hemispheric
ourLtXXh V í‘VC1y 'arSCT b£nCfltS °f US-BrazU tradc liberalization far

US would attemnt ro wbercby either and/or both Brazil and thc
previous work which sZ-cXhltSa Ml°iÍrMtClal d”IS’ C°nC1USÍ°n CCh<?’S
both largc and small countries in t-hn 1 ' SCCnano wodd also bc superior for
Robinson, 1997). lcnnsphere as well (Sec Hinojosa, Lewis and 
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alternative scenario are small for the US, therc neverdieless are rclativcly important
diffeience between sccnarios, both for the US and for the rest of the region.

Out modcling results providc a basis for ranking alternatives that are under
consideration by US policymakcrs: (1) fíill hcmispheric frec trade in an FTAA is
preferencial to new bilateral FTAs (including witii Brazil); (2) the US is better off
in an FTAA than an incomplctc set of NAFTA accessions, cithcr individually or with
a number of multi-country regional groupings; and (3) trade diversion with
respect to the icst of the world bccomes a more important concern as onc moves
towards a FTAA, but it is likcly to bc dwarfcd by the positive impact of trade-
related increascs in productivity that are likcly to accompany regional
liberalization.

Regardless of whethcr it confronts these issues directly or tries to avoid them,
the US will influence and in turn bc affcctcd by future hcmispheric integration
initiatives. The currcnt post-NAFTA environment provides an unique opportunity
for the US and odiei* countrics in the hcmisphcre to cxercise leadcrship in order to
encouragc a cooperative and mutually beneficiai outeome. Howcvcr, our results
point to a complex set of collcctive action problcms between countrics, sectors,
and socio-cconomic groups in the region. Failure to resolve these problcms could
result in iowcr incomcs, trade, and welfare throughout the region. Success will
depend on favorablc progress in a number of strategie arcas:

(1) the US must move bcyond the current domes tic political economy debate
over the incidence of the costs and benefits from incrcased trade so that it can fill
the needed strategie leadership role for the region (bcginning with die
Congressional granting of “fast-track” negotiating authority to the President); and

(2) countrics throughout the region must resolve die “prisoners dilemma”
collcctive action problcm that discourages the cooperation needed to foster greater
integration, and instead pushes countrics towards competitive hub and spoke
behavior that leaves the region worsc off.

Of all the regional options, our results show that the FTAA generates the most
favorable outeome for the most labor segments in die US. This is due to both a fali
in the import prices of wage goods and a shifting of production to more
productive export activities. But as the NAFTA debate rcvealed, crafting institutions
that can convince the US Congrcss that the adjustment burdens of adversely
affccted workers, sectors, and regions will be compensated for, is a difficult
political endeavor. Howevcr, this challenge is one that must be met: failure to
move ahead would actually leave US labor worse off compared to the post-NAFTA
status quo.

Our results also show that a full FTAA inclusive of the US provides particular
important benefits to Brazil. Brazil not only has the most to gain in absolute terms
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context of an cqually neccssar)
dcvelopment.

In addition to thc need for the US and Brazil to resolve their domestic political
economy problcms so that thcy can provide regional leadership, our research also
suggcsts some collectivc action challenges that tire NAFTA and MERCOSUR
economies will have to confront. Our analysis idcntifics a prisonei^s dilcmma
siniation where, in thc abscnce of a crcdiblc multilateral negotiating mechanism,
cach country is Icft to fend for itself. Whilc formation of an ftaa is thc optimal
sccnario for the major members of NAFTA and MERCOSUR, the abscnce of a
crcdiblc multilateral negotiation mechanism causes these countrics to discount this
option. As a rcsult, strategic rclations both within and betwcen NAFTA and
MERCOSUR could bccome volatile, with each country having a divergent set of
sccond-bcst prcferences as to how and with whom to proceed with trade
liberalization.

If thc us tries to bccome a hub, or pushes NAFTA like prcferences aggressivcly,
this will hkcly spur Brazil into a defensive strategy to continue to build up
agreements around MERCOSUR. As such agreements rcsult in rclativcly low
raa ^<nt T “ mCmbeiS’ MERC0SUR w°uld probably continue to win a

prefcrcnccow ÍB neÍ8hb°1S’ reSuJÚnS in ’
Brazil have to cooperate on a m C011fllctlve outeomes, the US and
framcwork for rapkUy cstablishinT10" f° f°‘SC ’ most-favorcd-nation
tradc arca, allowing them ro l ° i COmPrehensive Western Hemispherc frce
MERCOSUR like prcferences or M "“n1 ±CÍr Stl'aCe^' of individual NAFTA or

ces otbdatcral hub and spoke agreements.
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. « ^,.ro Base Solution (percentage of Real GDp
TABLE 3: Sectoral Structure, Base

employment)
Real GDI’____________

————
Employment '

Comnrodicy_______

Food com

US

0

México

0,7

Brazil
r,8

Argentina

2,4

US

0

México

10,4

Brazil
5,ó" -333X7

33323X
0,5 1,1 1,3__ 2,6 0,4 3,2 4,3

0,2 ~1 1,1 2,5 1,9 0,4 3,2 3,2

o,s 5,1 4,5 4,5 1,4 10,9 9,7 3TTr^
Subtotal, ag 1,5 S 10,1 11,4 2,2 27,7 22,8 32^i?
Food processtng 1,7 6,2 3,5 4,7 1,5 1 2,3 3ZX23

Other light
ipntuifSminng 4,5 5,5 6,9 8,3____ 5,1 0,7 ___ 6J 9,7

Oil and refiniiig 27 2,9 4,4 7,7 0,5 0,6 0,4

Intennediatcs 5,6 8,2 9,9 3,5 4,5 6,6 2,4 2,6

Consumer durables 1,9 2,5 2,2 2,1 1,7 1 0,6 1,5

Capital goods 5,2 3,4 4,2 6,7 4,9 1,4 4,7 3,4 ~~

Subtotal, ind 21,1 28,7 31,1 33 25,3 11,3 16,5 24,3

Services 77,4 63,3 58,5 55,7 79,6 61 60,6 63,8

Total 100 100 100 100 100 100 100 100
SOURCE: AUTHORS 1990 SOCIAL ACCOUNTING MATRICES

  TABLE 4: Brazil and US Bilateral Tariffs

 

 
Sector Brazil US

Com - 12,2

Program crops 11,8 3,6

Fruits & vcgetables 13,9 3,4
Other agriculture 4,4 0,3
Food processing 20,9 4,1
Light manufacturing 18 8,6
Oil___________ 49,5 1,2
Intennediate goods 11,3 1,7
Consumer durablcs

32,9 1,8
Capital goods

21,4 3,2
Services

Sourcc: idb-intal
- 0,1
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TABLE 5: 1990 Exports to Country from Partner by Sector
(in million US$)

Exports to US
From México Brazil Argentina World

Food corn 0 0 4 199
Crops 2 556 56 7520
Vegetablcs 1231 104 24 1717
Other agriculture 1964 209 278 7117
Food processing 1140 1234 351 11338
Light manuíacturing 3017 2263 213 75900
Oil and rcfining 6400 556 365 56828
Medi ates 6364 1085 163 63598
Consumer durables 7051 404 31 142150
Capital 5169 2101 160 126356
Services 7690 - - 11010

Exports to Brazil

From US México Argentina World

Food com 44 0 92 253

Crops 16 1 Cj" 65

Vegetablcs 14 3 lóftj; 296

Other agriculture 79 ■ 2 189? 1038

Food processing 104 1 42$ 931

Light manufacturing 467 18 147' 1708

Oil and rcfining 41 ' 3 13 4787

Mediates 1232 108 140 4586

Consumer durables 67 4 50 392

Capital 2325 50 170 6583

Services - - -

Exports to World

From US ' México Brazil /Vgentina

Food corn 108 0 0 1375

Crops 11474 75 2684 1029

Vegetablcs 1366 1988 193 406

Other agriculture 1301 2483 1887 2524

Food processing 10110 2372 4716 2149

Light manufacturing 24586 3949 5172 1359

Oil and rcfining 9347 6709 677 961

Mediates 49230 8057 7694 640

Consumer durables 35426 12236 1584 184

Capital 112076 7848 6426 1719

Services 97000 19887 —
2297
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TABLE 6a: Real GDP and Total Trade in Static Efficiency Scenarios (base datQ

in billion US$ and percent change from base)

BASE DATA 1 2 3 4 ^1

'nafta MERCOSUR N+ M + USBR

REAL GDP

US 4491.930 0,002 0,000 0,003 O,ÕÒT^

Mexteo 174,790 0,218_____ (0.00) 0,218

Brazil 479,260 0,000 0,102 0,117 ___ "oj?9

Argentina 141,370 0,000 ___ 0,110 0,110 0J29

Total WH 5315,140 0,009 0,012 0,024 _ 0,025

REAL EXC11ANGE RATE

US 1.00 0.04 0.00 0.09 ____ 0.09 '

México 2.27 1.63 (0.00) 1.63 1.74

Brazil 1.00 (0.00) 2.25 2.25 2.78

Argentina 1.00 (0.00) 1.27 1.81 1.90 "

TOTAL EXPORTS

US 351.08 0.13 (0.00) 0.25 0.26

México 28.70 3 55 (0.00) 3.55 3.83

Brazil 30.39 -0.01 2.93 4.32 4.54

Argentina 14.21 (0.00) 3.53 3.53 4.43

Total WH 434.53 0.34 0.32 0.85 0.96

TOTAL IMPORTS

US 507.09 0.09 (0.00) 0.17 0.18
México 23.73 4.29 0.00 4.29 4.63
Brazil 20.55 -0.01 4 33 6.39 6.72
Argentina 6.50 (0.00) 7.72 7.72 9.67
Total WH 567.24 0.26 0.25 0.65 0.74
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TABLE 6b: Real GDP and Total Trade in Dynamic Externality Scenarios
(base data in billion US$ and percent change from base)

BASE DATA 1 2 3 4
NAITA MERUOSUR N+ M + USRR Win TA

REAI. GDP

US 4491.930 0.021 0.000 0.037 0,040
México 174.790 4.672 (0.000) 4.669 5,052
Braz.il 479.260 -0 006 4.512 6.685 7,042
Argentina 141370 (0.000) 2.9(X) 2.9(8) 4,2X0
Tarais 5315.140 0.171 0.484 0.865 0,971

REAI. EXCHANGE RATE

US 1.00 0.04 (O.(X1) 0.09 0.10

México 2.27 042 (0.00) 0,42 0.39

Br.rz.il 1 00 (O.(X1) 0.54 0.53 0.17

Argentina 1.00 (0.(X>) 0.11 •0.25 4)27

TOTAI. EXPORTS

US 351.08 0.17 0.00 0.30 0.32

México 28 70 8.66 0.00 8.66 9.42

Br.vz.il 30.39 -0.01 7.84 11.87 12.55

Argentina 14 21 (0.00) 4,74 4.74 6.27

Totais 434.53 0.71 0.70 1.80 2.15

TOTAI. IMPORTS

US 507.09 0.12 0.00 0.21 0.22

México 23 73 10.47 0.00 10.47 11.39

Braz.il 20.55 ■0.02 11.59 17.56 18.56

Argentina 6.50 (0.00) 10.37 10.37 13.71

Totais 567.24 0.54 0.54 1.38 1.64

TABLE 7a: Regional Structure of Exports in Statistic Efficiency Scenarios
(base data in billion US$ and percent change from base)

(conr...)

INTRA-REG1ONAI EXPORTS

US 23.44 5 34 0.18 7.45 8.52

México 18.07 490 •0.02 4.81 5 11

Brazil 10.92 -0.24 4.70 12 18 13.16

Argentina 3.60 -0.53 8.45 ________ 7 50 13 57

Total WH 57.99 3.60 1.32 7.24 8.48

INTRA-REGIONAL IMPORTS

US 28 85 3.03 (0.00) 5.89 ________ 6.21

México 17.89 6.82 0.00 6.81 7.33

Braz.il 6.26 41.03 4.04 12.29 13.59

Argentina 2 69 (0.00) 19.03 19.03 25.08

Total WH 57.99 3.60 1.32 7.24 8 48
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(continued)

EXTR A-R EGION AI. EXPORTS

US________________ ___

México

327.63

10.62

-0.24

1.25

0 12

0.01

0 03

1.93

-0.27

__________141 ‘

•0.09

—ZZ^^
—ZZZZZ'"

Braz.il____________ _______________

Argentina _________________ ____

19.46

10.61 0 18

-0.16

1.86

0.17

2.19

-0.13 ~

—_ZZZZZZ~^
—ZZZZZZ"

Total WH______________

TABLE 7b: Regional Structure of Exports in Dynamic Externality Scenarios

EXTRA-REGIONAI. JMPORTS

US 351.08 0.13 (0.00) 0.25
__

28.70 3.55 0.00 _________ 3,55 _ zzzzr~~"

Braz.il 30.39 •0.01 2.93 4.32 — ^7Í "

(O.(X1) 3.53 _________ 3.53
Argentina 14.21 _ 422^

Total WH 434.53 0.34 0.32 0.85 •044

(base data in billion US$ and percent change from base)

1 2 3 4 ~

NA1TA MER.COSUR N+ M+ USBR WH1-TA

INTRA-REGIONAL EXPORTS

US 10.23 0.67 13.74 15.72

México 4.94 0.05 4.94 5.31

llr.T7.il Ó.OJ 4.94 12.70 14.09

Argentina 0.02 12.37 13.91 21.39

Totais 5.68 2.02 10.39 12.20

JNTRA R1 GIONAL LMPORTS

US 3.06 0.00 5.94 6.26
México 13.50 0.00 13.49 14.64
Brnz.il •0.05 9.59 21.23 23.13
Argentina (O.(X1) 21.14 21.14 28.44*
Totais 5.68 2.02 10.39

íHd

EXTRA-REGIONAL EXPORTS

US
-0.55 -0.05 -0.66 -0.78

México
14.99 -o.ox 14.98 16.40

Hr.izil

Argentina
________ .0.04 ___________ 9.47 11.41 11,68

Totais
__________ -0.06

___________ 2,16

___________ 0.50

1.63

_____________0.48
______________------------- -

0.60 J

84 ------—____ ____ _        
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TABLE 8a: Bilateral Exports in Static Efficiency Scenarios
(base in billion US$ and change from base)

US México Argentina Brv.il Chile Rcst of World Total
BASF. DATA

US - 16.92 0.97 4.30 1.26 327.63 351 08
México 17.69 0.12 0.18 0.09 10.62 28.70
Argentina 1.55 0.28 - 1.34 0.43 10.61 14.21
Brazil 8.28 0.64 1.50 0.51 19 46 30.39
Chile 1.34 0.05 0.11 0.44 8.22 10.16
Rcst of World 478.24 5.84 3.81 14 29 7.07 509.25
Total 507.09 23.73 6.50 20.55 9.36 376.55 -

Sccnario 1

US 1.26 0.00 (0.00) (O.ÍX); -0.79 0.47

México 0.89 0.00 0.00 0.00 0.13 1.02
Argentina (O.ÍX)) •0.02 0.00 0.00 0.02 0.00

Brazil -0.01 -0.02 0.00 0.00 0.02 (O.ÍX))

Chile (0.00) (0.00) 0.00 .0.00 0.00 (O.ÍX))

Rcst of World -0 41 -0.20 0.00 0.00 0.00 -0.61

Total 0.47 1.02 0.00 (0.00) (0.00) -0.61 -

Sccnario 2

US 0.00 0.00 -0.04 0.00 0.04 0.00

México 0.00 (O.ÍX)) (O.ÍX)) 0.00 0.00 0.00

Argentina 0.00 0.00 0.30 0.00 0 20 0.50

Braz.il 0.00 0.00 0.51 0.00 0.38 0.89

Chile 0.00 0.00 0.00 •0.01 0.01 0 00

Rcst of World 0.00 0.00 -0.01 0.64 0.00 0.63

'lotai 0.00 0.00 0.50 0.89 0.00 0.63 -

Sccnario 3

US 1.26 0.00 0.49 (O.ÍX)) •0.87 0.87

México 0.87 - (O.ÍX)) (O.ÍX)) 0.00 0.15 1.02

Argentina (0.(X)) ■0.02 0.29 0.00 0.23 0.50

Brazil 0.84 -0.02 0.51 0.00 -0.02 1.31

Chile (0,<X>) (O.ÍX)) 0.00 •0.01 0.01 (O.ÍX))

Rcst of World -0.83 -0.20 -0.01 0.54 0.00 -0.50

Total 0.87 1.02 o.so 1.31 (0.00) •0.50 -

Secai ario 4

US 1.21 0.15 0 49 0.15 -1.08 0.92

0.87 0,00 0.02 0.02 0.02 0.18 1.10

Argentina 0.09 0.05 - 0.29 0.06 0.14 0.63

Bnv.il 0.83 0.05 0.49 0.06 -0.06 1 38

Chile (O.ÍX)) (O.ÍX)) 0.02 0.06 0.09 0.16

Rcstof World -0.87 -0 21 -0.05 0.53______ •0.14 •0 73

Total 0.92 1.10 0.63 1.38 0.16 •0.73 *
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TABLE 8b: Bilateral Exports in Dynamic Externality Scenarios

(base in billion US$ and change from base)
-------- -—----------------------------- ----------- 7—-----------r-—

US México Argentina Brazil Rcst of World
T°talWw

BASE DATA _ -
16.92 0.97 4.30 327.63

US
17.69 - 0.12 0.18 10.62

1.55 0.28 ■ 1.34 ________ 10.61

Brazil 8.28 0.64 1.50 19.46

Rcsr of World 478.24 5-84 3.81 14.29

Total WH 507.09 23.73 6.50 20.55 376.55

I Scenario 1

us ------ 14,2% 0,0% 0,0% •0,5%. tS

México 5,0% 0,0% 0,0% 15,0%. 87% ‘

Argentina 0,0% 0,0% 0,0% 0,0%. õj»%

Brazil •0,1% 1,6% 0,0% -0,1%. 0,0% '

Rcsr of World -0,1% 0,0% 0,0% 0,0%. 0,0%

Total WH 0,1% 10,5% 0,0% 0,0% -0,1%.

Scenario 2

US 0,0% 2,1% 3,0% 0,0%. 0,0".’.

México 0,0% 0,0% 5,6% -0,1%. 0,0','<>

Argentina 0,0% 0,0% 33,6% 2,2% 4,7%

Brazil 0,0% 0.0% 36,0'% 9,5%. 7,8%

Rcst of World 0,0% 0,0%, 2.9’% 12,5% - 0,4%

Total WH 0,0% 0,0% 10,3% 11,6% 0,5% -

Scenario 3

US 14,2% 2,1% 18,6% -0,7%. 0,3%
México 5,0% 0,0% 5,6% 15,0% 8,6%
Argentina 0,0% 0,0% - 37,3% 1,6%. 4,7%
Brazil_______________ 10,1% 1.6% 36,0% 11,4% 11,9%
Rcst .»f World •0,1% 0,0% 2,991. 16,0% 0,4%
Total WH 0,2% 10,5% 10,3% 17,6% 0,5% -

_____ Scenario 4

US
14,5% 19,6% 18,8% -0,8'% 0,3%

México 5,0% 25,0% 16,7% 16,49.. 9,4%___
Argentina

Brazil
5,8%

10 1%
25,0% 38,1% 1,1%. 6,3%

Rcst of World

Total WH
■0,1%

0,2%

_____ 14,1%

0,0%

11,4%

34,7%.

3,4%

13,7%

16,6%

18,5%

11,7%.

0,6%

12,5% _

0,4%

86
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TABLE 9a: Factor Wages for Static Efficiency Scenarios
(percent change from base)

_________ 1 2 5 20
NAFTA MERCOSUR N+ M+ USBR WHFTA

_______us_______
Rural labor 0.40 (0.00) 0.35 0.36
Urban unskillcd_________ 0.01 (0.00) 0.02 0.02
Urban skilled 0.01 (0.00) 0.03 0.03
Proícssional 0.01 (0.00) 0.03 0.03
Land 0.08 (0.00) -0.05 -0.07
Capital __________ 0.01 (0,00) 0.02 0.03

BRAZIL

Rural labor 0.00 0.70 0.91 0.95
Urban unskillcd (0.00) 0.91 1.05 1.0S
Urban skilled (0.00) 0.47 0.62 0.64
Proícssional (0.00) 0.70 0 84 0.86
Land 0.01 0.72 0.95
Capital (0.00) 0.43 0 58 0.60

TABLE 9b: Factor Wages for Dynamic Externality Scenarios
(percent change from base)

1 2 5 20

NAFTA MERCOSUR N+ M+ USBR WHFfA

US
Rural labor 0 66 0.02 0.67 0.71

Urban unskillcd 0.02 (0.00) 0 03 0.03

Urban skilled 0.02 (0 00) 0.04 0.04

Professii >nal 0.02 (0.00) 0.04 0.04

Land 0.22 0.00 0.13 0.13

Capital 0.06 __________ 0 00 0 10 0.10

BRAZIL 
Rural labor -001 9.36 13.79 14.54

Urban unskillcd (0.00) 3.07 4.20 4.38

Urban skilled -0.01 3.63 ________ 5.28 5.56

Proícssional (0 00) 3.59 5.08 5 32

Land r -o.oi 9 37 13.80 14.54

Capital __________ -0.01 __________ 5.41 7.99 8.42
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TABLE 10a: Sectoral Exports for Static Efficiency Scenarios
(base data in billion US$ and percent change from base)

BASE DATA I 2 5 _ ~2Õ

NAFTA MER.COSUR N + M+ USBR ~WHFrÃ~~

US EXPORTS
~ -    

CORN 1.11 11.55 0.02 12.73 1379 '

AGPROG 11.46 0.59 __ _ -0.01 0.75 0.75 '

FRTVEG 1.37 0.12 0.00 0.32 0.34 '

OTHAG 1.30 0.09 0.00 0.34 0.36 “

FOOD 10.08 0 07 0.00 0.12 0.11

LMFG 24.38 0.09 0.00 0.21 0.23

OIL 9.60 0.12 (0.00) 0.17 0.19

INT 48.81 0.11 0.00 0.26 0.28

CDUR 35.18 0.11 0.00 0.30 0.32

KGOOD 110.70 0.11 0.00 0.26 0.28

SVC 97.09 0.01 0.00 0.03 0.03

BRAZILS EXPORTS

CORN 1.37 (0.00) 3.39 3.94 4.11
AGPROG 1.03 0.00 2.25 2.61 2.73

FRTVEG 0.41 (0.00) 1.71 1.96 2 03
OTHAG 2.46 (0.00) 2.87 3.36 3.51
FOOD_______________ 2.14 (0.00) 5.00 5.86 6.14
LMFG 1.27 0 00 3.47 4.16 4.35
OIL 0.89 0.00 3.96 4.S9 5 17
INT 0.56 0.00 7.25 8.80 9.24
CDUR 0.18 0.00 3.20 4.64 5.05
KGOOD 1.61 0.00 5.86 7-34 7.69 _
SVC 2.30 0.00 _ 1.22 1.38
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TABLE 10b: Sectoral Exports for Dynamic Externality Scenarios
(base data in billion US$ and percent change from base)

BASE DATA 1 2 3 4
NAFFA MERCOSUR N+ M + USBR WHFTA

US EXPORTS

CORN 1.11 16 09 0.37 18.15 19.48
AGPROG 11.46 0.92 0.00 1.10 1 13
FRTVEG 1.37 0.09 (0.00) 0.29 0.30
OTIIAG 1.30 0.11 (0.00) 0.37 0.40
FOOD 10.08 0.10 (0.00) 0.16 0.16
LMFG 24.38 0.13 (000) 0.27 0.29

OIL 9.60 -0.24 (0.00) -0.28 -0 30

INT 48.81 0.13 (0.00) 0.31 0.33

CDUR 35.18 0.15 (0.00) 0.36 0.38

KGOOD 110.70 0.13 (0.00) 0.29 0.31

svc 97.09 0 03 (0.00) 0.07 0.07

BRAZIUS EXPORTS

CORN 1.37 (0.00) -2.35 -3.50 -3.78

AGPROG 1.03 0.00 -0.84 -1.17 -1.23

FRTVEG 0.41 0.00 •3.53 -5.71 -6.22

OTHAG 2.46 (0.00) 0.05 0.11 0.14

FOOD 2.14 (0.00) 3 98 4.56 4 78

LMFG 1 27 (0.00) 11.94 15.44 16.39

OIL 0.89 0.00 -13.67 -19.14 -20.48

INT 0 56 (0.00) 37.06 46 42 49.21

CDUR 0 18 0.00 14.22 22.19 24 28

KGOOD 1.61 0.00 19.75 26.21 27.75

SVC _______ 2.30 (0.00) 2.66 3.40 3.60
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TABLE 11: Sectoral Exports by Destination for Dynamic Externality Scenarios

(in billion US$ and percent change from base)_______________ ________

Sccn 1 Sccn 2 Sccn 3 _______  Sccn 4 —

US BRAZIL US BRAZIL US BRAZ1L US BitÃãT]
us

CORN 0,0% 20,0% 50,0% W%-
AGPROG 0,0% -100,0% 0,0% 0,0%

FRTVEG 0,0% 0,0% 0,0% 0,0%

OTUAG 0,0% 0,0% 11,1% 20,0%

FOOD 0,0% 9,1% 28,6% 28,6%

LMFG 0,0% 6,4% 26,7%» 26,7%

01L 0,0% 20,0% 42,9% 42,9%

1NT 0,0% 1,9’% 13,9% 13,9%

CDUR 0,0% 12,5% 41,7%» 41,7%
KGOOD 0,0% 1,6% 10,6% 10,6%
TOTAL ■0,2% 2,9% 15,5% 15,7%

BRAZIL

CORN

AGPROG 0.0% 0,0% 11,9% 11,9'%
FRTVEG 0,0% 0,0% 9,1% 9,1%
OTUAG -5,0% 0,0% 0,0% 0,0%
FOOD -0,8% 0,0% 13,4'% 13,4%
LMFG 0,0% 0,0% 14,7'% 14,7%
OIL 0,0% 0,0% 1,8% 1,8'%
1NT________ 100,0% 0,0’% 1,8'% 1,8%
CDUR 0,0% 5,0% 5,0%
KGOOD 0,0% 0,0% 6,0% 6,0%TOTAL -0,1% — 0,0% 9,2% 9,1%

90_ -_______ __________ ________________
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Commenfs by Dominique van der Mensbrugghe

It is a rewarding and rclatively straightforward task to be ablc to comment on
the Hinojosa/Robinson papcr prcparcd for this confcrcnce on regional integration
in thc Amciicas. I have known Sherman Robinson sincc I was a graduatc student
in thc early 1980s and hc was the principal advisor for my doctoral thesis. Wc have
followcd each othei s carcer sincc we both left Berkcley and are very familiar with
each other’s work. In fact, the Hinojosa/Robinson papcr is very similar to thc van
der Mensbrugghe/Guerrero paper presented at this same confcrcnce. The principal
aim in each paper is to assess tlie impacts of various Western hemispheric free
trade arrangements being proposed and debated.

Two earlier free trade areas - NAFTA linking thc economics of Canada, México
and thc United States and MERCOSUR crcating a free trade arca among Argentina,
Brazil, Paraguay and Uruguay - are now fait accompli. Thcre are other free trade
areas and/or regional trade initiatives in the Américas, but nonc have provoked as
much attention or major change as NAFTA and MERCOSUR, most likely due to a
largc extent to die prescncc of some of thc largcst hemispheric economics in these
free trade areas.10 Thcre are diverse pressures to extend diese two free trade areas
to includc ncw tradi ng partners. Boi i via and Chile are already associa te members
of MERCOSUR, and Chile has expressed a desirc to enter die NAFTA free trade arca.
Other countrics are knocking on thc door. In part, thcy fcel left out from what
have proven to be dynamic cconomic arcas (despite the rccurring macrocconomic
instability). But also, some govcrnments desire to lock in die hard fought
structural reforms by joining a free trade zonc. Both papers explore thc impacts of
crcating a full hemispheric free trade arca. Thc Hinojosa/Robinson paper
dccomposes these impacts into a scqucncc of reforms, starting widi NAFTA, dien
the implementation of /MERCOSUR, followcd by a Brazil/USA free trade arca, and
finally thc full America-wide free trade area. What thcy show is that a free trade
arca betwecn Brazil and die USA provides only an incremental increase in GDP
comparcd to thc impact of MERCOSUR, and that hemispheric free trade would
have roughly the same levei of impact.

A furthcr similarity bctwcen die two papers is thc mcthodology used to assess
thc impacts of trade reform. Both papers rely on an applicd general equilibiium
(AGE) modcl. Each model is fully neo-classical, muki-regional, and with broadly
similar spccification. Thc Hinojosa/Robinson papcr has a 1990 base yeai. This is
perhaps somcwhat dated, particularly givcn the existence of thc moie detailed an

. ... , c, tlv,r qn,i rhe United States arc rclatively closed economics,As an aside, thc authors suggcst tnat Brazil ano rnc .
using thcir respecrive export to GDI- racio as an openness mdex. C early this mdex has man>
defracncies, particularly when applied to continental econonucs such as Brazd and thc United

States.
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• d ra set has nonethelcss wo key advantages. First
ta». <W «" *•» of NAFTA a,"d ™RC0,SUIL Br «M
thcv are able to assess the d $ct which largeIy rcflects thc new trade
hrge titis is notposs,ble "’'t ‘cincludcs information related to various factOrs of
reaintes. Sccond, thcir data s dccomposkion of labor: rural, urban skillcd and
production,notablyatow •. dieil. paper makes littlc use of the
unskilicd, and white ‘ on labor markcts have proven to be

Ancta ta' sF“ifo'“’ “““ °f th<
A„X spifai» for topo" *.»nd. M« models use s„mt
ta ias funutos for implemeodng d>e Anu.ogrou spec Rob,„son
h°s arnucd tltat thc CES fuitctional forni has sevcral deficiencies.12 Most notably, hc
and Hs co-authors statc that the CES functional form is not able to capture the
orowth in world trade relative to the growth in world income. Empincally, world
n-ade has been growing at a rate significantly greater than world income, i.e. thc
trade elasricity with respect to income is greater than 1. Since CES functional fornis
implicidy have an income clasticity of 1, this specification is unable to capture the
observed trade clasticity. Thc only direct mechanism for trade to grow at a brisker
pacc than income is through price cffects and they deem these terms-of-trade
cfFccts to bc overstated. The second criticism is that in multi-regional models, thc
substitution clasticity across any pair of trading partners is uniform. For example,
thc substitution clasticity in the US bctween Swedish and German automobiles
would bc thc same as dic substitution clasticity between German and Japancse
cars. Whilc this example may not appcar to be far-fetchcd, it would be easy to
construc othcr examples wherc this assumption would undoubtedly bc false.13

To remedy these two dcficiencies with the ubiquitously cmploycd CES
t^CC| 1CI?tIOn> ^inoÍosa ará Robinson implenicnt a version of the so-called Almost
consumer^11 (AIDS)’ ^llst described in thc contcxt of household

umer demand by Dcaton and MuellbauerThe AIDS implcmentation of the

http://u'//%25e2%2580%2599/v,agecon


Armmgton assumpuon aUows for both income effects and a widcr range of cross-
subst.tut.on effects. However, the aids spccification is in the class of flexible
funcuonal forms (s.m.lar for cxample to translog functions). One problem with
flexible funct.onal forms is that thcy tend to have poor global properties i e thcy
are only (approx.matcly) good near the point of calibration (or estimation) Since
tradc reform s.mulat.ons typ.cally tend to imply large shocks, it is possible that the
derived tradc shares from the AIDS spccification could lead to shares being eithcr
negativo or greater than 1, even if thcir sum, by construction, sums to 1.

What remains unknown in the Hinojosa/Robinson paper is to what extent the
AIDS spccification of the Armington assumption makcs a difference. One suspects
that they calibrate the modcl using unitary income elasticitics if not for the simple
fact that there exists little if any empirical cvidence regarding trade-rclated income
elasticitics at the regional and sectoral levei. The same is true for cross-substitution
elasticitics. If this is true, i.e. if the modcl is calibrated using unitary income
elasticitics and uniform cross-substitution elasticitics, does the AIDS spccification
make a difference?

On a more fundamental levei, I question the use of the AIDS spccification from
a thcorctical perspective. Although there is no doubt that a simple CES-bascd
Armington structurc is unlikcly to capture the empirical regularity diat the trade
elasticity is greater than 1, tlierc are other ways to capture this phenomenon
without resorting to AIDS. First, I suspcct that most of us AGE modelers are still
using simple household consumer demand functions, which in and of diemselves
are unable to capture certain empirical regularitics. Many modelers are still using
Cobb-Douglas functions, and even die slighdy more sophisticated linear
expenditure system (LES) has many deficicncies. An improvement in the way
household demand is modeled would most likcly already alleviatc some of the
problems with die CES tradc spccification. I also doubt diat income is die most
important explanatory variablc in the observed increase in trade. Lowering of tariff
barriers and a dramatic drop in die cost of intcrnational transpoi tation are
important “pricc” related factors affecting trade. Anodicr important factor, one
which may bc harder to capture in an analytical framework duc to a lack of
empirical observations, is that increasing trade probably generates a fuithci push
to increase trade, somcwhat similar to a learning by doing aigument. Ovcr time,
traders build up thcir nctworks, improve thcir knowlcdge of oveisea maikcts,
improve quality and advertising, consumcrs becomc more familiai with oieign
produets, etc. One way to handlc this with a traditional CES spccification is to

15 Note, noncrhcless, that the wcighted income elasticitics, using the tradc shares as wcights, must

sum to 1 across trading partners, as part of the regularity cone itions.
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the growth of import penetranon.
f m the aidS spccification for the Arnnngton funcuon, the othcr

Pm -hdifferentiatesdrcHinojosa/Robinson from tradihonal AGE excrcises
£&* of prataMty- Ttey «gue (justifmbly ta my judgen,

Â i=0*f“”■“*“much?'Th*'sn“S«-
íXl«a productívky «reses are only one of dre dynam.c mcdw„isms
which would augment the static gaios from tradc. Other factors could include
creater forcim direct invcstment, a rcduction in the cost of invcstment (from
lower prices for imported capital goods), and an increase in domestic savíng. I
would surmisc that the productivity increases might bc the most importam factor
in the long run. Decomposing the specific sources of growth from trade reform
would certainly constitute a rich research agenda.

The authors are carcful to point out that the exact mechanism by which tradc
enhances productivity growth still requires more empirical investigation. Thcir
modcl incorporares three explicit mcchanisms, two at a sectoral levei, and the third
at an aggregate levei. At the sectoral levei thcy link sectoral productivity to two
factors: the growth of sectoral exports and the levei of import penctration of
intermediate and capital goods. In the case of the lattcr factor, the import
penctration of intermediate and capital goods is determincd at the national levei,
and the sectoral productivity factor is adjusted by the degree of intermediate
consumption in thc respcctive sector.16 The third factor, which operates at the

^rowt^ aêSregate capital stock to the growth in
ineXnhr CXp°r^‘ °^lesc assumptions have some justification, however, they
trade balance^ °.1C^ Partlcularty givcn the tradc closure rulc-with a fixed
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competitive markets finds large welfare gains (or losses) from trade reform. The
following table compares the results from the tvvo AGE simulations of the Frec
Trade Arca of the Américas (FTAA) proposal presented at the Brasília confcrence:

Sourcc: Hinojosa/Robinson Tablcs 6a and 6b, van der Mcnsbrugghc/Gucrrcro Table 9.

TABLE 1: Percentage Change in Real GDP

______________Hinojosa/Robinson van der Mcnsbrugghe/Guerrcro
Static Dynamic

Full Incremental Full Incremental
Argentina 0.1 0.0 4.3 1.4 0.1
Brazil 0.1 0.0 7.0 2.5 0.2
México 0.2 0.0 5.1 0.4 0.1
United States 0.0 0.0 0.0 0.0 0.0

The Hinojosa/Robinson results arc presented in four colunms. Therc are tvvo
columns each for their static and dynamic results (the latter inckides induced
productivity changcs). The “full” column represents the impact of total frec trade
in the Américas, starting from the initial situation, i.e. before implcmcntation of
NAFTA and MERCOSUR. The “incremental” column represents the results from
subtracting the growth impacts of NAFTA and MERCOSUR from the “full” impact.
The results of the tvvo papers are not dircctly comparablc bccausc the van der
Mcnsbrugghe/Guerrcro impacts include some dynamic elements linked to the
recursivo dynamic nature of their modcl.18 Nonctheless, the static rcsúltóí;óf
Hinojosa/Robinson are on the same order of magnitude as the van der
Mcnsbrugghe/Guerrcro results. In bodi sets of results, die impact of the FTAA, at
an aggrcgate levei, is unimpressive. The gains vary from 0.0 to 0.2 percent of GDP.
The incremental numbers reported in the table show that no country would have
any measurable gain from die FTAA at dic aggrcgate levei. The dynamic gains are
certainly more impressivo. But measurcd in incremental tcims, it is clcar that the
already consummated frec trade areas have provided more of a boost than tire
proposcd FTAA.

In the literature, bcyond the trade-related productivity inereases, othcr sources
of “large” numbers have come from two additional dynamic elements name y
foreign dircct investment, and highcr domestic saving. The static gains have also
proven to be much largcr when models incorporate market imperfcctions, fot
examplc fixed priccs, rigid factor markets, increasing returns to scale, and/or some

18 Thcre arc othcr rcasons why
include a diflerent base ycar,

the results may not
diflerent initial tarift

bc dircctly comparablc. Among these rcasons
leveis, and (perhaps) a diflerent defmition of

real GDP.
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easy to gct lost in the forest of Computer output.

The Hinoiosa/Robinson paper is a commendable start to the debate conccrning
the implementation of broader free trade arcas in the Américas. Similar to the
NAFTA debate, this debate will require much more analysis, for example at the
sectoral and institutional levei. Furthcr rescarch will icquiie a moie up-to-datc
base ycar data set, a more comprchensive and recent set of trade policy measures
(including the ongoing Uruguay Round-relatcd reforms), and a bioadei range of
sectors in order to focus on some of tlic sensitive areas (for example iron and Steel,
auto and auto parts, etc.). It may also require more country-focused and sector-
focused work to assess the impacts on smaller sectors not typically incorporated in
multi-region models (for example orange juice and flowers). Research will also
need to focus on some of the other specification issues related to achieving “large”
numbers, particularly market structure and forcign direct invesment.



Comments by Renato Galvão Flores

I havc three kinds of observations regarding the Hinojosa-Ojcda and
Rob.nson s papcr. Followmg good econometria practice, I shall present them from
thc general to the specinc ones.

My first commcnt relates to thc central question thc papcr tries to answcr
Though thc authors may havc faithfully stuck to the agenda thcy receivcd by thc
organizeis ofthis mect.ng, I would like to pointout that, in myopinion, the paper
does not addrcss the fundamental question poscd to MERCOSUR by thc FTAA
initiative. MERCOSUR now faces two important challcngcs in its path: thc
deepening of thc integiation, to giadually evolve from thc global ly successful trade
union to a common region in thc spirit of the Europcan Union’s 1992 project,
and to cnlarge its membership, consolidating Chile and Bolivia as full partncrs and
expanding towards strategie partnerships with the Andcan pact, notably Peru, and
Venezuela. Thc FTAA triggcrs another kind of movement, hcavily northwards, and
not only slows down the previous ones, but also diverts attention from othcr
eastwards allianccs, in particular thc onc outlincd in thc Framcwork Agrcemcnt
signed bctwcen MERCOSUR and thc EU in Dcccmbcr 1995. Morcovcr, as any
orthodox free-trader would remind us, all these options should always be
contras ted with a neutral deepening of tlic multilatcral stance.

Givcn that Brazil, as any othcr South American country, does not havc the
human rcsourccs to simultancously negotiate in all the above fronts, this poses a
scrious problcm of choice, in which AGE simulations can greatly contribute to
identify thc most rcwarding fronts. It is the contrast of these difFcrcnt outeomes
that I would like to scc in a papcr with thc titlc as above; however, the authors
investiga te only two possibilities - free trade betwccn Brazil and thc US, and thc
FTAA — within a rather dcbatable regionalization of the world (see below). In this
vein, statements like “the results indicatc that for both thc US and Brazil, tlieic is
essentially no strategie substítute to a commitmcnt to Icad thc effoit of
hcmispheric liberalization” or “countries throughout thc region must resolve the
prisoners dilemma... that leavcs die region worsc ofP’ might havc some logic in the
limitcd context of thcir scenarios, but fraine thc answcr to the questions laiscd b} 
thc FTAA in a fairly distorted pcrspcctivc.

My second point refers to the building up of the model itsclf. I start with die
regions. It strikcs me somewhat that, in a model to analyse American integiation,
Ecuador is singled out while Central America, an arca at least four times bigger in
terms of population, and three in GDP, and of a diflcrcnt po iúca an economi
identity, does not appcar. Also, why thcn confine Uruguay an aiaguay
Othcr MERCOSUR mcmbcrs which, togcthcr, havc about tic  b
Ecuador - to thc rest of the world (RoW)> This big attic includcs thc 15
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XmiTeffect, a phenomenon which needs to be modelled under imperfect
Xtition Morcover, a crucial area which hes behind the cconomtc objecuves of
the inain proponent of the FTAA is Services where m sectors like
tclecommunications it Controls clear and considerable advantages. I clama that, in
view of titis, to analyse the FTAA using a static, perfect competition, one (poolcd)
Services sector age modcl like thc one in the paper, pulls down, in relative terms, die
US ffains while pushing up thosc ofcountnes like Argentina, Biazil and iVlcxico.

The modcl has a “dynamic version” based on three trade-productivity linkagcs.
Thcy are clasticities linking: a) higher intermediate and capital goods imports to
higher scctoral productivity; b) higher exports to higher sectoral productivity; c)
higher exports to higher capital stock. Though being a device sometimes used in
the profession, many authors like this discussant are methodologically against this
practice. The inain rcason is that it is a too simplistic way of giving a “dynamic
varnish” to an csscntially static structure. It is somcthing like the proxy of a proxy of
the redueed form of a true dynamic model. Morcover, the values used for the
clasticities are completcly subjective, their calibration being usually arguable. It is
easy to imagine that suitable arrangement of these three parameters can inflatc the
rcsults in almost whatever desired direction. Indeed, taking advantage of tlae

ors tcchnical integrity, a glance at Tablcs 6a and 6b - the fornaer presenting
noinr Th tlC StatlC xcrs*on lattcr for the dynanaic one - illustrates tlais
(scenario 2Wn m”10’1 8‘V“ GDP ga‘nS with the formation of MERCOSUR
Argentina. This is m "■ °’11 pCr ccnt’ respectively, for Brazil and
consistendy with the^aluw oH 1 framCWOrk and> for instance, compares
(1997) under imoerfccr m ■ • CCnt and 1,8 Per ccnt obtained in Flores
Tablc 6b, two things hanDciTT^r011 M°Vlng t0 the corresponding coluinn in
and 26 for Argentina civina ° GDP rcsu^ts jump 44 times for Brazil
Secondly, the relative direction h lai^C 0^* r^e CCc^s^cit^es'Pus^>'
betrer than Argentina not onlv ? 1 ° ^lnS invcrtcd> Brazil faring
exports and imports. WcallkiiowV^T5 of GDP “Krease, but also in thosc for
effects, but given the information^ d^mÍCCalcuJations Cíln lead to <luite Iíll‘gC
acceptmg these flgures Morcover X°V‘ded the PaPcr 1 have difFiculties in
or s u ts m the production possibrlitie? r ° ’ tnK dynamic context, dnly allowing

1CS f,Ontlcr> « is not at all clear that, with the 
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creation of MERCOSUR, Brazil would - in gdp evnnrtc „ •hi.her foan Argenfoaean in.eases displayed. I am afríid thXZ^tLZí
all the rcsults related to the dynamic scenarios. P

In order to seriously consider all tables related to the “dynamic extcrnalitics”
vcrsion, I would necd that: a) the values tiscd for the elasticities bc clearly shown
by region and sector, m a separate table; b) an explanation on how these values’
were chosen bc given; c) a sensitivity analysis of the effccts of rcasonable variations
in the values adopted be reported. I shall consequently stick to the static results
tables. In this case, gains are modest and, from the figures provided, the challenge
does not look much competitivo.

A final remark on the rcfercnces. The papers by Chichilnisky (1992), Devarajan
et ai. (1990) and Gunter (1993) are cited but do not figure in the’refcrcnccs.

Typos and omissions likc these are normal in a preliminary version and I would
not mention them but from the fact that they are already four years old: thcy are
also present in Hinojosa-Ojcda et al. (1995).
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act of THE FREE TRADE AREA OF THE AMÉRICAS
TRADE IMPACT OF THE FKtt ika

1. Introduction
KPm«>EG00n RKULTS otatacd i" .he 6ATT Mçmt.ons to»„ds theD ta„ i„„ Of non-nnll-tani®, the agmemeots for mui .lateral liberal,zati„n

W a Llv mfctseope. State theseeond halfoftl,e t,ght.es, most eountries
tegan to searéh for „«■ «a» to increase their trado m order to ensure grotvth ta

tl-icir economies.
Following regional ccononiic integration trends, picfeiential tiade agreements

bcgan to flourish throughout the world. In the American continent, after
successful expcricnces with MERCOSUR and NAFTA, leaders of 34 American
countries are, sincc 1994, pursuing the establishment of an FTAA (Free Trade Area
of the Américas). Taking into account the achievements to date, the diverging
negotiation priorities and different preferred timing on the part of member
countries, it would seem that such an agreement is not likely to bc established
soon and that its consequences require a more carcful analysis.

In such context of hcmispheric integration, this study focuses on the likely
trade impacts on Brazil arising from the FTAA implementation. For this purpose,
some simulations based on a partial equilibrium model were undertaken to assess
changes in Brazilian trade flows.

The paper is structured in five sections, including this introduction. The second
section will succintly present theorical aspects of methodologies designed to gauge

e jropact of legional trade agreements. Section 3 presents the selected
ftaa\ 00*\and m°del adopted. Section 4 presents a brief description of the
presents shTnihf11 PF°pCSS as re^vant current trade flows. Section 5
scenarios ° °f hcnllsPhcric integration based on alternativo

2. Trade Integration Theory19

At the time of Uruguav Rn ri
believed that the world’secnnn ne^ot’at^ons the early nineties, it was

s economy would reach a stage where the multilateral trade

The aurhors are gratcful for h
Xan™ofMkq°Ua’ of M^celo Paiva Abreu, Afonso

and Rcnato Bauman|li as WC1I as rhe
” ™^onWascxt^^^ MaZZa de Andrad£- EVentUa

m arVa'h0’Lcr^ Parente and Myata (1998). 
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system would move toward a global trade libcralization. However in the
following years what happened was not exactly what was expected from such
significant multilatcral trade negotiations. Regional and sub-regional trade
agrcements spread. In addition to the consolidation of Europcan Union the
largcst mtcgration undertaking evcr attempted, the successful creation of òther
regional bloes, hke the NAFTA and the MERCOSUR, clcarly shows the trend of the
internacional trade policy today.

However, dais trend towards the formation of such regional bloes, instead of
damaging multilatcral trade agreements, has led to many discussiòns of the
differcnt benefits and negativo cffects of such agreements on worldwide wclfarc.
Criticism is mainly concentrating on two points: the efFccts of trade diversion and
the growing intrinsic inarket power of these regional bloes.

The first criticai evaluation, explaincd in detail bclow, indicares that a large part
of the increasc in the trade among the countries of such regional associations
comes from supplicrs inside tlie FTA, substituting outside supplicrs. This means
that onc can note some growth in trade, but most of it is, actually, caused by
supplicrs’ substitution, implying a trade contraction for the former trade partners.
Another point made by the defenders of multilatcral trade agreements is that such
regional bloes bccome stronger in terms of market power, leading them to
implcmcnt quite agressive trade policies. To intensify even more trade among the
member countries of those regional bloes, ncw cus tom tarifTs are being established
to bc used against outsiders. If all the bloes cmploy such schcmc, it could be the
beginning of a trade war, leading to big losses on a global scalc. The consolidation
of the regional trade bloes, followcd by a rcduction in the tariff structure imposcd
to outside partners, would be, according to such observers, a way to rcduce the
negativo consequences of those agreements.

Notwithstanding the negative aspects of such regional trade bloes, there is no
clear evidence that their constitution results in harmful factors for the International
economic scenario. According to Krugman (1991), although these agicemcnts aie
responsible for the appearance of some trade diversion, the net results, in teims of
global efFiciency, will not be negative. Also according to him, the explanation lies
exactly in the very confíguration of a bloc. As such bloes aic mostly foime }
neighboring countries, tlie trade relationship was naturally stimulatc c oieian
So, losses caused by trade diversion tend to be smaller, while garns derived from

ncw trade nctworlcs tend to be quite significant.
The evaluation of the consequences of the establishment o a tiade agicemc t

requires a carcful analysis of actual benefits and eventual problcms ausing; f o
such dccision. The need of such technical means to justify goven:i"en^CC f
making has generated considerable effort to adequate y measuie
such trade agreements on the economics involvc .
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Forfurthcrinrormalion sccrpf,
’ s«' referentes l)Uotcd. .

1 lta by K-rcira (1997)

, ■ < several papers focusing on trade .ssues in International econo
T° ; ’ elina approach, aimed at indicating, cx ante, the effccts resulting

dcveloped a mode , l p ; am011g dic countrics. The general equilibri^
ta „„ "«*;dcql„ rataicl, toun,™ for this kind of

. nf thc manv limitations and simplifications, mainly due to the exccssivè
111 sp I vl as also thc adoption of unplausiblc hypothcses.20 This kind of

in addition to dte effccts of trade liberal ization
c trade flows (trade crcation and diversion), of the expccted effccts on thc

productivc structure, employmcnt, as well as changes in welfare and of real

income.
Neverthclcss, anothcr mcthodology, somewhat simplified, allows tis to gauge

thc impact trona a free trade agreement. Research in this linc, using partial
cquilibrium modcls, is bascd in the thcorctical assumption that, due to the free
trade arca, the elimination of tarifts shall increase trade and therefore improve
welfare of the menaber to such an agreement. Using this kind of modcl, thc
analysis can bc nauch more detailed in ternas of sectors includcd.

According to thc modcls’ assumptions, once a bilateral trade agreement
bctwccn countrics A and B is implcmented, climinating existing custom tariffs, tlae
price of a good produeed in A and imported by B will bcconae lower. This means
that country B will lose tlae tariff revenue previously collected but this will be
compcnsatcd by lower prices for consumers. Consumcr gains are highcr than tariff
icvcnue losses and there is nct gain. This gain corresponds to trade crcation.

Analysis should not be rcstrictcd to the impact of tlae free trade arca on imports
o member countrics. Since thc tariff on imports from othcr sourccs will remain
1 C.umC’ KrC arC d^toráons which will rcsult in thc loss of markets by othcr
mcmhe?150”015 A prc.fcrent,al tradc agreement rcsults in chcaper imports from
Dcmand foTpnnd^f 1 COntrastcd t0 ,raports from non-member economics.
due to this !ontr f0"1 n°n’membcr “onomies contracts. Tariff revenue will fali
^XtZXT COTPtÍOn °f 8°ods outside the trade area.

supplicr is less cfTiciènt than th^ of SUPP1ÍC1'S even if thc intra-FfA
supplicrs which will rcsult h ’ SUpp lcr outsidc thc FTA. This substitution of
diversion. !cased expoits to othcr FTA members and is trade

So a trade integration
dcPeildingonhowthc‘tradcSSS di" dÍfFcrcnt real efTccts on tfadC’
The benefits will bc bi^er hioJ. /' processes of trade crcation or diversion-
trade diversion. ° gg 1 ls thc difference bctwccn trade crcation and



rfRcts WÍH bc bigger depending „„ thc sizc^Xor“'±X
eounmes. Co»eq«„t y, thc posstbility of substtata, do°^“ and
iatponed goods, as abo am„„g ,K,„ imported ta„ dífccnt soutc "í

respectively, determine thc consequences for trade creation and diversion.

3. Methodological Aspects: The Partial Equilibrium Model21

The simulations undcrtaken in this paper are bascd on the partial equilibrium
model presented by Laird and Ycats (1986). It is a static model that serves as a
basis to calculatc the First order cffccts of diffcrcntiated tariff rcductions agreed
upon under prcfcrential trade agreements. Thcsc cffccts, as mentioned above, arc
trade creation, rcsulting from pricc rcduction perceived by importers and higher
priccs perceived by exporteis22 and trade diversion, rcsulting from lower prices of
goods supplied by partner countries in rclation to similar produets from third
parties. Thc following notation was used:23

M - total imports

Mn - imports from non-associatcd countries

X - total expores

V - apparcnt consumption = domestic production + M - X

Y - countr/s income

P - pricc

R - export revenue
t - tariff and/or non-tariff barriers ( ad valorem equivalcnt)

Em - import demand elasticity

Ex - export supply elasticity

Es - substitution elasticity

TC - trade creation

TE) - trade diversion

This scction was cxrractcd from Carvalho ctnlii (1998). ni-Mrioni non-tariír barriers and tranpoitation
Hic diíTcrcncc bctwccn thcsc two priccs arc duc « ,
costs and insurancc. . .
The flow variablcs (export, import) refer to quantities (weight or

^zil} Mcrcosur and thc l:rcc Trade Arca ofthc Amcncas
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i - rcfcrs to goods

j . rcfcrs to importing country

1; - rcfcrs to cxporting countr y

d - letter indicating variation

Obs:
Pijk - pricc of good i in countiy j bought from countiy k

Pikj - pricc of good i supplicd by country k to country j

Mijk - import of good i by country j, from country k

Xijk - cxport of good i from country k to country j

The basic modcl uses the demand function in country j of good i, produced by
country k, and also the supply function of country k, and thc supply in country k
of good i imported by country j:

Mijk = F( Yj, Pijj, Pijk) (1)

Xijk =F( Pikj) (2)

and, obviously,

Mijk = Xikj

Rccognizing that thc price of good i in country j will corres pond to thc pricc
recened b) thc exporter in country k, plus duties, costs of transportation,
wc^have-” °^Cr non‘tar^ costs (synthesizcd in an ad valorem tijk cquivalent),

(4)Pijk =Pikj. (1 + tijk)

So, exporter k revenuc is given by:

Rikj =Xikj. Pikj

Aftcr full difícrcntiation and using the definitions of supply and demand
clasticity, thc following expressions are obtained for, rcspcctively, price variation
and trade crcation:24

lllrCrPLT°nS "t00 CFCatÍOn and lradc d,vcrsion provide quantities. These must bc
T" '° r ' ObVÍOUsl*’if cxP°rt “ics are infinite, thc formulac fo

crcanon and diversion of trade can be used induding dircctly monctary values rathcr
quannues. It .s intcndcd .n future papers to takc into account estiLtes of cwort wlasticities. Th>s
w. requ.rc calculat.ons m nvo steps: one to determine quaZinS^ nd thc othcr f
determine impact in monctat}- terms. impacts anu
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(10)
Es = 

TDijk =
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25 Scc Cline et alii (1978) for furthcr dctaik.

dPikj ( Pikj = (dtijk ( (1 + tijk)). (Em ((Ex-Em)) (6)

TCijk = Mijk. Em. dtijk ( ((1 + tijk). Q  (Em ( Ex))) (7)

Usually, in the techmcal literatura on quantitativa evaluation of forcign trade
policies, the hypothesis of infinita export elasticitics is adopted. Such considcration
bccomes the moie plausiblc the less important are the exports of spccific partners
in rclation to a country’s total production, an assumption which is accepablc in big
economies. Much empiiical evidence, using estimations bascd in simultancous
equations, point out to the high values of export supply elasticitics.25 In vicw of
such considerations, the right side of equation (6) becomes null and equation (7)
can be simplified to formula (8). For Brazil, import elasticitics which have bcen
used are from Carvalho and Parente (see appcndix), while, for the other countrics,
those presented in Cline (1978) werc used.

TCijk = Mijk. Em. dtijk (1 + tijk) (8)

In order to es ti mate the trade diversion cffcct, the technical literatura usually
cmploys two basic approaches. The First one was presented by Baldwin and
Murray (1977) containing some simplifying hypothesis. They link trade diversion
to trade creation, assuming: (a) trade creation (-AV) Ls equivalent to the importing
counti/s production fluctuation; (b) the variation, in percentage terms, of imports
from countrics outside the FTA, AMn/Mn is equivalent to the variation in the
output of the importing economy (AV/V).

Considering that trade diversion TD is cqual to -AMn:

TD = TC.(-(Mn/V)
The other approach implies the use of a substitution elasticity between goods

origination in arca members and goods supplied by cconomies outside die aiea.
The elasticity of substitution is defined as:

d(SMijk/SMijK) / (SMijk/SMijK)

d(Pijk/PijK) / (Pijk/PijK)

whcrein k refers to price and imports from arca membeis (countiies favo }
tariff reductions) and K refers to prices and imports for non-parmers.

Solving differential equation (10), the following solution emeiges

(SMijk)A. (SMijK)A. {[(Pij^PijK)PAZy^^Al^LAj— (11)

(SMijk)A+
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,hc P - A A ■» -ubles after and

f ra*r T,ta «F»»’ ” ISWijKWPijK/HjK)^
APP^S ^ A' and adding thc assumption that the garns derived from’

around point (1>)W ) , the parmcrs accOiding to the market sharcs
agrccmenti usml “provided by the literaturc

formodelingtradedcviation 1S found:

Mi-K . vMijL.SMijK.Es. A(Pijk/PijK) / (Pijk/PijK)
TDijk = ~ZMijK + SMijK + SMijK. Es.A(Pijk/PijI<) / (Pijk/PijK) ~ (12)

Thc use of equation (12) has thc disadvantage of the nced to produce an
estimatc for substitution clasticity Es,26 which is not the case with equation (9).
On thc othcr hand, the latter requires figures for thc MJV coefficicnt for cach
product (or group of produets) considcrcd in thc simulations. Pomfret (1986)
criticizcs the use of thc equation proposed by Baldwin and Murray, arguing that
they implidtly assume the Es = Em=(l + (M/V) ratio. For a low penetration
coefficicnt (M/V), Es is a good approximation of Em, that is, the substitution
clasticity is approximatcly the some as the import clasticity, rcgardless of the
countrics that are parmcrs or non-partncrs. Morcover, the Baldwin and Murray
formula usually provides much lower figures for TD in relation to TC, which can
gencratc ncgativcly biascd estimates.

The simulations mentioned in dais paper wcre carried out using equation (12)
and considcring a substitution clasticity of - 1.5. Additionally, a sensitivity analysis
was carned out (sce rabies in thc appcndix) adopting ES ='-1.10 and Es = -2.0,

cause data for coefficicnt MJV wcrc not available, particularly for thc United
«Zr7rr u í '?rious.PaPc''s (Moreira, 1996); (Haguenauer), provide
M A7 How-’ C 1 cocfllcient tllat may bc considcrcd approximations27 for
equation (9) wère estimatcs f°r TD> bascd on these figures and on

through equation (12)> as

Rcgarding thc dcercc of
advises us to work initiallv\V'rl ,‘®C^atlOn dlc simulations, Cline (1978)
in the final stages. He arguesrk disaggregatcd sectors, consolidating results
formulas for thc crcation of r- d 3 cSat’on °f tariffs, before applyi11©

c °ppoitunities and trado deviation, would gh'c

'rhereMulrcdadjusimcntsof
zz e ,nd arc Scldom ^mpied t0 CS"mí,tc sub«itution elasticic.es are not vety

The quahty of these appro ‘ • rc'
thC FÍAA ’n thc tOlal iinPons of B^|PCnd 011 thv Participation, for cach product, of imports

ijL.SMijK.Es
elasticic.es


risc to a certain bias in the quantification, even in the case of linear tarifF
teductions. In addition, thc Computer costs involved in working with
disaggrcgatcd data are irrelevant. °

For Brazilian imports, thc simulations were carricd out using a disag-regation
of thc Nomenclatura Brasileira dc Mercadorias. Thc data for impons were
cxtractcd from thc databasc of thc Ministry of Financc. The tariffs by product for
Brazil were piovided by ECLA-Biasilia and corrcspond to an average from January
till September 1996.29 For the remaining FTAA member countries, the main source
is the 1RAINS CD-ROM issucd in Octobcr 1997, which contains part of the
UNCTAD databasc. In this case, the simulations werc carricd out with thc six-digit
disaggrcgation of thc so-called harmonized systcm.30 In general, all thc
information refers to thc year of 1996.

In this paper, only tarifF reductions werc taken into account, that is, non-tarifF
barriers were disregarded. This can obviously Icad to an oversiniplification,
considering thc importance of non-tarifF barriers, particularly in the trade relations
bctwcen Brazil and thc United States.31 The rcmoval of these obstaeles can Icad to
a significant incrcase in trade values. Howevcr, defining ad valorem cquivalcnts for
non-tarifF barriers is a difficult task that was not contcmplated in this paper. In
difFercnt exerciscs for simulating forcign trade policies, thc authors use prcviously
calculatcd ad valorem cquivalcnts, even though thcy are somcwhat outdated. The
option for not including non-tarifF barriers in the simulations was bascd on the
fact that the available quantifications datcd back to the carly 1990s. Because of
changcs in thc protcctionist practiccs brought about by the Uruguay Round (sce
Low and Yeats, 1995), such ad valorem cquivalcnts arc probably biased.32

4. The Trade Integration of the Américas

4.1 Background and Development of the FTAA

From a trade perspective, favorablc conditions prevailing after thc Sccond
World War constituted thc starting point for globalization. Shortly aftcrwards, the
idea of a world economy emerged for the First time. Concurrently, many

28

29
Samc pcrcenragc rcduction for all tarift lines.

Sec Baumann (1997).
Thc rcsults for trade crcarion and trade diversion werc chen
harnionized systcm (sec appcndix). Obviously, with the use o an p
rcsults may bc presented with alternative typcs of aggrcgation.

Sec Carvalho etalii (1998a) and Fonseca and Carvalho (1997).
In future papers, therc are plans to includc estimates for non-tanlf barriers,

ihethodologies proposed by Laird & Yeats (1990).

section of thc
translator, thc

following the
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■ • .e carricd out under thc GATT led to a rcduction in tarifr
multihteral negotiatio * . significant increase in the trade, whOsc

Sp”“d by 1!“;5ÍnentHavouring economic internationahzation preach, among other
as a Jns to enhance the efficiency and welfare.

Within this contcxt, thc Montevideo Treaty was signed in America, creating the
^American Free Trade Assoeiation (ALALC). This agreement, which Was
Ld by Brazil, Argentina, Chile, Uruguay México, Paraguay Peru and, Iater
on by Bolívia Colombia, Venezuela and Ecuador, provded for the gradual
elimination of import tariffs, the unifieation of tire tariff regime before third
parties and the coordination of national trade policies. The agreement also
proposcd the adoption of a concession system for less developed countrics.

Howcver, only limited objcctivcs wcre achicvcd under the Montevideo Treaty,
particularly duc to thc very scopc of the purposes contemplated. For this reason,
although attempts wcre made to adapt thc rules, the final result was to weaken
obligations for member countries. On that same occasion, the Cartagcna
agreement was signed, under which the Andcan Group, made up of Peru,
Colombia, Chile, Ecuador, Bolivia and Venezuela was established within thc
ALALC. Like the ALALC, the Andcan Pact was not successful in reaching its
expccted results.

Still in the 1960s, many other cconomic integration agreements wcre signed in
Latin America and the Caribbean. In December 1960, the Central American
Common Markct was established, and the Caribbean Free Trade Assoeiation
(carifia) and thc East Caribbean Common Market (MCCO), which later on
became tire Caribbean Community (CARICOM), wcre created in 1968. This was,

cre ore, onc of tire most dynamic periods in terms of attempts to promote a
regional integration System.

withle^ Was siSned b 1980> replaced thc ALALC

realistic and nte^lat^On ^soctttion (ALADI) and contemplated more
itdiibUC anu tlexib e tnrnerc r. 7 r .
initiatives with bilateral tree aSI’eement focused on harmonizing previous
Another favorablc aspe^ w-TT u"lg cxistin8 administrative framework.
conccssions restricted to d'ff t0 Promote the integration based on
comprchcnsivc agreements 1 SCCtOrS and dlcn naove on to more

InMarchl991,BraziliA]
Treaty and established thc Sm th r ’ 1U^uaF anc' Paraguay signed the Asturcion
agreement contained some innn ' °mmon Market, known as MERCOSUR- This
of >mport tariffs within the bloe pr°visions> such as the automatic rcduction
establishmcnt of common cxtermU^T3'11 t0 eliniinate non-tariff barriers, dac

31 tanfFs’ a”d tine definition of a common trade 
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policy for the partners. The developmcnt of this inteemtinn n
ltation of a Cuscoms union

Meanwhile, in North America, the United States and Canada signed a trade
liberalization agreement in 1989 that was expanded to incorporatc México in
1994. With the mchision of the lattcr, the North American Free Trade Agreement
(NAFTA) was creatcd, which is the sccond largest trade bloe in the world after the
European Union in terms of the volume of the trade involved.

This wide range of agreements only confirmcd the trend towards a new
International scenario consisting of economic bloes, where gcographic proximity
became a relevant factor in the integration proccss. The fierce competition
prevailing in foreign markets in rclation to free trade areas apparcntly contributcd
to the proposal to implemcnt more comprchcnsivc agreements, such as the Free
Trade Arca of the Américas.

The negotiations that led to the crcation of the Free Trade Arca of the
Américas (FTAA) began in Dccember 1994 in Miami, at the First Summit of the
Américas. At this meeting, the leadcrs of 34 countries of the American continent,
except Cuba, launched 23 initiatives, among which the FTAA, whose objcctive was
to promote new prospects for a hcmispheric integration. In this contcxt, economic
and tradc-rclated aspects began to bc contemplatcd in the light of political, social
and cnvironmental considerations with the purposc of promoting dic prosperity of
the countries involved. After that meeting, four othcr ministerial meetings wcre
hcld in Denvcr (United States), Cartagcna (Colombia), Belo Horizonte (Brazil)
and San Josc (Costa Rica), in addition to multiple vicc-ministerial meetings, many
working group meetings, a new summit in Santiago (Chile), and the meeting of
the Trade Negotiations Committec (CNC) in Buenos Aires (Argentina). The idea
to set up the FTAA, which had becn suggcstcd by the presídent of the United
States, Gcorge Bush, in 1990, is being Consolidated and should bc concludcd, at
least partially, by 2005.

However, since the First Summit in Miami, the negotiations to set up die FTAA
have been marked by the diverging positions of Brazil and the United States. The
US negotiators have becn pressing for the implcmcntation of a moí c
comprchcnsivc and faster trade liberalization timetablc, accoiding to wnci
commitments agreed upon in previous sub-regional negotiations would ten to
covercd by the FTAA. The Brazilian posirion and that of the remainmg MER
countries is quite diíTcrcnt from the one defended by the US, as the) uant a s o
integration and access to markets to take placo only in tic m< su ^
Piocess. According to dicm, dic first stage would comprisc ne c01^s
agreements aimed at facilitating business operations and in the scc^n Q ^ssions
complex topies would bc dealt with, without implymg the exc lang 
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cctivc markcts, which would only be addrcsscd in the
intcmTSofacccsstothcrcsp ncgotiations should not bc carried out in
third stage. According to • 3 whcre countrics Would bc fice to act
modules, but rather within a g
individually or in bloes.

rt- mde bv the MERCOSUR secm to have piodueed at least partia]

!„ parallcl » ta *= »»■«'»»! »/ to-rmek by rhr us
.ovenLn. in Notam 1997 rrrtad the power of the “gotators a„d
suecesrcd th« tlie bemispheric integration piocess was coolmg off. With the non-
spproval of the ta track, the US adopted a more llexible posmon in relation to
strenmhcning regional bloca on the continent and at the same time, began to
delènd die so-callcd sccond generation of reforma.3* Morcover, the catablishmem
of the Frcc Trade Arca of the Américas lost priority in the US agenda and only
measures to facilitate the trade intcrchangc34 will be taken until 2005, which will
not involve any tariff-relarcd trade agreements. The lack of a practical mechanism
that could contributc to further the integration of the American continent defincd
a ncw path for the ncgotiations, which began to focus more on issues rclatcd to
dcmocracy and human rights.

In general, the pacc of the ncgotiations around the FTAA has becn moderatc
sincc Deccinbcr 1994. Without tlie fast-track, this pace is assured, favoring
countrics like Brazil and its MERCOSUR partners, which need more time to adapt
themsclves to the impacts of a trade liberalization arrangement diat includes the
United States with the compctitive advantage of the top world power in the
production of many goods.

Actually, the main conflict between Brazil and the United States basically lies in
the haid time the Brazilian negotiators are having to perceivc the remarkable

antaocs a oíded by this integration, which the United States govcrnment has
drrivM p0Catll'S Wlth great enthusiasm. According to* Abreu (1997), this fact is
the us would C a"arcncs^t^at such an agreement, particularly because it involves
Í gh= ’d X S' Br'“ "““"V • <«»• comperirta « a much

8 "" *9 adranrages dm Bragil cordd gnjoy rmdcr rhis

At the Santiago suinmit, the Icadcrs of the hcmisphcre agreed to adopt an Action
the sccond gcncration of reforms as part of thcir clforts to strcngthcn thcir dcmoci. »
drug traflk, cradicate poverty, and impvovc cducation and health conditions.
The naturc of these measures has not bcen defincd, but according to the Brazilian g0' jurCs
interpretation, thcy will consist of initiatives ainwd at rcducing red tape in custoins pr
and at standardizing the forms used in customs operanons. 



agrccment would be related to access to ccrtain us markets snrh rk
jUÍCC dd dÍshoTÍm’ Whei'e tHC ban’ÍerS arc nOt Hkcly’ t0 be
rcduced in thc snoit teim. j

Opposition to the establishmcnt of the Frce Trade Area of thc Américas
however, comes from both the south and the north portions of thc continent’
Latin-American countries have becn emphasizing tire high cost they would have to
pay to adjust and opcn thc doors of their markets to thc United States economy
The United States, in turn, fear tire loss of jobs and the risks involvcd in is
relationship with countries marked by higher destabilization risks. Neverthelcss,
the governments of thc countries of thc hemisphere continue to carry out
negotiations to establish thc FTAA, partly bccause they believe they will enjoy the
benefits of being able to have access to new markets in the future, fitrthering the
growth of their economics.

As a matter of fact, a swift process to open thc doors of thc Latin-American
markets to an economy such as that of the US could cause undesirable
displacements and not only for Brazil. On thc one hand, it must bc recognized that
Brazil experieneed a trade liberalization process in recent years that made it
possible for the country to advance in important ways in the liberalization of its
markets. According to studies carried out by thc IPEA, the Brazilian industry had
productivity gains of approximalcly 5% a year after opening up its economy. In
addition, thc country is privatizing its infrastructure and internationalizing its
industries, facts that contribute to improve its position with regard to the
integration of thc continent. Although much remains to be done before thc FTAA
begins to be implemcnted in 2005, with no dcadline to bc complcted, one should
not overlook the importance of analyzing the likcly impacts of this integration.

4.2 Trade-Related Aspects

Thc international trade in goods and Services has bccome moie dynamic in tlic
last decade. According to a report issucd by the WTO in 1997, thc volume ofwor
exports grew by 9.5% in rclation to the previous year. This growth rate t c
highest in the last twenty years, becomes even more significant if one consi
that the world product grew by 3%.

This substantial growdi in the world trade can be attiibutcd to a '
thc dynamic performance of economics in thc American continent o <
Soutli. According to thc above mentioncd report a 'ccoí within
total volume of the world trade was rcgistcred in i bv two-dimt

hgui-cs.
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Tablc 1 below shows thc trade growth rates registered by region dur'1990s. The positive performance of Latin-American economies is ovÍDccd^

export and import growth rates registered in thc region, which wcre síqi thigher than rhose registered for thc rest of thc world. c^ntly

Sourcc and preparation: WTO
(•) Canada and thc Unncd States

~ Dnfp for Goods by Region (%) - 1990/1997TABLE 1: Total Trade GrowthRateforGooa_yy---------------- ----------      
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Nonh America Ç)

Latin America

7,00

8.00

5.50

9.50

12.00

SOO

11.00
4.50 |

12.50

8.00___

11.50

4.50

3.00

8.00

11.50

3.50

21.50

7.00

5.50 8.50 4.00 8.00 4.50 7.50 2.50 6.50

Tranviiion economies 4.50 ' 17.50 7.50 11 00 1.50 17.00 14.50 16.00

Asia 7.50 10.00 3.50 11.50 10.50 14.00 5.00 5.50

a)Japan 1.50 4.00 (0.50) 9.50 6.50 12.50 2.00 2.50

b) Sontheast Asia____ 11.00 14.50 6.50 1.00 12.00 15.50 4.50 5.50

The importance of thc American continent in thc world scenario is clcar. If we
takc a look at thc 30 largcr exporting economies in thc world in 1997, we see that
four American countrics arc included among tlieni. The United States ranks First,
followed by Canada (7th), México (15th) and Brazil (26th). These four economies
account for approximately 20% of all world exports.

Trade within thc continent is also marked by the supremacy of the US
economy, which accounts for over 60% of the trade in the region. Bascd on an
analysis of thc intra-FTAA trade, onc can see that the NAFTA accounts for over 85%
of its volume. Thc MERCOSUR accounts for about 7%, followed by the Andean
Pact, whosc share is 4.5%, Thc share of thc Caribbean Common Market and the
Central-American Common Market in this trade is less than 1%. Tables 2 and 3
show how thc trade is divided within thc FTAA.

//6
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Sínircc: Direaion ofTradc Statistics, IMH

TABLE 2: Composition of Intra-ALCA Imports (in US$ millíon)
——--------------------

Gu».ida________ _____

1990-1991

120,982 50

(To)

16.14

1992-1993

130,91X150

(%)

14.91

1994-1995

157,614.50

(%)

1422

1996

170,648.1X1

(%)

13 67
United States_________ 512,675.00 68.38 578,680.50 65.89 730.033,5(1 65.88 817.795,1X1 65.52
Mexia» _______ 41,284.50 5.51 66,975.1X1 7.63 79,742.00 7.20 93,933.1X1 753TÍeiicosur
Argentina _________ 6,175.50 0.82 15,828.1X1 1 80 20,824.50 1.88 23,762.1X1 1 90
Bnv.il___________ ____ 22,737.1X1 3.03 24,404.1X1 2.89 -H.890.1X) 4.5 56,947.1X1 4.56
1’araguay 1,234.1X1 0.16 1,357.5(1 0.15 2,468.50 0.22 2,797.1X1 0.22
Umgii.iy___________ 1,490.1X1 0.20 2,185.50 0.25 2,826.50 0.26 3,323.1X1 0.27

Aihlnui Piui ________

Bolívia 828.50 0.11 1,148.1X1 0.13 1,316.1X1 0.12 1,635.00 0.13
(xilombia 5,248.1X1 0.70 8,174.1X1 0.93 12,868.1X1 1 16 13,674.00 1.10
Eaiador 2,129.50 0.28 2,531.50 0.29 3,941 50 0.36 3,724.1X1 0.30

Pau 3,194.1X1 0.43 4,050.1X1 0.46 6,631.50 0.60% 7,894.00 0.63

Venezuela 8,325.1X1 1.11 11.971.50 1.36 9,529.50 0.86% 9,488.1X1 0.76

Cíiriblviiii
Cmiimini Aíarirt

Bahamas 1,121.1X1 0.15 996.1X1 0.11 1,149.50 0.10 1,243.00 0.10

Barbados 697.1X1 0.09 547.50 0.06 687.00 0.06 763.1X1 0.06

Belize 233.50 0.03 27750 0.03 258.1X1 0.02 256.1X1 0.02

Guyana 309.1X1 o.m 463.50 0.05 484.1X1 o.m 484.1X1 0.04

1-reneh Guyana 758.00 0.10 643.50 0.07 729.50 0.07 1,137.00 0.1X2

Jamaica 1,675.1X1 0.22 1,882 50 0.21 2,460.50 0.22 2,757.00 022

S. Vincuit and
lhe (Jrcn.ulincs 138.1X1 0.02 133.1X1 0.02 133.00 0.01 132.00 0.01

Trinidad andTobago 1,394.1X1 0.19 1,441.1X1 0.16 1,422.50 0.13 2,144.1X1 0.17

Ccmnil-Amcriam
Cmhwih Aíttrkft

Gosta Rica 1,933.50 0.26 2,663.50 0.30 3,139.1X1 0.28 3,433.1X1 0.28

EI Salvador 1,334.50 0.18 1,805.50 0.21 2,713.50 0.24 2,671.1X1 021

Guatemala 1,750.1X1 0.23 2,565.50 0.29 2,948.50 0.27 3,146.1X1 0.25

Honduras 945.1X1 013 1,083.50 0.12 1,13750 0.10 1,694.00 0.14

Niearagua 69-1.50 0.09 799.50 0.09 918.50 (1.08 1,120.1X1 0 (19

Chile 7,886.1X1 1.05 10,627.00 1.21 13,869.50 1.25 17,828.00 1,13

I laiti 366.1X1 0.05 316.50 0.114 452.50 o.m 665.1X1 0.0.-»

1’uiajna 1,617.1X1 0.22 2,106.1X1 0.24 2,457.50 022 2,511.1X1 0.20

Orhers 611.IX) 0.08 664.1X1 O.OS 555.1X1 0.05 555.00

Total 749,766.50 100.0 878,221.50 100.0 1,108.202.00 100.0 1,248,159.00
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Of Intra-ALCA Exports(in US$ million)
TABLE 3: Composition
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5. Results of the Simulations
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International competition. There is, thcrefore, a hu® arr™
inlplCInenting a tradc liberalization agreement. Followlg this H nc 7tXfc/°r
papcr considcrs some alternative sccnarios undcr which thc ftaa 8 uí
cstablished.35 The simuladons for each sccnario wcre made bascd on '
substitution elasticity of - 1.5%. As mentioned beforc, howcver a sensiS
analysis was carned out by applymg a model bascd on assumptions of-1 0% and
2.0% for thc said clasticity. Thc rcsults of this analysis are shown in thc appcndix '

5.1 Full Tariff Liberalization (Scenario I)

Assuming that thc FTAA will indeed bc implementcd and considcring that it
would imply thc direct, complete and immcdiatc elimination of all tariífs applied
to all produets traded on thc contincnt, thc model that was adopted indicares that
thc Brazilian exports to thc American contincnt would incrcase by about 7%, that
is, by USS 1.5 billion, while imports from the FTAA would grow approximately
18%, or USS 4.3 billion. Table 4 shows thc difFcrcnce betwecn what the country
would export and import oncc thc FTAA is in place.

Table preparcd by the aurhors

TABLE 4: Impacts of Liberalization on Trade Flows Within the ALCA

Incrcase in Brazilian exports Incrcasc in Brazilian imports

million USS % million USS %

Trade crcation 916.61 435 3,343.95 13.64

Tradc diversion 556.65 2.64 1,000.19 408

Tocai cfTcct 1,473.26 6.99 4,344.14 17.72

According to the data shown above, onc can scc that thc impact causcd by
tradc diversion is much more significant for exports, in terins of thc pcrccntagc of
thc total effcct. The rcsults show that almost 40% of thc total incrcase in Biazilian
exports are derived from this effect, showing that thc incrcase observed in expoits
is not, to a large extent, determined by the compctitivcncss of Biazilian pioduets,
but rathcr by the advantage of being ablc to tradc within thc contincnt without
any tariffs.

Bascd on thc data for the differcnt sectors involvcd, which aic shown in tablcs
containcd in thc appcndix, onc can assess thc impacts of an lcmisP^
liberalization on thc different productivc sectors of the country. ri pemen> < g
terms, the pearl and precious stones and materiais sectors (section . )
benefit most from integration, sincc its exports to the hemispicric ma
incrcase by approximately 33%. Howevcr, analysis bascd on va ucs.

. ■ rlir aurhors consider
Obviously rhese sccnarios arc only atremprs ro show some a rcrnanvc
niorc rcalisric bascd on the infonnation availabic so bir.
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i t- xvnnld incrcase most are thosc of mcchanical Instruments
sectors whose exports would mciu

“* C'“ vm Tte ffiwro of ite ovo gioups of produets would incrcase by USS
””n,'ill»n and USS 241.3 nailllon, respccrivcly, sincc rhcy would bc rhc „„cs

would bendár »»■ fro™ '““d b>' b0,h “* ™‘“’ »d
diversion. Ota sccrore il.at would also answcr fcvorably to thc tutcgrauon „
thosc of metal base and metal base items (section XV) and of vehiclcs, aireraft and
othcr transportation cquipment (section XVII), which would grow by USS 198.6
million and USS 156.0 million, respectivcly.

On thc import side, about 60% of thc total incicase would bc causcd by thc
stcppcd-up purchasc of mcchanical Instruments and clectric machines and
cquipment sector (section XVI) and of vchiclcs, aireraft and other transportation
cquipment (section XVII). In these cases, imports would incrcase by USS 1.99
billion and USS 595 million, respectivcly.

The analysis of thc dccomposition of thc trade diversion cfifcct for Brazilian
imports makcs possible part of thc impact that an hcmisphcric integration could
cause on thc trade of countrics outside thc bloc. Table 5 bclow shows how trade
deviation cffccts would bc divided among countrics that would bc unfavourably
affcctcd in thcir total exports to Brazil.

TABLE 5:lmpact of Trade Diversion on Ofher Trade Partners
(in US$ million)

Exports to Brazil
beforc thc ALCA

Exports tu Brazil
after the ALCA

Total dccrca.sc in exports

Amount (%)
European Union 13,075.0 12,597.13 477.87 3.65
Japan 2.756.2 2,635.05 121.15 4.40
Asian figers 2.577.3 2,464.82 112.48 4.36China 1,128.81 1,090.81 37.89Orhcrs 9,226.9 8,976.1 250.80 2 72Total

Table preparcd bv thc auth
28,764.2

ors
27,764.01 1,000.19 3.48

aPPendix^showrCtharfor^atlferscteCof co "h'0 COntaÍncd in thc st:ltistical

sector of mcchanical Instruments and Zr ’ ab°VC>
(section XVI) is thc onc that will ■ . CCC1IC macnines and cquipment, etc.
exported to Brazil. Thk cxPcl‘cncc thc highcst dccrcascs in thc volume
exports from thc European UnioTnn 1 <2,* alm°St 50% of dlc tocal dccrcasc in thc
observed in thc exports from lana ' , ,a and íor abouc 70% of thc dccrcasc
noticed that, for thc European UniLn" d ' S°'Callcd Asi™ Tigers. It can also bc
(section VI) droppcd significantlv a d CX^01ts °^t^c Chemical industry sector

t iat thc suni involvcd represents a dccrcasc 
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nf 11% in the exports from thc bloc to Brazil. For Chim thr ri • .
Kítilcs (secdon XI) corrcsponds to 12% of all ,ossc! »f

Howcvcr, it is not only in countries not included in thc fta rhar i
• dtc Btaxili» market drops. Considering tl,M the wil| bc > ,
«*«>’ that ,s nlready ntarked by thc existente of sub-tegional fta, h
composition and magnitude of trade within these ftas will also change.

Taking thc MERCOSUR as an example, it can be scen that part of thc trade
between thc partner countries that had alrcady bcen stimulatcd by thc relatively
lower cost of goods as a result of the elimination of existing barriers will end since
tariff rcduction will be applicd to a larger group of countries. This rcarrangèmcnt
of the trade within thc bloc may, to a certain extent, be considcred as a corrcction
of the trade deviation against thc remaining countries of the continent that did not
bccomc members of thc MERCOSUR when it was originally created. Tablc 6 below
shows changcs in the composition of the Brazilian trade with its MERCOSUR 
partncrs.

Tablc prepared by thc authors

TABLE 6: Impacts of ALCA on the Brazilian Trade With
MERCOSUR Countries

Rcduction of thc Trade
Brazilian Exports Brazilian Imports

million USS (%) million USS (%)
Argentina 72.47 1.29 242.17 3.57

Uruguay 5.92 0.78 16.98 1.82

Paraguay 7.68 1.13 7.22 1.31

An analysis of the detailed data shows that, for Argentina, exports will drop
mainly in the vehiclcs, aireraft and transportation eqtúpincnt sector (scction
XVII), which accounts for over 37% of the total decrease in the expoits of that
country to Brazil. In the case of Uruguay, thc plastic and rubber sector (scction
VII) accounts for approxiinately 21% of the total drop in the expoits o
country, and for Paraguay, the most affcctcd sector is that of vcgct< pio uets
(scction II), whosc decrease in exports corrcsponds to 79% of all losses icgistet
for thc country.

For Brazil, it can be scen that exports to MERCOSUR countries drop by

approximatcly USS 86 million or by 1.2% of thc present expoits
whcre export losses wcre the highest were thosc of mcchanica in
elcctric machincs and equipment (scction XVI) and of tc uc ts, an
^nsportation instrumls (scction XVII), whose stuns co^nd to ^2
aild 2P/o Of thc total dccrcasc in thc Brazilian exports to MERCOSUR, P
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52portlalToiitfllberalizalion(Scenoriosllandlll>

, ■ -n wns built based on the assumption that the countncs mvolved in
This scenario restrictions on the immediate hberalization of

±ÍS access to thc scgments in question would only
ZÒZX Xd of adaptation. Based on this consideration, alterna^

scenarios were dcvdoped according to diflcrcnt cntcna that may be adopted to

sclcct thcse so-callcd sensitivc sectons.
For Brazilian imports, we will consider only one alternativo scenario. In this

case, a tariff reduction of 100% will be simulated for all sectors, cxcept for those
induded in die basic TEC exccption list. For thcse sectors, the tariffs will be
maintained at their present leveis.

This sccond scenario for Brazilian imports resultcd in a 20.25% decrease in
total trade crcation. In addition, it was secn that most of the more sensitivc
sectors, in terms of tlie percentage incrcase in the imports resulting from trade
crcation, are included in thc Brazilian common externai tariff exccption list. Thcse
findings were then extrapolatcd and two alternativo scenarios built up for tariff
reduction in thc remaining FTAA member countries.o

In the first case (scenario 2), thc sensitivc sectors sclected for each partncr of
Brazil were those where a higher relativc incrcase in exports was registered as a
rcsult of trade crcation, until the rate of 20.25% of trade crcation resulting from a
full liberalization was complcted. In this sccond scenario, the tariffs applicd to
these sensitivc sectors were maintained, while those applicd to the remaining
produets were fully liberalized.

The simulation carricd out for this scenario shows, in relation to the previous
onc that while Brazilian exports would grow by USS 1.28 billion, that is,

196 million less than in a fully liberalized scenario, imports drop by
approximately USS 870 million, totaling USS 3.5 billion. Tablc 7 shows how tire
icsults of this scenario arc divided.

°f a Partial Liberalization on Trade Flows

Incrcase in Exports Incrcase in Imports
Amount

(million USS)
752.89

% Amount
(million USS) %

Trade crcation
frade diversinn
Total cflcct

524.24
o.  /

_____ 2.49
2,666.73

803.80
10.87
3.28

Tablc prepared byThTTUIT M77.13
ors ------L 6.05 3,470.53 14.15 ___
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Like in the previous scenario, the European Union would bc thc cconomv
most affcctcd by the imp ementauon of a ftaa. Tablc 8 shows that its exports to
the Brazilian market would decreasc by more than USS 420 million.

Tablc prcparcd by thc authors

TABLE 8: Impacts of Trade Deviation for the Remaining
partners (in US$ million)________
—■------- Export to Brazil beforc

thc ALCA
Export to Brazil
after thc ALCA

---------------Total Dccrcasc in Exports

Amoiint
European Union________ 13,075.0 12,653.93 421.00 3.22
Japa» _____________ 2,756.20 2,648.57 107.63 3.91
Asian Tigcrs____________ 2,577.30 ______ 2,481.35 95.95 3.72
China _________ _____ 1,128.80 1,097.74 31.06 2.72
(ithers__________ ______ 9,226.90 ___ 9,078.81 148.09 1.60
Total__________________ 28,764.20 27,960.40 803.80 2.79

A more detailed analysis of these results shows that, like in the previous
scenario, thc sectors including mechanical instruments and machincry, elcctrical
cquipmcnt, ctc.(scction XVI) are diose with thc more prominent cuts in exports to
all countries.

Thc impact on this sector within thc MERCOSUR will also bc milder. In thc
previous scenario, the Brazilian imports from its partners dccrcascd by about
USS 266 million. In this scenario, thc decreasc was about 50% lower, amounting
to USS 127 million. For Brazilian exports, the decreasc amounts to USS 79
million, that is, USS 7 million less than the drop registered in the previous
scenario.

Tablc prcparcd by thc authors

TABLE 9: Impacts of ALCA on the Brazilian Trade in the MERCOSUR

Rcduction of thc Trade_____________     

Brazilian Exports Brazilian Imports___________

million USS (%) million USS (%)

Argentina 66.27 1.18 109 75 ___ 1.62

Unignay 5.54 0.73 10.40 1 12

Paraguay 7.31 LOS_______ 6.51 1.18

For the second scenario, it was assumed that, withn 36 maintain
liberalization, all members of thc MERCOSUR, exccpt ‘ \ adaptation lists,
** externai tarifT exeepdon liso Ml ("™*’

This
rcsults ?CC^UIC Was nor applicd to Paraguay bccause the Paraguayan lises wcrc not availablc. Thc
low ’ 1Oxvcvcr’ arc not aflecrcd by rhis fact, cotisidcriíig that thc trade betwccn rhese countncs is

Mercosur and tbe Frce Trade Arca of thc Américas
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• j t-hriTin would kccp thcii taiiff framework
” *í d»f““»uZdtares,*esectorsthatveteeonsideredsensitivo„c,e

ZXX: —;-X 3Í S ÍC
ZZ-hXZ »d Schott : (1992) as d,e naost likely to bc aftad by a Ml
ito, «»». For th. renaaining »untri«, the same c„t non »ed before „„
ppZ that is, thc sectors rcgarded as sens.nve «cre those that, a ter a fnl,
£„fatio„ had thc highcst relativo inerements «. unports as a result of trado 

creation.
With re°ard to Brazilian imports, thc rcsults in this sccnario are the same as

those shown in connection with thc previous sccnario, as the sensitive sectors
sclectcd continued to bc those covcrcd by the common externai tariff cxception
list. Therefore, only the changes involving exports from Brazil to the FTAA
member countrics will bc shown in thc following tablcs.

Table preparcd by thc authors

TABLE10: Impacts of Liberalization on Brazilian Exports

Increase in Exports

Amount (million USS) (%)

Tradc creation 565.51 2.68
Trade diversion 317.53 1.51
Total effect 883.04 4.19

Accordmg to the data shown above, the incrcase in BraziPs exports to thc
American continent would be about USS 400 million bclow the onc registered in
the previous sccnario. This decrcase is explained by the fact that the produets

e inc as sensitive in othcr economics in thc hemisphere affect mainly Brazilian
exports. It could bc said, therefore, that this sccnario is extremely pessimist.

Brazilian exnn S^C1C^ t'lat ^le MERC°SUR common externai tariff applics to
U TT thCSe markcB WOuld by US$ 64.9 million,

sc^ârio n " hOn 1CSS " SCenarÍ0 1 a"d USS 14.2 million less than in

For Argentina and Uruguay, r|le ,
exception lists and adaptation lists with a COIlsidcred «ensirivc wcrc those covered by thc

38 ne data for these types of barriers wcrc exZZTfrr^0^^
« red from Fonseca and Carvalho Jr. (1997).
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TABLE 11: Impacts of ALCA on fhe Brazilian
Trnde Within fhe MERCOSUR

_________ Dccrasc in Brazil,an

__ Amount (million USS) (%) ~
Argentina________ 55.11 0.98
Uruguay ________________ 2.49 0.33 ~~~
Paraguay_________________

útCkwniired bv the authors
7.31 1.08

6. Final Comments

The building of the three scenarios based on difFcrcnt assumptions shows that,
from the commcrcial standpoint, an integration agreement bctween thc Américas
would Icad to a much greater increase in thc Brazilian imports than in thc volume
exported by thc country. Thcsc results can bc easily explaincd if it is considercd
that from the point of vicw of Brazil much of thc trade bctween the Américas that
could bc affcctcd by tariff reduction is with MERCOSUR. Likewisc, thc
participation of thc United States in thc prcferential arca Icads to reduction in the
gains of the remaining partncrs since it is a compctitivc supplicr of many produets
and for th is reason thc country with thc highest compctitivc gains.

Another important point to bc taken into account in explaining how thc
Brazilian balance of trade would bc ncgativcly affcctcd by a hcmispheric
integration is the tariff structurc of thc partner countries. Tablc 12 bclow shows
simplc arithmctic averages of tariffs for each member country considercd in the
simulations. Thc third column shows thc amount exported by Brazil to each of
these countries. The countries with a mean tariff above the Brazilian average
absorb only 21.43% of our exports to thc ALCA, excluding the MERCOSUR,39
which means that while our imports would benefit from a decrease of about
8.81% in the average tariff, thc mean tariff applied to almost 80% of oui expoits
would drop by less than 5.7%. Moreover, thc present trade flows, based on which
trade opportunitics would be creatcd, also work against our balance of tra e.
Brazil exports USS 14.03 billion to the FTAA (excluding MERCOSUR.) whi c it
imports amount US$ 16.26 billion.

Uiis analysis does not include the MERCOSUR member countries, a$ COnsidercd that the
creation due to cither Brazilian exports or imports. In thc simu > i climinated before
tarilEs applied among countries belonging to difTercnt exisung
Ibrmation of the FTAA.
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ta0I c 19. Tariff Frameworks of BraziPs MemberCountries------------------ --------

Countr}’
Avcragc Tantl (%)

(simplc arithmctic avcragc)
Brazilian Exports to Each Partncr

(in million USS) (<MQ

8.81w ___ —

5.41 5.607.1 _________26JS1

1 TmnU.tV 6.30 _ 755.0 __________3^58^ '

Parauuav 5.76 677.9 __________ 322

México 13.69 __ 561.2 __________ 2^66

United States 5.70 _ 9.967.2 _________47,29

Canada 2.70 901.7 __________4.28

Chile 10.4541 ___ 1.062.1 __________5.04

Venezuela 11.89 413.0 ________ 1.96

Colombia 11.63 434.5 ________  2.06

Bolivia 9.15 176.5 0.84

Ecuador 4.85 158.3 0.75
Peru 12.91 360.4 1.71

| Total________ __ 21,074.7 _______ 100.00

As mentioned in section 3, non-tariff barriers were not taken into account,
which obviously Icads to an underestimation of impacts on Brazilian exports,
which are mainly affectcd by restrictions imposed by the United States. Tariff
prcfcrenccs, which prevail particularly within the ALADI, werc not considcrcd as
well, and neithcr werc the advantages provided by the Gencralizcd System of
Prefcrcnccs in the United States. It is likely, therefore, that the simulations
overestimatcd both the Brazilian exports to and imports from Latin-American
countrics. Considering that Brazil, as an important cconomy in Latin America, is
rcsponsiblc for the greatest conccssions within the ALADI, the more prominent
bias would be in the estimares concerning Brazilian imports. 40 * * * * * * * * * *

deviation in the

40 í* ..
to the facr tha^whcni°f -310% calcu,atcd in Baumann (1997). This is duc

no corresponding items in the tarift^r^ W,th ,mportcd aniounts, produets appearcd that had
Products to which tarilTs are apnlied h ' °i " •" n° tar’^ "as attr*butcd. On the othcr hand,
the simulations. As a rcsult the d Ímportcd ani<nmt was null, werc cxcludcd from
producinga figure of 8.81%, rathcrtltan^s^O^'118 ’IKrCílscd and thc numerator was decrcased,
Chile applics a single tarifTof 11Q' r i

- uscdinthcs'mulationspr«c„tcd ^ aH o,?ts Products, while the Chilcan tariff vector
werc extractcd from theTRAINS throunh a'Cr*^e ot ^-45%. This is duc to the fact that the data
available urifTs ,lrc ,rcatcd as nu g •utomatic Computer procedures accordine to which non-
devlat,on"’thcmea„averagcisonly^raLt’ l’°WCVCr> »ot jeopardize rhc t^ults, since the
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Howcver, it should bc stressed that, while On djead to thc conclusion that thc imbalancc in the BrazT* k thcsc results niay
cnhanccd in coming years, it is importam, on thc òthc^h T® °f wil1 bc
thc likcly non-tradc cffccts of such an integration for th *" f° Pay attention to
higher levei of wclfare or enhanced competitivencss. C SUch tcrms 35 3

Givcn tire methodology describcd above, onc cannor infi. kthat was adopted, the cffccts of a tradc libera! ization "’ °n dlC model
cmploymcnt, tcchnological developmcnt, and othcr àsoccV ti '"T °n °Utput’
describcd herc do not allow any precise statemcnt about thc I rauItS
impact of a hemisphcric trade area for Brazil. ong’term cconomic

Thc importance of thc simulations presented herc lies in r . .«-«»» indicarions of the sectors desemng more or le» rtto',?”"f
Bmilinn goeemmcnt i„ the trade negotiadom Xe , ch” J f™

r da, for the memta eomttdea of d,e°m.dtat would be mote attract™ for Brazil, „hc,e the eounrry eodd havo , X X

penetration givcn its competitivencss.

-------------- -----------------
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Comments by Honório Kume

X5»”’"d-in thc ”cond’1 ”tC '°mmc,’,s
on thc work.

Sincc thc work by Baldwin and Murray (1977) and Cline and othcrs (1978),
thc static modcl of parcial cquilibrium has bccn used to asscss the impact of
multilàtcral and prcfcrcntial tariff cuts on imports. Bascd on thesc rcsults, thc
wclfarc impact is mcasurcd by thc well known Harbcrgcr tnanglcs. The method is
attractive mainlv bccause computations are casy and because it is possible to obtain
rcsults at a more disaggrcgated levei than using general cquilibrium models. In
paitial cquilibrium models, thc incrcasc in imports duc to tiade integiation can bc
divided into two parts. One, duc to trade creation, is computcd by multiplying
pricc variations duc to tariff reductions (or thc tariff equivalem of non-tariff
barriers) by thc pricc clasticity of imports. Thc other is estimatcd using
substitution elasticitics betwccn imports from non-members cconomies and
imports from member cconomies and the changc in rclative prices.

What are thc main difTicultics rclatcd to this method? The first is thc lack of
price clasticity estimates at thc scctoral levei which forces the use of aggrcgate
elasticitics. Thc second is thc absolute lack of estimates for the clasticity of
substitution. Therc are very fcw cconometric methods on such elasticitics. This
leads either to thc Standard use of 1.5, as adopted bv Cline and othcrs (1978) in
thcir study on the Tokyo Round, or to sensivity analyses varying thc clasticity
berween 1 and 2 and producing a range of import estimates.

Usually empirical studies show import increascs duc to trade creation which are
biggcr than thosc rclatcd to trade diversion, something which may raisc doubts
about thc \alidity of the values of elaticitics used. Estimates of increased imports
normally are around 5-10%, which gcncrates modest welfare gains and an
additional reason to raisc doubts about clasticity values.

,VPifS CXpCCtcd’ results obtaincd by Carvalho and Parente (1998) show a net
liberalizai R- T2'' a$ 3 ’CSUk of íoining thc F™*- In sccnario I, of total
USS 1 5 bil’liniaZ1.k'i CXp°rtS t0 dic F™ incrcasc by 7%, corrcsponding to
USS 4.3 billion"^ 1C lmP°rtS Would incrcasc by 17.7%, corrcsponding to
barriers which aflcct Err'!'^5 C3n C“tlcized as thcy do not include non-tariff
-rc remói Si";±\CXP0^ United States. If thesc

The estimates also do not tT "° d ‘nClease morc than the estimates indicatc.
thus overestimate both cxnorr? aCCOUnt,tariff piefcrences under ALADI and
more conccssions rchtiwhz ■ lmp(>, ts trom Larin America. As Brazil makes

impact on Brazilian imports would bc moie
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thc
superior
accuratc
disaggreg:

Sonic spccific points can bc aingled ouc for corrcc.ion, Somc basic inforn,ationis missmg as for instancc a tablc with the price elasticities used In Tablc 12 mò
information is reqmred on sourccs and variables. Tariffs for mekcosur countrií

have diffcrent values while thc common externai tariff should prevail A common
externai tariff has alrcady bccn agreed upon, with or without the FTAA The impact
of the FTAA should have becn estimated using cuts in the common tariff. The
Brazilian average tariff is not 8.8% but 14.2%.

The cstiniates also do not take into account thc Brazilian prefcrential
significan ■ market due to GSP prcferenccs. The incrcase in exports is thus
aceess to the u
overcstimaccd-

• of the iack of information at thc disaggregatcd levei adopted in thc
In spite follows the traditional methodology and uses the available

model, tte 5 quantitative indications which, although imprccise, constitutc
clasticitics information on the sectoral impact of thc FTAA. It is surely

best av< «scnsitivc sector” critcria based on non-economic factors. More
'Ol t0 ' \atcs can only be obtaincd if there is more cffort to estimate

■ated substitution and price elasticities at thc sectoral levei.
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Comments by Lia Valls Pereira

n 1 nn the crcation of an FTAA have bccn rcccived with reserves both by
Proposals on > productive scctors. Thcre is the fear that !

S d.r Jerlo» «h the prescnce of thc

S2«II «te* * »'»l bnnd” <f B' ” r,d“try *•
Í Xc notonlvbccauscof incrcascd impom, but also. because ofcompetition
in o±cr Latin-Ainerican inarkets. Moreover, thcre are doubts on the efFectivc
nossibilitv of the elimination of barners to access the US maikct for sensitivo
Products’ such as orange juice, which arc important for Brazthan exporteis. Thcre
are also suspicions that transition in the direction of free trade can take too long.

The FTAA agenda, moreover, is not restiicted to tiade libei alization. Rules on
public procurement, intellectual property, investment and sei vices, aie present in
the initial agenda. In this contcxt, it is feared that the implementation of nafta

typc rules would not favour Brazilian interests.

Thcre are also arguments related to the debate on whcther to negotiate a
prcfcrcntial agreement in the Américas will not create losses or tensions with
important partners such as the Europcan Union.

The paper sccks to evaluate the trade effects of the FTAA using a partial
equilibrium model. This is an important initiative. When and if the FTAA
negotiations gathcr momentum, thcy would bc surrounded by intenso debate. The
generation of estimares of the possible effects of such an agreement will not only
serve as an input in the negotiation process but also serve to improve the quality of
the national debate of the subjcct. If we considcr the vast literature generated
around the nafta negotiations, the academic output concerning the effects of
integration initiatives is limitcd in the case of estimares of effects on the Brazilian
cconomy even for the effects of MERCOSUR.

th ^d^ax' attendon t0 a sclccted points. The first conccrns the choice of
eaui^hriív °TunayS^’ CltlKl modcls general equilibrium or models of partial

”™ *’> ti® «n be eonsidered rh« bes.
on n» redine by^^^Í?“hh'!iS"8SreSa,i“ “d K',<J ” b'

“i>’»or=i>«Bi„1„„i;lcspet ”s'of “&s poss

CGE modek has redueed Tamnlcs designed for computíltional use of
analyzed. Thcre has bccn also^01011 °H niun^cr °f sectors which can be
rcalistic hypothcscs such as iiv ^10^lCSS 1C^at*on t0 introduction of rn°re
obtained should not be undcrsT51^lCtUlnS t0 sca^c ^or industrial sectors. Rcsults
points of rcfcrcnce which can b°° f T ^°rCCasts *n t^e sense but rather as
trade agreements. The mear ° Klp ln thc dcbate 011 the possible impact of

8 3dVantaSc of ™ch models is that thcy make possible
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a scenario of

Í41
Menosurand thc frce Trade Arca of the Américas

to considcr all efFects ansing from a change in relative prices eiven
tal-ifF Jiberalization. Not only the first impact on prices is coJdÂ'” .. u*
sccondary efFects dcr.ved from thc impact of trade liberalization n ‘ thC
thc different sectors. Thc cost of implementation of such model'"- by
relatively high and requires permanent updating of Information and réfincmcTf
thc model. nt 01

Partial equilibrium models estimate the efFects on trade flnw ™ •
diversion and trade creation. As most CGE models, they ignore dynamicXt
Thus, in a dynamic context, a trade diversion may allow the creation of cconomies
of scale in the rcgton. Even in a static context, trade diversion, which is analvzed
from the point of vicw of costs of production, may be allowing consumcrs to buv
at prices bclow those ruling before the agreement. In spite of all thesc limitations
estimates of trade creation and diversion supply extrcmely useful Information on
thc First impact of prcferential trade agreements.

Thc paper considers three scenarios. Thc First scenario is complete tarifF
liberalization within the FTAA. In this case Brazilian exports would incrcase by 7%
(USS 1.5 billion) and import by 18% (US$4.3 billion). Exports to the rest of die
world would be redueed by 3.5% and those to MERCOSUR by 1.2%. In general,
both for exports and imports, the more significant efFects in scctoral terms are for
mechanical instruments and machincry (NBM section XVI) and vehiclcs, aireraft
and othcr transport cquipment (scction XVII). Thc coincidence of the same
scctors for exports and imports may indicate thc importancc of intra-industry
trade. Thus, even if therc is a negative trade balance from the point of view of
Brazil, there may be gains rclatcd to product difFcrcntiation which thcw model is
unablc to detcct.

The second scenario considers the efFects of thc climination of Brazilian import
duties cxcept in thc case of produets which are in the list of exccptions to thc
externai common tarifF of MERCOSUR. In rclation to other countries, die imports
which wcre considercd sensitive where those corresponding to produets presenting
thc highest rates of expansion in terms of trade creation after total liberalization. In
this scenario, exports incrcase by 6.05% (USS 1.28 billion in value) and impoits
by 14.15%. Reduction in extra-FTAA exports is of 2.8%. In rclation to thc irst
scenario, the main differenccs are related to imports as, foi expoits, tie ic
111 thc growth rate is of only one pcrcentage point. This is to be expecte as
“ceptions to the common externai tarifF, are capital goods,
cquipment and electronic goods which are important items in ia < Hesirablc
«Pecially from the United States. Although the scenario corr“P°^ . the
ncgotiation position from a Brazilian point of view, it is un ‘ \vill remain
Wu» in „htio„ to „.hich tllcrc i, US campMYC
°utsidc thc FTAA liberalization process.



i P sccond in relation t0 dqe assumPtlon that the Us
A lastscenariodiffcrs from tnc subject to non-tariff barriers

will considcr as scnsinve all pi° jn the specializcd hterature. And also
also others which are conslde* eXcepted, will maintain thcir prescnt
that MERCOSUR coimtnes, -b. agreement. Brazilian impores will remain
MERCOSUR lists ofexcepnon ou 4 2% In such a scenario, which the
the same and exports would in pcrsisKnce of US non-tariff barriers, export
authors considcr '',‘million about USS 590 million below the estimate
incrcasc would beofUSS 883 muno ,

for full liberalization.
I in rhnr the rclativc small increase in exports as comparcd to

The authors cone u Brazilian gains with liberalization

•*7 dÍo“X"« í X ** ” ”d *“ d“
“ b X X' * “iír6“d by *■*■? TrG “day in d,c  n rk ts of tire FTAA’s future members. The reader can reach the conclus.on that

  títere would be no significam gains with a proposal restricted to tanff reduction.

The paper stresses tire importairce of taking into account non-tariff barriers in
tire estimares of the impact of a free trade area in the Américas. It is possible that
the tariffication of such barriers would show not only higher export gains but also
larçcr differcnces between results in different scenaiios.

Othcr points usually raiscd in the analysis of such modcls are the need to
improve elasticity estimates and also to takc into account the whole range of
prefcrcnccs alrcady existing within ALADI. To present results only about the
impact at the NBM section levei of aggrcgation is sonictimcs unsatisfactoiy as many
of these sections are rather heterogeneous in terms of value added and use. At least
for those sections for which results were more significant, a further disaggregation
effort would be wclcomcd as this is one of the advantages of partial equilibrium
modcls.

Finally» as rccognized by tlie authors, this cxercisc does not allow conc usion^
on the general impact of hcmisphcric integration, and, even in a statie mo
assess the total impact of liberalization on relative prices. In fact, no mo
capture all effccts of integration in a dynamic scenario. However, quantitatiw
excrciscs allow the bcginning of the debate on the FTAA with some of the rcqrui
Information to sclect really substantive issues. Information on non-taiiff bam
do not sccm to fulfill this pre-requisite.
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tHE COMING FTAA: A PREL1M1NARY EVALUATION OF POTENTIAL IMPACTS

Robcrt Dcvlin, A ntoni Estevadeordal and Luis Jorge Garay

L Introduction'12

rT*HE FREE TRADE AREA OF THE AMÉRICAS (FTAA) oroccssu™ 1 i j ,T*e Miami Summit of Heada of State in Deeanber 1994™

centeipjecc of a broader hem.aphet.c iniciativo of politieal and aoeia-e™
cooperation among 34 countnes of the Américas with the objective to negothte a
hcmisphcric free trade agreement by the year 2005. The preparatory phasc began
in January 1995 and formal negotiations were launchcd in April 1998. The
crcation of an FTAA would clearly be the most important chaptcr in the history of
regional cooperation in the Western Hemisphere and mark a fitting culmination to
a fast maturing trade policy framework in Latin America and the Caribbean.

The FTAA process is die result of progressivo globalization of the world
economy and a profound transformation in the region based on: (i) structural
cconomic reforms in almost all the countrics directed at stimulating inarket activity
and a better articulation with the world economy; (ii) the emcrgence, or
strengthening, of dcmocratic regimes almost everywhere and (iii) politieal
commitments to foster pcace and cooperation among neighbors with a history of
rivalry and conflict. Regional integration has been a fundamental complcmentary
tool for achieving these ambitious national objectives, which permeate the entirc
region. Latin America and the Caribbean has a lorig tradition of interest in
regional integration. An intense amount of activity in this area emerged out of the
Post-War period. However, the initiatives in the first three decadcs following the
War inserted thcmselves in the prevailing statc-led import substitution strategy of
the time, itself to a large extent a product of “market skepticism” derived from the
Great Depression. In the 1990s, however, a “new” regionalism emerged in Latin
America and the Caribbean that conformed to the new national strategies for
cconomic and politieal transformation and preparation for globalization.

Trade liberalization has been a centerpiece in the structuial lefoim pioccss. It
has opened Latin-American and Caribbean markets to unprecedentcd competition
from the rest of the world, providing access to new and better consumei goo s,
and cheaper inputs and technology for production, investment

Pí»per prepared for the Seminar “FTAA” and Mcrcosur: The ^,1,an *in<
Hcmispheric Integration, sponsored by IPEA, Brasília, 5-6 ao. cr of InKr_

The opinions expressed herc are the authors and do not ‘ \]a paz Covarrubias
American Devclopment Bank. We thank Eric Millcr, François Dion ,
a»d Victoria Abalo for their assistancc in data and edicing.

143
Mcrcosur and the Free Trade Area of the Amcncas



• • The extent of the liberal ization efForts in the ]ast
International compctitivcnes • trade m the region
dccade has varied fronl colU1 ? hc pcriod before the 1930s. Although the credit
opentodaythanithasbcen t0 llllilatcrai policies of countri
for trade libcral.zation shotUd g ,
which bccame wdesprea * agreemcnts have p]aycd>
Round negotiauo . dj bc argucd )atcr> rcglOnal jntegration ha$
continue to pla>, > oftrade libcralization further than thcv

i» «a» *' ™ht“'" ”"',,ilat'ral “E“* .and thcreby
Zta tao,»»«» of reform. But ta.KC the objçcnvcs and pra«,„ „f
die »»■ tatcgracion .cnd to go bcyo.td the ttadtnonal l.mtted fo™ on l.beralutcd
(ofren very paixial) goods trade, to includc an array of new market-based trade and
tradc-rclarcd disciplines, the regional agreemcnts often constitute a positive
political cconomy externai ity which serves to anchoi even moie the bioader overall
national reform proccss. In addition, there aie the political cxteinalities. countries
have used regional integration to mutually ccmcnt thcir new democratic Systems
and to crcatc interdepcndencies which rcduce interest in pursuing historical
rivalrics and promote regional cooperation in arcas othcr than trade.

For awhile many doubted the seriousness of the FTAA initiative. But the
launching of negotiations in April 1998, couplcd widi clear signs of gathering
momentum, the FTAA now is clearly a regional process closer to becoming a
rcaliry. It tlius is worthwhile to revicw, if only in a limitcd way, some economic
policy and strategic issues that will condition the effects of the FTAA on its member
countries.

Our chaptcr will begin with an overview of the contcxt for the emerging new
regionalism and the FTAA. This will bc followed by a generie checklist of some of
the potcntial benefits and costs that might be anticipatcd from an FTAA as well as
another checklist of collcctive and national policy issues that could help to
maximize tlic potcntial for favorablc effects and minimize the costs. The last
section will prcliminarily dcvelop one particular aspect of the FTAA, which will bc
an important determining factor of the balance of costs and benefits: the way in

uc tie FTAA articulatcs with existing regional arrangements in the hemispherc.
We dose with some bricf conclusions.

assumes ’m^ortant t0 P°^nt out that for the purposc of analysis, the papei
activclvnnrricin°rUntI’ieS inVC assessec* drá1* alternativos and consequently are

m.»í szX*. rT”,h? sh»' * °fíreconfirmed in Denv.-r r . C hcmisPheics trade mmisters have repcatcdl}
that the FTAA will ff arta®Cna> Bcl° Horizonte and San Jose. It also assumes
chapter-s scope do°n or around 2005. Mcanwhile, tlie

permit an analysis of the world financial crisis, even
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rhoush it is quite obvious that the FTAA, woiíd tnde md ■ > •
is »»«.., JXdIXS

piarkcts.

2 The New Regionalism in the Américas

Thc FTAA cffort is a good example of the new regionalism. BaScd on its
atnbitious formal agenda the FTAA mmative seems to fit well into thc particular
stylizcd facts of a typc of regional integration which Ethicr (1998) has rcccntív
argucd is welfare enhancing:« (i) the integration agrcement typically involves
sniall countries linking up with large countries (ii) thc smaller countries havc
made, or are making, significam unilateral reforms (iii) thc dcgree of libcralization
in the agrcement is typically modcst (iv) the libcralization achievcd is primarily by
thc smaller countries (v) the agreements oftcn involve “decp”, or comprchcnsive
objectives (vi) the agreements are regional in a geographical sense. Whilc not
circumscribing ourselves to Ethier’s framework, we share his basic point that it is a
mistake to evaluate the prospects of the new regionalism - in this casc thc ftaa -
on narrow Vinerian critcrion bccause much more is at play.

To effectively evaluate its roots, dynamics and its long rim implications, one
must understand thc context in which the FFAA process was initiated. Since the
late 198Os therc has been a growing interest in regional approachcs to trade
libcralization. One of the earliest manifestations appearcd in the Southern Cone
witli new scctoral and regional cooperation agreements that marked thc incipient
dcvelopment of what wc know today as MERCOSUR.45 It also manifested itsclf
among some developed countries, in particular, thc United States’ move to
bilateral trade negotiations and the deepening of tlic Europcan internai market.
During the sarne period, most of the developing world was moving toward
substantial market-oriented economic reforms, including unilatcial tiade
initiatives. In addition, all of this was happening in the context of multilateral
cfforts in Geneva to liberalize trade in goods and Services around thc woild, which

The Brazilian crisis and devaluation occurrcd ar the time of finalizing ric paper ot\ *
submission. Hence its repcrcussions are not dcalr with hcrc. Howcxcr, oncc h
MERCOSUR situation stabilizes, the end rcsult should bc positive for thc FTzVV raz nrc].nijnary
competitiveness will signal many new market opportuniries in thc wnusp wre. .

d,„ „r’hc Braí»,«...«, "“y-r «“t
"ISIS on the rcgion’s intemational trade pmspect see, nre pinancia| Crisis:
hnegration and Trade in the Américas, Spccial Rcport. Note (Washington,
Jtnplications for Latin-American and Caribbcan Trade and Integration, Qinntitative Analysis

Integranon, Trade and Hentisphenc Issucs Division and Stansncs and Quanntat,

Unit, Department of Integration and Regional Programs, 199?).
W. Ethicr, «ITe New Regionalism”, VkEconomicJovial (July I99S):1 ^mbcr ]996)
Por morc details see 1NTAL, MERCOSUR Rcport, n- 1 (Buenos Aires. Jul)
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T1 v Round Agrccmcnts in 1994 and the crcation of theculminatcd in thc Uruguay Ro^d
World Trade OrganizanomnlW- ,

■ .1 nnnro-iches to trade liberal ization had sprcadBy mid-1990s, the PP Asia and in thc Américas. The rest of this
throughoutthcwo • P of in Latin America and thc
scction is a detai ncw rcgionalism has made its mark in thc way
SÍSk^ÍXd in the region. If onc had to selcct a single bcnchmark
trade relation tures the fratures of this new rcgionalism in
Sn America and thc Caribbean, it would be around the time of launching of thc

FTAA at thc Miami Sunimit.
The mid-1990s marks the tenth anniversary of thc beginning of the wave of

substantive unilateral trade reforms undcrtaken by the countries of the region.-6
Thc depth of these reforms is evident when evaluating a number of basic critcria.
Avcragc tariffs fell from 40% to 11% and, for most countries, thosc tariff cuts
werc of the order of 50% and they wcre implemcntcd over rclativcly short periods
of time (i.e., two to thrce ycars). Avcragc maximum tariffs in the region fell from
more than 80% to 40% with only two countries prcsently applying maximum
tariffs of up to 100% on a small number of produets. Tariff dispersion, on average,
has declined from 30% in thc mid-1980s to 9% today. Both the highcst average
rate and thc highcst dispersion rate, as measured by the Standard deviation, are
currcntly under 15%. Thcrc are still, however, some important peak tariffs,
particularly in the Caribbean Community. On average, approximatcly 22% of
tariff lines are subject to rates above 20%. Morcover, there are still some countries
with maximum tariffs above 70%.

(cont...)

TABLE 1: Tariff Structure in Latin America 1985 - 1997

Average TanfT Rates Argentina
1985
39.3__

7UJ - 17”

1988
30.8

1991
14.2

1994
15.4

1997
14.1jvrittuynm Axcrages) Boliyia __ 22.7 16.6 9.2 9.7 9.6

Brazil __ 55.1 41.5 20.4 9.7 14.9Chile 20.2 _ 15.1 10.8 10.9 10.8
Colombia __ 46.5 46.3 16.4 11.3 11.4
Ecuador
México

58.7 44.5 16.6 11.0 9.9
_ 33.6 10.2 12.6 12 4 13.7-Paraguay

Pr-ni 18.7 18.6 13.6 7.3 10.0i cru
_ Uruguay

64.4
3?9

70.5
O

16.2 15.6 13.1
L ----- -------- Venezuela 7. 31.6 ^

42.2
21.3
15.1

13.6
11.3

10.1
íuTJ

Í^C,1XDÍW' KmC,'‘ Bmk’ “TradC extr.Kt from Econonnc and Social Progrcd
m^nA,nmw (Washington, DC: Integration, Trade a„d Hemisphcric Issucs Divtston, 1996).
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(çondnu^O
1985 1988 1991 1994 1997

10.3 8.8

5.8
35.0
6.6

36.3

35.0
11.0

. 88.0
125.0

30.0
40.0

Sourcc: A. Estcvaduordal, Negotiaring Trade Agrecmcnts in thc Américas (fonhcoming).

6.9
.9

Tariff Pcaks
(Avcragc tariff rates top 1
pcrccnt produets with
highest tariíls)

T^íffoispersion
(Standard Deviation)

30.0
10.0

27.2
10.0

6.8
3.8
5.9
6.1

105.5
50.0
104.0
60.0
100.0

20.0
20.0
20.0
32.0
25.0
20.0
20.0

20.0
11.0

20.0
50.0
109.0
45.0
139.9

5.8
6.5
11.0

70.0
11.0
51.4
37.0
20.0
52.0
25.0

85.0
245.0

20.0
24.5
56.2
23.7
25.0
22.0
20.0

Colombia
Ecuador
México
Paraguay
Peru
Uruguay
Venezuela

13.8
24.6
14.9
25.2

Argentina
Boi i via
Brazil
Chile

Argentina
Bolivia
Brazil
Chile
Colombia
Ecuador
México
Paraguay
Peru
Uruguay
Venezuela

6.0
5.5

13.7
24.4
11.3

57.6
17.0
85.0
20.0

51.5
32.3
108.0
27.4

6.4
1.4
7.1
1.2
5,8
8.3

14.2
6.3
3.6
6.4
5.8

25.0
10.0

^0_
2.5
16.8
1.5
8.0
10.4

1.3
19.5

.9
17.4

In April 1994, thc Uruguay Round Final Act was signed at Marrakcsh, ending
almost a dccade of multilatcral trade negotiations. Thc agrecmcnts which made up
thc final packagc entered into force on January 1995, including tie agreemen
establishing thc World Trade Organization which is icsponsiblc oi a mi
thc most sophisticated and comprchcnsivc world tiade agreement e c _ ?
thc arca of tariff liberalization, this latcst round of GATT negotiations *
average tariff reduction of 38% in industnalized countries; a , ^^ial
mndpoint of thc Latin-Ainerican and thc respect to
commitments to dismantle import baníeis. Th < mqvinnun or so-cailcd
tariffs requires countries to limit their leveis to a speci ic -n a sjgnificant
GATT tariff commitment or “binding”. The latcst loun , countries, the
incrcase in thc number of bound tariff lines. In thc case o transition, it wcnt
increase wcnt from 22% to 72%; and in the case 0 cou^cd to bjncj practically all
from 78% to 98% pcrccnt. Latin America as a wholc ag bindings
teriff lines. This is espccially significant whcn conTas a whole, only 38%
existing before the Uruguay Round began. In Latm ^nc t0 57% of imp°rts-
°f tariff lines for industrial produets wcic boun rcSpcctively.

agricultural produets, the pcrccntages wcic 0 ‘

9.4
4.6

28.0
1.6

16.9
56.0
20.3 5.2

11.8
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. multilateral talks cndcd (1994), there were dramatieThe same year thc i Westcrn Hemisphere being a major
advances in thc new 1C£’1°‘ forc thc sigliature of thc Final Act of the Uruguay
staging ground. Months Trad(, AgrccmCnt (NAFTA) was implcmented. In
Round, thc North Anic"ca" ^cre made in the Southern Cone in preparation for
addition, important advancj^ 1995. Moreover, during the same time
thc launching of MERC . ■‘pnKCSS of consolidating their
period, two countrics in t1 reaion. México was ablc to secure in 1994

o„ rhe “NAFTA’’ niodcl - ™hr rz z" »d v'"“ucia (kno™ “ g-3
Costa Rica ir p , Se tcmber< All threc agrecments were
Agrccmcnt) in Junc . of 1995. FOr Chile, 1994 niarked an acceleration in
ZXftâZ ta»Ph" <M““’ 1991; Vm“cÍ'Í’

Colmbh, 1993; »d Ecuadoí, 1994). Dunng (te same year, Chúe
initiatcd frcc trade talks with MERCOSUR countnes and Canada and began a
sccond round of ncgotiations to decpcn its agreement with México. Thc.se
stratcgic agrccmcnts would bc signed in subscquent years (1996,1997 and 1998,
rcspcctively). In addition, around the same time, important institutional and
policy reforms were carricd out in cxisting agrecments such as thc Andean Pact (to
bccomc Andean Community in 1997), CARICOM and the Central American
Common Markct.
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Frcc Trade Arca of thc Américas (FTAA); Andcan Community-Brazil; Andcan Community-Panama; CACM-

TABl£2_ ________________
r--------REGIONAL TRADE ______ _____ ____
-— Agreemenr
-j^j^Tcõniniuiiity (CARICOM)1________________

'chji^Ãfai«>r_______________ _
'T^írrãTAmerican Common Market (CACM)3

------ -—_ - i
Date of Signature

___ 1989
1991

____ 1990

Hb 1990’S
Entry into Force

1990
1992
19937^ÍCÕÃ4-Venezuela ■.______________ —_____ 1992 1993~gj^7Vcnezuela____________________ _______ ____L 1993 1993~HÕrthÃincrican Free Trade Agreement (NAFTA) _ 1992 1994

Boliva-Chilc4________________________ _ 1993 1993
Colonibia-Chile___________________________ 1993 1994

'sõurhcrn Cone Common Market (MERCOSUR) ___ 1991 1995 JCosta Rica-Mexico___________________________ 1994 1995 |
Group ofThree (G-3)_______ _______ ____________ 1994 1995
CARICOM-Colombia___________________________ 1994 1995
Bolivia-Mexico 1994 1995
Chile-Ecuador 1994 1995
Andean Community* 1988 1996
Chile-MERCOSUR 1996 1996
Canada-Chile 1996 1997
Bolivia-MERCOSUR 1996 1997
Mcxico-Nicaragua 1997 1998
CACM-Dominican Republic7 1998 1999
CARICOM-Dominican Republic3 1998 1999

SELECTED AGREEMENTS UNDER DISCUSSION
Regional

Chilc; CACM-Panama; Chilc-Panama; Costa Rica-Trinidad & Tobago; Mcxico-Bclizc; Mexico-Ecuador;
Mcxico-Northern Trianglc (EI Salvador, Guatemala, Honduras); Mcxico-Panama; Mexico-Pcru; Mcxico-
Trinidad & Tobago; Mcxico-Uruguay. _
 Extra-Regional _ ________
MERCOSUR-Europcan Union; México-Europcan Union; Chile-European Union, Chile South Korca,
Mexico-Japan; CARICOM-European Union (Lomé COnvention rcncwal); APEC. —
Nores: 1. caricom began its reform proccss m 1989 (Dcclaration of Grand Anse) and agreed to aunei a

harmonizcd CET in 1990. . „ çi(nlcd aild
2. Thc two countries substantially revised and upgradcd this accord in an agrccnxiit

entered into force in 1998. „ . , . rn dcfínitivclv
3. Thc Presidents agreed to re-activatc the CACM in 1990 (Monteli.nar Suinmit) and opt

pursue a customs union in 1993 (Protocol of Guatemala).
4. Negotiations are currenrlv undcrway to revise and upgradc thc agreemenr. chárter of thc Andcan
5 In 1988, the Presidents agreed (in the Protocol of Quito) toagnxd to dtange

Group and alter the existi ng tariíl reduction program. in » ..vktinir institutional structurcs
thc Group’s nante to the Andcan Comntnnity and relonn certa.n cMsnng

(Dcclaration ofTrujillo). „ • 1lld ;s only in cftect in thosc
6- The Agreemenr has yct to rcccive legislativc approval in all coun .

countries rhar have ratificd it.
7. Thc Agreemenr is expected to enter into force this year.

Brnz^ Mercosur and thc Free TradcArca oftbe Américas
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This dvnamism was also prescnt ar thc extraregtonal levei, rn parucula,, in
o thc APEC initiative. México jomed APEC as a full member ua November

993 nd Chile cntercd one year later. Morcover dunng rhe II Prcsidcn
Mectina Of APEC in Novembcr 1994 in Indonésia, thc leaders agreed ro achievc
thc eod of free trade and investment in thc rcgion no later than 2010 for the
intoialized economies and 2020 for developing countries.

This bricf history of thc integration efforts in the mid-1990s would bc
incomplete without reference to thc European Union. The EU involvement with
Latin America was also rcncwcd in December 1995 with the signature of a trade
and cconomic cooperation agreement with MERCOSUR. This was followed by a
Framcwork Cooperation Agreement with Chile in June 1996 and talks with
Mcxico toward a new trade and cconomic agreement in the years to come.

Thc summary account is relevant not only for chronological purposes, but also
for stressing some of the spccific facts that have characterized most of the new
regionalism in Latin America as well as the synergies and complementarities that
exist among thc different approachcs to trade liberalization. First, a key factor in
explaining thc commitments undertaken by the Latin-American and Caribbean
countries during thc Uruguay Round negotiations were the successful policy
reforms - in which unilateral trade liberalization is central - carried out at the
national levei. In turn, the countries’ agreements at the multilateral levei acted as a
signal to investors of their commitmcnt to externai opening and contributed as a
lock-in mcchanism for thc domestic reforms. At the same time, the Uruguay
Round agreements set the stage for the pursuit of regional agreements under a
common umbrella of global trade rules as well as imposed a clearer set of
disciplines under which prcfcrential agreements can be negotiated.47

Second, while thc reciprocai nature of the multilateral round provides a
ationa political underpinning to furthcr liberalization, and the cconomic

tages of free trade achieved at die multilateral levei are well understood, it is
traditinn^ f 1 i° eva^uate negot^ting opportunitics in the context of the
one hunef °f rcqucst/ofTers. which take placc in a for um of more than

depth of new difFerent «rategie interests.48 This can delimit tlie
ÍJÍSSF* -4 Caribbean eaunrries

“ " - pacc of a nroHa.era! round is limired.

TTrcsc agreements also^ffcr^^1116'^ °ffCr ccrtain sdvantages in this respecc.
recipmcity. Howcver, they usually involve a smaller

Hiis is manifesr in the new Und ■
A. Estevadeordal and c. Robe/?d” thc Intc,Flctation of Article XXIV of the GATT 1994.

(INTAL-idb, fonheoming). ° S'^AIn,'kct ^cess in thc Américas: Negotiating and Stratcgic bsiití 
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£roup of geographically dcfined countrics with a very olear n ri c
in commercial trade gcopolida and regional c„0 °f ’h“d

provida a bertcr envrronmem for reaching conservara on tire cornnlê, ,
to„B |„ modern trade agendas; for „,eJSUri„g thc
commitring scarce resonrces to a prorracted negoriarion in.ol.ing redZiJ "1
for privare sector tmdersrandnrg and snppon of tbe litaaliati„„ proccss « " r
índs that the .ncend.es for cxplo.t.ng thc advantages of regional negotiations re
higher thc more succcssful are multilateral rounds.49

In effect, the wave of new regional trade agreements, thc deepening of drose
alrcady in existence, and the launching of FTAA negotiations at a hcmispheric levei
should be seen, first, as a complement to the unilateral reforms and multilateral
negotiations. Sccond, and most importantly, thcy are laboratories for thc
development of new paradigms for thc design and implemcntation of trade policy
around the world.

From an analytical point of view, traditional cconomic analysis has
distinguished between diffcrent stages of cconomic integration. In diis literature,
liberalization under a free trade agreement, as proposed under the FTAA initiative,
would constitute a rclatively less advaneed stage of integration than a common
market schcmc since it involves preferential trade liberalization among partners,
but not thc adoption of common protection policies towards third countrics and
free movement of factors of production. This typc of analysis had some validity in
a world of rclatively closcd cconomies where trade policy is mostly concerncd with
thc management of border measures (i.e., tariffs and non-tariffs measures).
However, in an incrcasingly globalized world economy, trade flows arc affectcd
not only by border typc measures but by domestic policies as wcll. This shift to dae
so-callcd “deeper” integration emerged first at the national levei where unilateral
trade reforms have been accompanied by substantial macroeconomic, financial and
regulatory reforms. The shift has also-becn very clcar in reccnt multilateral
negotiations where a new set of issues has emerged on thc trade agenda. Thcse
include trade in Services, intcllcctual property, trade related investment measures
and dispute settlcment mechanisms. A contentious agenda lies ahead in o icr are<
°f possiblc harmonization efforts such as competition policy and cn\ iro *
standards. This incrcased coverage of areas for the haunomzation.<
teconciliation of domestic policies is also incrcasingly piesent in tic
^Htegration agreements.

Based on thcse criteria, within the region, a distl"c™^ sl’° tracjitiOnal or
bctwccn two existing types of free trade agreements. hnst, tnei <

Ethicr, “The New Rcgíonalism”.
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Mercosur and thc Frec Trade Arca of tbe Antcricas

ncend.es


50

SI

3. Evaluating the FTAA in a Long Term Perspective

Regional integration is an initiative with a long run horizon. Many of thc most
important cftects of successful regional integration schemes involve complcx
intcrrclationships that dcvclop in a general equilibrium framework ovei* a long
period of time. Typically at thc bcginning, and each time thc agreement formally

ccpcns its commitmcnts, tlicrc are significant costs to be assumed up front with
benefits playing out over a much more extended timeline.

indnrT" ^conom’sts f°cus pnmary attention on whcther regional integration
Standard"^- tcrmcd tradc creation or trade diversion.52 From a
incrcasc thc rh mCnaJ1 cc°n°mic modcl of integration it is wcll known that to
potential membcrC ° ° QCatlOn dlere sllouJd bc an important overlap among

"I SeCt°rS P1°tcctcd tariffs, as well as wide differenccs
industries. To minimizTth C°SB °f Producing tllc goods in the protccted

*miZC *C P°KntIal for trade diversion, ítere should be, first, a

«first generation” agreements mostly negotiatcd in the framework of thc L. •
American Integration Association (LAIA, or ALADI in Spanish). Thcse prií/q1'

focus on traditional market acccss issues under very simple normativo ftamew t

They are rightly callcd prcferential agreements and can be subject to a traditi“Vincrian” anaíysis. Thcse agreements in turn can be divided bctwecn “sclecí"'1'
and-partial” and “univcrsal-and-automatic” prcferential agreements accordin "C'
the product covcragc and tire mcchanisms used for implemcnting the prefere^ t0
treatment for market acccss purposes. Sccond, there are the “new generation^'3'

agreements charactcrized by thcir covcragc of issues in the new global d
agenda, such as Services, investment, government procurement and com ' ■ °

policy. Morcover, in thcse agreements, traditional market access liberalizat’
charactcrized by its broad covcragc and implcmcnted through automatic phase o
programs. Indced, thc regional integration agreements in Latin America hawinvolvcd automatic schcdulcs of elimination of tariffs on substantially all tr 7°
with thc bulk of liberalization taking place in 10 years and excentions 1°’
excecding 6% of all tariff lines.50 F ‘1 cv

While onc must await tire outeome of negotiations, the terms of rcference fnr
discussions now undenvay in tire FTAA are suggestive of an im-eemenr ■at least most of thc clements of thc new regionalism ‘8 ntaming

A Estc\adcordal, Negotiating Trade Agreements in the Américas” (Washington, PC.: Integration,
ta c an emisphcne Issues Division, Intcr-American Devclopmcnt Bank, forthcoming).

AmSthêmon “Towirds ’nd °r I”'cgration in U'"1
Amenca ,n the 1990s”, WorldEcmmiy, Mareh 1999, pp. 261-290.
J. Vtner, 77,e Union fo„c (Ncw York. Endowmcnt for ]ntcrnational Peace, 1950)- 
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large nuinber of potentml mcmbers, so that there are few cnilnt ■ ,
‘Jd bc divcrted; second, initially a low levei of trade relative to Th '

*W, a sigmtam proportion of p.Mgrecmm «•
m sl»«> thc agreeme.it ,s going to be lc!s |iUy tradc ‘

wong couiitr.es whose cconomics are oirrently competitivo b.,. 8 í
eomplementary. Yet, theae «statie” Vinerian cffats „f , 'ioni|
agreemcnt are only a small part of a successful story. b

Dynainic effccts are potentially much more important since they are associated
with linked to an increase in competitive pressurcs following thc removal of trade
barriers. In effect, regional integration is about the “dynamic” economic
transformations brought about by intensified compctition; reduction of economic
rcnts; exploitation of cconomics of scale, scope and agglomcration; marketing and
export expericnce; managcrial cfficiency, and so on. Toda/s integration also aims
atso callcd non-traditional gains such signaling commitments to investors, lock-in
of policy reform, strengthening institutions and rules-bascd proccdurcs, political
economy synergics among partncrs and geopolitical objcctives.53 Thesc effccts
could raisc risk - adjusted rates of return and induce investment local and forcign,
technological change and growth. Indecd, even what may first appcar as a cost
through trade diversion could in thc right circumstances be a platform for an
economic transformation with benefits for thc sub-region and tlie world economy
as a wholc. Unfortunately, economists have found tlie analysis of thesc lattcr
dynamic effccts of regional integration difFicult to modcl and test empirically?4
Indccd, strong conclusions about regional integration initiatives are all too often
drawn exclusivcly on static analysis, which aside from providing a very incomplete
story, also has its own methodological shorteomings (sce for example thc analysis
of Ycats concerning MERCOSUR).55

When national cconomics integrate there is an important ícallocation of
resources within and bctwecn daose economics. When the integrating cconomics
are rclativcly homogeneous, involved in significant trade with each othcr an
converging in terms of income leveis and technological dcvelopment, tlie forces o

53 R- Femandez, “Rctums to Regionalisnt: An Evah.at.on of Non-Traditional Gains from RTAs
(Washington, DC.: New York University and World Bank, 1997, mimcograpi).

R. Baldwin and A. J. “Vcnablcs, Regional Economic integration , v j995); A.
Economia^ vol. III, cd. G. Grossman and K. Rogoff (Tlie Haguc: Escvicr
Wintcrs, “Asscssing Regional Integration Arrangemcnts ’ (Was nngton Rcgional Trade
Yc«ts, “Does MERCOSUR’s Trade Performance Raisc Conccms a >out t concisc critique of
Arrangemcnts?”, The World Bank Economic Rcvicw 12, ne 1 (1 T of RcgiolW] Trade
^cars, “Does MERCOSUR Trade Performance Raisc Conccms a iou of Merc0SUR” Gazeta
Arrangemcnts? which first appcarcd in 1996, sce R. Devim, i
^leicantil (São Paulo, Novcmber 19, 1996).
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in^ntion could be heavily rcprcsentcd by growtng ntra-tndustry trade. In dlis
cX adjustments can be cxpectcd to be relauvely fast and w.th moderate

economic disruptions* When intcgration ts among very hcterogcncous countries
n tcrms of income and tcchnological dcvclopment, tradmg relattonships are still

undcrdcvcloped and thcy sharc an overlappmg product mix, the process Of
regional intcgration initially may be more heavily rcprcsentcd by dcvclopment of
inter-industry trade with more significant lags and displaccments during the

adjustment proccss.
The FTAA is clearly an intcgration scheme involving a hcterogcncous mix of

countries ranging from thc world’s richest and most competitive countries to some
of the poorest and more economically backward. Thc hcterogcncous nature of the
FTAA means that, all being equal, both the costs and benefits of intcgration could
bc rclatively magnified and thcir distribution uneven among and within countries.
Outlincd bclow are some collcctive and national policy initiatives which could hclp
Latin America and thc Caribbcan maximize the benefits of an FTAA and hclp
dampcn its costs. But first a generic chcck list is presented on some of the longcr
term potential benefits and costs, bascd on the prevailing situation in the
hemisphere, which Latin America and thc Caribbean could possibly anticipate
from a ncw generation FTAA agreement.

A. Some Potential Positives

Free Access to a Hemispheric Market

During thc 1990s, growth of exports to partners within sub-regional
intcgration schemes has gcncrally outperfonned other markets (see Tablc 3). One
o the major potential benefits of an FTAA is a more sccure and preferencial acccss

iat part of the hemisphciic market that is outside of the respective formal sub-
g a intcgration schcmcs. This “extra sub-regional hemispheric market” is

somemíd^ thC countrics of dlc regio» (see Tables 4 and 5) and
trade fÍSA7gCSt thcre would bc condi“°ns for considerablc creation of
traae it an ftaa werc to emerge.57

57 R-H.nojoSa,S.RobinX°?^U^

MERCOSUR: Ovcrcoming Dilcmmk )n'crgcncc and Divergence Bctwccn NAFTA, Chile and
Paper 219 (Washington nc- intc ° *• °n ' ‘lnc* ^out'1 American Economic Intcgration”, WorkiiiJJ

Dcvclopment Bank, May 1997, 5“°" 'lnd Rcg>°nal Programs Department, Intcr-American
ong.n, which if vety rcstrictivc wonld , mOdels d" not for the cífcct of rulcs of
Estcvadcordal, “Protcajoni . “"ou> Y d»mpen potential trade creation. L. J. Garay and A-
(Washmgton, DC: Intcgration Trad/' J'1"1’"1™011 ™d Rulcs of Ongin in thc Amcricas”
Dcvclopment Bank, 1995). ’ and Hemispheric Issucs Division, Inter-American

154 ------------- --- ------------------ --------------------------------- -
Bmzr/, Mcrcosur and thc h-ee Trade Arca of thc Américas



• this hemispheric market, the US is preponderant. Moreovcr, for
the Caribbean Basin, the US market weighs heavily not only in the

cOuntrics a|so world trade (see Table 6). South of the Caribbean
hem* sP"cl t|ie United States are generally significant, but their share in total
Basin eXP°^rc modest one-third or less. The US market is significant in another
trade is a many countries: its share as a market for more knowledge-
important ' < y^cturej eXports is sccond only to most countr/s sub-rcgional
intcnsive naan mar^ct5 along with sub-regional integration, has bcen
market. HcnC^ Latin Ainerica and CaribbeaiYs long sought after goal of
contribuung commodlty cxports to manufactured goods.58
divcrsitying away

—------------------------------ . dina dive«if,c'tlo!\and ^Xitistics and

“ For an analysts of the region’s expoii= 'XnHW™115’
the Asian crisis, see Integration, Trade. and J^ent Bank, 1998)-
Quantitativo Aniiysis Unir, »C: Inter-Antencan
Trade in the Américas”, Pcriodic Note (

* ~-------------- nfthe
Brazil} Mercosur and the Frec Frade
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Sourcc. iDRj Division of Intcgration, Tradc and Hcmispheric Issucs, bascd on DATAINTAL.

TABLE 4: Exports of Latin America by Countries and Sub-reaion.
1996 (% of total)_________________ 9,ons'
—

Intrasub-rcgional Extrasub-rcgional Total Hcmisphcric Rcst of thc World-------------- '

Argentina__________ 33.3 ______ 23.4 56.7~ 43 3
Brazil_____________ 15.3 _______ 29.8 45.1 54.9
Paraguay _________ 63.3 11.1 74.4 25.6
Uruguay _________ 48.0 _ 144 62.1 37.9
MERCOSUR___________ 22.7 _ 27.0 49.7 50.3

Bolívia 20.3 46.5 66.8 33.2
Colombia 17.4 52.7 70.1 29.9
Ecuador 8.8 55.8 64.6 35.4
Peru 7.2 32.5 39.7 60.3
Venezuela 7.5 81.0 88.5 11.5
Andcan Communiry 10.3 64.5 74.8 25.2

Costa Rica 12.2 53.9 66.1 33.9
EI Salvador 43.8 25.8 69.6 30.4
Guatemala 28.5 51.2 79.6 20.4
Honduras 4.1 63.5 67.6 32.4
Nicaragua 15.3 50.5 65.9 34.1
CACM 20.4 49.9 70.3 29.7

___
México 0.9 91.9 92.8 _______ 7.2

Colombia 8.2 61.8 701___ 29.9

^Venezuela 6.0 82.5 88.5 __ 11.5

_G-3 2.4 87.7 90.1____ 9.9

Chile 0.0 36.2 1 36.2____ 63.8

Jfoama 0.0 72.9 72.9 27.1

159
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1996 (% of fotal)

TABLE 5: Imports of Latin America by Countries and Sub-regions,

— Intrasub-regional Extrasub-rcgional Total Hcmisphcric Rcst ofth7\v^j~

Argentina 24.5 27.9 52.3 47.7

Brazil 15.5 31.2 46.7 _ 53.3

Paraguay 54.3 14.8 69.2_______ 30.8

Urugu.iv 44.0 19.9 63.9 36.1
MERCOSUR 20.5 29.2 49.8 50.2

Bolina 8.6 58.9 67.5 32.5 ~
Colombia 13.0 50.6 63.5 36.5
Ecuador 16.0 51.7 67.7 32.3
Peru 18.4 45.8 64.2 35.8
Venezuela 8.9 64.4 73.3 26.7
Andean Community 13.2 53.6 66.8 33.2

Casta Rica 7.2 71.5 78.6 21.4
EI Salvador 19.1 61.7 80.8 19.2
Guatemala 7.7 73.1 80.8 19.2
Honduras 15.4 66.3 81.7 18.3
Nicaragua ____ 24.2 52.9 77.0 23.0
CAC.M ___ 12.7 67.3 80.0 20.0

México ____  0.4 79.6 79.9 20.1
Colombia 12.9 50.6 63.5 36.5
Venezuela
G-3 —

Chile

11.5
2.9

61.8
74.4

73.3
77.3

26.7
22.7

Panama

Sourcc: IDB,

O.Õ

mcgration, Trade and

55.5
80.1

55.5
80.1

44.5_______
19.9____

160
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Sourcc: idb, Divísion of Intcgration, Trade and Hcniisphcric Issucs, bascd on PATAINTAL.

TABLE 6: Percentage of Latin America’s Trade wifh mby Countries, 1996 raae w,fh the USA

r—--------- % of Exporrs to USA
—-—

Argentina_________________________ 8.2 1?9 '
Brazil_____________ __________ 19.2 -------------
Paraguay ___________ 3.5 10.8
Uruguay ______________ _________________6.7 ~77õ
M EUCOS U R _________ __________ 15.1_________ 20.6

---------- -

Bolivia ____________ __________25.3 27.7
Colonibia_______________ 38.7 36.0 ~~~~
Ecuador _________ _____ 34.9 31.4
Peru 19.8 26.0
Venezuela 58.8 45.0
Andean Community 45.6 35.3

Costa Rica 41.0 44.8
EI Salvador 18.1 39.3
Guatemala 36.6 43.9
Honduras 58.1 50.3
Nicaragua 44.1 33.6
CACM 38.7 43.2

México 84.2 75.5
G-3 760 67.9

Chile 15.4 24.4
Panama 51.8 37.3________

In terms of market access, for Latin America and the
and North America more gcnerally, is cleady » ^Xady ielaCively free due
negotiations. However, trade with the US an ai. < majority of Latin-
to the low average tariffs in thosc countries an tic access for an extensive
American and Caribbean countries alrcady enjoy ut} ^on_rccjproca] prefercntial
rangc of produets on account of an aua) ° A wju focus on three
arrangements. Thus the market access benefits o an scctors in North
issues. First, negotiating free access foi spea ic Pl  mCasurcs (c.gn
America that face relatively oncrous tan“s 01 . d disciplining, beyond
agriculture, food produets, textiles, and so , ^crica of trade distorting
what is available under WTO rules, the use in

^7—---------------------------------- ---- ----------
Zl i Mcrcosur and the Free Trade Arca of the Américas



,nd tr.de eemcdies (p.rticul.rly anti-dumping And third, motc
csí.blisliing . picdicrablc nies-tased fancrvork throngh . hcmisplxric

d ”™ c OTtaent mcchanism ■» °f ”bk> f"c »kcss t0 this

X Widiout . maior «ta.» in toe arcas *c ,ncc„Uvc for Latrn Arrife,
„d thc Caribbean to mate eoneeasiooa on rarrff reductton for North American

àoods as tvell as in orlrcr arcas of thc ncgonation of spectal mtcrcst ro North
America (e.g., intellectual property rights, Services, government procurement, etc.)
cotild bc low. The prospects for a successful FTAA could suffer as a consequence.

Another advantage of an FTAA organized aiound stiict and effectivcly binding
disciplines for opcnness is that it could provide an escape valve for export to a
largc market, should problems in thc world economy begin to undermine open
markets elscwhere. However, to afford this opportunity one must emphasize the
paramount importance of commitments to openness. Only in this way could thc
expcricnce of Latin America and thc Caribbean during the crisis of thc 1980s, in
which regional markets suffcrcd disproportionately, be ameliorated.

Preparation for World Class Competition and Globalization

Through unilateral, multilateral and sub-regional liberalization, Latin-Amcrican
and Caribbean govemments have been using increasing iinport competition as a
tool for inducing economic transformation.60 The FTAA promises to open markets
much furthcr and induce more head to head competition from world class firms in
North America. Indeed, opening to North America, given its size and compctitive
strength, has effccts, which parallcl in some ways a market opening to the world
cconomy. Preparation for this competition, and the gradual intensification thereof,
during a FTAA phase-in period will be a challenge for many national firms in Latin

nerica and the Caribbean. But it also should serve as a major catalyst for
microeconomic modernization of the economies. The difference between an
°Pcnin& 1 l0u£h an f^AA and one that is unilateral with the rest of the world is
miinnlk11™ ^cnc^lts °^rcciprocal liberalization in a legal framcwork of
resultine tradc‘rclate^ dghts and obligations. Morcovcr, the
idcntifiablc North ^cricTnfi is more geographically focused (on

in the formulation of cfFective COnCC1Vably could Provide ^víultageS
1 c stratcgic responses by nationals.61 Therc is some

59

M

61 Fuga and Vcnables demon . ' ' L,lx*nI,zation”.
liberalizarion in a prcferential arran<»< n tO and extemalities from agglomcrarion,
than a unilateral liberalization. D. Pr°VK,c 8reaccr in terms of industrialization

cvcopment” (Washington, nc: World Bank Arrangcmcnts and Industria

f62 

Mercosur and the Free Frade Arca oftbcAn^cltí

tr.de


cvidence that nafta has served as a catal .
modernization and cnhanced competitiveness in Mcxico.® 1CrOCCOnomic

Attraction of Foreign Direct Investment

Forcign direct investment (FDI) can be a source of technoiogical . .
niodern corporate pract.ce and access to internacional export mnrkcts« T ’
prescnce of FDI also can serve to lock- in policy reform« Therc is e c
compctition among devcloping countries for this type of investment The inflow
of FDI to Latin America have grown substantially in thc 1990s from R xir» J990 ,0 USS 46 billion i„ 1997. Indeed,’prio, t0 d» Z,

America captured more than one third of thc fast growing total fdi flows to
devcloping countries.65

As Ethicr (1998) points out, devcloping country compctition for fdi is
sufficiently intense that significant distinguishing features in a country or
subregion can be dccisivc in attracting investors, which tend to cluster, or locatc
togcthcr.66 Thc economic literature rccognizes that integration schemes can crcate
an impact that attracts FDI. According to Blomstrom and Kokko (1997), thc
bigger thc change in economic environment associatcd with thc agreement and thc
greater thc locational advantages of thc country, sector, or sub-region, thc more
likcly thc initiative will stimulate forcign investment from countries in thc
agreement and from third parties.67 An FTAA could be a magnet for forcign direct
investment: it would create a prefcrential market of nearly 800 million pcoplc and
10 trillion dollars of GDP. This, coupled with possible lower risk premia due to the
Latin America and Caribbean’s locking into (sec bclow) a rulcs-bascd agreement
anchorcd by a sub-region (North America) which investors traditionally consider
highly credible, could be a basis for attracting considerable foreign diiect

62

63

65

6ft

67

Scc M. Sutlcr, «Material Gains”, Business México (Scptcmbcr 1997). Thc FTAA proccss and iniriation
of negotiations in 1998 is alrcaldy raising awarencss in Latin America of shorteomings in pu ic an

pnvatc prcparcdncss regarding intemational trade.
Howevcr, as Wintcrs in “Assessing Regional Integration A^^^^^BXoundloÍón

point out, not all FDI carrics nct benefits. Scc L. J. Gnray, and J. Bailliu, ac 'gr .Qn
Forcign Direct Investment in Latin America and the Caribbcan (W . °
Tiadc and Hcmispheric Issues Division, In ter-American Dcvclopmcnt an

Ethier, «The New Regionalism”.
A' Caldcron, «La inversión extranjera en America Latina y cl Caribe
^•anjera dircctci América Latina ed. Inter-Amcrican Dcvclopmcnt
Relaciones Europco-Latinoamcricanas (Madrid: IRELA 1998).

panorama”, in Invasiõ»
Bank and Instituto dc

Ethicr, ‘T he \cw Regionalism”.

Blomstrom and A. Kokko, «Regional Integration
LC: World Bank, 1997).

a.,d Foreign Direct invesrntenf-(Washington,
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r The oattern howcver, is not unidirectional. Forcign direct investment
“mates inthc sub-regions which originate in the Western Hemisphere and
is .wth-atcd pnmarily by the existence of margms of preferences may bc
vithdrawn and bc substituted by direct exports from the home country.» Qn thc
othcr hand forcign direct investment which is motivated pnmarily by locational
advantages could expand in thc hcmispheric market. The FTAA could be a strong
magnet for forcign direct investment from outside thc hemisphere as wcll, because
of preferences of a largc market and access, which is secured by a rules-bascd
svstcm. Howcver, some existing extra-hemispheric forcign investment could also
reloeate to exploit thc redefined locational advantages of the bigger FTAA market.

As far as intrasub-rcgional investment is concerned, it is difficult to know
cxactly what is happening dtte to severe data constraints. Howcver, there are
indications that this phenomenon is gradually becoming significam in an
cnvironment of open regionalism.69 In an FTAA, this budding intra-regional
experience could bc uscful in the formarion of allianccs and investments that
exploit gcographical advantages for compcting in the hcmispheric and world
markets.

Widening and Deepening of Regional Integration

The FTAA will probably eliminate some regional agreements and contribute to
others deepening and widening. Thc exact outeome will depend on the objectives
and thc political commitmcnt of thc member countries to their respcctive
agreements. As we will sce later, this is probably one of the more complcx issues
suirounding an FTAA. While not all developmcnts in this area will be welcomed by
all participants, there are sccnarios, which would be largcly positive for sub-
rcgional integration, for thc hcmisphcre and the world economy more generally.

An ftaa promises to enhancc transparcncy and reduce transaction costs of
emisp cnc trade. Sincc thc 1990s there has bcen a proliferation of new free trade

atin ^Pcdca anc* the Caribbean. These new agreements have served to
contdbnreH tra<^e hberalization process forward, and
Howcver the° 1 tia<^c anc^ investment and diversification of exports.
rules of orimnTV^^T15 CrCated a comPlcx w^b of tariff preferences,

Of »ug,„ a„d dÍKÍphnts w|.ch |Mvc Pduccd tnnsparenP in

’ntcgraaón regionaP (Washínp(On^,^SiCOS^erac*oncs n° tradidonalcs sobre los impactos de la
American Developmcnt Bank 1 ^tcSrat>on, Trade and Hcmispheric Issues Division, Intcr-

69 , T n 1 1 m>mcograph, 1997)
L.J. Garay and A. Vera, “Naturalc-
cx^nj^a dirccta cn Zn^ca rCCÍCIltc dc ,a invcrsión intrarcgional”, in ínv^ión

relaciones Europco-Utinoamcricanas a . ,ntCr'Aincrica» Developmcnt Bank and Instituto de
ncanas (Madrid: TRELA 1998).
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altcred invcstment flows and introduccd thcir own transactinn
would probably supcrsedc at least thc simpler frcc trade arcas ' FVAA
fulfills its promisc of nnproving on thc existing statc of thè m ~ “TV
normativc architecture of frcc trade arcas - could thcrcby raisc transoam g
lowcr transaction costs m thc hcmisphcre. Howcver, as will bc discuscdHn H
fcltavios Sccmn thc dyna.jaks of this eoneergenee process is c0, “ £
wi|| bc a.ded or abettcd by the dtreet.on of sub-regional ,„d in
policybetwcennow and 2005. ° & un

Sincc trade ministers in thc hcmisphcre have agreed that only integration
schemcs with commitmcnts deepcr than thc ftaa will continue to exist aftci 2005
therc is every incentive for countrics with political and economic objcctivcs of dccp
sub-rcgional integration to fortify thcir community commitments as soon as it is
politically fcasible. Asidc from thc short term benefits of allowing thc sub-regions
to better coordinatc and project joint positions in thc ftaa negotiations, tlie
longer term advantages of strengthencd commitments are structural change,
enhanced invcstment and compctitiveness in thc hcmisphcric and world markets as
well as a more effcctive vchicle to promote a sub-rcgional agenda, which has a
logic and Icgitimacy of all its own. Finally, since thc FTAA will most likcly bc a
strictly enforeed rulcs-bascd systcm, in the longer term it could have positive
demonstration effccts on Latin America and thc Caribbcan regional integration
which still must rcly to a significant degree on diplomatic Ainformalitys.

On the down side, thc negotiations and prospccts of a hcmisphcric agreement
could also have the cffcct in some casc of distracting attention from sub-rcgional
integration and stimulating conflictive opportunistic bchavior among sub-rcgional
partncrs attempting to negotiate collcctivcly the FTAA. This would be highly
unfortunate. We now know that successful sub-regional integration is never lineal.
Hcnce the collcctive FfAA proccss must not unnecessarily aggravatc problcms in
viable sub-rcgional agreements and it must fmd ways to flexibly accommodatc
conjunctural swings in the evolution of dccp sub-rcgional integration schemcs.
Howevcr, in those cases wherc fissurcs rcflcct inherendy wcak political
commitment and systcmatic unfulfillcd promises of sub-rcgional integration, thc
chances of deepening would not bc good anpvay and absoiption by an FTAA may
bc in everyone’s interest.

Shengthening the Multilateral System

por Latin America and thc Caribbcan, a hcalthy and dcycbping
systcm is strategically essential; after all, as was sccn eailicr, tic cxtia 1
■”*t is Siill prfaM;7, „ VC,T importme, for a» br.r a la» Xèí
S0l>ic trade specialisrs arguc that regional integration >s a thicat 01
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■ abrmins &»"’ >** tous' ®
The FTAA 1S eSPCC1'j0nof^ort'1^nlC1'Ca

S?S’si^andthepa'tlCiPatl- rhk irea. Largc regional integration schemes Can

‘ innot dismiss risks m th • ‘ countries at the «pense of non-mcmbct
°nCX tcrms of trade of "* for maintaining or increasing prcfercnces and

inipr°V\ d inseto inccnt^ , r :vc reactions on the part of third paities.
countnes an p* wn als0 create c of push for a conscnsus Qn
pr°KCtol bc benevolent if « cm«g effect crode FrAA preferences. But

ousmultihteral
caction emerges in the form of othcrs

°*“e of thc “

system.
In any cvent, it can bc argued that in the currcnt policy environmcnt

are overstatcd. Indccd, in roday's context of opcn regionalism, regional incan serve as a catalyst for dcvdopmcnt of thc muitilatcral systcrn * lntcg™hon

Thc FTAA process alrcady has had some positive benefits for the muitilatcral
system, e.g. thc FTAA preparatory work has greatly increased transparency
regarding thc rulcs and nonns of trade in thc countries and sub-regions of thc
hemisphcre.71 Meanwhilc, sincc the OTO is thc agreed baselinc for thc FTAA, the
same process is intensivcly exposing countries to the rights, obligations and
procedurcs of the OTO and thc Uruguay Round. The FTAA process has even
exposcd thc OTO to better ways to facilitatc country notification to that body/2

Will a serious FfAA negotiation facilitate or impede anothcr muitilatcral
agreement* This is a highly spcculativc question full of political uneertainties. Thc
currcnt FTAA negotiations parallel a more narrowly defined WTO built-in agenda
(agriculture, Services, ipr, etc),73 which could very wcll be expanded into a ncw
muitilatcral round if there wcrc a broad enough consensus to do so as increasingly
secms thc case. In thc meantime, the FTAA has hclpcd countries prepare and 

71

72

73

Bhagwati and A. Pan.ioariv

issues thar i, ’ fl,h,lc^ion of SVstcnn .. 7‘lnT'red nevv rcsei .Crcroíorc unavaihhip *C ,n'f,ltOr,cs and data bases on rrade and rrade-
In<er-Am 'v,1Crc biowlcdne ' ’CUÍt ro Sccurc. The FÍAA process has also

mfowM''on.ner^ ?AA lcchnic'11 suppoit role, provided the FTAA
<>f *is exeS±?.TCn’ Soft— for nocifving rrade and raníj

C ’fA* process. ata B borrowina CO,nr,bl,Ied to thc WTO ovcrhauíinu its coinplex a»’d

ínB 1998. ° 0,1 s°™ of thc innovations that thc IDK dcvcloped lor

166

Kmzil, Àlcrcosur and thc Frcc Trade °ft



cxchangc ideas and Information that could bc helpful in thcir . -4
evcnt, sincc the Uruguay Round is still being digcstcd and thZli7? "
f01- launching a new round are complex in the best of Hm, PWers
clcar until recendy that a new comprehensive round might emcr^Al “ i
the ftaa, North America might have returncd to its oriXal t°’ °Ut
bilatcrally pursumg tts tradc agenda, which would ultimatdv' J?
distortion of the heimspherds hub and spoke matrix. Indecd the faai^r f
Latin America and the Caribbean the FTAA has been up to no’w the only avS a^
«big markef trade negotiat.on that can accommodate the trade-offs needed to
advance in a broad spectrum of trade issues. Morcover, the voice of the regions
countries and sub-regions m the FTAA negotiation is larger than it would be in à
niuch bigger WO fórum.* 75

Morcover, it is not implausible that there will bc syncrgies betwecn the wro
built-in agenda and the FTAA negotiations and that FTAA negotiations will serve
one way or anothcr as the handmaiden of a new multilateral agreement. Sincc the
FTAA is a single undertaking and interests among the difícrent negotiating topies
are far from symmctric betwecn North America and Latin America and the
Caribbean, rcalization of any agreement will likcly bc better than the wro in
naturc.76 That is to say, in addition to the traditional tariff liberalization on
“substantially all trade”, to realize itsclf, the FTAA may have to cffectively addrcss
North American/Latin-American and Caribbean trade-offs on a broader spectrum
of their respcctive priority/sensitive issues agenda, leading to agreements in some
arcas that make the FTAA better and more balanced than what is availablc in die
WTO. The spectcr of a better agreement, on or around 2005, could in turn hclp
induce a world consensus for a multilateral agreement, the evolution of which
would bc influeneed by the innovations generated in the FTAA itsclf. Indecd, some
past multilateral rounds have had thcir origin and evolution impactcd by the
dcvclopments in regional integration as outsiders scc a round as a vchicle for
reducing the preferenccs they facc, or will face, and insideis see it as an
opportunity to politically restate thcir commitmcnt to multilatcialism, and pcihaps
promote thcir new trade agenda rcciprocally at the woild levei. On the ot
hand, if a criticai mass of sensitive/priority issues are not cffectively put on me

74

7S

s- Ottcimn, “The FTAA: Irs Dilcmmas Today and irs Prospccts in the Future (Washnigt

Inrcr-American Dialogue, 1998). . ■ nnr-tuiil in
It is interesting thac in rhe FTAA negotiaúons a nu^ber ofsnnller countnes cnn be qu.te ,„fluu> .

'1'cdirectionofdiscussions. climinarcd on substantially
Evcn a simplc frcc-tradc arca is by definition tVTO “plus” sincc ta
Í'tradC' , , , .oosv 1162-82; World Trade Organization,

K. Bagwcll and R. Staigcr, Vjc Economic Journal (Juiy
R&ionalúm and tbc World Tradbuj System (Gcncva WTO, 1
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m. nble l«»o C«»t» prcfer to negonatc tbcm mult,httral fora>
™ Là fita; tacc, taltcring intctests m trade Itbcrahzanon would be
™,d°n, on individt»! wtiloKtt.1 policy and sub-rog.onal imcgration „„til ,

L— »»Scd on yet another nW «TO round.

Lock-in of Policy Reform

Wiilc economic policy change in Latin America and the Caribbean has becn
substantial, a successful and balanced FTAA could serve to malte reversals more
difficult. The importancc of this policy instrument would vary greatly among the
countries of the region. In any event, lock-in effccts were a factor in Spain and
Eastcrn Euiopc’s link up with the EU and Mexico's participation in NAFTA.

B. Some Potential Negatives

Whilc there are a number of potential benefits from an FTAA, there are
potential costs too. Again, although these will be country spccific, a generic chcck
list - not neccssarily exhaustivc - can be developed from what is known in the
literature and practice of new regionalism.

Adjustments

Libcralization of trade in the hemisphcre is expectcd to create trade and
gcncratc efficiency gains. Howcvcr, in the process of arriving at the full potential
benefits of an FTAA, there are firm, sectoral, and social adjustments on account of
the rcallocation of rcsources indueed by liberalized trade flows. The more
heterogeneous the membership of a new FTA, and the more important trade is as a
pcrcentagc of GDP, the greater the potential gains from creation of a regional
market - but also the more pronouneed the adjustment process will likely be.
Hcncc, in an F1AA with very heterogeneous countries and many very open
cconomies, important adjustments of considerable economic and social magnitude
ç e ycy The costs of these adjustments will depend on many factors such as

condrá°ns, die nature of domestic economic policy, and progress in
availahilíwC cxccPt’ons (if any) and phasc in periods for libcralization, the
bebw JUStmCnt *“Ce> etc- of these issues will be discussed

Asymmetric Distribution of Gains

T1 FT
thcir leveis of devclon COin^”lc VC1T heterogeneous countries in ternas of
libcralization of trade nKm‘ ^cononTc thcory suggcsts that in principie

promote convcrgcncc among richer and poorer
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cCOnomies. Moreovcr, there is some en ■ ■Howevcr, tlae proccss has been obsci-ved to hr CVldence that this 7S
rclatively ideal conditions likc the us cconn XtTCmelyslovv and uneven CUfS-
conlbincs with the free movement of all facK)^ among X*

uniformity m regulatory frameworks and politicalP Ct‘°n and => degrec of
cqual, in an FTAA there is the risk of skewed bcnefiTTT" a" being
rcgIons gaining much more than others in the short n’ í S°mc countdcs and
Ways and means to effectively counteract this probl m ' ff are
WISh to do so. However, if it becomes eXaggcrated C member cou™nes
benefits could lead to political tcnsion and stagnation òZ" T" distl*ution of

° or a trade agrecmcnt.81
A specific phcnomenon identified in the debate over the ftaa is that tl

asymmetric structurc of tariffs in the hemisphere can lead to scrious redistributive
effccts between the North and South.82 As mentioned carlicr, on averagc tariffs in
Latin America and the Canbbean (Table 1) are considerably higher than’in North
America (in 1997, the averagc tariff in tlie United States was 5% and in Canada
was 7.5%). Consequently, in the proccss of prefcrential tariff liberaíizàtiòn

rcvenue from duties on imports from North America prior to the FTAA is
effectively transferred to producers there as they capture margins of preference.
This cost must be weighed agamst the benefits ofcntcring an agrecmcnt.

Trade and Investment Diversion

Crcation of prcfercnces goes beyond technical issucs and obviously has a
political componcnt. In principie this is not necessarily bad: a free trade arca
represents a compromisc among parties with different interests and by definition is
part of a sccond best world. To the extent prefercnces emerge endogenously as
part of a collcctive proccss of trade offs, they can bc the sign of a sustainable ice
trade agreement. An agrecmcnt among countries that exhibit significandy io
tariffs on third parties, couplcd with restrictive rules of oiigin, inevitabl} as so
cffcct of diverting trade away from possibly more cfTicient firms that aie

MT rl i(1996).- 279 98 ° C°nvcrgence Among Counrries” Journal of International Economia^ 40

£connnt;^ j “Convcrgcncc across States and Regions”, Brookinas Papcrs on

sPrc«id and d1C ,U^CS dle,r cníorccnicnr *n an die more likcly investment wil!
Saload , C aSCd 0,1 3 cr’tcr,on dlal S005 beyond the home country's local market síze.
19^0s. Scc QbUfCS tlllS Pr°blcm to the sragnation of regional integration in Latin America in the late

Za Ca7>zj; 7 fígado, EI Mercado Regional Latinoamericano: cl proyccto y la rcalidad” Revista de

A pq 1979).19> n’-’ 5S/çr,ya’< ThC Frcc Tradc Arca of fhc Américas: Good for Latin America?” He World Economy

(òcprcmber 1996).

Í69
rílZll> ^^urand the Frcc Trade Arca of the Américas



83

170

84

85

Mercosur and thc Frcc Tradc Arca of ihcA»'^

Foesk PanaSar,ya> Prcfercntial Trading Arcas and Multilatcralism: Srrangers, Fricnds or

.....
°vcrviewofpoJicy JsX^1-’ pd S' Gnír,tHoncs, “Surges in Gipiral Flows and Devclopniciit: A'1

R- Ffrench Davis and S Gnflith CaP‘lnl Surges: Thc Rclin-n ofFinaiicc lo Latin
■ ^thrh-Jones (Boulder: I.y„,lc Rcillner pul^hcre> 1995).

■«33 This has real costs and is part of the price nf

its "mpcn”for -S
P™»“ Sr°Wd’' f“ WOrrld C“nO,”y “ W< B“‘

1“„ of thc problcm b »?«»' m Ord" ® "’«e cffKts
MeZvl* ■» *' *“ “P10””0" ' “ P"=f«e„c« (i„dndi
, provided bv «te rf <■*») - "*« thc f™P«rc„cy
L.prelji™» of teipto «f . hrge «g.onal mp.kct - are the
motive for forcign investment decisions, theie aic thc nsks that some direct
investment activity will be diverted from more cfficient third markets.84 Even if
diversion of trade and investment flows is more than compcnsatcd latcr by thc
dynamic efFccts of integration, there are immediate up front costs for consumers

and produccrs.

Macroeconomic Vulnerabilities

Thc FTAA disciplines will emerge in countrics at very different stages of
structural reform. Hence there is always thc risk that in some instances the
introduction of a ncw tradc discipline(s) may involve less than optimal sequcncing
vis-à-vis the progress of other reforms. An example might bc where thc
liberalization of financial Services preceeds strcngthening of domestic financial
regulatory structures and/or where that liberalization and creation of the
hcmisphcric market stimulates surges of capital inflows, which in turn generate
pressures for a premature appreciation of thc cxchangc rate and weakcned trade
and balance of payments performance in the ncw FTAA.85

More Interdependence

Whilc integration schemes provide benefits for participating countrics, they
also crcatc ncw interdepcndcncies that may erode autonomy to some degree. With
an ftaa ncw interdependcncics will bc created; some will bc appreciated and
othcrs may not. Since the North American market will naturally bc an anchor for
an FTAA agreement, onc can expcct that Latin America and thc Caribbcan will to a

CXK.nt bc U11^CI thc commercial influcnce of their Northern ncighbors. The
cffccRmn CWÍd pr°VÍdc beneflts ~ c-g-’ Policy lock-in and investment
organize CaplClty t0 “^uencc North American trade policy, capacity to

ce o payments assistance, and so on but also bc accompanicd by



indirectly intensify
^■aphic area in subjects such as drugs, labor and the cnvirXncm^tc^

C. The FTAA Membership Matrix: Potential Impacts and their Distribution

AJthough the various positive and negative aspects arising from thc FTAA will in
somcway touch vjrtually all of thc countries in thc region, the relative magnitude
and distribution of impacts will weigh differently in different regions and at
different times during the phase-in process (lasting from 2005 to perhaps 2020)
and the subsequent process of operational consolidation. This is espccially true
givcn the relatively hcterogeneous nature of thc FTAA participants, as noted above.

Some of the main structural factors at the country levei that will determine thc
nature and time framc of thc impact of thc FTAA are:

• levei of development and capital accumulation;

• acccss to social Instruments which facilitate market opportunitics:
distribution of income, cducation and training, acccss to credit and its cost,
protection of property rights, democratic institutions, etc.;

• intra and extra-regional patterns of spccialization, complementarity, and
scctoral productivity/competitivcness;

• locational advantages and degree of natural integration with major market
hubs in the hemisphere;

• degree of openncss to the world economy, export divcrsification, levei of
real exchange rate, and tarifF and non-tariff protection vis-à-vis third parties;

• completeness of infrastructure networks;

• degree of advancement in the process of structural reform at the macio,
micro, and meso leveis which will influcnce inter aliay productivity and lisk
premia;

• dynamism and depth of the sub-regional integration scheme to which thc

countiy belongs (where applicablc);
• availability of commcrcially attractive reciprocai and non iccipi

regional trade agreements;
• degree to which national strategies converge with the ncw FTAA normatne

architccture;

niacrocconomic stability.

more North American commercial vigilance and perhaps
to particular unilateral non-comrnp.v-;ni H
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all countrics. These include:

. global growtli rates;

. systcmic stability relating to capital flows to developing countrics;

. evolution ofworld commodity prices;

. openncss of the multilatcral trading System.

The size and distribution of benefits of the FTAA will also depend on thc
architccture of thc Agrcements:

• thc scopc and depth of thc disciplines in thc Agreement;

• thc degree of speed and sequencing for thc incorporation of new disciplines;

• thc degree of reciprocity and/or (a-)symmetric treatment between countrics:
distributional policies, regional coopcration, and cffcctive creation of
opportunities.

In order to illustrate some of the possible differcntial impacts arnong mernbcr
countrics, some indicative cxamples foliow:

1. Lcvcl of dcvelopment and capital accumulation in conjunction with access to
social instruments which facilitatc market opportunities: distribution of income,
education and training, access to credit and its cost, protection of property rights,
dcmocratic institutions.

The more dcvclopcd and diversified an economy, the relatively better
positioncd it is likely to be in order to realize the maximuna possible degree of
bcncfit aiising from the FTAA while having less difficulty in successfully sustaining
thc adjustment costs tliat will arise. Relatively less devclopcd economies may face
greater challcngcs in achicving this desirable outeome. This, in turn, may bc
ag&ia\atcd by both thc serious income inequality that exists in certain parts of tlic

misp cre and thc narrow cconomic base of a number of member countrics.

°?cnncss t0 t^le wodd economy, export divcrsification, protection
with mnlJ Pa.rtlCt’ “ltra/extra FTAA patterns of specialization, natural integration
^ithmajoi market hubsin the hemisphere.

ofgood^d T"t0 the WOrld economy>the more diversified in terms of cxp°rB
the hemisphcrc theT ®reater thc proximity to the largest hub markets m
the expanded tiad ■ ?os‘t'onec' an economy is likely to be to bcncfit fion
arising from the ftaa30^11^^ ^^vers^lca^°n, specialization, and compctitivencs
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3, The more advanced the structural refornr and economic strbilí, ■
thc lower the degree of trade protection, and the highèr
competitiveness, cctens tire better placcd an economy is to benefiÍEn thÍ

ftaa.
4. The more effective the creation of "opportunitics" n,,< i , •

dcvcloped countries, tire lower thc degree of inequality anrong ; couXVte
of tire distribution of benefits and costs arising fronr tire ftaa i! likely to be

Given the variety and complexity of factors and conditions that will affect thc
impact of the FTAA at a country levei, the specific distribution of net benefits
cannot be easily predicted.

D. Policy Issues

While the above checklist of the potential cost and benefits of an ftaa is a
priori, generie and far from exhaustive, it highlights some of the strong economic
and political trade offs that countries could confront as they enter an FTAA. These
and other costsand benefits would play out over an extended period of time with
thc costs weighing in hcavily at thc initiation of thc process. To thc extent that the
FTAA is successful, these costs should be more than compensatcd by benefits in the
longcr term that generate growth and realize othcr objcctives.

How costs and benefits play out in practicc will depend on, inter alia, the
negotiatcd architecturc of thc FTAA disciplines and institutions and the time path
of their implementation; the interface between national and sub-regiona! economic
policy and the FTAA as well as the play of exogenous factors in the world economy.
This subsection highlights a generie checklist of collectivc hcmispheric and
national policies which in principie could tend to maximize benefits and minimize
costs of an FTAA. Again, the relevance of the checklist and its components will vary
for each country according to its individual circumstances and the final outeome of
an ftaa agreement.

Collective NetWork

While avoiding cumbersome burcaucracy and costly infrastructure, it is
ncverthelcss imperative that the FTAA devclops a coherent and functiona y
COmprehensive institutional network that allows all countries to exploit fui y cir
bghts and opportunities as well as monitor and cnforcc (in a constiuctive
obllgations of the FTAA. Not knowing the precise scope an
aichitecturc of the FTAA inhibits precise commcnts about this issue.

thc direct and indirect mcchanisms, which should cmcigc in 01 ‘ .
are: (1) a fuliy transparent and participatory dispute setdcmen nuchai^

'hlch builds on inirovations found in the WTO; (2) collection an

J cosur and the Frcc Trade Area of thc Anicncas
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Univcrsity prcss> ”‘1^,!’'. La“”Amc,iai: The Suppfy Sidc of thc Stt»y (Princcton: Prin^°"

Canbbean (ECLAc) Polui,,™r ^"'tions, Economic Commission for Latin America an
Nations, 1995); an’d DevIin Linka^ mth thc Global Eamomy (Santiago, Chile, Un
OevelopmcnrDevl-n. Ftrench Davis> and GriIfith.JoncS) jn Capital Flows and 

■ c rinn which facilitares tire countries monitoring of their riehto „ ,
of informa monitoring of the distribution of benefits of tire ft!a

S" » the poorer economia; (4) inmrchangc of mfonMtio’„ *
5 w teres of ««.rttation conceming ceitmn nspeas of „atiomI eco.Bm"
C icies (c a macroeconomics, financial regulation, vigilance of capital flOws)
wliich havememalities vis-à-pts countries'performance in the FTAA and affcct
jbilitv to deal with systemic problems in an ever more mterdepcndent hemisphere.
(5) adjustment and balance of payments assistance; (6) technical assistance; and
(7) public outrcach to enhance civil socicty’s undeistanding of the 1-TAA processes
and nade issues more generally.

National Macroeconomia Policy

A sustainable macroeconomic environment is fundamental in order for a
country to compete and capture the full potential benefits of any economic reform
or a trade initiative such as the FTAA. Latin America and the Caribbean have made
much progress in reforming macroeconomic policy.87 However, in Latin America
and thc Caribbean the sustainability of macroeconomic balances has becn adverscly
affccted by International capital flows which are increasingly volatile,
unprcdictable, and prone to contagion. The volátility is indeed quite impressive. In
this environment, a strong influx of capital cannot be necessarily interpretcd as a
signal of the Markefs commitment to a given macroeconomic policy stance or can
an outflow be necessarily interpretcd as confírmation of poor fundamentais.88
Since capital flows affect the levei of aggregate expenditure, trade balances and the
real exchange rate, the volatility that is being observed in international capital
markets is of fundamental concern for the stability of an FTAA and thc ability of
countries to maximize their commercial opportunities. More specifically, the
xolatility of capital flows greatly aggravates macroeconomic management and is
con uci\e to cycles of excess expenditure, crisis and over adjustment, which in

unhealthy for growth, stability, free trade and integration.

fio v hite t^CrC *S ÍnCreaSÍnS Puklic awareness of the problem of volatile capital
defendv/ematlOri^ Catives are usually slow in coming. In the meantime, a

macroeconomic stance that avoids leveraging an economy 011
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v0latilc short term externai capital may be
dcstabilizmg cfFects of unpredictable reversals in the psvehZ^ ? Wa^ °ff the
Such an approach would aim at establishing a caSn87 °f CaPital "™rkcts
stance that, coupled with international reserves w0d^.macroecon°mic policy
n0n-tranmatic adjustments should capital flows abZ^,^
dramatically reverse themselves. This would involve i P 7 down or
and monetary discipline; cautious externai debt manaJ° 7 °f Strong focal
foreign exchange market (reserve accumulation/stenhzk™’ 'ntervention *n the
mechanisms to directly control, or better regulate J° p ’ when necessary,
spcculativc capital) and very disciplincd financial m\ l ° * °WS °f short te™
approach could reduce the risk of abrupt macroeconomic T^’0’1'8’ Such an
could contnbute to moderating appreciation of the real and ak°
protects incentives for domestic production of exnnrte 7 gC rate’ which
Indecd, as countries enter into the FTAA, attention to the issXf
exchange rates (and even possiblc overshootintH will h. • f comPctltlve
adjustments and effective participation in the hemispheric 33 “‘^"g

Deepen and Widening Reforms

Latin America and the Caribbean have made much progress in advancing in its
structural reforms. But effective participation in the FTAA will demand deepening
and widening of this effort.

Trade liberalization. In recent years, Latin America has made marked progress
in opening up its economies. Yet, MFN tariffs are still relatively high, especial ly rA-
à-vis North America (Table 1). A program of further gradual reduction of third
party tariffs would grant exporters cheaper inputs to compete head-to-head with
the Nortli. It also reduces risks of trade diversion and minimizes tlie redistribution
of tariff revenue as FTAA preferences enter into force. Competitive pressures within
the FTAA should contribute anyway to lower and converging tariff structures in the
heniisphere. The effects of the Asian crisis, however, would probably demand
more caution in pursuing MFN tariff liberalization. Indeed in die short term the
rcal challenge may be to avoid or minimize reversals in the maiket opening up
process in the region.90

” Gavin and Hausnaann argue that financial rcgulation, shoulc‘
Accord. Sec M. Gavin and R. Hausntann, Roo« ° Qgf thc chief Econotntst, Intcr
Contcxf\ OCE Working Paper Seria 318 (Washington,
American Developmcnt Bank, 1996). rcduction, fr°,T1

90 Yet some countries likc Chile have schcduled a second stage

percent over five years.
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JL for Sr«» »reronvm h order to foce uncns.f.ed competido,, f,on,’
toisphe* P» Mactoecononoc mbtltty will contnbute to this ploce "
to ,,i» siso bc . p«d for programs to eosure acccss to c, edit and •
cto* for »“« “d n,di'” ” cntcrPrlscs)> lilb°' retraini,,, ®
ptatot, compsiitive bcnctarking stod.es, Identification of
opporttmilies, apon promotion. and so on.

Infrastructurc. Compcting within the FTAA will require more coordinatcd
policy and focus on dcveloping modcin infiastiucture, not only at the national
levei but also bctwccn and among FTAA partncr countries. Improving links among
sub-regional partners is especially important since geography may award
opportunities for combining factois of pioduction and creating synergies that
cnhancc compctitiveness in the hcmisphcric market.

Social rcform Latin America is the most inequitable dcveloping region in the
world.92 Thcre is a growing consensus that severe inequality can be an obstacle to
improvements in International compctitiveness and growth. Progress in this area is
esscntial to ensure devclopmcnt of the human capital needed to compete and
ensure an cquitable distribution of benefits from the FTAA within society. There
also is a need for dcvelopment of transparent and effective regulatory and judicial
systcms that create a national counterpart to a rules-based hcmisphcric trading
system.

Modcmization and coordinatwn of trade rclatcd ministries. The ministerial
architecture for trade issues in many countries still reflccts the function of another
era whcn Latin-American cconomics were more closcd, trade was less dynamic
and multilateral and regional trading rulcs were less complex. Strengthcning is
now required in many arcas induding: implemcnting trade legislation; training to

cxclop professional dcptli in the nations corps of negotiators, trade tcchnicians
awyds, dcveloping more capacity to analyze and evaluate options for trade

, .r lzat,on negotiation, understanding and implemcnting complex
o ons and exploiting the full rights granted under trade agreements,

91

92

93

Colmnbia: ainbitious study program in this regard. Sec L. J. Garay et al.,
Inrer-American c IntniJacionalizaciÓH {Bogotá: DNP-Calciencias, 1998).
social cn América I at' América Latina frente a la desigualdad”, Progreso económico y

1998). ; 1998-1999 (Washington, DC: Inter-American Dcvelopment Bank,

States was to mobilize a ’n danada whcn it entered into and agreement with the L,lirc
higation techniqucs of iiç °^tra^c huycrs accustomed to the aggrcssive, docunient- n
mcQnismosdcrcsolucióna/^^ dÍSpuCe settlcmcnt. R. Dcardcn, “Conflictos comerciai’ )
y Canadá” >n^TZyAíW ^tro^crs,as baj° cl Acuerdo de Libre Comercio entre Estad°s

^^<C05Ui, ed. R. Lipscy and p (Sant.agO) ch.lc: ciEpLANi 1996).
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«iofcrciog .nccr and .ntra-munstonal coo,d,mti„„; imp,.ovi
dis„ÍWk>n; enhaiicing coord.nanon, as «ell as sm„g,he„i„g r “ £
«eedurcs for manag.ng d«tab.l,a„g mde nnbalmes is desirable fo, sTh™

«ich deep objecuvcs, «.th the priva,o sector and civil s„iny morc
promoting new exports, investment and market opportunities. }

Decpcn and widen sub-regional integration agreemcnts. Realization of objcctv
for deep integration in sub-regional schemes can, among othcr things explok
geographic niches for hcmisphenc investment and export; enhance mcmber
countries competitivencss in the hemisphcric market; and provide learning
cxpcricnce and negotiating leverage now and in the future cvolution of the ftaa

Given substantial inteidependencies in some sub-regional schemes, and the
iniportance of macioeconomic stability foi trade performance, some systematic
forni of intcrchanging macrocconomic information, with an eye to eventual
dcgrecs of coordination, as well as strengthening rulcs and procedures for
managing destabilizing trade imbalances, is desirable for schemes with deep
objcctivcs. It also is helpful to pursue extra-regional Anews integration
agreemcnts, bccausc, apart from their inherent commcrcial and political mcrits,
thcy may enhance bargaining power in the FTAA process, and contribute to
devcloping a new multilateral round.

Participation in the multilateral system. A succcssful FTAA depends on its
members complying with WTO obligations and pursuing deeping of the
multilateral system. Of particular interest would be promoting another multilateral
round and further defining and operationalizing Articlc XXIV rules guiding the
relationship betwecn the multilateral system and regional agreemcnts. This latter
consensual framework may help to minimize arbitrary evaluations of regional
integration agreemcnts and promote more homogeneous normative structurcs
among them.

International Solutions are urgently needed to tackle the destabilizing effccts of
volatile capital flows. Clearly Latin-American and Caribbean countries must
individually and together promote a dialogue with the G-7 to reform the
international monctary system so that tliere is a better framework foi a stablc
woild economy in which countries and their integration partners can grou and
prosper. Therc are already some interesting proposals on the table. Houevei, it

be important for trade ministers to effectively participate in this dialogue
dircctly, Or through their finance ministers, because Solutions in the arca of finance
arc vital for open markets and trade.

4- Building the FTAA: Transition, Negotiation and Implementation Issues

FT»0'10 °f the P°licy arcas for minimizing costs and maxnmzing benefits
brAA is its cfFective artictdadon of the FTAA with current and future regional
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aercemcnts. The final Scction will claborate more on this topic since it wiU be
of thc central issues for a successful FTAA.

A. Some Initial Considerations

Given thc multiplicity of trade agreements in thc hemisphere and thc bold
decision oftlie heads of State in the Summit of the Amcncas to create an ftaa it

is cssential that countries carefully design then- negotiating strategies so as to tàke
into account botli sub-regional and hcmisphcric dynamics. In addition, special
attention should bc given to thosc countries, or sub-regions with greater política!
and economic influence in the hcmisphcric integration process. Unfortunately, the
design of any integration strategy raises both theoretical and empirical probícms
thamnnot be solvcd easily in practice. This is especially true given thc cocxistcncc
of several basic strategies in the contemporary world trading system; namely,
unilateralism, regionalisni and multilateralism.

During thc period leading up to the Summit of the Américas, several
alternative approaches for hcmisphcric integration wcre under serious discussion.
Thc first of these was to look for a convergence path among existing agreements
already implemented or under negotiation. The second approach was the acccssion
of all countries to a major sub-regional agreement. At the time, NAFTA was often
promoted as a candidate for this typc of expansion. The third option was thc
initiation of formal negotiations among the varions countries, or sub-regions, in
the hemisphere.

Although the last alternative was the option adopted at the time of launching
the FTAA process, the other alternatives have played an important role in shaping
the narure of thc debate throughout the process. First, the concept of an FTAA,
which will be constructed from existing agreements, has been part of the offícial
ministerial language throughout the process (the Abuilding bloc= approach).
x oreoxer, efforts to widen and deepen existing bilateral or sub-regional
JL rUn Para“c^ t0 FTAA talks and, as such, have been cxplicitly
townrd/rF i-ln FTM Ministerial Declarations as evidence of progress
expansion .era lzatl0n *n region. In the meantime, the option of NAFTA
XchL °r ■'» (..< of aceession

‘ “k “““ in thc “
signing agreements ' sccurec* Cwo important associate members y
pact with the Ande^ r Soliv^a and is naoving to negotiatc a free tra e
consolidate their hul-T Moreover, México, and Chile, arc trying t0
new bilateralagreementsltlOnS ^em^sP^ere continuous efforts to sccuie

•All strategic optio I ’ 1
costs and benefits that tk ° t0 cva^uatcd in light of the long-tcrm netsoCh

**the Partlcula’- agreement brings to thc nfember countries 
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.oinparcd to those dcrived from othcr available alternatives. The net impact of anv
intcgration agrcement wdl depend on the typc Md structure / 0 .
agrcement: namely, the coverage, speed depth and timing of libcralization J
Jícctivity and nature of rules and provéns; the treatment of Asensitive= topics
the application of mechamsms for the distribution of benefits among memb«
countries, and so forth. All of thcse issues are typical problems encountered whcn
dcsigning a Asccond bcst^ pohcy.

The design of any intcgration strategy raises a “second-best optimization”
problem. Moreover, in sub-regional strategies reaching for hemispheric scope
which is increasingly the case today in the Américas, there are several alternative
paths. If there is no “credible” multilatcral cooperation mechanism among all the
players, uncertainty will be further magnified and create a more difficult
cnvironment for an intertemporal valuation of alternative sccnarios. As a result it
is even more difficult to make an “educated choice” among strategic options.

The fact that this situation resemblcs a “prisoners’ dilcmma” for the FTAA
participants and is conducive to a series of collective dccision-making problems,
may also lead countries to “overvalue” certainty and thc benefits from a short-term
pcrspcctive in decision making. Intimatcly linked to the foregoing is the fact that
any empirical asscssment of the relative benefits and sacrifices of each strategic
option bccomes much less certain 94 Thc following factors can contributc to
reduce this uneertain cnvironment:

Definition of a Clear Road Map for fhe FTAA Negotiations

One of thc major achievcments of thc FTAA initiative to date has been the
collective efforts to design a framework and thc road map for the process. This has
bccn done by gencrating clcar mandates from tlie highest national political leveis
(hcads of State and trade ministers); developing a clear definition of thc
institutional structure (intergoverrimental with technical support of the
OAS/IDB/ECLAC Tripartite Committec); consensual principies of negotiation;
cornprehcnsive coverage of disciplines as part of a single undertaking, a piecisc set
ofterms of rcference, preprogrammcd performance benchmarks and time fiames
for diffcrent stages of the preparatory/negotiating processes; substantial btult-in
mechanisms for coordination, and the implementation and consultation with other

This situation has becn illustratcd by various authors, such as Hinojosa, Robmson
means of a computablc general equilibriuni model. In this case, dií crcnt sc^ H | »

'n 1'wicul.nr, NAm, MERCOSUR, and rhc Andon Comiwndy. t Overeoming
^v.s, “Convergencc and Divcrgencc Betwcen NAFTA, Chile and MERCOSU

^nunas of North and South American Economic Intcgration

179
Brnz‘l, Mercosur and thc Frcc Trade Arca of the Américas



«onomic d';d°P'"S *«« basic
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ofstratcgics in anticipation of thc FTAA.

Consistency Among Bilateral and Sub-Regional Initiatives

Givcn thc complexity of prcferential agreemcnts currently in place in t,
hcmispherc, a high priority should be givcn to progressively encouraging the
grcatcst dcgrcc of consistency and coherence among them via ex-post refinements
Thc same holds for new agreemcnts. Otherwise, there is a risk of reproducinjj
conditions conducive to less transparency in the liberalization process, high
distortions in compctition among member countries, and the insufficient use of
thc advantages of specialization. If this happened, it would constitute a move away
from the obscrvancc of thc basic principie of “open regionalism” which has
charactcrized regional dcvelopments in the hemisphere.

Thc current situation has seen an incrcase in the number, variety and types of
agreemcnts, as dcscribed earlicr. The evolution towards a de facto hub and spoke
systcm - all things being equal - implies:96

• thc intcnsification of the search for rents by economic agents in member
countries - for example, national or multinational enterprises that plan to
consolidatc a mono or oligopolistic position in the regional market,
rcstricting thc entry of new competitors;

thc progressive loss of rcsourccs bccause of eflforts involved in negotiating,
administering, and vcrifying compliance in each and every agreement -
cspccially wherc there are overlapping provisions contained in agreemcnts;

orc oncrous conditions for liberalization, thanks to the relativcly highcr
rhnr^ ° í A'ar^c countrys in a bilateral context as opposed to one
indiviV^ ^U1^atcra^ “ that is, to negotiatc with each “spoke country”
to ennf Fat Cf ^an countl^cs together - which can also lead
llhub counuV,rCatCl ^lOtect^on rc^ativc to die predominant interests of thc

J •

in “mparisonTan “?dT1p’ial-inVeStment a” countries together - at least
a sttuation of multilatcral free trade — and, as a

of the
w DcvVm and Garay, “From Mianú to Cartagcna: Nine Lcssons and Nine Challcngcs p

For more detail on thc anahtical framework of hub and spokcs, sec R I- n^-icas: In^3rClCl°^'
Wonnacotc, “EL TLCAN y los acucrdos comerciales en las Américas , in Tní jnter-Am01^0'1

ccoiuhuicn ai pcnpcctivci (Bogotá: National Planning Department of Colombia an
Dcvclopmcnt Bank, 1996).
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result, regional income, savings and growth because trade barriers remain
among some countnes namely - the Aspoke countries= of the hub and
spoke system - without being able to determine a priori the distribut on
among countnes.

In titis rcspect, as we mentioned earlier, the establishment of a free trade area in
thc Américas with “subsidiarity” for shallower ftas agreements, and including a
range of some disciplines that go beyond trade in goods, could contribute to the
“rationalization” of all the FTAs and integration arrangements in force in the
region and also to some degree of adaptation among thosc with which the FTAA
will coexist.

Further Consolidatíon of Existing Inítiatives

Finally, the relative weight that each existing or future sub-regional agreement
will have in the final design of thc FFAA and the Arationalization= of thc set of
integration arrangements in the hemisphere will depend on severa! determining
factors. Thcsc include:

• thc degree of development of each sub-regional market, as well as the
widening and deepening of the disciplines in the integration process that
goes beyond trade in goods and reflect thc spirit of thc new regionalism
which the FTAA represents;

• the consolidatíon of the integration process and its projcction as a
geopolitical and economic arrangement with a sense of identity and with the
decision-making capacity to engage in broad agendas of economic and
political cooperation at hemispheric and intcrnational levei;

• the conclusion, in the next few years, of new gencration FTAs among groups
and/or countries in the hemisphere which anticipate, as best as possible,
expectcd characteristics of the future hemispheric agreement;

• the strcngthcning of bilateral relations with decisive hub countiies or sub
regions in the arcas of trade, investment, financing, and technological

cooperation.
On thc basis of such considerations, the next paragraphs outlinc some sccnarios

foi the transition strategies that are available in moving towaid the constiuction
the FTAA.

B- The Transition Stage in the Negotiation of the FTAA

Tt is important to start with a bricf description of the existing .
ev°lution of thc hemispheric architecture regai ding region , ‘
Wmcnts, which, if it continues unaltered, would be thc stage on which the
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OT«S in» force.” Wi* d» ™>P«». *= P“™ tta aMrgB
bcfòrc the year 200S, may be rhe followrng:

. Consolidation of the most advanced Anew generation- FTA (nafta) in the

Amcricas. This FTA would cover a broad range of disciplines such as trade in
goods and Services, investment, government procurement, intellcctual
property, subsidies, antidumping; and

. countervailing duties, comparable to or better than those of the wto. In
addition, it would contain partial prcfcrential regimes in favor of the
Caribbean countries and GSP clauscs applicable to the rest of the Américas.
However, this agreement would not have been expanded becausc of
domestic polities in the United States and because of the strategic
preparations for the negotiations of the FTAA;

• one of the two “hub-groups in the hcmisphere” (MERCOSUR) would have
achieved trade liberalization with the rest of South America under “First
generation” type agreements, focuscd basically on trade in goods and with
rulcs in market access similar to their own (for example, rules of origin
similar to those in the MERCOSUR-Chile agreement). That would constitutc
a sort of South American FTA although less deep than the prevailing sub-
rcgional arrangements in the arca (the Andean Community and MERCOSUR
are customs unions in the proccss of consolidation and dcepening, but so far
with disciplines narrower than the ones contained in the “new generation”
FTAs). In this context, at least in principie, MERCOSUR as a hub sub-region,
would bc expected to strengthen its bargaining power in the design and
structurc of the FTAA;

at the same time in both North and South America some “subordinate”
hub-countries or groups, because of their status as spoke countries or
groups in the hemispheric context, would have Consolidated their position
within their existing integration processes with other Latin-American
countries. Such will be the case of:

new Bcncration” typc fta system with Central America,
Chile, and some Andean countries;

(b)Chile  with Canada, México and Central America under “new generation”

schemes" Andcm similar to “first generation”

This sccnario does not tak ■
'^Portant and makc thcCnir^raCC0Unt CXtra’hc,n,sPhcric dynamics, which can porcntially bc ver)
1995). P^re morc complcx Dcvclopnicnt Bank
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(c)t he Andcan Community with ftas with Chile and several Central
American countncs by mcans of “First generation” type ftas as well âs
with MERCOSUR although with significant difFcrences in cèrtain rules
and disciplines such as rules of origin, and with caricom in
“asymmctrical” agreements; and

(d)the  CACM with “new generation” agreements with México, Chile thc
Dominican Rcpublic and Panama and a “First generation” a-reement
with CARICOM.

In the arca of traditional market access, thc status of trade liberalization for a
selectcd number of FTAs is illustratcd in (Table 7). Under this hypothetical
situation it is uscful to spccify some basic guiding principies for the process of
transition and coordination among the countries and “bloes” for the formation of
the FTAA.

TABLE 7: Selected Trade Liberalization Programs in the Américas

Agrecment
Bilateral Trade Bilateral Trade Liberalization

% bilateral imports of
total imports

% itenis liberalized % bilateral imports
liberalized

1995 1996 2006 1995
Chile-Mexico Chile-Mexico 14.9 95.5 98.4 98.8
(1992) Mexico-Chile 28.3 95.0 98.2 97.8

Chile-Venezuela Ch i le- Vcnezuc Ia 5.6 0.7 96.6 41.4
(1993) Venezuela-Chile 5.2 0.7 95.7 99.5

Chile-Colombia Chile-Colombia 3.7 4.1 91.3 88.6

(1994) Colombia-Chile 6.1 5.3 91.3 93.0

Chile-Ecuador Chile-Ecuador 5.2 3.9 96.4 35.0_____

(1995) Ecuador-Chile 8.9 5.1 96.1 98.4_______

_G-3 Mcxico-Colombia 5.5 7.6 90.9 95.5_______

(1995) Colombi a-Mexico 15.4 4.1 90.8 98.5

México-Venezuela 12.2 2.4 76.4 99.4_______

Venezuela-México 15.3 0.4 76.8__ 98.6_______

________________
^!«Jco-Costa Rica Mexico-Costa Rica 0.0 86.4 99.3____ 100.0

J1995) Costa Rica-México 4.0 73.2 97.8 98.8_______

_________________
J^xico-Rolixia

Mcxico-Bolivia 0.3 61.8 96.5 99.9_______
J1995P~~ -

Bolivia-Mexico 3.6 59.2 96.4 98.9_______

— _________________

^mkrcosur Argentina-MFRCOSUR 10 3 96.6 99.9___ 91.2_______

Brazil-Argentina 21.5 99.4 99 9 99.7______

“—----------------------
1’araguay-MERCOSUR 91.4 92.8 99.9 ______ ___________

Uniguay-M ER COS UR
89.9 ~[ 86.3 7 99.9 73.6_______

Mcrcosur and thc Frce Trade A na ofthc A nicricas
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Sourcc: Estcvadeordal (fonhcoming)

(continucd)____________________

Agiwment
Bilateral Trade

% bilateral imports of
total imports

_________ Bilateral Tradej,i

% items liberalized
■^■dizadion "

—-_J“^£alized
------------------ ---------------- 1995

8.8

1996

4.4
2006

94 7
Mercosur-CM
(1996)

Argentina-Chilc____
Chile-Argcniina 34.3 4.4 95.0

63j27~-^

3Z3
Brazil-MERCOSUR __ 11.2 4.4 94.7 58J "
Chile-Br.izil 29.6 4.4 97.6 32S
Uruguav-Chile 3.4 4.4 94.8 zzz

Chilc-Unigiiiiy 1.0 4.4 95.4 4Z6
Par.igiuy-Chilc 6.3 4.4 95.0 107

________________
Chilc-Paraguay 1.4 4.4 93.5 ^823

—--------—-

MERCOSVR-Bolivia Argenrina-Bolivia 2.3 5.4 97.1 93^9 ~~

(1997) Bohvia-Argcniina 23.0 7.3 92.2 7Z6 ■“
Brasil-Bolhia 0.2 5.6 97.1 46.9
Bolivia-Brasi! 31.8 7.3 92.2 66.7 ’ “
Uruguay- Bolívia 0.1 4.8 97.1 79.0
Bolívia-Uniguay 0.9 7.3 92.2 20.8
Paragiiay-Bolivia 0.2 5.0 97.1
Bolivia-Paraguay 0.2 8.7 92.3 26.7

of those
rulcs of
among

First, after heatcd debate in Belo Horizonte trade ministerial, it was agreed that
the FTAA would coexist with dccper sub-regional agreements. As a result, shallow
ftas could be superseded by the basic regulations of the FTAA. In this respect, a
decision must bc taken on how shallow agreements will bc phased out. The
decision must take into account the burden of additional administra  tive costs (c.g.,
irms and customs authoritics will be under two overlapping rules of origin

regimes). rr & &

r °?d’th°se cascs where sub-regional integration is more profound in
definirinn SC°Pe and covcra8e than the FTAA, the problem arises as to the
condido™ nf1 °Se rc<?u*rcrncnts ensure compatibility and coherence in
themandAeXTforcVTl rCS'°nal arrangements and betweC"
regional remmec h i C’ ^ctAveen leveis of prcfercnce among the sub-

d”’ “d°f the "“>■ othe"”“’ d's“tíons
Iranisphc* mitet ,n lhc “nditions of compaition in *=
harmonization of como f ' dccisi°n was made to opt for the formal
rncmbcrcountriesofthcVrAA5 Pl°m0^0n an(^ development policies among the

eífects; in particular, distort ^ 5^ ^^lcu^t^s of empirical evaluation
origin as Wcy . ons uc to mensures and regulations such as

' d,Stnb™« “1 resourK aLadoo impac. 
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countries.98 Therefore, followmg a second best” policy typc recommendation it
w0U)d be useful to undertake some adaptation of the regimes and conditions
.overning competition among countries and prevailing regional integration
“rangements in the Américas.

Given the uncertainty associated with the transitional proccss, the difFcrenccs
among existing regimes and the diveisity of participants in this process, the issuc
of timing with respect to the adaptation of remaining regimes in the hemisphere
becomes central. This is even more important if one takes into account the
negative cffects resulting from inadequate investment dccisions or reallocation of
production and the loss of efficiency from not anticipating locational and scalc
economies in the new hcmispheric integration matrix.

In principie, it is cxpccted that the longcr this situation of uncertainty lasts, the
greater will bc the probability of not seizing the full advantages of future
integration in the hemisphere and sub-region.

Finally, certain powerful Aregional groupss may seize the opportunity to
consolidate their integration processes taking into account the disciplines
negotiated under WTO agreements or some of the most advanced FTAs in the
region, or the scope of the FTAA initiative defined throughout the ministerial
declarations. Those groups will then bc better positioned to face the criticai stage
of negotiations of the FTAA with greater bargaining powcr and also to improve the
situation for the transition to the new conditions of competition."

Furthermore, regional groups or Afirst gencrations FTAs bascd mostly on the
liberalization of trade in goods or tliat do not dcal with a large number of tire
disciplines included in Ancw generations agreements, could widen and deepen
their FTAs with other countries or regional groups. MERCOSUR, the Andcan
Commiuiity, and the CACM are cases that illustratc this type of situation.

As a consequence, through a proccss of adaptation and coordination of regimes
among groups of countries as thcy effectively move foiward with the

LJ. Garay and A. Estcvaderodal, “Protection, Preferential TarifF Elimination and Rulcs of Origin in
thc Américas” (Washington, DC: Integration, Trade and Hemisphcric Issucs Division, Inter-

w American Development Bank, 1995).

One of the characteristics of a hub and spokc network is the advantage awardcd to the hub vis-a-vts
?lc spokcs and third parties in regard to prcfercnces and conditions of competition. These advantages
'ncrcasc for the hub with the widening and dccpcning of its network. Likcwise, there is a
c°ncsponding increasc in the influence of its model of integration with third parties and presuma y

lc collcctive FTAA proccss. In this regard it is interesting to point out the lole México is acquinng as
member of NAFTA, which is rapidly constnicting a hub and spokc network of new gcncianon FD

'"th ^ral and South American countries while at the same time actively participatmg m an FTAA
°Cess» which has a “ncw-generation” agenda.

-------------------------------- ■ ' '
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“rationalization” of their respcctive Fl'As or customs untons prior to the dof thc FTAA, not only can they reduce incfficicncics and administrative dCfiniti°n
thcy can also crcate more favorable conditions so that such countr’ ° C°StS’ but
greater influcncc on thc negotiations of thc FTAA. s exert

Morcover, such rationalization will facilitatc the environmcntadaptation and harmonization of different integration arrangements ' "f tllc
the negotiations of thc FTAA are held and can creatc the condition f01^ W^c
cfficicnt negotiating process, where spccial attention will be foct d' m°rC
definition of the FTAA in central fields as, for instancc, market access °n tbe

Undcr this sccnario, two factors must be takcn into account. First, which
regimes will be adopted as the rcfercnce bcnchmark for this proccss of adaptation.
Sccond, how compatiblc will be thc chosen regimes with thc ones being
negotiatcd in the FTAA. Howevcr, thc FTAA regimes undcr negotiation will be, in
tum, greatly affcctcd as a criticai mass of countries and groups move forward into
this adaptation proccss.

One of ±e difficulties for convergcnce is thc choicc of rcfercnce regimes which
contain dear critcria for comparing and sclecting alternativos and are also
sufhcicntly precise, transparent and predictablc that their application will not
obstruct thc process of liberalization.

The existing WTO trading regimes must necessarily serve as one of the key
rcfercnce points for the analysis of the FTAA architecture. Obviously, this does not
imply that the FTAA will deepen those obligations subscribed to undcr thc WTO in
each and every one of the disciplines considercd. This will probably happcn in
some cases but not in others. The final outeome will depend on the negotiations
and the degree of progress and harmonization achicvod by thc most advaneed
“regional groups” in the hemisphere.

oforigin. In the Américas rC^C1Cnce le£*nle may be illustratcd with thc rules
that of nafta and the “nkv °U1 baSIC 01,Sin reg<mes are being applied: (1)
with other countries in rh S : "Cratlon” concíudcd by México and Canada
gencration” rcfercnce regime2 ?niSPhere; <2) that of ALADI - as the “first
signator}'countries oftlteTre-i!-. °rxV Part’^ SC0Pe agreements bctween the

í*rAs °f Chile with Colnmk* ° Ontev^eo> for the Andean Community, and
with Chile and Bolivia JV0 Vcnczuelaí (3) that of MERCOSUR for the

A^can Community; evcntuaI1y tlic fta to bc concíudcd with tlic
re^CCl? /lrst ncw genernt-^»0 CACM as thc intermediate regime

eing negotiatcd in thc fr/°n lC^lmcs- Morcover, thc non-prcfcrential
classifiCrinCd,atC framcwork based^0^ °f the WTO scems to be tending toward
C ^^^on» but with a diffcrcnM °n dlC <™n of changc of tariff

CgFCC of stnngcncy bctween types of goods and
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ing other criteria in those cases where it is necessary to specify origin
^adrements. Given thcse circumstances, there arises thc issue of which would be
thc most suitable reference regime to be uscd in the adaptation process prior to the
design of the FTAA.

In this particular examplc, a necessary though not a sufficient condition in
ordcr to achieve the greatest efficiency and the lowest transition costs is die
adoption of some basic principies , such as: transparency and predictability, low
administrativo costs in thc application of origin; small number of criteria for
dassifying origin; a definition of the degree of stringency that will not be higher
dian that those in cffcct among die countries previous to die FTA’s formation and
the non-application of rules of origin in those cases where national tariffs to diird
counuies are sufficicntly low (for instance, say below 3% to 5%) or where diey are
similar.100

5, Conclusions

The FTAA has bcen fathcred by a convcrgence of interests in the hcmisphere; on
the one hand, North Anicrica’s acceptance of regional integration as a policy tool
which is complemcntary to thc multilateral System; on the other, Latin America
and thc Caribbean’s combining dieir long hcld interest in regional integration with
a new market-bascd opcn economic strategy that has fostered a new regionalism
and bcen an important contributor to a stronger multilateral system. The new
regionalism has bcen a positive influence on Latin America and die Caribbean in
thc 1990s, helping to promote consolidation of economic reforms, creation of new
markets and trade, preparation for globalization, strcngthcning of democratic
regimes and fostering of regional coopcration.

The FTAA process is a complcx venturc that undoubtedly bears costs. Howevcr,
an FTAA could also establish an important new framework of opportunities for
regional integration, hcmispheric coopcration and growth. Among other things, it
could offer die possibilities of (a) more sccure hcmispheric market access; (b) a
challenging incentive for productive transformation and preparation for
globalization; (c) a potcntial magnet for new FDI; (d) a rationalization of existing
strategíes of regional integration; (c) synergies that contribute to a stronger
Multilateral system and (f) externalities which help to lock-in policy reform.

Ti(\\r and tornejo, “Regias de origen cn acuerdos de libre comercio en las Américas
ashington, dc.: Integration, Trade and Hcmispheric Issues Division and Statistics and

^aHtitativc Analysis Unit, In ter-American Development Bank, 1998); L. J.Garay and L.F.
/vvln!cr°’ <<Caiactcrización, estructura y racionalidad dc las normas de origen del G-3 y ALADI
D asi,ngton, DC: Integration, Trade and Hcmispheric Issues Division, Intcr-American
^'clopincnt Bank, 1997); and Garay and Estevadeordal, “Protcction, Preferencial Taníl

nat’°n and Rules of Origin in the Américas”.
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rhcrc is a Wholc spcctrum of policy and strategic issues “around„
HCXf thc FTAA process as such that will condition the outcome and cffX

tbc .W of pardcipa.» to maximize potemial oppo,«
í inLizccosts, and ensure a reasonable balance m the dcstnbution of bCn(2

“ 0” pam.ee ««rto. >» *» th‘s d“P“r hlS Pres'"“ ’ and f“
.11 inclusive, chcck lis. of some longe, terra eollcetive heraisphcric

Lotara, issues as «11 as ...acra, ra.ero and mcsoeeonom.c nationa! 0IKS thjt
might merit special parallcl attention as thc formal FTAA negotiations progress.

The national issues arc many and diverse. Macroeconomic stability is a sinc
non for effcctive participation in the FTAA. The volatility of short term capital
flows has, howevcr, become a major threat to macroeconomic stability in tjlc
dcveloping world. In vicw of tlic fact that intcrnational Solutions may bc slow in
forthconung, countncs may have no othei choice but to establish an espccially
defensive policy stancc - pragmatically deploying direct policy Instruments whcn
necessary - in the face of surges of short term capital flows. The goal would be to
ensure sustainablc macroeconomic balances that can support participation in thc
FTAA’s opportunitics and accommodate, without trauma, the changes in thc
psychology of capital markets. However, sustainablc macroeconomic balances arc
not cnough; onc must addrcss sectoral issues, such as the future strategy of trade
policy vis-à-vis the rest of the world and areas involving micro and mesoeconomics
- at thc levei of financing, domestic and foreign investment, human capital
dcvelopment, scicnce, technology and productive resources, physical and
institutional infrastructure, public and private coordination, and so on. Thc future
dircction of sub-regional integration is another strategic policy tool for exploiting
thc opportunitics of an FTAA. Only with tlae creation and exploitation of dynamic
competitivo advantages, using the possibilities of complementarity and
specialization (including opportunitics for deep sub-regional integration) with
innovation and tcchnical progress, and with the improvement of competition, can

e potential of an integration process such as thc FTAA be fully realized.

Also on the checklist are collcctivc issues such as dcvelopment of a functional,
p gmatie hemispheric institutional »network= that directly or indirectly
in^Hli-n A’thCrC ak° *S a nee^ f°r national promotion of strategic agenda
thc G-73 7 f°Ja: thC OT0 a*10 any intci'national dialogue that may emerge with
intcrnational r ° °n so^ut’ons t0 the problcms of greater volatility o
approachcs fl°WS’ 1,1 the abscnce of national and internacional
ambitious tradeCffCCtlVCly dCa' WÍth turbu]ent intcrnational financial markets,
°r multilatcral Icvrl^^u’ W^c^er at national, thc sub-regional, hemispierl

XC1>couldbcinjcopardy.

treation of a nansm CmP^as’s Was pheed on the fact that the sUCCCjS^
P 1Cnt more effcctive hemispheric market will depend



ogress achicvcd in thc adaptation and “rationalization” of thc existing
a ntion arrangements in force in thc Américas, as wcll as thc final outeome of

í A aareement characterized by a set of rulcs and disciplines that are broadly
an -stcnt&with “regional groups”, member countries of thc groups, and thc
c°n . . Countries in thc Américas and extra-hcmisphcric arrangements. This
renlíi\ ermit inter alia, more efficient adaptation bctween a ncw ftaa and
W°\ ’linff integration arrangements, dcepening of “opcn regionalism” in thc
PrCVal U| çrc gencrate more favorable conditions for facing future progress in
'l^ibcralization of compctition at thc multilateral levei.
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Comments by Ambassador José Alfredo Graça Lima

The paper provides, always with theoretical quality, a svstemnrir, ■
aschematie view, of what could be an FTAA. I say it in this wav he
is far from its final forni and some considerations are required 1/^?° P‘'°jcCt
fatin,. When the ptojeet «as tamehed in Miami h ,
hel„isplKnc free tradc arca had difcc™ for
^yerr. But, from thc begmnmg some of iB charactcristics „c
comparcd to thosc of a classical frcc tradc arca as defincd in the GATT or in
textbooks, at the same time that therc is an important market access emphasis and
thc suggcstion of a moie piofound integration, including issues such as investment
and intellectual property, and others, which were includcd in thc agenda of the
Uruguay Round and can bc a part of the Millenium Round agenda.

Obligations entered by Brazil in the contcxt of thc Uruguay Round will require
an economic and political effort to adjust that is far from complcted. In this
scenario, onc can say that the integration projcct takcs some scctors by surprise.
Even with its conclusion in 2005, onc cannot say that thc proccss of adjustment to
liberalization will then be completcd and that competitiveness will be such as to
justify such an initiative including some of BraziTs most important partners. The
Brazilian situation is differcnt from that of México and even that of some of its
MERCOSUR partners, to say nothing of the Caribbean and Central America. This
spccificity suggests that, for Brazil, this projcct is still not a priority. Brazilian
interest in an extra-regional frcc tradc arca is differcnt from thc US interest in an
hemispheric free tradc area.

1 would not say that it is a dcfect of the paper, since an attcmpt was made to
take into account the case of differcnt partners in the initiative, but I fclt that,
when mention is made to Latin America, North America or the Caribbean, it
ignores some specific national realities which are clear and I ha\c aica f
mentioncd for the case of Brazil. Thc Brazilian prcfcience would ha\c ce , ‘
believe that this could still be reflected in thc negotiations, a typc of projectun
would underline a programmc of nade liberalization rather than the estabhshmcr

of a free tradc arca.
The possibility of reaching a zero tanff for all pioducK seeins^

what seems more likely and feasiblc m thc ong into account
teduction timetables defined on a product-by-pro uc would
die differcnt sensitivity of differcnt sectois in i CICI tobacco, a host of other
have difficulties conccrning the Sugar Act, taii affccting orange juice,
non-tariff barriers, as well as tariffs and tau I ‘ ‘ ,qsis for questioning
footwcar, textiles and clotliing. These difficulties p
dic viability from thc US point of view.



Rmnine the risk of being heretical. I wouldsay that Brazil may h>w
taXto netaiating aK® for indusmal produets w.th,„ a„ hmisplKric 6“

d ,ma than in negomting »TO plus disaphnes m such issues as
” ' competi.»» P<*Y »d °‘h“ ^"dT ?T“V **•>
„Tn ul.ih«al fmntework. Particular «sues ma bc diifkult because ofs<
tares. b« » as mueh as markot access. espec.ally for mdustnal produa5
didknkics related » agrkulmre soem to be cotautrated ■„ the big eco„on,ÍR
rathcr than in smallcr economies. If we excludc pcihaps export subsidies, a
common theme for all countrics in the hemisphere, agneulture is also a source of
difliculties and it is also difficult to think of a completely liberalizcd schemc.

The paper is carcful in relation to the fast track issue, an important question
which is far from being clarified. The fast tiack authoiity ends up being a
negotiation mandatc for the US. It is very clear what is wanted by the us
governmcnt from these negotiations. The fast track is not essential as there is the
possibiliry of using the residual Uruguay Rouiid mandate. What the fast track
approval will show is to the extent to which the US would be prepared to go in
terms of concessions not only involving agriculture but also the two points
mcnuoned by Marcelo Abreu: labour rights and environment. These two themes
arc in principie excluded from the negotiation but they can always be brought in
conscquence of thcir inclusion in a fast track authority. Such a development will
have to be analyzed very carcfully to consider whether based on the balance of
benefits and costs it would be worthwhile to engage further in the negotiation
proccss. If the fast track includes conditionalities in relation to labour rights and,
to a lesser extent, cnvironmental matters, this can be a fundamental obstacle to the
progress of negotiations. In any case it will require political will, and even political
courage, by different partners to analyze and cventually denounce a process which
may bc unfavourable to their interests.

While Brazil is not opposed to an FTAA, I believe the process is valid essentially
ecause it makcs explicit what are the objectives of the main economies and

especiaUy the US in the region. The interest is that perhaps Brazil will have no
nr leL iT markcC aCCess with the Umtcd States. It has bcen said more

the Millenh? Orij should expect for sure an engagement by the US concerning
taX Z r ™ if *' “ the nex. «TO mitarf

Fernando Hrnrí°'X 1 út f10Sless slnce the last visir to Washington by Presidem
e.z« cNax h““Kd

significantly. Non-tariffhT ■ °Ut Nortll'South trade flows could expan
a great measure responsiM-"^C°Uplcd Wlth “tidnmping actions in the US arc to
States. I am notspcakino C i°r tlC present ^razilian trade déficit with the Unite
i^-favouX 0" :TCam'“t terms, we are facing a timetable and,

Pont», trade deKrmi„cs , growth J„e «iU "«
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tradc intcgration

have the required conditions for succ_ „ ,
process. of the hcniisphcric

Although the idea of a frce tradc arca '
from a Brazilian point ofvievv, giveXX'?11,^ rciatcd c°sts does nor k t •
main partner, it is for mc unclear hn of aiternatives to lntcrest
due not only to doubts in Brazil in L wiI1 dcvcCX-
countries but also to doubts witltin the Us C°SUR’ and « otltcr Uin A
.spiteofdreanegedbenefitsgene^^^-^
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Comments by Marcelo de Paiva Abreu
I fcar my comments will be rather piecemeal. The paper presents a

comprehensive treatment of thc issue and attempts to take stock of the situation as
of today. It is, however, to bc lamented that bodi die US and Canada are excluded
from explicit treatment in the data basis. Perhaps this indicates some unbalance
that requires being redressed.

Thc difficulties raised by the present financial crisis could perhaps have becn
addrcssed. It is difficult to sec a contcmporary sharp reduction of protcction in
hemispheric markets and a substantial rise in the demand for waivers under article
XVIII: B of the GATT 1994 with many countries seeking authorization to raise
protcction duc to balance of payments difficulties.

The analysis tends to play down the initial US cmphasis on a format which
would essentially be of a hub and spoke typc, having NAFTA or the US as a hub. It
has becn an important result of thc negotiations to date that this initial idea has
been adjusted to take into account other existing subrcgional integradon
initiatives. The presentation by Estevadeordal partly covered this ground. The
paper also plays down the importance of the perccption of hctcrogcneously
distributed gains with integration duc the varying importance of hemispheric trade
for different economies in dic hcmisphere. Thcsc diflfcrcnces may bc an important
explanation for dic possible complemcntarity bctween thc FTAA and multilatcral
negotiations. For countries, such as Brazil, with a less marked interest in thc FTAA
it would make sense to conduct parallcl negotiadons at the multilatcral levei or at
least with the most important partners as the European Union. A parelllel
negotiation with the US in the FTAA context and with thc European Union as part
of MERCOSUR would roughly mimick multilatcral negotiations.

It could perhaps have becn stressed that US interests are concentrated in die
MERCOSUR since so much of thc other Latin-American markets of prospectivc
FTAA members are already open to US exports on a prcfercntial basis. And since
Brazil s shaie of the regiorfs GDP is much bigger than its share of the region’s trade
in all issues relatcd to size of the domes tic market, its relative importance is
enhanccd.

An impoitant issue raised by thc paper is the link bctween investment flows
and integration. Experience in thc MERCOSUR points out to the difficulties relatcd
to genera ization in this matter. In the past, foreign investment has becn typically
attractcd in many countries by the stimulus provided by a very high tariff wall.

ns rcsukcd in a tradition of rent extraction which, for instance, cxplains thc
ucccssftú bid for spccial treatment in Brazil and Argentina by multinationals in

°f n°toHous “otive regimes. The rent-
seckmg stance of such multmationals has been furthcr strengthcned by thc
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rampant fiscal war betwcen countries within subreeioml ■ • ■ •States in different countries trying to makcsure that thev *nit,5’tlves bctween
invcstment by big automakers. ' " are ablc 1:0 atract covcted

Mention is madc to thc dynamic cfFecrs nf •„0>c of waming stoukl pcrhap, be enrered „ shoJ"“h?
optimist.0 escunates of fhc impaa of Europa 1992, ,„Jng otte *

The papcr possibly ato exagge„ra .
dcvelopmcnt of negonaoons thc mA cont„t „„ jB
round of multilateral trade ncgonations.

Perhaps most important of all, I believc, mention should have.been made to the
main obstacle to thc final completion of an ftaa: there is no indication
whatsocver that the gulf betwcen the US and other hemispheric economics on the
question of labour standards and environmental policies is likely to be bridgcd.
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RULES OF ORIGIN IN FREE TRADE AGREEMENTS IN THE AMÉRICAS

Luís Jorge Garay S. and Rafael Cornejo

1. Introduction

THIS CHAPTER AIMS TO EXAMINE the role of rnlrc nF ’ • - e
(PTA^ and the criteria applied to determine oi^X^t S

teatures of the oi^m regimes in force in the Americl and hoXXX
entena are apphed w.th.n them; to illustrate the importancc of clrcnt trade
wHhnt Lat.n America by genenc origin regime; and, fmally, to offer some
gtudchncs for increasing the compatibility and harmonization of the differcnt
origin regimes.

2. The Role of Rules of Origin

Tiadc agreements are the way in which the signatory countries grant each othcr
differcnt forms of preferential treatment for exchanges of goods. To ensure that
these preferences are applied correctly and that they function properly, there must
be guidelines to enable the origin of goods to bc defined and to guarantee that the
negotiatcd preferences benefit only those produets originating in the countries
involvcd. Trade agreement terms therefore include origin regimes that stipulatc
the provisions and proccdures for determining countries of origin.

Commcrcial exchanges involve goods wholly obtained or produeed in the
exporting member nation, together widi anodicr range of goods containing
components from third countries outside dae FTA. For diis latter type of mcrchandisc,
it is necessaiy to define the conditions, typcs, and/or amounts of imported
components that these goods can contain and still bc considcrcd as originating inside
the FTA region. In accordance with this, origin regimes are esscntially bascd on tire
idea of substantial transforniation, which determines tire minimum levei of pioccssing
and modification that components from tliird countries must undeigo foi tire
mcrchandisc to be considered as originating in the exporting FTA mcmbci nation.

The cxistencc of rules of origin aims at preventing what is techmcally kiiown as
tmdc deflection - a phenomenon under which goods from third countries take
advantage of the benefits granted by the trade agreement. Trade deflection occurs in
FTAs whcn the member countries apply differcnt tariff leveis to third countries and
this difference is exploitcd in order to bring mcrchand.se mto the FTA thioug i t
member country with the lowest tariffs. Requiring a minimum levei of substancial

/ , 1- L J ■ K/í Rndrípuez M P- Lou, and B. Kotschwar (eds.)
This article has been published m: M. g Washington, DC. 1999,
Trade Rules in the Making. OAS, Brookings Institution
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mcrchand.se


«cemp» » P'"™ S“h diStOr”°“ rby '“"y limi‘i»S the
”p"taHip'»rthc tariff advanrages to those goods Chat meet the SBpula,i01,s of

tlie FTA’s rulcs of origin.
If thc aim of rulcs of origin is to prevent trade dcflcctwn, their stringency should

bc corrclated to thc diffcrence between tlic national tariffs applicable to third
countrics: thus, thc grcater the differential, the moie demanding thc requirements
soods must meet in order to qualify. Similarly, when national third-country tariff
rates are similar - or, altcrnatively, when they are relatively low - the need for
rulcs of origin should be reassessed, particularly since the costs of administrating
and overseeing them can actually exceed the diffcrence in individual tariffs.

Now, if the goal sought with the application of rulcs of origin is strategic -
related to industrial devclopment or trade policy, for example - origin
requirements independent of third-country tariff differentials should bc set. A
series of factors affect thc restrictiveness of an origin regime; and, in addition to
other effects, they in practice hinder its prcdictability. These include: (1)
component substitution within domestic production depending on the
componcnts’ geographical origin; (2) technological change; (3) the supply from
domestic industries that produce intermediate goods; (4) the structure of the
market for intermediate goods in the integrated zone; and (5) the protection or
promotion of output vis-à-vis tliird countries.

In turn, an origin regime can have a number of effects, including: (1)
inefficicncies, if componcnts are imperfect substitutes or if oligopolistic
competition prevails; (2) discrimination between productive sectors and types of
producers, favoring those companies better ablc to adapt to and satisfy the
requirements imposcd by thc origin regime; (3) grcater restrictions on regional
trade in downstream activities or later stages in productive processes; and (4)
unequal distribution of benefits among factors of production, activities, and
countrics.2

One of the clearest discriminatory effects occurs in the field of investments,
p cularlj \\hen the requirements for qualifying as originating are higher. Since
^lnati°nal foreign investments frcquently use inputs from outside the region
dealina u/ík C h?me tlie existcnce of demanding rules of origin
imolcmenr content or technical requirements can severely restrict thc
situation w^ld ° ^Cir normíú. Productive processes witlain the FTA. Such a
countries and c ’ Princ‘Plc> ^avor investors from thc region’s mcmbci
modifications rem ' t0 a <Ctrue diversion” of investment. Moreovcr, tlie

9 rc o extra-regional companies’ productive processes for them

deraikd trcatnicnr of these issues, scc: Garay and Esrcvadcordal (1996). 
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to opcrate in the rcgion in compliance with thc ori™
aflcct their efFicicncy and compctitivencss.3 ° c™nds would ncgatively

Notwithstanding the above, it should bc noted .
that are sufficicntly largc and dynamic and offer potcntial 7 ;1C810nal.economics
thc cxistencc of rclativcly dcmanding rulcs of origin can àcr °' CC°nOmics of scaIc’
locarion thcre of extra-regional investments with the capacity » ”from Íe
FTA s prcfcrential acccss. }

In recent years, thc unportanee of rulcs of origin within integration processes has
riscn as a rcsult of thc growmg internationalization ofproduction (and consequcntlv
of the incrcased ntunbcr of countrics supplying eomponents for productivc
processes), the notablc incrcasc in trade agreements established during thc 1990s and
the strategie nature of thc prcfcrential lifting of tarifls containcd in some of dic FTAs
negotiated by American nations in recent years.4

In addition, it is important to mention die potential magnitude of the operational
and administrativo costs of ccrtifying and verifying at Icast some spccific rulcs of
origin and regimes for both domestie customs and the manufacturing firms
thcmsclvcs, which would hcighten thc losses in cfficiency that thc systcm as a wholc
could suflfer. ha thcory, net operating costs caia bc cxpcctcd to rise with increascd
administrativo complcxity, lack of transparcncy, múltiplo qualification criteria, and thc
proliferation of “rulcs of origin famílias”, bccoming more criticai. This is all dac more
so given thc growing international integration of production. As an cxample, it
should bc noted that in Europe thc costs of collcctiiag, managing, and storing dac
Information needed for origin verification and administration have bccn calculatcd at
around 3 pcrccnt of product priccs.3

Thus, in lighr of these naultiplc impacrs and given thc potcncially rcsrricdvc effcct
of rulcs of origin on intra-rcgional trade, regimes daat can bc applied tianspaicntly,
objectivclv, and prcdictably and adnainistrated casily should bc designed, and uilcs
that are so conaplex or so costly to inaplcmcnt that they prevent cconomic agents
frona enjoying the comnaercial advantages introdueed by thc ficc tiade a^iccnacnt

should be avoided.
Given the dimensions and tire diversin- of thc problcnrs with applying rules of

origin, thc question arises whedier it would be bettci to opt 01 a co wiicrcjn
tariff(CET) widrin thc framcwork of a customs union (CU),insteac ‘ . G
nrember n rions have diflèrent national tarifls. Howcver as po.nt d ou by Gam
and Quinteto: «if onc of tltc rcasons for establish.ng a HA rathe, than a CU

3 Winrcrs (1997) and Barfield (1996).

Garay and Quintero (1997).
Garay and Quintero (1997), ibid., p.4-5.
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■ rp nf substancial diffcrenccs in third-country tariff policies bctwcen member
S Íorigin will dcarly bc nscd to cnable those tariff difFctennals to coe^

ZSc a prcfcrential liberalization of mtra-rcgtonal trade. In such a case were it
dccided to rcconcile those diffcrent policies in order to fix a CET, a comPromise
X from ainong the policies deeined “dcsnablc by each of the members would
have ro bc reached. It is not possiblc to ofter an a prion opimon on the general
siiperiorirj' of one such option in terms of social wcll bcing”.6

3. Critério for Origin Qualification

Ori^in regimes define a good as originating inside a FTA when it is produeed or
obtained cntirely within the member nations/ If it uses imported components
from third countries, compliancc with the required leveis of substantM
tranfònnation is determined by applying criteria from ainong the following:

(1) Change or shift in tariff classification. This involves meeting a minimum
requirement for changes in the tariff classification bctwcen the finished good and
the foreign components or materiais (from third countries outside the integratcd
area) used in the production process. For example, a change in the tariff heading -
i.e., in the first four digits of the Harmonized Systcnfs tariff classification - is the
basis for the preferential rnlcs of origin system used by such mcchanisms as ALADI.

Among the main problems with the application of this critcrion is the absencc
of sufficient elements for determining those specific changcs in tariff classification
that guarantee equivalent substantial transformation in the production of all goods
covcred by tariffs. This is basically bccausc the Harmonized System was not
designed to serve as the sole instrument for determining the origin of goods, but
rather for dassifying merchandise in terms of other criteria.

(2) Value of the national or regional content incorporated within the
agiccments member countries. This is defined as the maximum levei of
components and taw materiais from third countries a good can have and still be
considercd as originating inside the integratcd area or, altcrnatively, as the
ninimum \aluc that must be addcd during in-region proccssing for the good to
quahfy as originating.

7 Garay and Quintcro (1997), ihid., p. 5
See^nteraha: Garay and Estcvadeordal (1996), ibid, and Garay and Quinrero (1997), ibid- 

trnrk ^tcr’on Sll^cis fiom sevcral shorteomings, including the following: (1)
sensitixe tnd °f m°rC Círicicnt’ cost-saving tcchniques; (2) it is highly
as rclativc ev h thc ^actors t,lat determine countries’ production costs, such
benefirs- an^e ratcs> cxchange rates, interest rates, wages, and workcrs’ fringe

can incrcase the cost of administrating compliancc, in light of the
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Garay and Esrcvadeordal (1996), ibid.

nced for laborious and demanding accountina .
procedures both at domestic customs station!’ f™'0™1’ and financial
companies themselves; (4) it tends to sustain imbalweJ^h ",anufacturing
benefits among countries, not o„ly by favorí S

integrated and complex productive apparatus (such as thZ* ' Ve"'caIly
natiOns) but also by penalizing, in relativo ternas, those with°iow wX"
salanes, such as is the case in countnes with lower rclativc leveis of developEnt"

There is also a problem with reliably classifying, by specific origin the
intermediate materiais and components used in the production process imd with
exactly calculating their corresponding values within the fmished good’s re-ional
content value, in order to prevent the incorrect classification of all components as
either of regional or extra-regional origin - concepts known as ro/Z-wp and roll-
donm. RolMonm applies whcn manufacturing of a good uses imports from third
countries that do not satisfy the origin requirements, thus preventing the end
product as being classified as originating in the exporting country. In such
circumstances, the problem is identifying the ultimate country of origin of the
good, and this issue assumes even greater importancc if it is later used as a
component in the manufacture of other merchandise. Only with the application of
a strict classification of the origins of the various raw materiais and processcd
components used at the different stages of the production process can the
gcneration of differing impacts on producers witli different leveis of vertical
integration be avoided.

(3) Use of given technical processes or certain components in manufacturing.
Under this criterion, specific technical operations must be carricd out or specific
components or raw materiais must be used in production for the good to be
classified as originating inside the region.

In addition to the technical difficultics of kceping an updated, comprehensi e
inventory of the productive processes available at any given time ansing, in cr
íiIííi, from the fact that they are constantly changing - speci
discretionary because of the absence of classification e ements DrociUction
guarantee the equivalence of different degrees of transforma» m the piodt

of different goods.

4. Types of Regimes in Force in the Américas
:n force in the Américas are

Origin regimes in the integration agicemci Latin.American
found not only in regional Common Market (MCCA),
Integration Association (ALADl), the Market (MERCOSUR), the
the Andean Community, tlie Southern Comnwn

Brazil, Mercostir and the Frec Trtidc Ai ca oftb
207



•„ ,,,d thc Nortb-AmeriOT Frce Tradc Agrcemcnt (NArmC“ib,to è^cements signed over recent ycars. Some among^S

but also in n ori inDclallses that are markedly d.ffcrent from those in force
híter group • t£) which thc same signatory nations adhered; this is

agreements with Bolivia and with Colombia and Venezuela
(thc agrcemcnt known as thc Group ofThice).

Thcsc many regimes can bc classified into two large groups by their content,
scooe and salient features. On the one side is thc ALADI regime, which has served
as a model for MERCOSUR, thc Andean Community, and CARICOM, while on the
othcr is the NAFTA regime, which has been used as a model for Mexico’s
aoreements with Bolivia, Costa Rica, and Colombia and Venezuela, and for
Chile’s agreements with Canada and México. Finally, the reccntly established
mcca regime stands at an intermediate point bctwcen these two extremes.

This division agrees widi ±e specializcd literaturas classification of tradc
agreements into those of thc “first generation (ALADI and similar pacts) and diosc
of the “new generation” (NAFTA, G3, and Mexico’s bilateral treaties). “New
generation” agreements are generally more comprehensive than those of thc “First
generation”, in that they cover issues such as investments, public procurement, and
Services and they contain more specific and detailed origin regimes.

It should be noted diat this classification has nothing to do with the dates on
which the agreements carne into force. In fact, dae oldest pacts among those listed
are those of ALADI and CARICOM, both from the 1980s, followcd by 1994’s
NAFTA; dic othcrs - MERCOSUR, mcca, g3, Mexico’s bilateral agreements, and
mercosur’s pacts with Chile and Bolivia - all carne into existence after 1994.
This needs to be statcd to avoid falling into the false dichotomy that assumes diat
First generation” origin rules are “anachronistic or outdated” and those of the
new generation” are “modern and up-to-date.”

Each gcncric regime is characterized by diffcrent features that can be amended
and adapted in accordance with thc basic tradc policy goals pursued, with diffcrent
e»rees of sclcctivity or uniformity, strictness, transparency, predictability, etc. The
act that some traditional integration schemes in Latin America have in recent

árc more <■ n ■ r^'nlcs ‘nd>cates those countries’ resolve to apply tules that
prcscwiiw^^"0 m unifoim than th°se of ALADfs Resolution 78, while
multiplicin- of “nf f V 9™lification criterion and rejccting a

greater sclectivitv ín P‘"lcdai lnK1'cst is the MCCA regime, which combines

”’°n8 °f A “™,ar m
criterion for origin clualif C .Prescn^n8 tariff classification change as thc basic
classification shifts). * CatlOn ^anc* “icluding thc option of exceptions for tarl
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Dcvltn, Esrevadcordal, and Garay (1997).
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One way of analyzmg the diffcrcnt regimes in f
principal features of three regimes used as refe.-m. “ by comPa™g the
and MCCA. UCncc frameworks: aladi, nafta 

a) The ALADI Regime

r —
Tc T O1?”®" rc °!,lK p’“i"dividujislto,,mlly differcnt from rhe gener.1 regime. TI,esc rufa B„a,
agreements for rencgofat.ons of historical treasures, for economic
complementanon, and those signed by ALADI members with othcr countrics or
regions under Articlc 25 of thc Montevideo Treaty.

Rcsolution 78 establishes thc basic critcrion for origin qualification as a chance
in thc tariff classification in terms of H.S item (four digits) or, alternativcly, as a
regional content value cqual to or greater than 50% of the 1-OB cost of thc
merchandise. This applies to practically all tariff classifications, with thc cxccption
of a group of goods, specially negotiatcd by the.mcmbcr nations, for which certain
specific origin requirements are demanded. The spccific requirements take
prcccdcncc over thc general criteria and can bc less stringent that thc general rulcs
or not, exccpt for goods originating from rclativcly less devclopcd countries.
Rcsolution 78 allows diffcrential treatment for rclativcly less devclopcd countrics
(Bolivia, Ecuador and Paraguay), for whose exports a lovvcr nacional or regional
content is admissiblc. One requirement of Rcsolution 78 involves an obligatory
ccrtificatc of origin, using a spccial form and issucd by a public or privatc agcncy
authorizcd for thc purposc by thc member States. Unfortunatcly, thc ALADI
regime’s lack of prccision for .compliancc with qualification criteria and foi
ccrtifying and administrating rulcs of origin has, in practicc, hindcicd its stiict

observance.9
Although thc main clcments of thc origin regimes of MERCOSUR and thc

Andean Comrnunity are similar to those of Rcsolution 78, theic aie a $° s
P»r »n,e goods

levei of addcd value and, in addition, a changc * *
traHsfonnation cannot bc measurcd by a shift in ran c assi^ícanw, •
OF pricc of thc third-country inputs shall not excccd 40% of thc F
merchandise. Furthcrmorc, MERCOSUR 1 cc's'°" ,Qn and stcc.|) data proccssing,
requirements for a list of goods from thc c iemi . , exccptional rulcs
and conuminications scctors. Thcsc requnanen . ‘ recrime contains no
and take prcccdcncc over thc general criteria. Thc MERCOSl D
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• ■ for differential treatment. However, MERCOSUR’s agrecments with
PT5'0" /Chile do provide for differential treatment, in that they sct J

’ ,d «n* for g«>* ««" ““ B01™'
stnngcnt rcquircmenc» ivi o

The Andean Community, in turn, has an origin regime similar to that of
ResXion 78 which admits special reqturemcnts m exceptional cases. ín
Xn, k grants Bolivia and Ecuador preferent.al treatment. The Andean
Communitv med some special reqturements m the 1970s as part of lts import
substitution and industrial sector planning strategies.

It should be noted that the Andean Communit/s origin regime, established by
Decisions 416 and 417 of July 1997, introduced importam provisions regarding
origin administration. Some of these werc novel even in comparison to “ncw
gencration” regimes, particularly those dealing with the dispute solving systcm
which stipulatcd in detail the functions and obligations of the member countries’
competem government authoritics in this área and specified procedurcs for
requesting the General Secretariafs intervention and guidelines for its decisions.
Thev also^detailed the sanctions applicable to certification agencies and officcrs for
issuing irregular origin certificares and specified the requirements to be met by
non-governmcntal agencies empowered to certify the origin of merchandise.
Finally, they regulated the criteria and procedurcs for setting spccific origin
requirements (SORs).

b) The NAFTA Regime

With the launch of NAFTA in January 1994, a ncw type of regime for origin
rules carne into force. It is charactcrized, inter alia, by the following elements:

1. It is a systcm ofspecific rules at the tarifF-item levei, arrived at by combining
some or even all of the three qualification criteria described above; frequendy,
more than one rule exists for determining a good’s origin.

2. It applies changes of tariff classifications in a much more versatile fashion
an the other regimes. Classification shifts are not unique for all tariff

ícations, but are rather defincd according to the merchandise type broken
íeiah /T subheading, and, in some cases, even by the tariff item
define S‘K °f ThC dÍfFerent levels of tariff liberalization are used both to
for the oDrio^^f C oí* ciassjfication and to limit their scope by providing
Somewhat, morcthaMO^ofT31/ fl’°m ±C m£Ún
shift for determinino ti • ° ° cxis^n8 tar^ items use a movable classificatiooitoSS** that » good

one alteinate qualification rule.
on its own or more fren C°n.tCnt CI*terion for around a third of all items, eitl^r

■ feqmdy, combi„MÍ()n with onc of othcr criKria. B 
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establishes a mimmum regional contcnt value of 50% or 60% d
method and calculations use thc net cost or transaction value °" 

4, It includes concepts not used in carlieri ■ , i regimes, such as thc “dc minimic”
**• accumul.mon, and lhe .n.rodnc.ion „f «Itar.ifcado,, by “ “

J í ‘ocompanies.10

5. One of thc NAFTA baaie matar, major ditenees is its gmtct sek,ivi
speofraty and detad compared ro the general regimes of AI ADI and the
Generalizcd System of Preferences (GSP). This rcgimc’s levei ofdctail can be sccn
in thc official Mexican Bullctin callcd “General Rulcs for the Application of thc
Customs Provisions of the North American Free Tradc Agrcement.” where
Chaptcr IV, dealing with rulcs of origin, runs to almost 100 pages.

C) The Central American Common Market Regime (MCCA)

This represents a combination of thc above regimes: thc main critcrion is tariff
classification changc, albeit applicd more flcxibly than under Resolution 78, in that
it is measured in terms of changcs in chaptcr, heading and subheadings, and, in a
number of cases, it allows exccptions to bc made to thc main changc. Only with
regard to some specific goods does it set additional spccific critcria, such as
regional contcnt and technical requirements, which to date have practically not
bccn applicd. It uses concepts found in “new gencration” agreements, such as the
“dc minimis” clause. In addition, it does not provide for diftcrcntial treatment foi
countries with lowcr relative leveis of devclopmcnt.

Thc MCCA regime is without a doubt a novclty in Latin America, smce it also
introduccs a series of rulcs and procedures to ensure correct administiation o an
due compliance with the rulcs of origin. Thc use of taiiff shifts as t ic <
critcrion, but applicd differcntly across the full range of tau c ass! ícatio
appcars to be an attempt to combine administrative simphcity wi grcace
and selectivity in the rulcs of origin applicd to diffcrent typcs o goo s.

—---- ------------------------------------------ -fled as being of regional origin provided
“Dc minimis” is a clause under which a good can c|assiplcatjOn changc requitemenr
that thc value of rhc raw materiais rhatjai
does not cxcced a givcn percentage of thc goo
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tHFFESENCES BETWEEN ALTERNATIVE SYS

T,. „„..in «ta in force to <« « * of the „ittria
a í-d * « some of Ac Afc-» benveen thcm arme from „heth„ th ’
Z »tm »r differattiated appliearion of the tules from thcif

XX».and f,om thc v “to or rCgio"’'
or national contcnt.

Diversity
The thrce critcria used to determine origin can be used uniformly or selcctivcly.

Thus the chicf diftcrcncc lies in thc application of the criterion or critcria among
aoods: uniformity for all merchandise, or sclectivity between types of
merchandise. This is thc case, for example, with how thc tariff classification change
criterion is applicd: thc ALADI regime defines it uniformly as a changc in
dassification at the heading levei, regardless of the type of merchandise. In
contrast, under regimes like NAFTA and G3, the required tariff change varies
according to thc good in question, and, in differcnt cases, a change in chapter,
heading, subheading, or even tariff item can be required.

Multiplicity

Although thc regimes in force in thc Américas include more dian one criterion
for classifying origin, thcy differ in the rclative wcights they assign to each. Thc
origin regimes in MERCOSUR, the MCCA, the Andcan Community and ALADI are
basically dcfined in terms of thc tariff classification change criterion or,
altcrnatively, by a givcn levei of regional content; in some exccptional cases,
howcver, a combination of critcria is used for spccific lists of goods. In contrast,
thc nafta and G3 regimes and those of some of Mexico’s bilateral agreements are
bascd on a multiplicity of critcria, which prevents one in particular from being
singled out as the guiding principie for determining origin. In part, this
multiplicity is required to spccific origin rules with thc high degree of detail and
se cctivity containcd by “ncw generation” agreements.

Alternalion

levei of iivT/d aliS° aPP^cat^on of the qualification critcria at thc
more than one ^tcrnation is to be understood as the application o
* ' 7 * “S™ » ei-n good. In ALAM,
dassificatiòns, with thc T.. Coinmuilitl'> altcmation is uniform across alI
^ascd on a sinde m it 3 . ltI0na^ f*caturc that each alternate rule is cxc u
taiiff headino and ’ ICíJtlon criterion: thc first criterion is bascd on a changc
c°ntrast, nafta atcinatc one, on a spccific regional contcnt va Lie ,

' 31 and ,hc and Chilcan bilateral agreements CrequenD 
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Calculation Method

The method used for calculating regional contcnt value varies bctwccn dic
diffcrcnt regimes. ALADI, MERCOSUR, and thc Andcan Community require thc
FOB or CIF transaction value of the mcrchandisc to be used in calculating its
regional or national contcnt. Thcse values arc vvcll known, clear, and published,
and thcy require ncither thc exporter nor thc customs authorities to kcep spccial
rccords or additional Controls. NAFTA and some of Mexico’s bilateral agreements
use two alterna te methods for calculating regional content: nct cost, and
transaction value. Estimating thc value of regional contcnt with thc net cost
method requires detailed rccords of and Information on mcrchandisc piomotion
and sale costs. Thc MCCA regime stands midway bctwccn thcse two groups, in tliat
it uses two methods to determine regional contcnt: transaction value, defined in
accordance with thc WTO’s Customs Valuation Code, and normal pncc, calculatc
from thc FOB price of thc exported goods and rhe CIF piicc o tine countiy

components.
Thc “new gcncration” agreements contain novel conccpts aimcd at, inhi alia.

inercashigrhe fcubiliry of 3he «»f«»»

fheir "de rainirais- eta.es; 6ei!í«»>g jn
processes by allowing thc ^cumulado. c Lfication proccss by
regional contcnt values; and stican Unificares. Thcy also spccify
cnabhng exporting compan.es to s activiries with greater detail and
verification, control and sanction pio ac|drcss and which were not dcalt
precision - aspccts that an origin regime mus ‘ icnts. It shou]d be noted,
with adcquatcly in some “First gcncration ‘inQ.easc thc COSt of
however, that some of thcse stipulat.ons o. mnotan 

oflfcr a variety of alternatc rulcs for determinine • •
ncccssarily being based on a single qualification criferion °n8'n’ W'th°Ut ruk

Thc set of alternate rulcs applicable at rhe i ■
•rales of origin family”, which, „ lcast in principlc“| “ dcf"cd “ ”
dem»* in terras of In „ howeÍXXet”
stnngency d.lfer a, . rcstdt of tlre difce,,, re,„ireme„0 of eaeh of e ™ °
raed to d terarae or,g,„. If thete ate goods fot which thc irap.ied d™ rf

varies bctwccn the alternate applicable rnles,
and mcqualrt.es can anse araong different types of companies in thc FTA and its
member countrics.

Similar consequcnccs tend to arisc whcn diffcrcnt “rulcs of origin families” arc
applicd to goods that, in terms of their production techniques or cconomic nature,
are strictly similar, or whcn a single “rulcs of origin family” is used to qualify
goods produeed by means of diffcrcnt productivc processes.

compan.es
mcqualrt.es


dministnting the rulcs of origin for both the public and pnvate sectors, but thcy
dX™ S»»"«e ad«l»K rigor í» rl,c appl.car.on of thc rcgtmc.

5. The FTAA and Origin Regimes

During the Summit of the Américas held in Miami in December 1994, it Was
aareed to begin working toward the creation of the Free Trade Area of the
Ancricas (FTAA), with negotiations due to conclude m tire year 2005. Thc ftaa

essentially resemblcs a “new generation” agreement, covering issues beyond tire
strictly conrmercial and invcstmcnt arenas. To dais end, twelve working gl-oups
were set up to anah-ze different common problcms associated with an integration
project of titis size. One of these groups was chargcd with studying customs
proccdurcs and rulcs of origin.

The country representativcs in this working group identified a series of issues
to bc borne in mind vis-à-vis an origin regime for the FTAA. Two of these are
worthy of particular note: tlie development of an efficient origin regime that
facilitates the exchange of goods without placing unnecessary obstacles on trade,
forwhich both thc drafting and tlie administration of the rules must be objective,
transparent, consistcnt and prcdictable. They also decided that thc regime to be
negotiatcd must be consistcnt with the commitments acquired within the
framework of thc World Trade Organization (WTO)> and that in drawing up the
regime, the Harmonized Commodity Description and Coding System (HS) would
be followed.11 One of the main guidelines adopted, at least in principie, was the
acceptance of changes in tariff classification - with tlie inclusion of exccptions to
tariff classification shifts - as a basic criterion for determining origin,
supplemented, as appropriate, by regional content value.

In this regard, it should be noted that onc of the ways to improve a
qualification system bascd on tariff classification changes is to define a relatively
consistcnt regime foi leveis of tariff classification change across all tariff items that
a o\\ s exceptions to be made to tlie main change according to tlie levei of

demanded from tlie good’s production process; in other words, the
isiment of consistcnt equivalencies between leveis of change in tariff

fnrd * t1011 change in tariff chapter heading or subheading) and demands
foi degrees ^productivc ^ansfo^mtion.

of rúes nf n 3 COns*stcnt: would substantially facilitate tlie administration
-------------- ri£in’ gQ a long way toward ensuring that conipliance with

RepoT R° da|tC °VhÍS martCr by lhe WO are ‘-'ontained in Anncx I of the Final

(Marrakcsh, 15/04/94v 1°^ tbc.^niêuay Round of Mulrilatcral Trade Negotiations
regime to be appbed to nnr-T01 nat’ons arc currently negotiaring a non-prcferential 01 ig1’’
nation status, and quantitàtiveUm^,n^ countc,va’hng duties safeg uard clauscs, mosr fa'°r

t,VC ™io"s “r discrimina^ tariíTconúngencics.
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origi„ regmren™ »,s lo,S se„sitive to
pr„duct,on processes themsclves and ir would, i„ addicion, fa„ m nd
*!*? within rhe origin reg™. It would a|s0 a||ow P «V -j
.pplicanon of non-rraform ongin reqnkements for difTere.it rypes of »oods sn h
K is appropmte wth.n rhe oontext of a srmregic trade poliey. Ir is fo, «asoÁs like
this tliat similar proposals for dcfrnmg origin classification mcthods for non-
prefcrcntial trade are being so warmly wclcomcd.

The analysis of dre advantages and disadvantages of rhe mcthods for defining
origin has been going on for some time. Thns, for examplc, in 1987 a seminal
document submitted by thc us International Trade Commission to the House of
Representativos was published. It identified some of thc failings of the criteria used
to determine origin and ofFcred four basic principies for rnlcs of origin: (1)
uniformity, (2) simplicity, (3) prcdictability, and (4) case of administration.’2 It
also recommended adopting the approach bascd on requiring a spccific productive
proccss to bc cxccutcd for a good to qualify as originating but unfortunately, as
statcd above, this has the disadvantage of requiring a detailed and updated
inventory of all the processes available for manufacturing all possible goods.

Thc chief negotiator for rides of origin in thc FTA bctween Canada and thc USA
and in thc North American Frcc Trade Agrccmcnt (NAFTA) rccently made thc
following rccommendations: (1) climinating thc regional content value
requirement bccause it is thc main reason for thc Agrecnicnds exaggerated
demands for Information storage, proccssing and auditing, which makcs it
“Byzantinc in its complexity”; (2) using simple rnlcs of origin bascd on tariff
classification changes as a transition toward CU, avoiding changes at a levei of
detail beyond 6 digits; (3) crcating scctoral customs unions to bring about the
elimination of rnlcs of origin in the corresponding scctors and to allow progress
toward a “truc” customs union.13

In any event, as pointed out by Garay and Estcvadcordal, cmphasis should bc
placcd on choosing principies aimed at: (1) specifying the goal sought with thc
origin regime; (2) kceping thc number of criteria for determining oiigin as low as
possible; (3) ensuring adequate consistency bctwccn alternate rnlcs of oiigin and
the leveis of productive transformation demanded; (4) maximizing thc simplicity
and rransparcncy of proccdiurs for overseeing compliance with them; (5) duly
assessing thc advantages of adopting alternate transparent poliey measures, othcr
than rcstrictive rules of origin, such as prolonging thc period over which thc
^arkct is cxrcndcd or reducing diftcrentials bctwccn thc national tariffs imposcd

US International Trade Commission (1987).
Prcscntation by J.P. Simpson (from the US Department of thc Treasury), partially reprodueed in

Insidc NAITA, v. 4, ne 6, march 1997.
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... rnlintfies- (6) cnsuring, to the extcnt that is possiblc, adcquate

Vnw the idoption of basic principies notw.thstanding, gtven the uncertainty
with a transition bctwccn origin rcg.mes m a process of integration

Snna such diverse countries and regional arrangements (in ternas of size, IevcIs
of devclopmcnt, geograplaic proxuaaity, patterns of pioductive coiaaplementation
and spccialization, etc.), questions arise rcgardnag the appropnate naonaent and
tinaing for harmonizing the reginaes prevailing in the henaisplaere and bringing

them togcthcr.
In this regard, it would not bc wrong to argue that for certain countries and

regions (particularly thosc not locatcd on the central axes of the hemisphcre’s
integration dynamics), it would be appropriate to begin the task of incrcasing the
harmonization betwecn the difterent regimes in force in their established FTAs
with other countries and regions, in advancc of FTAA negotiations. This could not
only rcducc current costs in cfficiency, rcsource location and administering the
existing regimes; it could also better prepare them for new competitivo conditions.
The benefits of dais would obviously depend on sevcral determining factors, such
as tbc actual origin regime adopted as the refcrcnce framework for die
harmonization proccss and the levei of consistcncy between that regime and the
onc ultimately chosen for the FTAA.

One of die problcms in sclccting a refcrcnce regime is that there are currently at
least four basic origin regimes in operation in the hemisphere: (1) that of NAFTA
and the “new generation” FTAs entercd into by México and Canada with other
countries of the contincnt; (2) the ALADI regime, which serves as a “first
generation refcrcnce regime for all the partial agreements betwecn the signatories
of the Montevideo Treaty, for Chile’s FTAs with Colombia and Venezuela, and,
even considcring the major adaptations and amendments made in the ficld of
ongin regime administration, for the Andcan Community; (3) MERCOSUR,
piovidmg the freme of refcrcnce for its FTAs with Chile and Bolivia and, possibly,
°r t c fta to bc signed with the Andcan Community; and (4) the MCCA regime,

i stan s midway betwecn die first and new generation agreements, and the
entrai American nations FTAs with Panama and the Dominican Rcpublic.

origin relinwTw a'’SCS as t0 which WOUM be the most appropnate
Prior to dcsignijAe ^aa °‘der tO makc Preliminary P™gress with harmonization
rcg>me tltat plavs such ■ ’ C0IKldcrmg transition costs and the costs of changmg a

P SUCh M mP°«ant role within prcferential tradc.

Gar'ly md Estcvadcordal (1996), ibid.
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7"---- -------------------------- -------------- < . sec:CiaravjndQi'i'ircro<1997)-
Por furthcr details rclated ro ALAD1, NAFT- , aiu >

6, Conclusions

The creation of tradc arcas is a charactcristic
thc economic globalization process. EcònomiHníT. WIth'n th<? CUrrcnt Phase of
framework of“opcn regionalism” following libenliS^10" plaCC W'thin a
thc dcveloping worid and thc expansion of thc inC 1 "andeconomicrcfonns in
Progressive freerog of flo„, í“8"
f„ economic inregmt™ io d,e A„„icm bemispl^
dMc, tire a earron of frec rrsde are», but rvid, a n,d£ncv toward „,c p ' “
,„corporat,on of rssues orher rhan rrade in g»»*, Slld, „ hfvc® “
govermnent procurement, etc. '

In this contcxt, thc question of rules of origin is of particular relcvancc in both
thcorctical and plannmg ternas for thc design of tradc and integration policies In
light of thc naany economic impacts and thc problcms in predicting thc
rcstrictivcness of rides of origin, it is csscntial that clcar-cut principies and critcria
for determining thc origin of goods be adopted in order to ensure that they arc
applicd as transparcntly and objectivcly as possiblc and that thcy do not pose
barriers to extending prcfercnces under thc FTAA. As some degree of sclcctivity in
tradc liberalization policy is dccidcd on, there is a need to spccify rules of origin
that, in addition to working to preserve thc advantages of rransparency and
simplicity that distinguish uniform regimes, can makc good use of thc cífcctivencss
and detail of sclcctive origin regimes.

To date, thc hemisphcrc has not tended to use rules of origin to compensatc for
thc diffcrcnccs in member countrics’ national tariffs vis-à-vis third countries, in
order to prevent tradc dcflcction\ instead, thcir design appcars to have been moic in
response to diffcrcnt strategie goals.1? It is therefore to be cxpcctcd that tules of
origin will tend to vary betwccn FTAs in accordancc with theii dcgices of
“sensitivity” to intra-regional compctition and with the member countiics

strategie goals.
Thus, thc construction of thc FíAA faces thc problcm of the multiplci

and specific rules of origin that exist in thc hcmispheics ctuicnt 1-TAs; ai
impact on thc costs of origin admmistration Jei.ms of incfficicncics
individual manufacturing and exporting companic . wc|1_bcing caused by the
m rcsourcc location, spcciahzation patteins an ‘ ccordin„ t0\hc oricntation
simultaneous application of rules of ongin na c, R is‘'thcrcforc obviously
of tradc and that arc not ncccssarily mutua Jn- h;U.nlonÍMtioll betwccn thc
appropriatc to establish basic principies foi 1 ‘ . ro bc agrCcd on for
rules of the hcmisphcrc’s existing sub-icgiona tas .
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, „rro Difficulties in this harmonization process can bcthc ftaA and by the v • with thc involvcmcnt of a widcr varicty of
expcctcd, at Icast minai y cconomic devclopment, national tariff poiicicS)
countrics with varying tion> gcographical proximity, as well as othcr
dcgrcesofeconomic comp

f3Ct°rS’ bile not ignoring thc complexity of this task, it is worth

In any cvcnt, wnu of somc basic, transparent principies for the
mentioning the possi c stringency of prcfcrential rulcs of origin
harmonization process.  non.prcferential rulcs as a rcfercncc point
should use thc corrcspon u g t0 classjflc.Itjon criteiion Vlsecj. as
and be as consistcnt as poss “Qt be UScd whcn thc diffcrcnccs betwccn
far as possible, n es minimal or whcn thcir tariff leveis are low; and
members’ , rcaching a partial CU in thosc sectors or industries in

prócer of

It is clear therefore, that defming the regime for thc Frcc Tradc Arca of theAn r as (fAa) is a particularly important challcngc, in light of thc wide range oX for determining origin in use in thc hcmisphcre and thc d.ffcrcnt
Lacteristics of intra-continental tradc as sccn today in Tirst gencration and

“ncw gencration” regimes.16 Thcrc can bc little doubt that thc question of itilcs of
oriain wiU bc one of the most delicate issues in constructing a hcmispheric maiket
bascd on critcria of productive cfFiciency and cquality among thc icgions
countrics.

16 This wiU be an.ilyzcd by thc authors in a forthcoming artide.



under “New Generafion"
TABLE 1: Intra-Latin-American Trade
Free Trade Areas

Origm of
Exports

Destination
of Exports

Value
(US$ 1000)

A

1 otal Exports
to Latin
America

B

Sharc
of Exports
to Latin
America

A/B rin

Numbcr
of Itens

Numbcr of
Itens Exportcd
with a Value

Excecding
ÍUSS 1 Millíon)

Numbcr of
Itens with

a Sharc
Ilighcr

than 50%

Colombia México 88,527 2,475,724 3,6 400 23 1 7
Venezuela México 143,622 2,323,887 6,2 276 19 4
Nicarágua México 11,274 117,71 9,6 28 1 ]
Costa Rica México 51,777 519,99 10.0 181 7 1
Bolívia México 11,830 509,72 2 3 31 1 2
Chile Canada 138,811 3,123,223 4,4 278 10 2
México All Fivc 1,808,758 4,292,027 42,1 -

Exports of Chile to Latin America indudes tho.se to Canada
"Indndcs exports to Colombia,Venezuela, Nicaragua, Costa Rica and Bolina
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Comments by Simòo Davi Silber

Rulcs of origin arc of fundamental importancc in fi-en , j

toe ™ ' Wte “ ” d0'K ” *' ~c "

k is srresscd that sincc thc ntid-lWs, dtete tas bK„ a stantai gr01vth in
hcm,spl,enc trade. Ttay bcl.cvo suei, treud is a ra,lr of the ®„|
bbcrahzation adopted by severa) corá, in rta he.uisphere and to the
prohferation of sub-rcgional agreements. During the last decadc there was a
substantial merease in trade interdcpendence within thc region. But important
diffcrcnces pcrsist in relation to tariff and non-tariff barriers bctwecn countrics and
sub-rcgional initiatives and this is a crucial aspect in thc future negotiations on thc
FTAA. Thc important non-tariff rcstrictions in North America and thc high tariffs
on sensitive sectors in South America come to mind as cspecially rclcvant. These
diffcrcnces rclated to thc use of difFcrent commcrcial policy wi’l bc necessarily
reflcctcd in thc complexity of rulcs of regime as this will be thc only way to make
protcctionist policies compatiblc with a prcfcrcntial trade agreement.

The differcnt mcthodologies used to determine origin are discussed and thc
main conclusion is that nonc is totally satisfactory. The discussion presented in the  
papers indicatcs that there is no available mcthodology which is able to avoid thc   
imposition of significant costs on produccrs, exporters, importeis and thc  
govcrnmcnt or to avoid trade or investment diversion. Rulcs of origin arc essential
to avoid triangular trade and to rcstrict prcfcrcnces to countrics in thc icgion.
Discrimination against non-members can introduce important trade and
investment diversion as pointed out by Anne Krueger in hei woiks on thc issue.

Thc authors proposc a typology of rulcs of origin icgimcs in thc icgion. On thc
one hand, NAFTA tvpc regimes, also adopted by thc G-3 (Mcxico, °°m ia
Venezuela) and thefiee trade agreement bctwecn Mcxico, Costa Rica an ’
and, on the othcr hand, ALADI type, adopted in thc othcr prcfcrcntial agicer

in thc region.o
NAFTA Type Rules of Origin (New Generation)

This type of ru!e oforigi,. »
hcmisphcic. The basic critcrion to dctciminc oi g value addcd tcsc or the
classification, but in many cases it is supp ^tors whicll arc SCnsitive to
basic productive process test. In thc case o. . < automobi|es thc valuc addcd
externai compctition such as texties, c & ,1lltonlobiles thc basic productive
test. In thc case of clectronic produets a
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process is uscd. As commented previously complcx rules ofadditional costs for the private sector and for customs adniinisr °llgln il^pose
prcfcrcntial trade and creating trade diversion. Although therc latl°n in,libiting
estimates of costs entailed by such proceduies, scvcral analysts H° adc9uate
that they arc likcly to bc high. The great advantage ofsuch a pointed Out
verjr cftkicnt in preventing illcgal triangular trade. * lcgmie is

ALADI Type Rules of Origin (First Generation)

ALADI type rules arc much simpler than NAFTA type rules and alniost w'selcctivity along tlie wholc tarifF schedule. They have bcen adopted with1
modifications by the Andean Pact, the Central American Common MarkctS°mC
MERCOSUR and bilateral agrecnients bctwccn Chile and Colombia and Mcxic^
Venezuela. ' CO anc*

Thc esscntial critcrion is that of a jump in thc tarifF schedule or a required
regional value addcd of 50%. These rules are applied univcrsally with fcw
exccptions. They are simple, transparent and low-cost but have thc drawback of
being so gcncric that it is difFicult to identify which product qualifies for
prcfcrcntial treatment.

Divcrgences between commercial regimes in the hemisphere and with third
countrics will be ncccssarily reflectcd in the complexity of rules of origin since this
is the only way to absorb diffcrent protectionist regimes within the scopc of a
single free trade arca. Hcrc we have the main dilemma concerning rules of origin:
thc most resmetive they are, thc more efFective they arc in idcntifying thc produets
which qualify for prcfcrcntial treatment. But the more restrictive they are also the
highcr the costs involvcd in thc determination of origin and the more likcly are
trade and investment diversions. Simple and generic rules arc vulncrablc to
triangular circumvcntion. These arc not very encouraging conclusions but if tarifF
and non-tarifF restrictions are important in regional trade, rules of origin will
rcflcct such restrictions and will have a negative cfFect on thc expansion of regional
and world trade.

226
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Comments by Clemente Mourão

I am happy that so many people are here m u, L
is a special plcasure to discuss the paper bv Cir ’ °n °f origin'Ic
dcserve to bc singled out as especially interes i.w tY C°rncj'°- Some P°>nts
synthetic description of all systems adopted by Audi'cacm^IT^f"
MERCOSUR, NAFTA, G-3, with the authors ccmRT . • ’ ’ Alldcan Pact’

analysis on the origins of NAFTA and the use of cat^ a.taX°n°my bascd 011 the
multiplicity, alternance. C °f Cate8°neS SUch as ^stitution,

My further observations refer to both the paper and my personal experience in
d^cussmg the subject. The complexity of the coexistcncc of new generatio
regimes with older reg.mes such as those adopted here suggests the successive
apphcation of criteria to determine origin. The authors propose that instead of
desigmng rules for simultaneous implementation it would perhaps make more
sense to delay the timing of the tariff rcduction schcdule or implcmcnt othcr trade
measures which are unrelatcd to rules of origin

Another possible way which is suggcsted is the reform of the existing
harmonized systcm in such a way as to make casier the task of writing cffective
rules of origin. I would disagree with the authors in this aspect. Without being
exccssivcly skeptical I would say that there are limitations to the use of a System of
classification of produets and characterize changc of origin whcn there is a
classification jump. One example may illustratc this: if a picce of cloth is died blue
it may be difficult to convince your trade partner that there was a change of origin
but if this dying proccss involvcs some sophistication rclated for instance to
fashion, it is more likely that this is rccognized. In othcr cases, the Standard
automatic criteria would, of course, work perfectly all right and it is this that
justifies the authors’ cmphasis on the importance of the reform of the Brussels
harmonized classification systcm so that it would always bc possible to use ciiteiia
based on classification changcs.

As the authors point out in thcir conclusion, the design of a non-prcferential
System of rules of origin is being negotiated in Gcncva, implcmcnting a ccis
reachcd in Marrakesh I believe thar it would be difficult to des.gn sut± a - .on
of the harmonized systcm as the two exercises would bc more or less equi .

The authors mention that the ““

do not suggcst an obvious >"KIlt101 ,£ js a ccrtain coincidence between
mstrument of protect.on and also - authors could
detailed and stringent rules of ongm . distilictivc ifcomparcd with othcr
perhaps have extended is that idu o » objcctivc involvcd in negotiations on
trade issues in discussion. Thcie is . niXVnvs Invc an origin, the second is
rules of origin. The fcr is tbar«
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• thc scnse that, in contrast with, say, tarifFs,
dnt rules of origin are stabk of adjustments, to copc

negotiations are one^
tcchnological innovati ■ rc)cvant rclatcs to residual rules of origin

An additional problcm wbica ditl-cl-cnt counrries in a prcfcrential trado
as pares ofgoods are Pr“ dministrative rules. 11 wc takc tlais urro account, a
area The trend is to adof > arc wc morc intcrcstcd in residual or
doubr seems a” orc olthodox way, in rules of origin designed for the

"’0rld St la,'gC? r , 1lld corneio should be read by a great number of pcoplc

The article by t0 liave success in thc arduous cmpincal task they

arenowhavolved.Thankyou.
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trade, transparency and COMPETITION: ftaa and CER”

José Tctvcwes de Araújo Jr.

Icai cs ofa trcc dclight tis more than tbc nots”

Lcon Tolrtoy
]. Introduction

AMAJOR CHALLENGE TO BE faccd bv the Piv»a T j a
(ftaa) initiative will bc fc promorlon Ofsinair «,e„X

domes» marta of rhe member couarrta. Besidcs .1» dispanriX "
of s.ze and levei of econom.c development, one additional conmast is that 22
countr.es ,n the rcgion do not have compctition policy institutions. According to a
w.dcsprcad v.cw, the lack of these institutions is not a real problcm since trade
hbcrahzation is powcrful enough to impose market discipline in small cconomics
Furthermore, authors likc Rodriguez and Coate (1996) have bccn questioning the
relcvancc of an active antitrust policy in situations of unfinishcd reforms, which
has bccn the case of most Latin-Amcrican and Caribbean cconomics during the
last 15 ycars. Instcad of supporting market transparency, cfficicncy and welfare,
ncw bom antitrust agencies can casily bc captured by spccial interests and bccome
just anothcr dcvice for rcnt-sceking and monopoly practiccs.

This paper argues thar the above opinions do not provide sustainable Solutions
for the FTAA becausc both of them are only partially truc. Thcre is no doubt that
free trade is a key instrument to foster compctition, but the cvidencc presented in  
section 2 shows that the sources of anticompctitive behavior are not associatcd
with market size, but result from distortions that exist in any open economy.
Morcovcr, as section 3 explains, international cartéis, mergers and aequisitions
through foreign direct investment and the growth strategies of transnational
corporations may generate significant transfers of rents ainong counti ies and
antitrust law is an cffectivc mcchanism for extinguishing these welfare losses. On
the other hand, as section 4 indicates, capture is likcly to bc penasi\c in cxcry
socicty that does not possess mechamsms for controlhng spcc.a intcl““’ “
problcm affects all public policies, not just .antinust. To . ustrate he fim po I
will take sclectcd aspects from the history of ant.trust enfomeme ^nuc
States over the last quarter century, which is also uscful to h.ghhght the

^7, Mcrcosur and the 1'rec Tradeofdn: A.ne.cas

'l am grateful tol^^-tan-

reviewed the US antitrust cases compi e 1 bibliography on Austral.a and
presented in table 3, to César Parga, .dio ghored^the b. for

New Zealand, and to Allan Fe s, e author’s own and should not be
helpíul comments. The views Present^ f jts member countries.
attributed to the OAS General Secretanat or any

countr.es


, ■ ■ in bcnvccn antitrust and antidumping. To discuss transnational antitrust
rclanonship ben fra]ncwork bascd on the concept of overlapping
cases, Iwil mc^^P for F1-AA chaUcngCj j wi„
games, and to $ Pf New Zealand> which arc particu,

r7CWr for Ladn America, due to the economic reforms implemcntcd by those
J"s in the recent past. Finally, section 5 summarizes the main conclusions.

2. The Sources of Anticompetitive Behavior

Tablc 1 shows some figures on antitrust cnforccment in the Western
Hcmisphere The disparities in the number of cases by countiy aie due to multiplc
factors In some countries, likc Costa Rica and Panama, the figures refer to the
starting moments of the competition policy agcncy.18 In others, likc Brazil during
1996-97 and Jamaica during 1994-96, the authorities were busy in curbing certain
traditional practices in thcir countries, and had opened simultaneous investigations
a^ainst scvcral industries, or the same industry in differcnt parts of the country, on
similar grounds. In Colombia, the merger rcvicw provisions arc veiy stringent and
compel the agency to carry out a large number of cases (scc Jatar and Tinco,
1998), while in Argentina, Jamaica and Peru the laws do not rcgulate mergers and
aequisitions (sec OAS, 1997a).

TABLE1: Antitrust Cases in the Western Hemisphere

Country Mergers and Aequisitions Anticompetitive Practices
Argentina (1996/97) - 32
Brazil (1996/97) 65 543
Canada(1996) 228 83
Chile (1995/97) 6 87
Colombia (1992/97) 212 142
Costa Rica (1995/96) 1 37
Jamaica (1994/96) - 133
México (1995/96) 209 58
Panama (1997) 2 1
Peru (1994/96) - 57 _
United States (1996) 222 347 ___
Venezuela (1993/97)

Sourcc: OAS (1997b) ____________27_________________________54________ _ J

not be rn’ e\Cn 1 i_thcsc Peculiant*es did not exist, the number of cases should
famous iKrCtC t0 bc.ProPortional to the country’s size. Tablc 2 includcs 15
----------------------- t CQXciing a period from the mid seventies to the eady ninctics.
18 In Cost R' -------

February 1,1996. T'^Ct’r,On P°l*cy hw was cnacted on Deccinbcr 20, 1994, and in Panama oi
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ThCSC uClv an,alyZel 5. prominent CXpertS 011 antitrust alld “mpilcd in a
b00k cditcd by Kwoka and Whitc (1994). Onlv in three cases - MobiPs attcmpt to
aequire Marathon Oil in 1981, thc 1983 joint venturc of General Motors and
Toyota, and DuPonfs growth strategy in thc US titanium dioxide industry in the
seventies - wcrc thc size and othcr features of the American market rcicvant issues.
All the othcrs could have happencd in any small opcn economy. Some wcrc local
events, such as thc joint venturc of daily ncwspapcrs in Detroit, thc merger of two
hospitais in Virgínia and thc Services rendered by anothcr hospital in New
Orleans. Othcr cases wcrc rclatcd to thc charactcristics of the industry under
investigation, and could have bcen even more scrious in smaller economics, likc
thc Coca Cola-Dr. Pcppcr merger, thc computcrizcd reservation systcms owncd
by l irgc airlines, or a price-fixing among manufacturcrs of gasolinc additives (thc
ethyl case).

Sotirce: Kwoka and Whitc (1994)

TABLE 2: Asymmetric Information, Entry Barriers and Market Power in
Selected US Antitrust Cases

1 ypc Case Ycar AI EB MP
Mobil - Marathon 1981 X X

General Motors - Toyota 1983 X X X

Mergers Coca Cola - Dr. Pcppcr 1986 X X

Detroit Ncwspapcrs 1988 X X

Roanokc Hospitais 1989 X X X

Dnpont 1980 X X X

Ethyl 1984 X X X

Horizontal NCAA 1984 X

Rcuraints Matsushita v. Zcnith 1986 X X

Liggct____________________________ 1993 X X

GTE Svh-ania 1977 X

Vertical AT&T 1982 X X X

Rcstraints Jctlcníon Parish Hospital v. Hydc 1984 X

Monsanto v. Spray-Ritc 1984 X X

Airli nc Reservation Systems___________ 1992 X X X

The most interesting lesson to bc drawn from thc cases selected by Kwoka and
Whitc is the role played by asymmetric Information, entry barriers and market
powcr as sourccs of anticompctirivc bchavíor. Jointly, entiy barriers and market
powcr wcrc relevant issues in 12 cases, and asymmetric Information was also
present in half of rhose cases. Only in one case - a privarc litigation bctwecn GTE
"Sylvania and a small distributor of telcvision sets in northcm Califórnia - did
ncithcr asymmetric Information nor entry barriers have any significant influcncc.
Entry barrier was the single issuc in two cases, thc conrrol of thc National
Collcgiate Athletic Association (NCAA) over thc broadeast rights to its membens’

BraziL Mercosur and thc Free Tia t-/ na
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footb,„ «.» »d <hc dispute abot.t the proeedurcs uto by the Jeffersou Parish
HospfaHndKSUppIyofanesthcsiasemccs.

I„ rcxtbook descriptions of perto eompedtto, to cntry, constant retu„K „
sc, “ d markct tramparc.Ky « kcy fatures, tu thts stytod World tltcrc is „„
« , for amirnist. Bve.y attcmpt to bmach compettt.on rufa w.ll bc mmcdmdy
uortad bv the economic ageuts and duly pumsbcd by markct forces. Converscly,
anv dcparture from those three assumptions will cngender uneven competition
conditiom cithcr among the firms already establishcd in the industry or betwecn
incumbents and cntrants, although such “impcrfections” do not neccssarily imply
welfarc losscs. Tcchnical progress, for instance, reshapcs pcriodically the profile of
those vaiiables across the economic system by creating entry barriers in some
industries while dcstroying them in others; and by introducing new opportunities
for cconomies of scale and scope which stimulate industrial concentration and,
consequcntlv, may strcngthen the niaiket powci of the innovating finns. Indecd,
everv tcchnological innovation implies a new form of asymmctric information
since the innovating firms have better knowlcdge of the production frontier than
thcir competitors. But tcchnology also promotes transparency through the
reduction of information costs and tlic diffusion of managerial standards.

This intcrplay bctwcen technical progress and compctition poses an intricate
challcngc to the antitrust agcncy. As Baumol and Ordovcr cxplaincd: while
monopoly is rightly recognizcd as an enemy of static efficiency, there are a ntunbcr
of rcasons why it is suspcctcd that its cffccts on intcrtemporal efficiency are not so
clcarly onc-sided. Becausc both large firm size and the possession of market powcr
can, in this vicw, bc hclpful to innovation and productivity growth, it is sometimes
suggested that antitrust activity, as the enemy of markct power and even of large
firm size, can serve as an impediment to growth and, by enhancing its costs, as a
souice of inteitemporal incfficiency. Fwthcrmore, whcn antitrust rulcs creatc
barricis to efficknt interfirm cooperation in rcscarch and developmcnt and in the
exploitation of the fruits of such activity, the adverse consequcnccs from
intcrtemporal cfFiciency are further cxacerbated (1992, p. 83).”

thicc souiccs of anticompctitive bchavior can also be strcngthcncd by
rXuhr1inCntfaCtl°nSi Eitller whcn Pr°tecting the public interest through the
cm-imnnv m0noPolics’ basic Services, and othcr policies in the arcas of
tradc noliXr1 naUOna' sccur‘ty, or whcn promoting spccial interests through
assistancc thc’J^0ClUCnient ‘U1CS’ subsidics othcr forms of industrial
market powcr. Fo^th"1^1” C1CatC asyillnlctr‘c information, cntry barriers and
the control of bnsine/5 ,CaSOni SCOPC °f compctition policy is not rcstrictcd to
is implcracnting policLPthT^’ ‘ncludcs thc asstunption that the governmcnt
efficiency and constuncr wdf^ C°nsistcntly focuscd on thc support of productivc



Sourcc; DOJ, Anticrust Division wcbsitc (August, 1998)
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In many situations, market power is encendc- H k
information, entiy barriers and increasing rctums A “ C°m,bination of imP«fect
imperfcct Information results in the demnnd r ’ u • ltZ obscrvcd> “whcn
clastic, it implies that imperfcct information confas -rd™™8 Ínfin'tely
on thc Stores (1989, p.775).” However if thc de n ê*CC °f monoPoly Powcr
powcr can be exercised, evcn in higNy conccnXjhZtrÍl “cnc
important advancement in antitrnst enforcement-; 1 ‘ c> one
thc adopúon of chis prineipk by [hc
numbcr of countnes. bluwing

Brazil, Mcrcosurand thc Fm TradcArca ofthc Awmcat

Tablc 3 shows the incidencc of asymmetric information, entry barriers and
market powcr in 233 cases of anticompetitive behavior filcd by the Antitrnst
Division of thc US Department of Justice bctween Dccembcr 1994 and August
1998 (see list in thc anncx). This tablc is not as accuratc as thc previous one
bccause here wc do not have detailed studies of cach case, like diose edited by
Kwoka and White, but just tire summaries that were available at the Division’s
wcbsitc as of thc first wcck of August 1998. Thus, thc figuics on entry barners
and market powcr are probably underestimated sincc many summaries do not
include enough data on the charactcristics of the sector under inv“«S^on.
Besidcs, most cases refer cither to private litigations or to bid nggmg pn *
and othcr forms of collusion, wherein ^Xctric information
issuc. For this reason, and in contiast wi > is thc same:
appears to be so pervasive. However, basic is not
anticompetitive behavior can happcn in ari)
rclatcd to market size, but to its distoitions.

i i rhrtcp ?23 cases with the o4b
If wc compare the list of goods *nw't ‘ /CVD) dtat were active in tltc

antidtunping(AD)andcountcmilmgdutym^TC pp ]g3/192) a curious
United States as of Dccembcr 1»/ conllllon fcrrosilicon, which is an
rcsult emerges. Both lists have,^^Xd“operties of stcel produets. There were
alloying agent that improves th

TABLE 3: US Anticompetitive Cases by Sector, 1994-98

Sector Cases AI EB xMP
Consumcr goods 43 39 10 6
Intcnncdiatc goods 86 82 7 10
Capitai goods 12 12 8 3
Tclccommunications 21 15 14 17
Health Services 16 14 7 9
Other scrviccs 55 43 23 27
Total 233 205 69

____ í___ 



■nst exporteis from Brazil (sincc March 1994), China (March
ilVC?DvCn°írin'(April 993), Rússia (June 1993) and Ukrainc (April 1993)
1993 , Kazakstan (Ap.d 1^,^ manufecnircts „f that good •’ For

XtXd indusuy has bccn the major focus of AD & CVD actions taken by the
ín ed States but apparcntly, such protccnon has not stnnulated anticompctitivc

nr ices in thc domestie market. Besides ferrosilicon, two produets linked to that
indusuv have becn involved in antitrust invcstigations in the rccent past, laminatcd
tubc-making equipmcnr» and Steel drums,2’ but these produets are not in thc
rclcvant market of any AD or CVD measure cnactcd by the Umtcd States?2

This cvidcncc illustratcs thc subtlc rclationship benvecn antidumping and
antitrust. Thc conflicting goals of these policies are well rccognized, but, at least in
thc United States, thcy do not affect the same industries. On thc onc hand,
antidumping measures provide a relicf to domestie producers from import
competition, but do not sccm to engender business strategies that would go
beyond thc limits allowcd by the tariff surcharge. On thc other hand, thosc firms
that are ablc to venture into anticompctitivc practiccs do not sccm interested in
spending rcsourccs in rcnt-seeking activitics. Therefore, when the members of a
free trade agreement decide to abolish AD & CVD actions among themselves, while
harmonizing thcir competition policies, thcy are not indeed switching instruments,
cxccpt for thc rarc events of predatory pricing. As scction 4 shows, thcy are just
making commitments that are natural outeomes of thcir trade agreemenfs stated
objcctives.

In sum, the three sources of anticompctitivc bchavior can be reinforced both by
govcrnmcntal decisions and thc random action of technology, and may Icad cithcr
to conccrtcd or singlc-firm practices, but in all cases thcir ultimate conscqucncc is
to piomote income redistribution inside thc cconomy. Like most protcctive
mcchanisms, anticompctitivc practiccs usually produce immcdiatc and signifícant
rcsulrs. Foi instance, Higgins et nlii (1996) have estimatcd that the international
aluminum cartel creatcd in 1994 was able to cxtract over US$ 1 billion from US
consumeis in less than onc ycar of transactions under that arrangement. Indeed,

914 thc US antitiust law has provided that any person injurcd by
icompctimc piacticcs is cntitlcd to rccovcr thrccfold the damages provokcd by

suei piacticcs (sce Scction 4 of thc Clayton Act), but this rule is rcstrictcd,
cvidcntly, to domestie cases.

20

AlloysAndChdcXoS’ '' EIkC'” C<>' (1"3’’ MC"'S &

T. "U" X',lK>nal Cíln and KMK Maschincn AG (1996)
USv.L,ma( 1994); USv.Milikowsky (1994).
For the defimrion of rclcvinr mirb ih
and New Zealand. * SCC ncxt sccr*°n’s discussion on merger rcvícw in Austra
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3. Antitrust and the Internationa! Transfer of Monopoly Rents

Imagine that figure 1 describcs thc dcmand for impores of a sophisticated good
x in country H (home country) and that x’s producers arc members of an
International oligopoly which has manufacturing facilities in many pares of thc
world, including country H. Initially, consumcrs in that country aie importing/
units of good X and the pricc levei is b. Any arrangement that provokes a pricc
shift from b to a would be interesting for thc exporters from country F (foreign
country) if the dcmand elasticity wcrc less than 1, as in this case the growth of
reccipts measurcd by thc rectangle abcc is larger than the salc losses measure y
the rectangle cdfr. Thc inverse of thc dcmand elasticity is thc so called Leme, iíndex
of market power, and the more powcrful thcx’s producers arc, thc^reatt«
thc transfer of monopoly rents from country H to country F. "
domestic market, local manufactureis wdl be bendita beJlavior
thc dcmand elasticity for goods piod ci
observed for imports.

International cartcls, menrers nnd • • •
im-estment and thc growth strategies of traiTsnatÍÒ°n| th‘°Ugh forcign direct
frequent typcs of antitrust cases in which thc proccss of ■ °rp'>ratl°"S thc most
beyond thc national borders. From thc Z X ofThe

involvcd, thesc cases engender disputes among governments “ ™
those origina ted from trade policy measures. For this reason, compctition P< i y
has been included on thc negotiating agenda of the World Trade Or^nizttion
(WTO) although governments are still far from reaching consensus <>n how to dcal
with this subject, as scveral authors have alrcadv pointed out |scc, inter alia
Hockman, 1997; McChcsncy, 1996; Tavares and Tinco, 1W8|. In contrast with
trade policy instruments likc tarifis, quotas and subsidies, compctition policy issues
cannot be scttlcd through mcrcantilist negotiations, but depend upon thc
cooperation among national antitrust agencies in thc enforcemcnt of thcir
respcctive domestic laws. As argucd in thc nextsection, thc most important partof
this proccss is accomplished unilatcrally, when the compctition policy authoritv is
prepared to act as thc rcgulator of last resort in thc economv.
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Dcpcnding upon thc cffcctive markct powcr ofx’s producers, thc price shift can
be obtaincd through several arrangcmcnts. One possibility would be, for instance,
an expoit icstiaint made by firms from country F, followcd by a pricc increasc in
thc domestic markct of country H, which could bc describcd as an informal
counterpart of a VER (voluntaiy export restraint) agreement. Another way would

c through tiansfei pricing among subsidiaries of transnational corporations
establishcd m both countries. A third arrangement would bc through mergers and
acquisitions among firms in either country which could Icad to ncw conditions of
o npctition in t ic supply of x. Each alternative will demand a particular forna of

anrirnKt100 eU'CCn tllC an“tl‘ust agencies of cach country. In thc First casc, thc
investiffadnn^^ " asl< c°untcrpart in country F to initiatc an
ZZ c n8a'nSt eXpOrterS Of 111 thc scco"d case, borh agencies will

a-J0'nt 'TrÍSatÍ°n’ "hi,c case rhey could act
i-espc-crivc nnikets Tl”8 C"tcr,a for rcvicwing the merger eflccts on thcir

th;acZZcZ'bZrts can be dcscribcd “an m'cr,n^
limi.cd by thc cnforccncnt powcr of th ,ant‘tlUSt ^ellcics arc simukaneously
thcir Internationa] agrccmcnrc ti d()1’iestic Instruments and thc scopc of
has bccn widcly used in thc ivsZhT^ °f °VcrL,PPing or “two-lcvcl” games

uscaicn about International rclations (sce Putnam,

FIGURE 1: The International Transfer of Monopoly Rents



^c°nomic Reform and Transparency: Australia and New Zealand

Eolicy intcrvcntion vvas secn as a waj of augnicnting growth in divcrsc
°Ccilpations. An import subsritution srratcgv was a way to mobilize rents from the
^ditional cxportable sector [...] which othcnvisc woiild have bccn capicalizcd into 

1988; Alt and Eichcngrecn 1990-
Araújo, 1995). Ir rota „ a ’siniatio'„ pmoÍT’ Tl*“ *

Samc time m games against distinct opponcnts h,,r ,i P ' ‘S Cngagcd at the
game are rcstricted by the commitments made in’ the otlxaT'0”5 °"C

Whcn dealing with transnational cases the r
antitrust agencies is initially fixed by the enforcem™/ °r C00pcratl0n among
domes* lawjMBRCOSUA and NAFTA aro iliXi™ * I
Deeember 1996, MKRCOSUR etmmne, ,ie„cd a„ a„lbitiol]s prot„o| 'X" „
grndelines for a eommon comporta, pofa lhc ion Th(. «
addrcsscs anucompcutive practiccs, the procedures for reviewing memers and
.tcqiusinons and the cfforts for harmonizing antitrust with other domestiJpolicics
Howcvcr, at least temporarily, the attainment of these goals will be limitcd by the
current dcgicc of hcteiogcncity in domestie legislation within MERCOSUR.

Paiaguay and Uiuguay do not have any laws on this issuc, while in Argentina and
Brazil, although such legal instruments do exist, thcir design, thcir compliancc to
rulcs and thcir general purposes, difter substantially (see Tavares and Tineo,
1998). Among NAFTA countrics, there is an interini pattern of cooperation that
distinguishes the rclations bctwccn Canada and the United States from the
collcctivc cfforts for strengthening Mexican compctition policy institutions. In
fact, chaptcr 15 of that agreenaent is a clear statcment that there will bc no regional
compctition policy while the Mexican Federal Compctition Commission has not
rcachcd the cnforccmcnt capabilitics of its American and Canadian countcrparts

Btit, the commitmcnt to coopcrate establishes ncw standards for the domestie
cnforccmcnt of compctition principies. For instancc, in the hypothctical situation
dcscribed in figure 1, country Fs authorities would hardly have imtiated an
investigation against thcir exporting índustry in the abscncc of an intcinationa
antitrust agreement. Although the main rcason for opening the inxcstigation is tie
cxpcctcd rcciprocity from country H in symmctiical situations, country . U
Jddicional benefirs if the investigetion Chds domestie nwfet lls,“ '  ’
othenvise, «ould hnve remeined uhuotked. Similtirly, coopere™ «m-J

drive se.verume.us rouurd . -
allowing them to ovcrcomc difticult o < bc(?n thc
anritrust and antidumping. An ilkuninating exan j
expericnce of Australia and New Zealand dunng rhe .eccnr pas,

sections shows.
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rural land valucs. Urban income carners wcre sccn as thc beneficiários. After tlie
GrcatDepression (1929-32), cconomic goals bccamc more focuscd on full
cmploymcnt and thc diversification of industry under the dircction of govcrnmcnt.
A wide range of policies, including frade policy, wcre subordinatcd to mecting
thesecnds [Lattimorc and Wooding, 1996, p.oló].

Anyonc familiar with Latin-Amcrican cconomic history would bet that thc
above quotarion refers either to Brazil, México, Argentina or one of thcir
neighbors. This is a classical dcscription of thc initial steps of thc industrialization
strategies followcd by thosc countries rhroughout the twcnticth century, from thc
collapsc of the world trading systcm in thc thirties to thc debt crisis in thc cightics.
However, thc country under analysis herc is New Zealand, which, like Australia,
also had opted for dic same typc of policy during that period, with similar rcsults.
Commenting on the Australian case, Bell (1993) noted that: “By thc 1960s, the
tariff structure lackcd any overall logic or cconomic rarionale. Many tariífs wcre
anomalous or fortuitous, and littlc cffort was made to avoid o ver-protection or to
promote eíFicient or cconomic production (p.28).”

Bcforc thc Uruguay Round (1986-93), Australia and New Zealand sharcd with
Latin-Amcrican countries a common attitudc toward mui ti lateral trade
negotiations. Thcir goal was to improve export performance while kccping
domestie markets elosed. In November 1979, for instancc, the Australian Trade
Minister, made the foliowing assessment of the Tokyo Round (1973-79): “With
tlie exccption of thrcc items - namcly tobacco, ccrtain fancy cheese and an item
relating to frozen poultry - thc tariff rates are at or above currcnt applicd rates.
This means that Australia has achievcd a mcaningful and advantageous scttlcmcnt
with the United States, EEC and Japan without reducing the currcnt levei of tariff
protection on a single tariff item applicablc to any manufacturing industry [...]
This was, I believe - 1 am sure industry agrees with me - a commcndable rcsult”
[Rattigan et alii, 1989, p.19], A fcw wccks latcr, New Zcalaixfs Prime Minister
said: It has bccn suggcsted that New Zealand should dismantle thc systcm of
import licensing which has operated for 40 ycars. I do not subscribe to that vicw. I
have no intention of letting industries go to thc wall for the sake of a thcory”
[Lattimorc and Wooding, 1996, p.326].

One pcculiarity ol the Australian expericnce of import substitution
industrialization was thc crcation of thc Tariff Board in 1921. Its role was to
advisc thc govcrnmcnt on the costs and bcncfits of protection. Besides revicwing
mcni uai tasis, that ins.titution was supposed to conduct periodic studies on the
macroeconomic conscqucnccs of thc cxisting trade barriers. Thc first of thesc
/ ics vas rhi Biigdcn Repoit, which presemed a comprchcnsivc analysis of thc
Australian tanlí structure in 1929 and stimulated scveral acadcmic wodes during 
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the following decadcs, including the 1957 ,
Calculation of the Cost ofProtection” amC C by Max CorcJcn on “The

Howcver, until the late sixties the R -ri>
reaction against protectionism in the countiw o/the™” engendcrcd no Public
was that the wclfare gains from industrial t • ontlary> the general mood
protection costs. The
value conld be wcighed againaH' taX , ? T* wl“' prese"‘
devclopment (see Corden \ “ produccd b>' cconomicdevclopment (see Coidcn, 1957). Moreover, m “Protection and Real Waaef Onc
0 . papers ln thC histo‘-y of ec“ thought StoLcr and
Samuelson (1941 concluded that«... in Australia, where land may pèrhaps be said
to be abundant relative to labour, protection might possibly raise the red income
of labotu- (p. 73). Despitc their caveat that«... our argumcnt provides no political
ammunition foi the piotectionist”, it really did, and import substitution policies
remained popular for many decadcs, rcinforcing the natural barriers already
provided by geography and transportation costs.

In the seventics, tliis convcntional wisdom startcd to change. The TarifFBoard
was transformed into the Industries Assistance Commission (IAC), with a broader
mandate to promote transparency in the cconomy and empowercd with adequate
instruments to assess the difFerent impacts of public policies, including the creation
of domestic entry barriers, uneven conditions of compctition among firms in the
same industry, and other market distortions. In its first annual report, for
1973/74, the IAC functions were defined as follows: “In summary, the
Commission’s role is to advise the Government on how individual industries, and
industry in general, should be encouraged to devclop in Australia. In providing
this advicc, it is required to have regard to tlie interests of tlie community as a
whole, and relate its advice to the generally accepted economic and social
objectivcs of the community. The Commission is conccined prirnarily widi e
long term devclopment of industries, rather than with the fluctuations which may
occur in their rate of devclopment from one year to another, due to temporary
changcs in their business environment. The principies an o .
Industries Assistance Commission Act provide the general pohcy basis for the 1 c
term devclopment of Australian industries” (quoted m Ratngan et alu, 1987,

pp.98/99).
To foster transparency, the .AC was dSZ

informed on three basic topics: [a] the competi policies; and [c] the
sectors of the economy; [b] the effectivcness o ctiri SpCCific economic
eventual conflicts between the use of pu ic icsou ^lfare jncjeeci, iaCs ultimate
activitics and the promotion of the commun ) . Australia’s “nacional
goal was to preserve tlie debate ovei u t|ic aOvernmcnt was required
interest”. Akhough IAC had no enforccmen p



■ ■ . on’s opinion whcn changing the levei of protcction to
t0 bc aware of thc of ailtidiunping and countervailing dutics actions.
any mdustiy," > accurate Information about economic policy on

lAC’sonly raskwas topi^ spui. bittcr anjmosity both illside the
a timely basis, but this . In certain momcnts, thc Commission’s rostcr
burcaucracy and thc |cading politicians like J. D. Anthony and
of powcrful encmics in<- uç <-Ç $ Cairns, but also thc Metal Tradcs Industry
lan Sinclair’ tr^c abouc 6000 members responsible for more than
Association (M ), cprrinjqrv industry (sce Rattigan, 1986). According to
50% of the laboi oicc 111 1976; real ajm of 1AC was t() destroy dlc
thc naJio"a’ "^'.‘Wcdo not need thc IAC, which is an cxccssivcly claborate
Austialiam . . thcorists-to tcll us that most goods wc makc in

chcaply intporrcd by Australia ... What we need is to call a
ha to thc activitics of the IAC in rccommendmg thc d.smanthng of secnons of
Lralian industry. Ir is a folly of thc greatest magn.tudc tf wc allow oursclves to

bc persuaded by a purc economic thcory to elose our factortes bccauscof ourh.gh
cost structurc” (Cnnbcrra 24 July 1976; quoted m Rattigan, 1986, p.264).

The proccss of nade liberalization started in 1973 with an across-thc-board
tariffcut of 25%. Thc measure was not cnacted for industrial policy rcasons, but
rcsultcd from a largc surphis on thc cotuirr/s balance of paymcnts. Like in most
Latin-A’^ ican ecor.omics, the process was long and marked by temporary
rcvcrsals in some industries, spccially textiles, clothing, footwcar and motor
vchiclcs. As tablc 4 shows, while thc average rate of effcctive protcction of thc
manufacturing industry suflercd a steady decline during 1977-97, thosc four
industries wcrc ablc to remain away from thc general trend. Between 1979 and
1985, thc protcction rates of textiles jumpcd from 47% to 74%, and from 140%
to 24o% in clothing. During 1977-85, footwcar producers were bcstowed with
rates that varicd from 121% to 250%, and car manufacturcrs got the range 67%-
137%. These rates began to dccrcase after 1985, but even in 1997, when thc
Austialian manufacturing industry had an average rate of 6%, thosc four scctors
vere still securing two-digit rates. Tables 5 and 6 tcll similar stories for New
Zealand and Brazil.23

23 Thc Hgllrcs in rhc fhrcc ,Çtio ologics used for measuring thc StnU’V co,nPa,^hie, duc to disparities borh in rhc
’ SUrh.th0SC C’^Hlcrcd h;cTCt,°n and thc CXÍíir"* ns .n each

ofprorecr° *1C Uxarion s)’s^>n. Howcvcr rl^ 7? a^re<:’arion» domestie entry barrieis and rhc
p ,On rcnrs ac|oss industries. ’ 1C ta ? CS Providc a rcliablc picrurc oí rhc distriburion
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1987 1994

351 47
37 27

18 18

6

137 38 31 28
II 14 15 5 4 2
20 21 23 23 11 8

27 24 23 21 22 19 10[ 8 6
Sources: Dystcr and Mcrcdith (1990); Industry Commission (1997).
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10
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60
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12
3
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3
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2

5

16
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50

3

6

9

6

3

2

4
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4

140
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26

19

5

10

81

16

12

4

9

123

1983

7

68

87

16

6

68

167
TsT

Food, bevcragcs, tobacco

Tcxtiles

Clothing

Footwcar

Wood and products

Paper and products

Chemicals

Non-metallic

Basic metal

Motor vehicles & parts

Other transport cquipmenr

Other capital goods

Total manufacturing

1985

6

74

243

250
"TT

148
TI?

18

30

21

7

14

67

21

22

25

47

46

1997

2

15

25

4

10

96

55

135

TóT

1996

3

MM4. Mesof EffectiveProtecfion!n AusfrotolndlMíi~ ,

Sourcc: Masscy (1995).

TABLE 5. Rates of Effective Protection in NewZealand Industries. 1982-90

Industry 1982 1986 1988 1990
Food 20 14 9 7
Tcxtiles, clothing, footwcar 90 160 69 59
Wood and products 51 28 21 16

Paper and products 24 17 13 9

Chemicals, nibbcr, plastics 37 38 34 23

Non-metallic minerais 19 19 17 13

Basic metal industries 12 12 11 5

Machincrv and cquipment 69 58 51 34

Other manufacturing 56 53 41 27

Total manufacturing___________ 39 37 26 19

TABLE 6: Rates of Effective Protection in Brazilian Industries, 1993-95

19941993

910
118

5

10

24

15

30

21

6

13
14

22

20

25

Motor vehicles

Other transport equipincnt

Eletronic equipments

Total manufacturing

1995
~24~

24
~2Í~~

21

Industry

Food and bevcragcs

Tcxtiles___________

Clothing

Footwcar

Wood and products

Paper and products

Chemicals

Steel

Basic metal

16

Sourcc: Kutnc (1996)
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In 1975 thc New Zealand government established thc Industries Dcvclopment
Commission (IDC), which had similar functions to those of IAC, i.e, to provide
independent advicc on currcnt economic policies and facihtate public scrutiny of
those policies. During the following 10 years, thc IDC research activities included
13 studies on the "countr/s most important industries, using a Standard
methodology. Besidcs identifying the complete set of piotection mechanisms
affecting each industiy — such as tarifís, quantitativo icstiictions, subsidies,
procurement rulcs and other government generated entry bailieis - the inquiry
would highlight thc long term impact of such mechanisms. Although less
prominent than its Australian counterpart, thc IDC, latci icnamed as Economic
Dcvclopment Commission (EDC),24 provided the basic knowledge for the gradual
trade liberalization process that took place in New Zealand during 1984-95
[Mascarenhas, 1996; Evans et alii, 1996].

Promoting transparency had significant consequcnccs on thc processes of
economic reform in Australia and New Zealand, specially in the arcas of regional
integration and compctition policy. Following the international fashion of the
cighties, those countries signed the Closer Economic Relations Agreement (CER)
in 1983. But in just seven years, the CER achieved a degree of trade liberalization
matched by no other regional arrangement launchcd in that dccadc (scc Cordcn,
1997; Vauticr and Lloyd, 1997). By 1990, all tariffs, antidumping actions and
domestie subsidies affecting trans-Tasman trade had been abolished. In the area of
Services, besides deregulation, total mobility of the labor force and mutual
recognition agreements, significant progress was attaincd in key activitics like
shipping and air travei. Afterwards, thc process of economic integration has been
sustaincd by convergent fiscal and monetary policies at the macroeconomic levei,
and by similar compctition policies at the microcconomic levei.

Australia had a national compctition law since 1906, and New Zealand since
1908, but these were uscless Instruments during the times of import substitution
industiialization. Some Latin-American countries, such as Argentina (1919),
Brazil (1962), Chile (1959), Colombia (1959) and México (1934), also have had
incfFecuve antitrust Icgislation for many dccades.25 In 1974, the Australian Trade
Practices Act established a new framcwork for curbing anticompetitive practices in
thc country and paved thc way for a series of institutional improvements in
subsequent years. The process of policy reform culminated in 1993 with thc

i mei ommittec Repoit, which introduced the notion of “Comprehensive 

- LXC was also renamed as Industry Commission, and, since 1996, as Productivicy Commission.

also contains™,' imtmtZoniÍ °AS

For a collcction of official reports on Z 7 grCCmCntS s«ncd b>' n AA mcmbcr “ulltncs’
Hcmisphcrc, see OAS (1997b). cnforccment of compctition policy' in the Western
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Competition Policy5 (CCP), one of thc most powerful, yet flcxible, Systems amomr
oeCD countries. CCP goes beyond the conventional antitrust Instruments and
includes all relevant govcrnment actions that affect the competition proccss such
as trade barners, subsidies, monopoly regulation, intellectual propcrty consumer
protection and techmcal standards.26 In New Zealand a similar process started in
1986, when the Commcrce Commission was empowered with the same set of
policy Instruments managed by its counterpart, thc Australian Competition and
Consumer Commission (ACCC). This convergence has led to a fruitful cooperation
program between these agencies that not only harmonized the competition
conditions in thc trans-Tasman market but also reinforeed the domestic role of the
antitrust authorities.

Sourccs: /\ccc(1997); Allport (1997)

TABLE 7: Merger Revíew in Australia and New Zealand, 1991-96

Country Cases Examincd Cases Dcclined %
Australia 612 26 4.7
New Zealand 211 10 4.2

It should bc noted that thc competition policy laws of Australia and New
Zealand are not identical. For instance, whcn assessíng the likely effects of a
merger, thc ACCC uses the concept of market power while the Commerce
Commission adopts the dominance approach. Albcit similar, these mcthods do not
always Icad to the same results. The defmition of market power is straightforward:
it happens when the firm is able to impose a ssnip^ a small but significant and non-
transitory increase in price. Thc notion of dominant position is broader: it
happens when the firm is able to choose its conduct without taking into account
thc eventual reactions of its competitors, suppliers and consumers. A firm may
have market power without being in a dominant position, but, in practice, this
distinction is not so important, because the two agencies apply thc same
mcthodologies in regard to other criticai aspects of the investigation, such as the

26 Coincidcntally, in Novcmber 1992, the Peruvian govcrnment enacted the ““
Nacional de Defensa de la Competência y de la Proteccion de la ropic a n e
«me principies. Indeed, the only difFerence between ÍNOECOPI,[hc govcrnmcnt of
former does not revicw mergers and acquisinons. More r X’ mrrencia v Asuntos del
Panama created a similar insritution, the CLICAC (Comision e nre^ on^ anti(rusf (mcrgers
Consumidor), with a more restrictcd scope, covering ju JIinfemi|ing duries).
included), consumer protection and trade remedies (antidumping an
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delimitation of the rcleva.it market,- the ana ysxs of ent y b' ■>>-and die role of
import competition. As tablc 7 shows, over the per.od 1991-96 the two agcnc.es
had virtualh the same attitt.de when reviewmg mergers: the ACCC exanuned 612
cases and objectcd to 4.7%, while the Commerce Commiss.on has recetved 211

cases and opposed 4.2%.
Thus, the role played by competition policy in thc c.ER agiccmcnt contains ar

least thrce useful lessons for the FTAA proccss. 'l he First is the cohcrcnce betwccn
antitrust and othcr policies, which has avoided the traditional situation whereby
the governmcnt fosters competition through one channel and cieatcs market
distortions through anothcr. The second is tlie piovision of piedictable tules for
dealing with one intricatc problem engendered by trade agreements, which is the
trend toward market concentration that follows the ptocess of economic
integration. The convcrgcnce of the merger review procedures reduced the
uncertainty of investment decisions by keeping tlie private sector informed about
the critcria used by tlie ACCC and the Commerce Commission for surveying the
competition process in tlie trans-Tasman market. The third lesson results from the
mechanisms that ensure market transparency, like tlie reports produced by tlie IAC
and EDC. The CER cxperience illustrates convincingly that the ultimate goals of
competition policy - consumer welfare and productive efFiciency - do not depend
so much on the punitive provisions of the antitrust law, but on tliese mechanisms.

5. Conclusion

The main conclusion to be drawn from the evidence discussed in this paper is
that tlie FTAA is a long run project. Free trade is not a strong enough instmmcnt
to impose convergent competition rules in tlie hemisphere, and the enactmcnt of
antitrust laws without tlie support of complcmentary mechanisms to curb special
inteiests is not a solution either. The recent results attained by Australia and New
Zealand on tliese issues suggest that tlie promotion of market transparency can be
a fcas.blc alternativo, although not immune to reactionary pressures, as the IAC
expe.icnce has rcvealcd. The periodical publication of studies like those of IAC and
EDC, and the ma.ntenance of data bases on entry barriers, profitability rates and
othcr cond.tions of competition in the different sectors of the economy do not

27
anticomnetirivé rC'C'ant is cruc>al not only for merger analysis but also for investigating
statcd as^ollow^TI í approach adoPtcd b>' Australia and New Zealand can be formally

production technoloR.es and crL . cl’aractcr,st,cs of good, includmg the
transactions under analysis- 131 the^fu500110’. dem!U’d; [2] thc gcograPhic extcnt of rl1^
integration of incumbem firnl and thc ev °f '™rkCt’ ' e’ ‘hC degrCC

dimension of thc competirio * ,St,n? ^Orms disrribution and sale; and [4] thc time
possibilities and the eflectiw p ? Pr°LCSS> «pccially in regard to thc readiness of substitution

^neenve entrj’ of porcntial comperitors. 
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require major institucional changcs and could bc carried out in any countiy. This
type of initiative could be a starting point that would turn tlic othcr CER lessons
discusscd in section 4 into realistic options for the FTAA countries.
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Annex:
Selected US Antitrust Cases, 1994-98

Case _________ EB AI MP

1 US v. Thomas J. Abrnham (1997) _________ 0 1 0

2 US v. Ace Schifili Emboidcry Co. (1995) ___ 1 1 0

3 US v. Action Embroidery Corp. (1995) ___ 1 1 0

4 Advo v. Philadclphia Ncwspapcrs (1994) _______ 1 0 1

5 US v. AIG Trading Corp. (1997) 0 1 ___0

6 US v. Ajinomoto Co.; and others (1996) __ 0 1 1

7 US v. Akzo Nobcl Chemicals BV and Glucona BV (1997) 0 1 1

8 US v. Alcx Brown&Sons, cr.al (US v. Nasdaq Markct Makcrs) (1996) 0 1 1

9 US v. Alliance Metals and Bradlcy B. Evans (1995) 0 1 0

10 US v. Alliant Tcchsystems and Acrojct-Gcncral Corp. (1994) 1 1 1

11 US v. A8cL Mayer Associates, and others (1996) 0 1 0

12 US v. Aluminum Co. of America and Alumax (1998) 1 1 1

13 US v. Amarillo Winnclson Co, (1995) 0 1 0

14 US v. Amccl Corp., Dispoz-O Plastics, and others (1996) 0 1 0

15 US v. American Alloys, Inc. (1996) 0 1 0

16 US v. American Bar Association (1995) 1 1 0
17 US v. American National Can and K.MK Maschinen AG (1996) 1 1 1
18 American Radio Sys. Corp. Acquisition of thc Lincoln Group (1996) 1 0 1
19 US v. American Skiing Co. Sc S-K-I (1996) 1 0 1
20 US v. Anchorshade, Inc. (1996) 0 1 0
21 US v. Michacl Andreas (Appcal ofNcw York Times, ctalii) (1998) 0 1 1
22 US v. Applcton Papers, Inc.; and <>ther\ (1995) 0 1 0
23 US v. Archer Daniels Midland Co. (1996) 0 1 0
24 US v. Association of Family Practice (1996) 0 1 0
25 US v. ARTA(1994) 0 1 0
26 US v. Atlas Iron Processors, Inc., ct al. (1997) 0 1 0
27 US v. Austin Powdcr Co. (1996) 0 1 0
28 US v. Barra, Romcr (1997) 0 1 0
29 In Re: Bell Atlantic Corp., No.96-5001 (D.C. Circuit.) (1996) 1 1 1
30 US v. Bcn's Truck Parts 8c Equipmcnt, Inc. (1995) 1 1 0
31

32
Blue Cross and Bluc Shicld of Wisconsín v. Marshfield Clinic (1994) 1 1 1
Blue Cross 8c Bluc Shicld of Qhio v. US (1994)

1 1 ' 1
33 US v. Joscph E. Burford (1997)

0 1 0

246
Bmzil, Mercosurand thc Frei TradeArca oftbc Américas



34 US and State of Connecticut v. Richard Blumcnthal (1995) 1 1 I
35 Anthony Brown v. Pro Football, Inc. (1995) 0 1 0
36 US v. Gerald Brandr (1994) 0 I 0
37 US v. Browning Ferris Industries, Inc. (1994) I 0 I
38 US v. Cajun Chemical, Inc. (1998) 0 1 0
39 US v. CA/Legent (1995) 1 0 I
40 US v. Canstar Sports USA, Inc. (1993) 0 1 ■zn

41 US v. John P. Cassei (1995) 0 1 0
42 US v. Cerco, Inc. (1997) 0 1 0
43 US v. Charles E. Grecn & Son, Inc. (1997) 0 1 0
44 US v. Chcil Jedang, Ltd. (1996) 0 1 0
45 USv. Paul B. Clark (1993) 0 1 0
46 US v. Clark Truck Parts, Inc. (1996) 1 1 0

47 US v. Classic Caro NetWork (1994) 0 1 0

48 Columbia Steel Castíng Co. v. Portland General Elcc. Co. (1995) I 1 1

49 Community Publishers Inc. v. DR Partners (1995) 0 0 1

50 US v. Dam Sicgel; and orhers (1996) 0 1 0

51 US v. Darrell Hawkins (1994) 0 1 0

52 US v. D.C. Guelich Explosivo Co.(1997) 0 1 0

53 US v. Delta Dental of Rhode Island (1996) 0 1 0

54 US v. D.M.E. Industries, Inc. (1995) 1 1 0

55 US v. Amos L. Dolby Co. (1996) 0 1 0

56 US v. Douglas Explosivos, Inc. (1996) 0 1 0

57 US v. DvnoNobel Inc. (1995) 0 1 0

58 US v. Electronic Paymenr Services (1994) 0 0 1

59 US v. Elkem Metals Co. (1995) 0— 1 0

60 US v. Engelhard, Corp. et al. (1995) __ 0 0 I

61 US v. Enova Corp. (1998) 1 0 I

62 Ertag v. Naples Community Hosp.( 1995) ____ 0 1 0

__ 63 US v. Everbrite, Inc. (1997) _____ 0 1 0

64 US v. ETI Explosivos Technologies Int., Inc. (1996) __________ 0___ 1 0

65 US v. Exolon-Esk Co.and Nehill (1995) ____ 0 1 0

___66 US v. F. Hoflmann-LaRoche, Ltd. and Udo Haas (1997) _____ 0 1 0

67 US v. Fields & Co. of Amarillo, Inc. (1995) ________ 0___ 1 0

68 In re Fiat Glass Antitrust Litigation (1998) -------- 0___ 1 0

69 Florida Municipal Power Agcncy v. Florida Power &Light Co. (1994)----- 0 0 1
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70 US V. Roqucrtc Freres and Bertrand Dufour (1997) 0 1 0

71 US v. Fujisawa Pharmaccutical Co. and Akira Nakao (1998)__________ 0 1 0

72 US v. Fulton-Dcnver Co. (1995) __________ 1 1 0

73 US v. Charles J. Friedman and Pamela A. Friedman (1994)__________ 0 1 0

74 US v. General Electric Co. (1996) ________ 1 1 1

75 US v. Geo. Benz & Sons, Inc. (1997) 0 1 0

76 US v. Georgia-Pacific Corp. (1996) 0 0 1

77 US v. Gillette Dairv of the Black Hills, Inc. (1996) 0 1 0

78 US v. Glazier Foods Co. (1994) 0 1 0

79 US v. Greyhound Lines, Inc. (1996) 1 1 1

80 US v. Grinnell Lithographic Co., Inc. (1997) 0 1 0

81 US v. GTE Corp. (1995) 1 1 1

82 USv.Leo E. Gulley(1995) 0 1 0

83 US v. Guthric (1996) 0 1 0

84 US v. Haarmann & Rcimer Girp. and Hans Hartmann (1997) 0 1 0

85 US v. Ron E. Harrison (1996) 0 1 0
86 US v. Harvey Shaycw (1995) 0 1 0
87 US v. Havcrsat (1995) 0 1 0
88 USv. Haytcr Oil Co. (1993) 0 1 0
89 US v. Health Carc Partncrs (1995) 1 1 1
90 US v. Health Choice of Northwest Missoun, Hcartland (1995) 1 1 1
91 US v. Hilltop Energy, Inc. (1997) 0 1 0
92 US v. Hiplax Int. Corp. (1996) 0 1 0
93 US v. Honshu Paper Co., Ltd. (1996) 0 1 0
94 Houston Industries Inc. v. Daniel C. Kaufman, ctnlii (1995) 1 1 1
95 USv. IBM (1995)_____________ 1 0 1
96 US v. IBM Corp. and Storage Technology Corp. (1997) 1 1 1
97 US v. Inmobiliana Samisu, S.A. (1996) 0 1 0
98 US v. Interstate Bakeries Corp. and Continental Baking (1995) 1 0 1
99 US v. Ira Green Inc. (1996) 1 1 0

100 US v. Irwin Englander a/k/a Buzz (1997) 0 1 0
101 US v. Ixtlera de Santa Catarina S.A. de C.v, and MFC (1996) 0 1 0
102 US v. Jerrold Warren Killingsworth

0 1 0
103 US v. Charles W. Johnson (1995)

0 1 0
104 US v. John J, Johnson (1992)

0 1 0
105 [jJSvJiingbunzI.uK-r Inr. AG and Raincr Hkhlbauer (1997)

0 1 0
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106 CJS v. Kesco, Inc. (1996)
0 1 o

J07 US and State of Texas v. Kimberlv-Chrlr „„ 4 c-------------------------- ------ ciark Corp.and Scott Paper (1995) 1 0 1
108 US v. Kodak (1994)

1 0 1
109 US v. Koichi lano (1996)

0 1 0
J10 Kotam Electronics v, JBL Consumcr Products (1996)

0 1 0
111 US v. Donald M. Kotowicz (1995)

0 I 0
112 US v. Lakc Country Qptomctric Socictv 0 1 0
113 Lake Region Electric v. Tahlequah Public Works (1995) 1 1 1
114 US v. LaRoche Industries Inc. (1997) 0 1 0
115 US v. Larry Angel (1997) 0 1 0
116 US v. Lima (1994) 0 1 0
117 US v. Lockheed Martin Corp.fr Northrop Grumman Corp.(1998) 1 1 1
118 US v. Long Island Jewish Medicai Center and North Shorc (1997) 0 0 1
119 US v. Joscph Y. Longmire (1997) 0 1 0
120 US v. LSL Biotechnologies, Inc. (1998) 1 1 1
121 US v. Lykcs Bros. Steamship Co. 0 1 0
122 US v. Manufacturers Corrugated Box Co., Inc. (1996) 0 1 0

123 US v. Mark Albcrr Maloof (1997) 0 1 0

124 Matthcw Bender & Co. v. West Publishing Corp. (1996) 1 1 1  

125 US v. Brian X. McCormack (1998) 0 1 0

126 US v. MCI (1994) 1 1 1

127 US v. MCI and BT (1997) 1 1 1

128 US v. Thomas F. Mechtenberg (1996) 0 1 0

129 US v. Mercy Health Services: Dubuque (1993) 1 0 1

130 US v. Michigan Birch Door Manufacturers, Inc. (1996) 0 1 o

131 US v. Microsoft (1994) (Lícensing; _ 1 1 1

132 US v. Microsoft (1995) (Intuir) __ 1 0 1

133 US v. Microsoft (1998) (Web Browscrs) _______ 1__ 1 1

134 US v. Milíkowskv (1994) ______ 0 1 0

135 US v. Mine Equipment & Mill Supply, Inc. (1995) _______ 0 1__ 0_

136 US v. Mitsubishi Paper Mills, Ltd. (1995) ------ 0 I 0

137 US v. Anostino J. Monastra (1997) ________
0 1 0

138 Moore Corp., Ltd. v. Wallace Computer Services, Inc. (1997)________ 0 0 1_

139 US v. Morrison Supply Co. (1995) ----------------
0 1 ()

140 US V, Mrs. Baird’s Bakcric.s Inc. and Flovd C. Baird (1995)---------------- 0 1 0

141 US v. Municipal Government Investment Associates (1995)_________ _ 0 1 0
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142 US V. Thomas W. Murray (1995) ------------------------ 1 1 0

143 US v. N.S. Mevcr, Inc. (1997)__________________ ________________ 1 1 0

144 US v. National Automobile Dcalcrs Association (1995) __________ 0 1 0

145 National Basketball Association v. Charles L. Williams (1994) 1 1 1

146 US v. National Broadcastmg Co. (1993) 0 1 1

147 US v. National Turtlc Farmcrs & Shippers Association (1995)_________ 0 1 0

148 US v. Nat, L.C. and D.R. Partncrs d/b/a Donrcy (1995)_____________ 0 0 1

149 US v. Cornehs R. Ncdcrvccn (1997) _____ 0 1 0

150 US v. New Oji Paper Co., Ltd. (1995) _______ 0 1 0

151 US v. Nippon Paper Industries Co., Ltd., ct alii (1996) 0 1 0

152 US v. Noburu Kurushima and Yoshihiro Kurachi (1996) 0 1 0

153 US v. Nutrite Corp. (1997) 0 1 0

154 NYNEX Corp v. Discon, Inc. (1993) 0 1 0

155 US v. Nynex Corp. (1993) 0 1 0

156 Oásis Publi.shing Co., Inc. v. West Pubishing Co. (1996) I 1 1

157 US v. Obcrkampf Supply of Lubbock, Inc., and others (1995) 0 1 0

158 US v. Orcgon Dental Service (1995) 0 1 0

159 US v. Pacific Scicntifíc (1996) 1 0 1

160 US v. PHSG Holdings, Inc. (1996) 0 1 0
161 US v. Pilkington (1994) 1 1 1
162 US v. Pioneer Aluminum, Inc. (1995) 0 1 0
163 US v. Pittsburgh Rigging Co., Inc. (1997) 0 1 0
164 US v. Playmobil (1995) 0 1 0
165 US v. Ponrerio & Associates, Inc. (1996) 0 1 0
166 Ponland General Electric Co. v. Columbia Steel Casting (1998) 0 1 1
167 US v. Prairie Farms Dairy, Inc. (1996) 0 1 0
168 US v. Primcstar, Inc., ct al (1998) 1 1 1
169 US v. R.P. Mycrs, Inc. et al. (1997) 0 1 0
170 US v. Patrícia A. Rcmelc (1997) 0 1 0
171 US v. Rcn-Loi, Inc. (1997) 0 1 0
172 US v. Rcutcr Rccycling of Florida, Inc. (1995) 1 0 1
173 US v, Rochcsrcr Gas & Electric (1997) 0 1 0
174 US v. Lawrcncc L. Rosen (1997)

0 1 0
175 US v. Huber Wally Rhodes, Jr. (1996)

0 1 0
176 LS v. Richard Rituno and Consumcr Displays, Inc. (1995) 0 1 o
177 US v Sabrclincr (1995)

1 0 1
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178 US v. Sam Wincr Motors, Inc. (1997) 1 1 0
~179_ US v. Sarafan Auto Supply, Inc. (1996) 1 I 0

180 US v. Schutz Int., Inc. and Richard F. Machas (1997) 0 1 0
181__ US v. Scuba Retailers Association (1996) 0 1 0
182 US v. Scafood Incorporatcd of Henderson, Louisiana (1994) 0 r

0
183 US v. Scminolc Fertilizer Co. (1998) 0 1 0
184 US v. Service Deli, Inc. (1996) 1 1 0
185 US v. Showa Dcnko Carbon, Inc. (1998) 0 1 0
186 US v. Ronal G. Skelton (1995) 0 I 0
187 US v. SKW Metals & Alloys Inc. and Charles Zak (1996) 0 1 0
188 US and New York v. Sony and LTM Holdings (1998) 1 1 1
189 US v. Southern Container Corp. (1996) 0 1 0
190 US v. Sprint Corp. (1995) 1 1 1
191 US v. Sprint Corp. and Joint Venturc Co. (1995) 1 1 I
192 US v. Mel Sreinberg, Inc. (1995) 0 1 0

193 US v. Steínhardt Management Co. and Caxton Corp. (1994) 0 1 0

194 US v. City of Stilwell, Oklahoma, ctalii (1996) 1 1 1

195 US v. G. Frank Stinnett (1996) 0 I 0

196 US v. Sunrisc Carpet Industries, Inc. (1995) 0 1 0

197 US v. Leslie S. Sutorius (1997) 0 1 0

198 US v. Swiss Vallcy Farms Co. and Joseph Gau (1995) 0 1 0

199 SystcmCare, Inc. v. Wang Laboratories, Inc. (1995) 0 1 0

200 US v. TD Materials, Inc. (1995) 0 1 0__

201 US v. Tclc-Communications Inc. and Liberty Media (1994) 0 0 1

202 US v. Texas Tclevision, Inc., Gulf Coast (1996) 0 1 0

203 US v. Thomson Corp. (1998) 1 1 1

204 US cr al v. The Thomson Corp. and West Publishing (1996) 1 1 1

205 US v. Tiernay Metals (1995) 0 1 0

206 US v. Time Warner (1994) _______ 1 1__ 1___

207 US v. Time Warner, Sony, and others (1995) ____ 1 1__ 1

208 US v. Tom Paine Catering Co. and Vallcy Foods (1997) ____ 0 1 0

209 US v. Ward L. Torrans (1997)_______ _________ ______ __________ — 1 1 0

210 _US v, David P, Truc (1997)________ ____________________________ --
0 I 0

211 _USv, UCAR Int. Inc. (1998)_________________________________
0___ 1 0

212 US v. USA Wasrc Services, Inc. (1994)------------------------ ------------------
1 1 1

213 _US v. US West, Inc. and Continental (1996)__________ _____________
1 0 1
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Sourcc: DOJ, Antitnist Division websitc (August, 1998)

214 US and Colorado v. Vail Resorts, and othcrs (1997)___________ 1 0 1

215 US v. Mareei L. Van Eekhout (1997) 0 1 0

216 US v. Andrew J. Vena (1997) 0 1 0

217 US v. Vision Service Plan (1995) 0 1 0

218 US v. Jon S. Wamscr (1997) 0 1 0

219 US v. Washington Mills Co., Inc. (1997) 0 1 0

220 US v. Waste Management Inc. & Subsidiaries (1996) 1 1 1

221 US v. Wells Dairy, Inc. (1997) 0 1 0

222 US v. Western Electric (1993) 1 0 1
223 US v. Wcstinghouse Corp. and Infinity (1996) 0 0 1
224 US v. JohnnyA. West (1995) 0 1 0
225 US v. Donald J. Westmaas (1997) 0 1 0
226 US v. Wílliam Barrcrt Numismatic Limited (1995) 0 1 0
227 Willis-Kinghton Medicai Ccnter v. City of Bossicr (1998) 0 1 1
228 US v. Cascy Wilmot (1997) 0 1 0
229 US v. Amy Winikoft; and othcrs (1996) 0 1 0
230 US v. James F. Woods; and othcrs (1992) 0 1 0
231 US v. Wrisco Industries, Inc. and Agostino Monastra (1996) 0 1 0
232 JJS v. Yun Lung Yuch a/k/a Pcter Yuch (1996) 0 1 0
233 US v. Henry C. Zeni (1997) 0 1 0
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Comments by Gesner Oliveira

The paper underlines the importance of internacional coopeiation between
agencies. 1 have a concretc question: to what extent can CA DE coopciate with
othcr agencies now activc such as those in Canada, the US, México, Venezuela,
Peru and Colombia? What are die pre-conditions for a fruitful collaboration
especially with the more mature agencies, for instance in the United States?

In the rccent cases of Metal Leve and Kolynos Colgate, the internacional
expcriencc was of fundamental importance. In the Metal Leve it ocurred
simultaneously in Brazil and in the US and in the Kolynos Colgate what is
important is that two big US firms werc involvcd, one conrcsting the aequisition
and the othcr dircctly involvcd, both trying to influencc both the Brazilian and the
US government.

The number of cases involving sevcral markets within the FTAA has bccn
incrcasing and I would say that, in at least a quarter of the ncw cases, there is a
strong link between sevcral markets. The opportunity for coopcration between
differcnt national agencies is bound to increase. What is required for such a
coopcration so that Brazil can participate in the process? Of coursc Brazil can
always Icavc the matter to be dccidcd by die US Trade Comission. This is an
option which I hopc will not bc adopeed but it exists in theory.

To participate activcly and to have a positive agenda, the compctition policy
system needs to decide, in an expedite way, with technical excellence and best
practice standards in such issues as confidenciality. These are a few of the
requirements of institucional investment without which it would be impossible to
coopcratc internationally and the dccisions will bc takcn by the Canadian, US and
European agencies. This is why so much cmphasis is being placed on the
regimental reform of CADE and on assuring the convcrgcncc in the direction of
internationally recognized practices. This is die best.way to stimulate inter-agency
coopcration.

In rclation to die transformation of antidumping into a part of compctition
policy, I agree diat this is a most complex matter. Wc could diink perhaps of a
long tcim conveigence of analytical frameworks rather than in ternis of a full
integration of policies.

What wc can cieatc in Biazil, and here the role oí Itamaraty is crucial, is die
institucional coopeiation between compctition policy agencies and commcrcial
policy agents.

A convcrgcncc between compctition and commercial policies would be
intcicsting.as the institutional fragmentation which charactcrizes othcr systcms, as
for mstancc the United States. Multilaterally I do not realistically believe in a 
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substitution bctween commcrciaL and competition policies eiven rhn „opposition of the United States. Perhaps in the sub-regional contlt, the Austrdí?
New Zealand modc is a good gtiide for MERCOSUR in a time framè of five or én

ycars to gradually substitutc antidumping cases by competition policy cases.

I woitld cmphasize the importa  e of a reccnt national expcriencc concemine
the links bctween CADE and ANATÉL, the telecommtmications regulatory agen yon the coordination of efforts to ass re adcquate sectoral competition SnTh effo m

arc nnportant to consohdate goo   competition policies practiccs and are an
essennal rcqmremcnt m the proces   o reach maturity in the field of competition
pohcy m whtch the Braz.han government is involved. Without this, Brazil will be
of margmal nnportance m decisions related to a theme of major Internationa
importance.    
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Comments by Mário Possas

It is a pleasure to be ablc to discuss a paper by my friend José Tavares, not only
because of the evident importance of the harmonization of competition policies in
the context of trade intcgration but also because of the oiiginality of his appioach
taking into account the experiences of Australia and New Zcaland which may be
useful for Latin-Amcrican countrics which had similar industrialization experiences
and also similar experiences concerning industrial and trade policies.

I will make a single general comment divided into two parts and two quite
topical comments of a more teclmical contcnt. The first part of the general content
refers to the analytical scheme which was devclopcd in the bcginning of section 3
of tlie paper including figure 1 on the International transfer of monopoly rents
which ended up by not being developed in the rest of the paper. It remains to be
seen whether the bulk of the harmonization difficulties have not to do much more
with the harmonization of competition and commercial policies within each
country rather than between compction policies or commercial policies adopted by
difFerent economies wishing to enter into an intcgration agreement.

This issue, which has been addressed by Gesner Oliveira as a transformation of
trade policies into competition policies, involves a highly complex process which
faces obstacles of a conceptual, institutional and political nature. The author draws
attention to the fact that the transfer of monopolist rents between countrics can
take place in different ways and only onc of these is rclatcd to the antitrust issue
concerning merger and aequisition. The othcr two possibilities raised, concerning
voluntary export restriction agreements and transfer prices between multinationals
and their subsidiaries have important commercial policy aspects. Some degree of
policy harmonization within such countrics would be clearly required to
implement such policies. The idea can be perhaps translated in terms of a
subordination of commercial policy to competition, a way faccd by many
obstacles.

The second pait of the general comment refers to tlie harmonization of
compction and commercial policies in Australia and New Zealand. It seems clcar
that this problcm remains unsolved either through agreements or political
decision. Perhaps this could have been more devclopcd in the paper. How is tlie
demand for protection dealt with in the wider context of a competition policy. I
raise a specific point in this context concerning transparency, which is a part of the
paper s titlc. I believe transparency is a vital element in the formulation and
implementation of this typc of policy and should apply not only to mies but also
to jurisprudence, that is the concrete result of the implementation of such norrns.
But there is another aspcct which seems at least as important which is consistency
in the legislation, that is in the initial formulation of rules and their application.
You may have a nice legislation, which applicd in a chaotic way under political 
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pressure, will cnd up by not providing the rcduction in unccrtainty sought by the
relevant economic agcnts. Transparency does not solve this problem. It is only one
aspect, although very important, among othcrs which inckides equal treatment
internai ride consistency and consistency between rides and their implementation. ’

Two technical points. The First refers to the distinction which is pointed out
between competition rides in Australia and New Zcaland in relation to market
power and dominant position. Thcre is a controversy which is of a legal rather
than economic nature whethcr a dominant position diverges from a "situation
where a fírm is considered to have market power. In thc Europcan tradition, the
concept of dominant position is used while in thc United States, perhaps under the
influence of cconomists, thc concept of market power is used. Economists know
what market power is; they do not know what is a dominant position; lawyers
claim that thcie exists a diffciencc. Dominant position perhaps even intuitivcly
refers to a substantial market share, Yes, but market power also requires this, even
if in a very localizcd market. This controversy, if it can bc callcd so, can be solved
in a rclatively simple way by rccognizing that the market power, which is of
interest in antitrust legislation, is market power in a relevant market where thcre is
capacity to raisc priccs much above the levei which woidd have becn possiblc in a
segment of the market. I think that, technically, such difficultics can bc solved and
for purposes of economic and legal analysis, the two conccpts can bc considered as
idcntical.

The second specific commcnt is a doubt about tablc 2 which is cxtracted from a
1994 rcsearch and lists thrcc anticompctitive elements which would bc present in
antitrust cases in thc US including mergers, horizontal restraints and vertical
restraints: asymmctric Information, barriers to entry and market power. What
leavcs me curious about this type of approach is that the thrcc elements which are
considered to be, let us say, causes of anticompctitive problems are in fact
characteristic of any market situation which qualifics to bc dcalt with under
antitrust legislation. It is surprising that, for a couplc of cases, market powei has
not becn idcntified as a relevant element. Thc same applies to market barriers: if
thcre were not such barriers, thc market woidd bc contcsted or nearly so. Aiid
finally, sincc asymmctrical Information is an tmivcrsal featurc of dic compctitke
proccss, thc author should rccognizc that it is absolutcly normal, from a
competition point of view, that compctitive advantages arc protectcd by sccrccy,
patents or any other institutional instrument. It is difficult to scc hov an antitiust
situation can be classificd according to a critcrion based on asymmctnca
information.
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