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FOREWORD

This book includes all papers presented in the international seminar held in
Brasilia, 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. Selected impacts of the FTAA, especially on the
Brazilian economy, are examined by Radl Hinojosa-Ojeda and Sherman Robinson
and by Alexandre Carvalho and Maria Andreia Parente using CGE (computer
general equilibriim) and partial equilibrium methodologies, respectively.
Economic and strategic issues facing the FTAA are dealt within the paper by
Robert Devlin, 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 Luis Jorge Garay and Rafael
Cornejo, and José Tavares. The competition policy paper by José Tavares de
Aravjo Jr. draws lessons from CER (Closer Economic Relations Agreement
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 Galvio Fléres 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 Americas 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 incorporates fuller versions.

It has been proved impossible to obtain a revised version of the paper presented

by Hinojosa-Ojeda and Robinson on Brazil, the US and the FTAA. The original
version has been included.

Comments have been edited.
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KEYNOTE ADDRESS: “DOES MERCOSUR NEED A SINGLE CURRENCY?”

Barry Eichengreen
1. The Issues

HE MACROECONOMIC TURBULENCE that accompanied the formation of

MERCOSUR makes it seem truly remarkable that the four countries involved in
fact succeeded in taking this momentous step toward regional integration. No
sooner was the free trade arca formed than Argentina launched its Convertibility
Plan. Inflation camc down from well over 1,000 per cent to littde more than onc
per cent per annwm, and the real economy entered a three-year period of rapid
growth.! The real exchange rate vis-g-vis Brazil, Argentina’s main MERCOSUR
partner, appreciated sharply (Figure 1), and Argentina’s bilateral trade surplus
with Brazil sunk deep into deficit (Figure 2). Starting in 1992, the authoritics in
Argentina responded by imposing anti-dumping duties and safeguarding measurcs
against Brazilian cxports of farm machinery, spark plugs, stcel, refrigerators, paper,
textiles and chemicals. In 1994 the tables turned. Brazil launched the Real Plan,
introducing its new currency on July 1¥ and bringing down inflation from more
than 1,000 per cent to the low double digits. As in Argentina three years before,
the cconomy boomed. But now it was the turn for the Brazilian currency to
appreciatc against that of its principal MERCOSUR partner and for the bilateral
trade balance to swing sharply in Argentina’s favor, to the discomfort of Brazilian
firms, particularly those producing automobiles and other consumer durables in
compctition with exporters to their west. In carly 1995 the authoridies in Brasilia
raised tariffs, imposed import quotas, and restricted the availability of trade credit
in order to limit the impact of surging Argentinc exports on Brazilian producers.”

Yet, despite this macrocconomic turbulence and these setbacks on the road to
free trade, regional integration has made significant progress.

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

To describe in the text how this dispute, centered on the automobile and auromotive parts
industry, played itself out would divert us from our main point. Bricfly, the two countrics
negotiated a bilateral agreement under which Brazil exempted cars assembled in MEERCOSUR from
its tarill’ increase bue required the maintenance of other restrictive measures unul the year 2000.
Companies with plants only in Argentina arc entitled to ship a specified quantity of exports to
Brazil while paying only half the prevailing rate of tarifl. Companies with plants in hoth Argentina
and Brazil are exempted from the tariff in return for a commitment to run balnced bilateral rrade
berween the nwvo countries.

Brazil, Mercosier and the Free Trade Aven of the Americas 15
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financial markets worldwide, including those f’f Lat.m lAmcrx;:l:;,1 o:; Eannlot l?cl
but wonder whether the answer to this question will lalVC ii ‘ l:f f -
these words are transmitted from my computer to the dCSXSs ob conferenc
participants.

For all these reasons, the issuc of whf:ther MERCOSUR needs  cloger
macroeconomic policy harmonization, and in particular lan l;:l§cl11n11gc-raFe
stabilization agreement or even a single currency, 1S back on the ta lc. In facF, it
has been back for some time, authors like Rober.to L'avagna apd Fabio Qmmme
having advocated a MERCOSUR monetary union in a SCrcs of axtnclcs,‘and
President Menem having raised the idea last Dcccnlnbcr and. again at the regiona
summit this last June.* The politicians may have mixed motives, to be sure, Some
in Argentina may be interested in a single NIERCOSPR Currency as an exit stratcgy
from the Convertibility Plan, while some in Brazil may see It as that count.ny’s
salvation from large budget deficits and the specter of a dlsordcr.ly devaluation,
But, as I argue below, there is a coherent political-economy logic for why th
members of the customs union might contemplate a common currency. In doing
so, however, they should bear in mind that the list of preconditions for a single
currency to operate smoothly is rather formidable, and it is not clear that the
members of MERCOSUR union are prepared to satisfy them.

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

When assessing the need for and feasibility of measures to stabilize exchange
rates among the 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 complicates price comparisons,
requires importers and exporters to incur the extra costs of hedging, and reduccs
the volume of intra-regional trade. This has long been the official position of the
European Commission and others when advancing the argument that the Single

European Market needs a single currcncy.5 Indeed, there is some empirical merit
to their position. As the literature on exchan

increasingly refined and sophisticated
consensus that there is a statisticall
of exchange-rate variability on tr

ge-rate variability and trade grows
» there does appear to be an emerging
y significant, if relatively small, negative impact
ade. Recent studies suggest that the US.and

* I have in mind Giambiagi

(1997, 1998), Lavagna and Giambiagi (1998) and Edwards (1998)
among others,

Sce Emerson et, al (1990) for a clear expression of the Commission view,
See for example Frankel and Wei (1993) or Holly (1995)
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example, both the Canadian dollar and the Mexican peso have depreciated
significantly against the US dollar, reflecting the global slump in primary-
commodity prices. Trade tensions may arisc 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 Mexico adopting the US dollar. Rather,
exchange-rate fluctuations within the region reflect shifts in the international
competitive position of the three participating countries, in particular the relatively
heavy dependence of Canada and Mexico on the production and export of primary
commodities. To remove the exchange ratc as an instrument of adjustment within
the frce trade area would be to shut off onc of its few remaining safety valves.

3. Reconciling the Perspectives

In fact, therc is no real incompatibility between thesc views. Whether or not
exchange rate movements threaten regional integration depends on two things:

the depth of that integration, and the source of the disturbances in responsc 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 secking to
create a truly unified regional market, not when integration stops at the border —
that is, when it is limited to the creation of a free trade area or a customs union.
The decper is integration, the higher will be the cross-price clasticity of demand
for similar products produced in different parts of thar integrated market, and the
more intense will be the political dislocations associated with a sudden shift in the
exchange rate. Tariff barriers between the threc NAFTA partners may be minimal,
but there remain a variety of subtler restrictions on cross border trade: different
public procurement rules in different countries, differential access to the domestic
distribution system, and different degrees of government subsidization for public
enterprises and national champions. A change in the exchange rate between the
two dollars, for example, will affect the relative competitivencss of Us and
Canadian producers across a wide range of industries, but import-compcting firms
will still enjoy some limited protection courtesy of a variety of regulatory

impediments to trade. The pressure they experience will be correspondingly less
intensc.

In the European Union, on the other hand, the goal of the Single Market is to
climinate these hidden obstacles to cross-border compctition and to put producers
sclling into_, say, the French market on an cven footing whether they are located in
France or in any one of the other 14 EU countrics. The European Commission is
cmpows:rcd, therefore, to require governments to rescind measures favoring their
dom.cs.uc producers. It has (not always successfully, but increasingly) challenged
subsidics for domestic champions, government procurement practices that favor

Brazil, Mercosur and the Free Trade Aren of the Ameriens



domestic producers, health and safety regulations that favor some producers over
others, and restrictions on the ability of foreign truckers to use domestic roads.
The power to determine whether governments can restrict the purity of the beer
or the pasteurization of the cheese having been delegated to the Commission (not
without resentment, to be sure), competition among producers has bccome
correspondingly more intense. In such an environment, a change in the exchange
rate that arbitrarily shifts competitive advantage from one set of national produccrs
to another can have powerful effects on profitability and understandably provokes
a strong reaction.

It follows that supplementing regional integration with an initiative to stabilize
the exchange rate or move toward a single currency becomes 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 —
indced, my own state — will appreciate the point. It is hard to imagine the
successful maintenance of political support for frce interstate commerce between
the 50 US states if there existed 50 state currencies fluctuating against one another.
At the beginning of the 1990s, when California suffered a more severe recession
than the rest of the country, it might have benefitted from posscssing a separate
currency which it could have depreciated against that of the other 49 US states.
Burt it is not hard to imagine the rcaction of the other 49: they would have
scrcamed bloody murder about unfair currency manipulation and exchange
dumping by a desperate government in Sacramento and slapped countervailing
duties on exports from California.

Nature of the Disturbance. When the cxchange rate of one’s customs-union
partner depreciates because of the deteriorating competitivencss of producers in
that country, and when that adjustment 'is gradual, there should be little political
rcaction. Thus, when a country expericnces relatively rapid inflation that would
otherwisc price domestic producers out of international markets, some downward
adjustment in its exchange rate will be necessary to restore the initial equilibrium.
When a country like Canada which depends very heavily on exports of primary
commodities is hit by a decline in world commodity prices, its exchange rate must
adjust downward to reduce domestic costs of production (valued at world prices,
since it is in world markets that commodity prices are set). Again, the changc in
the cxchange rate just restores the initial equilibrium and should not provoke a
political reaction. These are simply instances of the exchange rate playing its
textbook safety-value role.”

Indecd, if the exchange rate and domestic prices move smoothly and in tandem, as in the more
classical versions of the model, equilibrium will never be disturbed.

Brazil, Mercosur and the Free Trade Arvea of the Americas 21



In reality, things do not always work this way. If the exchange rate has beep
pegged as a centerpiece of the authorities’ cconomic policy strategy and now has to
be adjusted because one or another of the aforementioned problems has rendereq
its previous level unsustainable, that adjustment will bea shock to confidence evep
if it is a conscquence of cvents that werc no fault of the go-vcrnmcnt’s own,
Typically, interest rates will have to be hiked until inv‘cstor confidence turns. For
this and other rcasons, a recession may follow. As an increased share .of domestic
production is shifted toward export markets, the country’s CL.lst_o'ms-LmTo.n partners
will experience the adjustment not as a smooth return to an initial cq.uxlxbnum but
rather as a contractionary devaluation with negative repercussions abroad.
Domestic producers experiencing more intense import competition will not be

happy with this result.

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

Implications for MERCOSUR. Thus, whether one believes that MERCOSUR
needs a regional cxchange-rate-stabilization agrecment or a common currency
depends first on what kind of integrated regional market its architects are building.
A customs union like NAFTA, in which integration is limited to the removal of
tariffs and other barriers at the border, can be sustained despite the existence of
separate national currencies with exchange rates that fluctuate against onc another.
But deeper integration, extending to the harmonization of domestic regulations of
all kinds, a la the European Union, implies even more open domestic markets and
more intense cross-border competition, making exchange-rate changes more
disruptive. If South American policy makers 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 Noth American Free Trade Agreement and a bastion of monetary stability.
Fluct_uatnons in the exchange rate of the Canadian dollar and the Mexican peso are
not inconsequential for the United States, but the consequences are tolerable
bccau§c the Mexican and Canadian economics are so small relative to the
Amencan. And fluctuations in the exchange rate of the Us doll
Inconscquential for Canada and Mexico

policy remains on a sound and stable foo
to the s

ar, while not
» are acceptable so long as US monetary
ez A . ting. Brazil neither dominates MERCOSUR
» nor does it have a comparable track record of monetary

stability. ect . :
arcbllllt) Both otgccuons ate valid, of course. Because Brazil’s MERCOSUR partners
arge enou : . . .
g ough to have a first-order tmpact on 1ts economy, exchange rate
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fluctuations emanating from thosc other countrics arc likcly to make cxchange
rates a touchicr issuc than they arc in NAFTA.'® And if the largest country in
MERCOSUR fails to follow stable monectary policics, the repercussions for the
cohesion of the customs union could be quite serious. But if Brazil fails to follow
stable monctary policics, alternatives to variable cxchange rates arc not viable
cither.

4. |s Exchange Rate Variability within MERCOSUR a Problem?

How much exchange-rate variability is too much? This is not a question that
can be answered in the abstract. Some metric, or basis for comparison, is required.
As a basis of comparison for the MERCOSUR countrics, I usc the levels of
exchange-rate variability typical of advanced-industrial countries and other middle-
incomec developing countries with broadly similar characteristics.

What characteristics of countrics should be considered when estimating how
much exchange-rate variability is economically and politically acceptable? Here 1
build on some previous work with Tamim Bayoumi drawing on the theory of
optimum currency arcas.'’ Contributions to the literature on optimum currency
arcas (OCA lircrature for short), starting with Mundell (1961), point to
characteristics of countrics that make stable cxchange rates and/or monctary
unification morc or less desirable. Among the most important of thesc
characteristics arc:

o Asymnetric output distuvbances between a given pair of countries. The
greater the asymmetry of output movements, the higher the value placed on
changes in the exchange rate as an instrument of rclative price adjustment.
Empirically, we measure output disturbances as the standard deviation of
the change in the log of relative output in nwo countrics. Thus, for countrics
in which business cycles are symmetric and outputs move togcether, the
value of this measure is small.

o Dissimnilavity of the commodity composition of production and trade. When
the commodity composition of production and trade is very diffcrent across
two countrics, secctor-specific shocks are likely to affect them very
differently, placing a premium on exchange-rate variability. This is the
determinant of preferences for exchange-rate stabilicy emphasized by Kencen

10 Actually, the contrast with the United States should not be overdrawn. Purchasing-poser-parity
weights for 1995 suggest (according to the World Bank's World Development Report) that
whereas the US accounted for 85 per cent of NAFTA GNP, Brazil accounted for fully 72 per cent of
thar of MERCOSUR.

"' Eichengreen and Bayoumi (1996), Bayoumi and Eichengreen (1997).
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(1969). To construct this variable, we collected data on the shares of
manufactures, food, and minerals in total merchandise trade for each
country. The dissimilarity of any two countries’ exports was then defined as
the sum of the absolute values of the differences in each share, so that higher
values indicate less similarity in the composition of exports.

« Trade linkages. The more two countrics trade, the more .thcy. will value
bilateral exchange rate stability which minimizes relative price disturbances
disruptive to commerce between  them. Empirically, we mecasure the
importance of bilateral trade as the average value of exports to the partner
country, scaled by GDP, for cach pair of countries concerned.

e Size. Small countries benefit the most from the unit of account, means of
payment and store of value services provided by a common currency or a
stable exchange-rate link. Indced, the tendency for small countries to opt for
pegged exchange rates would appear to be onc of the few robust findings
from the literature on choice of exchange-rate regime.’* We mcasure these
benefits of a more stable currency by the arithmetic average of the log of
real GDP in us dollars of cach pair of countries. ™

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 cach set of partner countries. OCA theory predicts 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 linkages (the sign on this variable should be negative).
Previously, we estimated the model 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 collective exchange rate peg in Asia). Here, the sample is extended
to include the MERCOSUR countries, and the results including these observations
arc compared with those limited to the non-MERCOSUR countries for various
p.cric?ds of time. If exchange rate variability among the MERCOSUR countries 1
significantly higher than that between other countries with otherwise comparable

12 See Honkapohja and Pikkarainen (1992).

12 .

The obvieus alternative, sue Ki i i
atve, suggested by McK ' i

B kade et : " i.; " ¢Kinnon (1964), is to look ar openness instead of (or in

o nkapohja and Pikkarai i and
Eichengreen (1997) find that this variable has surprisingl):lrm’cn i olafe By

when added 1o a regression thar al dy incha ko fuonal explaia iy jpo g

: At already includes counrry si; i imini -~
- ; e zc (a the

importance of the cconomy-size variable) g {PIC s does not il
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sample of countries considered, is that not all of the obSC}'vaFic?11s for the
dependent variable are independent of one ;1119t11cr. But whx[.e 1t 18 t.[uc that
changes in bilateral exchange rates arc not mdcpcndc.nt (given triangulay
arbitrage), the standard deviations of .thcsc rates arc independent because
covariances differ across pairs of countries.

Real versus nominal cxchange rates. Real exchange ratcs matter for relative
prices, but govérnmcnts control (or can attempt to contrgl) only nonlmml
exchange rates. As is well known, however, the two variables are highly
correlated: contrary to the predictions of purchasmg-powcr-p:smy theory,
the variability of the nominal exchange rate is a strong pl‘?dlctor of the
variability of the real exchange rate.' In the present context it turns out to
be a matter of indifference whether onc analyzes the determinants of real or
nominal exchange rate variability. For simplicity I concentrate on the resuls
for real exchange rate variability in the text and report those for nominal
exchange rate variability in the appendix.

The upper-left-hand pancl of Table 1 shows the basic results for the extended
Europcan sample (as in Bayoumi and Eichengreen 1997).'% All four variables
enter with their expected signs and with coefficients that different significantly
from zero at the 99 per cent confidence levels. Larger countrics, countrics with
unusually asymmetric business cycles, and countries whose exports are highly
similar to one another’s tend to prefer more exchange rate variability, while
countrics that trade more with one another tend to prefer more stable exchange
rates. {The upper-right-hand panel shows analogous results for Japan and its
trading parters, over a somewhat longer period to compensate for the existence
of missing obscrvations (as in Eichengreen and Bayoumi 1996).17 Again, all four
OCA variables enter with their predicted signs, although the coefficient on the
composition of cxports is much smaller and no longer differs significantly from
zero at standard confidence levels. Business-cycle synchronization matters a bit
more than for the OECD as a wholc, and the extent of bilateral trade and economic

size appears to matter less, but the overall fit is only slightly less satisfactory than
that for the OECD (Table 1)

15 s
Sec for example Mussa (1979).
LI 3 A
e sample of countries for the ressions ; . . .
Dcnnnrl': Finknd. G these 1egressions is Germany, France, Italy, the UK, Austria, Belgium,
S\\'il?L:rlll‘)d ;\‘l‘": 4 'I':“c:/ ]"ld““d, the Netherlands, Norway, Portugal, Spain, Sweden,
reriand, Australia, New Zealand, Japan, Canad .
aps ada and th .
7" In this case the ¢ : T e,
H ) O ’ . 3 . .
SR P ﬂ:lg r:m,luk(;s /:llstmlm, Belgium, Canada, France, Germany, Indonesia, Italy,
4, V1Al » the INctherlands, New Zealand the Philinm; 5 i > X
United States a 5 : ’ hilippanes, Singapore, Spain, Thailand, the
nd the United Kingdom, along with Japan. » Opam,
26
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The lower-left-hand panel consolidates the data for these two previous samples
and adds that for the MERCOSUR countries, estimating the modcl for the 1973-82
subperiod. Again the model does a good job of explaining bilateral exchange-rate
variability: all four variables cnter as predicted, the extent of bilateral trade is
significant at the 95 per cent level, and the other variables arc significant at the 99
per cent level. The panel to its right shows that thc soon-to-bc MERCOSUR
countrics had unusually variable cxchange rates cven in this carlier period.
“DMERC” is a dummy variable taking on a valuc of unity when both the countries
in a given pair arc present-day MERCOSUR members. The effect is large: the
magnitude of the cocfficient on this dummy is twice the sizc of the mean of the
dependent variable (Table 2).
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The three panels of Table 2 contrast the results for the more recent (1983-96)
period and the entire sample of countrics. Again, the model fits rather well, jf
anything better than in the earlier pcriod.ls As in the earlier period, the dummy
variable for pairs of MERCOSUR countrics enters positively and with a st.atistically
significant coefficient, now on the order of 1 V2 times (down from two times) the
standard deviation of the dependent variable. The bottom pancl of Table 2
interacts the entire vector of country characteristics (as well as the constant term)
with the dummy variable for pairs of MERCOSUR countrics. In other words, T ask
what country characteristics associated with a preference for exchange rate stability
elsewhere in the world do not appear to deliver that result in the Southern Cone,
It turns out that all the country characteristics pointed to by the thecory of
optimum currency arcas bchave differently within MERCOSUR than clsewhere.”
The tendency for large countrics to tolerate greater exchange rate variability is
especially prominent within MERCOSUR; this, obviously, is the Brazil effect - a
reflection of that country’s exceptional behavior. The tendency for countrics
experiencing booms and bursts at differcnt times to prefer greater exchange rate
variability is less pronounced within MERCOSUR than clsewhere; if anything the
opposite is true. This presumably reflects the extent to which the exchange rate
was used as a nominal anchor in disinflation cpisodes rather than for standard
business-cyclc-smoothing  purposes. Finally, the tendency for countrics with
similar exports to prefer stable exchange rates is stronger within MERCOSUR than
elsewhere. Why is not clear, although one might posit that the tendency for closc
export compctition to_raisc political hackles creates particularly strong pressurc for
exchange-rate stabilization within the grouping. The fact that the association
berween bilateral trade and exchange-rate stability is cven stronger among the
MERCOSUR countries than elsewhere is consistent with this interpretation.

Finally, I report the same results for the 1990s (Table 3). The basic results are
little changed: the signs and significance of the OCA variables and the MERCOSUR
dummy are the same as before, and the latter remains about 1 ¥ times the
standard deviation of the dependent variable. The version of the model with the
complete vector of interaction terms suggests that it is mainly in the strongcr
association between cxchange rate variability and cconomic size and the wcaker
effect of exchange rate variability and asymmetric busincss cycle fluctuations that
the MERCOSUR countries differ from the rest of the world. Again, this points tO

¥ Note the rise in the adjusted R? from 0.23 1o 0.54.

¥ Here I concentrate on the results for the 1983-96 subperiod

 conc . although those (or the longer time
span differ little in their essentials. ’ ) )
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the importance of Brazil and to the importance of exchange-ratc-based
stabilization.

These interpretations 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 the MERCOSUR-pair obscrvations, denoted by diamonds,
arc to the right and below the line where actual and predicted are cqual. Note that
the MERCOSUR pairs tend to fall into two clusters, onc of relatively high and one
of rclatively low variability. For the sample period 1983-96, the high variability
observations arc those for Argentina and its MERCOSUR partners, reflecting the
cffccts of that country’s high inflation and succession of failed stabilization
attempts prior to 1991. When the sample period is limited to the ‘nineties, they
arc those for Brazil and its MERCOSUR partners, again reflecting the exchange-rate
disruptive effects of high inflation and sudden stabilization.

Brazil, Mercosur and the Free Trade Avea of the Americas
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FIGURE 4: Scatter Plot of Fitted Values Against Actual Values of Real
Exchange Rate Variability (contd.)
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Thus, if the MERCOSUR countries are to reduce rcal cxchange rate variability
within the region to levels consistent with those displayed in the first half of the
1990s by other countries broadly sharing the same cconomic characteristics, this
mcans cutting the variability of the real rate by something on the order of 60 per
cent. According to the analysis of nominal exchange rates in the appendix, this
mecans cutting the variability of nominal cxchange rates by something on the order
of two-thirds relative from 1990-96 levels. The political cconomy interpretation
given in Scction 2 suggests that this is necessary in the long run to maintain
political support for the levels of openness and trade concentration characteristic of
other advanced-industrial and industrializing countrics.

5. Feasible and Unfeasible Solutions

How, then, might greater exchange-rate variability be achieved? Posing this
question directs attention to the immense litcrature on alternative exchange rate
regimes, exchange rate determination, and exchange rate management. Incvitably,
discussion is complicated by the fact that there is no consensus on basic questions
like how cxchange rates are determined, what causes currency crises, and whether
policies like sterilized intervention can influence the level of the exchange rates.
Hecre, in any case, is one cconomist’s attempt to cut through this analytical thicket.

Countrics can and do continue to opcrate a varicty of different cxchange rate
regimes, ranging from rigid currency-board pegs on the one hand, 2 [z Argentina,
to cssentially free floats on the other, 2 /a the United States. Traditionally, the
majority have sought to opcratc somc kind of intermediate arrangement
combining clements of floating and fixing. The exchange rate is managed but
allowed to fluctuatc over some limited interval, Viewed from the other end, while
the exchange rate is allowed to fluctuate, policy is used to influence its level.

Rising international capital mobility is, however, making these intermediate, or
hybrid, arrangements more difficult to operate. The growth of private capital
markets has exposed the small scale of official reserves relative to private liquidity.
Meanwhile, the revolution of information and communications technologies has
made it very much more difficult to stop capitai inflows and outflows at the
border. For both reasons, private markets immensely complicate the task of
secking to operate pegged bur adjustable exchange ratcs, target zonces, crawling
bands, and similar compromise arrangements. In the presence of internationally
mobile capital and liquid markets, a nascent overvaluation is quicker to give rise to
a capital outflow. Periodic realignments become problematic, since currency
traders will seck to anticipate the government’s actions; the merest hint that the
authoritics arc contemplating a realignment may therefore prompt a speculative
attack. In the absence of capital controls, defending the currency against attack
requires a more dramatic hike in interest rates, which domestic policy makers and
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The implication is that countrics arc incrc:\singlyf ﬁ?rlceci l;ori]cogzj( ili)ﬁit\wecn
rigidly fixed currency pegs on the one lmnd‘a gxcatmfc..\tc 1;1/ i;nccd fer “fi}’dcoln,
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kind of common basket peg or intcrnation:\llz);-hm'mon1zcd cxc.h:m.gc-l at(.: and as a
durable basis for exchange rate stabilization. W_hat was possible in Europe in t_hc
1980s, a Europcan Monetary System of multilateral exchange rate pegs v'vxth
periodic realignments, was possible then only because of the widespread

P 1 traditional first-generation currency-crisis models, speculative :\ttacks‘occur in response t(:.
ongoing balance-of-payments deficits and mercly anticipate the devaluation and .cxhnusno;l of
reserves that would have in any case occurred in their absence. In sccond-generation modcls od
sclf-fulfilling crises, the speculative can precipitate a dcv:\lunriqn that would not havc. occurre
anyway. Consider a government which is tempted to indulge in 2 more accoml.nodntmg, more
inflationary monetary policy in the hope of stimulating economic growth, but which concludes in
its wisdon; that the costs of continued monctary austerity, in the form of gloomier prospects for
the banking system and employment growth, are dominated by the benefits of the grcat'cr
credibility of its reputation for pursumg policies of price stability, which hinges in turn on 1t
continued defense of the currency peg. Absent any change in market conditions, the government
will maintain its currency peg indefinitely. Imagine now a speculative atrack in which in\'csrors‘S_C"
the currency for foreign exchange, draining liquidiry from the market and forcing the authormcs
to raisc interest rates. Suddenly the costs of defending the peg, in the form of ndditlopnl
unemployment and even more damage to the banking system, have risen relative to the bcnch[s.‘
The balance having shifted, it may now make sense for the authoritics to abandon their defense of
the currency in favor of more accommodating policics where doing so made no sense before. !ll
this setting, a speculative attack can precipitate the collapse of the currency peg (it can succeed, il
other words even if that peg could | Aintained indefinitely in its absence). The ateack 18

have been m
self-validating because it can induce a shift in policy in a more accommodating, inflationar)
direction. :
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The carly statements were Crockett (1994) and Eichengreen (1994).
Itis perhaps revealing that the kind of arrangement proposed by
namely that whe
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exchange rate bands surrounding central parity
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maintenance of capital controls. What was possible in Europe in the 1990s, a
European Monetary System of somewhat wider bands, was possible only becausc a
credible commitment to move to monctary union in short order anchored
cxpectations. No EMS-style arrangement will be viable elsewhere in today’s world
of high capital mobility.

Thus leaves three approaches to achicving greater exchange rate stability. One
is the Voltairean regime: cach country should tend its own financial garden. Some
MERCOSUR members may prefer a currency-board arrangement under which they
peg to a low-inflation country clsewhere in the world. Others may prefer policics
of inflation targeting in which they target their own inflation rate. They should
then cross their fingers and hold their breath that the intra-MERCOSUR exchange
rates produced by this arrangement prove relatively stable.2* There exist theoretical
analyscs of how the simultancous pursuit of credible inflation-targeting regimes by
a number of countrics should in principle deliver relatively stable exchange rates
between their respective currencics but as yet little actual hisrorical experience
against which these hypotheses can be tested.** Casual cmpiricism suggests that
the exchange rates between countrics operating inflation-targeting regimes can in
fact vary quite widcly. (Think, for example, of the recent experience of the UK and
Sweden). Inevitably, it is uncertain whether the degree of exchange-rate stability
that might be obtained in this way would be consistent with political support for
regional integration. To repeat, that will depend on how deep that integration is
designed to go.”®

The sccond approach is the “Cavallo regime” - a generalized move to currency
boards with all currencies pegged to the same external numeraire. Without
meaning to cast aspersions on Argentina’s successful experience with a currency
board, I am on record as arguing that this option is likely to appeal to countries
only under the most exceptional circumstances. Pegging cach of the MERCOSUR
cwrrencies to a common external numeraire like the US dollar is an extremely
indircct way of solving the problem of intra-MERCOSUR cxchange-rate variability.

B This is the approach favored, on grounds of realism, by Abreu and Bevilaqua (1995).
Alternatively, the countries involved might wish to exchange information and adjust domestic
policics morc actively. To this end, Lavagna and Giambiagi (1998) suggest the creation of
committees on fiscal affairs and on macroeconomic coordination (composed of finance and
treasury ministers) to negoriate mutually acceptable macrocconomic goals and provide mutual
surveillance of national policics.

M Sec Svensson (1994, 1998).

Institutionalized consultations among the countries involved will facilitate the exchange of
information and reduce the scope for misunderstanding and confusion, but they cannot support a
durable exchange-rate stabilization agreement in today’s world of high capital mobility.

Brazil, Mercosur and the Free Trade Area of the Americas 37



" ges as an instrumen

It forecl ot iust intra-MERCOSUR cxchange-rate ch:ulbcs_ b s ft 10f
recloses n a- . i -ate vis-a-vis the rest o

td'mt(_:l t but 11190 in effect, changes mn the exchangc m,;Ci R roblt e

aqajusunen LS \ . cXCchad C-1¢ en

V\’(])l'ld This is such’ a byzantine solution to MERCOSUR g P N

that we can safely ignore it.

6. The Monetary-Union Option

The operative alternative to more frecly ﬂc')atm,ig i‘\"Ch'm]agTOl?Ct‘flsl ,lsc Of;ssilslzcgl:et
currency for the customs union, the “Delors regime.” This xs. %0;] n)c 2 hx ;

. » union being at the other end of ic spectrum - g "
Option, mOonctary «change x:tes. It is a more politically palatable alFex-l?auv-c t\han
o e 1 C\C ot ‘-d since it preserves exchange-rate flexibility vis-a-vis
a set of separate currency boar Is, . ice of monctary autonomy
the rest of the world and entails only a pa.mal sacrifi ) Doty
Even the ardent proponents of this option do not en In:ngcin ]l;.ics c:my’lcmcvc
tomorrow; rather, they see this as something the MERCOSUR co an 4
in 15 ycm‘s.27

The empirical analysis above suggests that Bra.zil and ArglcntI:;]T :;Il:octn;lzof
Paraguay and Uruguay, fit more easily ar the Volt:urc:gl t1.1?n the : [: ohi( it
the x;onctary spectrum. Their actual cxchan.gc-rntc variability m:}) ¢ % ro C:m
predicted, but even predicted levels are higher than thosc for most Eu pm.]d
countrics, given observed levels of bilateral trade, cxport composntxo.l?, .
business cycle synchronization. But while these charactcn.'lstlcs of c'ount; 1cs. Il.lC
reasonably taken as fixed in the short run, over a longer time span like 1 yC'tus,
they are likely to change precisely in response to the choice of exchange rate

regime.”® This is a way of saying that the option of monctary union cannot be
ruled out as infeasible a priori.

As noted above, some observers may being extolling monctary union for
reasons having nothing to do with the customs union. Some in Argentina may
view it as an clegant way of existing from the Convertibility Plan. A shift to a

common currency which invoked the need to maintain solidarit

y within the
customs union would not be seen

as a simple abandonment of monetary propricty.

Since monclary auton omy

is merely shared amon
than sacrificed entircly.

The desirability of
MERCOSUR is not a mere hypothetical: it was
associated with the Treaty of Asuncion, signe
“the need to initiate steps for the creation of
Giambiagi (1998).

g the participants in the monetary union rather
appending a monetary-integration initiative {0
alluded to in Protocol n” 20 on Economic Studics
d by Argentina and Brazil in 1987, which declared

f....1a] common monetary unit.” See Lavagna and
27

Sec for example Giambiagi (1997).

Again, this is the point made so convincingly by Frankel and Rose (1996).
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By substituting onc external monetary constraint for another, it would not be
viewed as a return to irresponsible monctary policies. Some in Brazil sce a
common currency as Brazil’s only respite from a world in which pegged exchange
rates will be devalued sooncr or later and all devaluations are disorderly. With a
regional currency in place, Brazil will fecl more comfortable about floating vis-d-vis
the rest of the world. With the multi-national composition of the central bank
board posing a constraint on its monctary policy freedom, it will fecl more
comfortable about giving up the exchange rate as a nominal anchor. For all these
reasons, the fear of disorderly devaluations will be recede. And as interest rates
decline to Argentine levels, the budget-deficit problem will evaporate.”

As the European debate has underscored, however, the existence of a smoothly
functioning monctary union cannot simply be assumed. It cannot be conjured out
of thin air. The Maastricht Treaty’s preconditions for monetary union — its so-
called convergence criteria — have probably created more confusion than insight
into this issue. That said, Etwropean cconomists are now in broad agreement about
the prerequisites for a smoothly functioning monetary union. These are four.

o An indcpendent central bank insulated fiom the political business cycle.
Monectary policy that is not dclegated to independent central bankers who
attach priority to price stability may exhibit an inflationary bias, rcflecting
time-inconsistency problems, or instability, rcflecting pressure to respond to
the elecroral cycle. Hence, the Maastricht Treaty not only entailed the
creation of an independent European Central Bank at the inauguration of
the monetary union but required countrics to buttress the independence of
their national central banks during the lead-up as a way of demonstrating
that the polity was prepared to live with the conscquences of an
independent central bank.

o Wage and price flexibility. This, it is now acknowledged, was the major
omission of the Maastricht Treaty, which is preoccupied by “nominal” as
opposed to “real convergence”.?® Once the exchange rate is removed as a
mechanism for internal relative price adjustment, other variables must take
up the slack. The obvious candidates are greater domestic wage and price
flexibility — wage flexibility in particular. Unfortunately, evaluating it is
problematic. Probably the best way to measure it is indirectly, namely, via
the unemployment rate. If a country’s uncmployment rate (properly
mcasured) remains low in the face of disturbances, there is no reason why

L Thus, Edwards (1998) estimates thac if Brazilian interest rates decline to Argentine levels, the
public-sector deficit will fall from 7 per cent to 3.2 per cent of GDP.

30 See for example DeGrauwe (1997).
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inadequate wage and price flexibility in responsc to shocks should eliei¢
irresistible populist lobbying for a more inflationary monctaty policy.

« A strengthened financial sector. The MaastrichF Tr(-.:Qty addressed t!lis
problem indirectly, constructing debt and dcficit Fcﬂmgs 1}11dc1' which
qualifying countrics had to squcezc, and an.Exccsswc Dc_ﬁcxt Proc'cduyc
(with allied provisions) to limit deficit spcndmg after .rhc nauguration of
the monetary union.?! The justification for such Iestraints Is as protection
for the central bank from pressure to extend an inflationary debt bailout. If 5
government experiences a debt run and its ban.kmg systm?l and financia)
markets, or those of neighboring countrics, eXperience negative
repercussions, the central bank may feel compclled to buy up the bonds of
the government in distress, with inflationary consequences monctary-union
wide. Moreover, the knowledge that some of those inflationary
consequences will be borne by the partner countrics will create moral hazard
for cach set of national fiscal authoritics. This problem is not properly
solved, however, by making some arbitrary debt or deficit ceiling the entry
condition for monetary union or by placing the participating countries in a
fiscal strait jacket and immobilizing their automatic stabilizers. The
appropriate response is (i) to rcform the institutions and procedures by
which fiscal policy is made so as to climinate any bias toward cxcessive
deficits; and (i1) to strengthen banks and other financial institutions so that
they are better able to withstand problems and hence are less likely to come
for help to the common central bank.*?

» Barriers to exit. A monetary union is no guarantec of exchange rate stability
if the participating countries can lcave on a whim. Exit is the alternative to
voice.* A country which is dissatisfied with the common monectary policy
either because it is too inflationary or becausc 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.** And if the markets begin to doubt

3

32

a3

34

In)dadd)r;.on,‘lt included various loopholes and exceptions that greatly complicated interpreration
a1 a " 0 . T TRd - - L M

pplication of.thcsc crireria. This, clearly, is not something thar the aspiring architects of any
other monerary union would be advised ro repeat.
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Where voice in the present instance means lobbying for a different common monetary policy.
And thc.rc are enough examples of monetary unions that
Hungarian Empirc, thar of rhe Sovier Union, that of rlx;: n
can dismiss the technical obstacles with confi

have dissolved — that of the Austro-

ow former Czechoslovakia — that we
dence.
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governments® allegiance, they can force the issue, destabilizing the single
currency.® In the European case, however, monctary union is onc of an
interlocking web of economic and political agrecements, all of which could
be jeopardized if a country abandoned the single cwrency. This is a
significant barrier to exit, which in turn serves to reassure and stabilize the
markets.

Note that T have not discussed a number of conditions that featured in the
Maastricht Treaty or in the debate surrounding it, on the grounds that subsequent
analysis has come to sce these as largely irrelevant. Thus, I do not think that the
aspiring architects of other monctary unions should make the convergence of
interest rates to low levels a conditon for entry. The level of interest rates is an
endogenous variable that responds guickly to politicians’ statements and intentions
regarding the composition of the monctary union; witness the rapid decline of
Italian and Ibcrian intcrest rates as it became clear that European officials had a
political preference for a wide monctary union. I do not think that candidate
countrics should be required to peg their exchange rates for a certain number of
years. Not only is the value of the exchange rate another notoriously endogenous
variable, but attempting to peg it in a world of high capital mobility (short of
adopting a currency board) is a recklessly dangerous strategy.* I do not think that
bringing inflation down to specificd levels is an essential criterion, because there is
no necessary rcason to believe that a temporary reduction in inflation will be
permancnt. The more appropriate way of addressing inflationary fears is by

i Imagine that Germany is contemplating leaving Stage 1A of EMU our of dissatisfaction with

inflationary policies followed by the ECB n response to problems in the French financial sysrem.
(Sticking with the EMU example helps for focusing thought.) Imagine further thar investors expect
all deursche marks still circulating in the monctary union to become liabilitics of a newly
reconstitured Bundesbank and that the deutsche mark will appreciate against the EMU currencics
once Germany exits. Investors then have an incentive to hold deutsche marks rather than, say,
French francs. Normally, as investors scll francs for marks, the ECB will instruct the Bundesbank,
its German operating arm, to scll marks for francs ar par. The Bundesbank would then request
setelement in curos, which the Banque de France would provide in the form of the corresponding
number of francs. The Banque de France’s batance sheet would shrink, while the Bundesbank's
would expand. So long as both countries remain commitred to participation in the monetary
union, nothing can disrupt this process. Bur if Germany is contemplating whether to leave the
monctary union, the Bundesbank might be reluctant to accept franc-denominated asscts on which
it stands to suffer a capital loss. If it hesitates to exchange francs for marks at par, a premium on
the latter could arise. That premium could convince the markers that breakup is imminene,
accelerating the movement into marks. This would increase the difficulties of the French financial
system, heighten the pressure for the ECB to inflate, and reinforce Germany's incentive to exit.

3 This was Europe’s own experience: a scries of speculative arracks m 1992-3 forced officials to
widen the fluctuation bands for their currencics from 4 % per cent to 30 per cent, rendering the
exchange-rate criterion largely irrelevant.
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reforming the institutions by which monetary policy i§ madc so as to remove any
inflationary bias — that is, by making the central bank mdcpcnc.icn't. I do not think
that measures to promotc immigration or fiscal wansfers within the monetary
union are essential for its smooth operation. It is unforrunate that tbc. 'dcbatc over
Maastricht was diverted from the importance of wage and price QC,\'Jblhty and into
discussions of the need for labor mobility among the participating countrics and
some form of intra-union fiscal transfers. Immigration and fiscal federalism are lesg
direct, more politically-demanding substitutes for wage :m'd . Pl‘icF flexibility.
Neither is needed if domestic labor and product market flexibility 1s enhanced,
They key, cveryonc agrees, is wage flexibility, which is cssential to a smoothly-
functioning monetary union.

How far are the MERCOSUR countrics from satisfying the four key
preconditions for a smoothly functioning monctary un_i(_)n? They have already
gone a long way down the road to the creation of politically and economically
independent central banks. The sticking points are to strengthen financial systems
and enhance labor market flexibility. Both items arc already on the reform agenda.
Argentina has taken significant steps to strengthen its banking systcm, raising
capital standards and tightening regulation, while Brazil has identified the need to
impose hard budget constraints and modern management practices on its statc
banks. Much more clearly needs to be done, however, before the four MERCOSUR
countries can dectare themselves ready for prime tume.

Reducing the strains on the financial system also requires eliminating existing
biases toward bloated public sectors, excessive deficits, and heavy reliance on
short-term debts. Again, some of the requisite rcforms are in train, such as
administrative reform in Brazil that would allow the government to reducc the size
of the bureaucracy. But readiness for monctary union requires more far-reaching
reforms to centralize the budgetary process, vesting more agenda-setting and

expenditure-veto powers in the hands of the president or finance minister as a way
of diminishing common-pool problems.*®

Labor market flexibility is not a traditional South American strength, to put an
. .39 e . :
understated gloss on the point.” Brazilian and Argentine uncmployment together

s, the a i i g}
S, th pproﬂch recon lnCndCd hCrC 1S rather dlﬂCl‘ nt {ros « BE "I 8!
'nl : [] ent ho'n [h‘{[’ o] ],.lV‘lg 1a .llld
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See Eichengreen, Hausmann and von Hagen (1996),

Camargo (1997 i7 Srazili
disncrs;son e(xs cvid) cm:f":,s'/-T)-IqK Brazilian labour market’s high turnover and wide WABC
I “ence of flexibility, bur admi igiditi i i iti o
the current period of high uncmlr)lc;\ Qdm';s- to other rigiditics, and was in casing writing befor¢
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ployment, which is suggestive of rising rigidity.
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Finally, there is the creation of bawicrs to exit, WhliCh_arf: essential for 4
smoothly-functioning monctary union. In Europe, thesc arc _P'O"‘dcd by the three
pillars of the integration process: a common cconomic pghcy, a common socig|
policy, and a common security policy. T.hc Ewopcan Union !ms embarked on ,
wide variety of intcgration initiatives, which C.\’R‘l‘ld f:l'Olﬂ thf: Smiglc Mnrkct to the
creation of a Europcan army and a European lorcign policy. nch.mtt‘cdly, these
extensive commitments do not prevent Europcan gov'crnmcx.m dissatisficd with
various aspects of the Europran project from dlsc'ussmg exit as a hypoth_ccim
option from time to time, as readers of the Enghsh and_ Danish press will be
aware. But the fact that this cntire network of interlocking bargains could be
jecopardized by a country’s decision to abandon onc of them, namcly monctary
union, is a formidable barrier to exit.

This is simply another way of arguing that monetary union makes sense as a
solution to MERCOSUR’S exchange rate problem only if it is part of a significantly
deeper integration project. If MERCOSUR ends with a customs union, then it will
be hard to create the exit barriers necessary for that monctary union to operate
smoothly. And, if integration stops at the border, there is no reason why some
exchange rate variability should be a dire threat to political support for that
customs union. If, on the orher hand, there develops a readiness to transform
MERCOSUR into a more far-reaching intcgration initiative, involving the creation
of a true single, integrated South American market, then exchange rate swings will

become more politically disruptive, and monctary unification becomes not only
feasible bur essential.
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FIGURE A.2: Scatter Plot of Fitted Values Against Actual Values of Nomingj

Exchange Rate Variability (contd.)
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BRAZIL AND THE UNITED STATES AT THE GATEWAY OF THE FTAA: A CGE
MODELING APPROACH TO CHALLENGES AND OPTIONS

Rail A. Hinojosa-Ojeda and Sherman Robinson

1. Introduction

A § IN PREVIOUS PERIODS of US-Latin-American history, the Brazil-US cconomic
relation once again looms large as to the evolution and outcome of a number
of pending hemispheric negotiations and outstanding arcas of global cconomic
rcform. As the first and sccond largest economics in the Western Hemisphere and
the first and cighth largest cconomics in the world, the relationship between the
US and Brazil has repeatedly intrigued people of both countrics and around the
world for the scope of potential opportunitics. With the launching of negotiations
in Scptember 1998 for an cnvisioned Free Trade Arca of the Amcricas (FTAA), the
futurc of the US-Brazil rclation has emerged as the major question mark
concerning the final form of a new hemispheric order. With the US’s largest
trading partners (Canada and Mexico) now all joined within the North Amecrican
Frce Trade Arca (NAFTA) and Brazil having formed MERCOSUR with its most
important trading parmers in South America, the US-Brazil bilateral trading
rclationship is for both countrics, as well as the hemisphere as a whole, the next
largest trading relationship that is not yet subject to free trade rules.

At the same time that the Brazil-Us relation sparks intcrest duc to its potential
opportunitics, it also regularly gencrates a certain amount of apprehension in some
quarters, in part precisely becausc of its potential for growth and impact. Within
both the US and Brazil, questions arc raised concerning the ability of cach country
to absorb the adjustments to a new trade agreement with a large partner of a very
different income level, especially coming on the heals of major regional trade
agreements like NAFTA and MERCOSUR. The specter of “many NAFTA'S” is raised
in the US to caution movement towards free trade with Brazil and an FTAA, whilc
in Brazil some say that it may be better to liberalize with other regional partners as
an alternative to free trade with the US. Throughout the hemisphere, questions arc
also raised as to what might be the relative impact of alternative sub-regional
trading arrangements, both for the larger as well as smaller cconomics of the
region. The essential questions that need clarification for all concerned is thus how
would free trade between the US and Brazil compare with NAFTA and MERCOSUR
experiences, on the one hand, and how would liberalization between the two

largest cconomics affect the impact of the FTAA. .
This paper presents a computable  general cquilibrium (CGE) modcling

framework for evaluating the potential benefits and challenges involved in the US-
Brazil trade liberalization, both in a comparative context with NAFTA and

Brazil, Mcrcosur and the Free Trade Arca of the Amiericas



MERCOSUR, as well as in a comparative context vah a FI‘]AlA. Tﬁc 1C.GE modelip,
framework presented here includes the US and B.lel és Lot : t.] _C.Other Major
Latin-American countrics and sub-regional trading groups. Four mwjor SCChariog
arc gencrated which allow for the exploration of the relative impacts of differep,

free trade arrangements:
(1) NAFTA only;
(2) MERCOSUR only;
(3) NAFTA and MERCOSUR and @ Us-Brazil frec trade; and
(4) FTAA.

The results of this analysis indicate that while Brazil-Us tr‘adc is i.ndccd the next
largest rclationship that can be liberalized, its impact both immediately and over
time, is likely to be 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 FTAA. The results also indicate than the ultimate formation of
full hemispheric FTAA is the superior option for both the US and Brazil, as well as
the hemisphere as a whole.

The paper is organized as follows. The next section reviews the structwre of
cconomic relations and levels of protection for the US and Brazil as well as within
and berween NAFTA and MERCOSUR, describing the base dara used in our US-
Brazil-FTAA-CGE model. Section three discusses the US-Brazil-FTAA-CGE modecling
approach. Section four presents the model results for alternative scenarios of US-

Brazil trade liberalization, including NAFTA, MERCOSUR and the FTAA. Section five
presents our conclusions.

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

A.mlysm of the potential impact and implications of US-Brazil and Western
h'(.‘mlS}Z)l.ICI'IC free trade is shaped by the complex network of economic and political
tics which already exi : - - ! %

already cxist throughout the region. Each country is tied into others 1n

the region to varying degrees, and the strength of this interdependence shapes the
outlook and prospects for cach.

Tables 1 s : jor ic indi i
= S and 2 present major economic indicators for countries and 1'€g10“ﬁ]
groupmgs m the hemisphere,

hemispheric rrad Gk including GpP and Gop per capita, Brazil-US 208
p race, and financial flows as 4 percentage of GDP. All data is for 1995

as well as for 1990, ¢l
: - #¥9, the base year of th Vi 7] 2 el. The
hemispheric asymmetry ¥ ¢ BRAZIL-US-FTAA-CGE model.

capita figures. The Us (;IS cvident in the wide disparitics in Gpp and GDP P!
1,200 times that of Bo}; ,-DP’ for example, is almost 11 times that of Brazil and
Y13, US GDY pey capita is seven times larger than Brazil and
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. i a sharc of GDP is greater thay :
LAC markets, US trade with LAC countrics as 11 foies g 1 that i,
= y Brazll.
Mexico and has only recently been surpassed Dy

The asymmetrical trade pattern in Nort-h and So.utl.x Amcnl'xcn -bc.comcs More
evident in Table 2, which list exports to.dlffercn.t trading pm‘tnclns in %99(). and
1995 as a percentage of total exports. L;tm-Amm ican CC?lllOlnlCS 1th¢ historica)|
depended primarily on countries within the '1_1Cll1lSPh<vrC ?S m:uk.crs for thejr
products, with the largest share going to the LS (shown h.cxc-as part of NAFTA),
NAFTA has actually become even morce import ang as a destination of LAC exports,
up from 39% to 46% from 1990 to 1995. While the US cxports m:c largcly
exported outside the hemisphere, the importance of exports to LAC has riscn frop,
12% to 17% in five years. The asymmetry in trade dependence between North ang
South is also diminishing in the 1990s compared to the 19805.. Macro stability ang
sweeping cconomic reforms in Latin America have created rapid growth in import
necds, and LAC is becoming the fastest growing market for US exports. In the carly
1990s, cxports to Latin America accounted for one-third of the total increase in us
exports. However, this increase in US exports to Latin America has also produced
a corresponding risc in troublesome bilateral trade deficits with the US.

There is also cvidence that regional trading blocs have shifted trade towards
greater intra-bloc trade on a global scale. Trade within existing trading blocs
(NAFTA, MERCOSUR, and the European Community) all increased over the last
decade. Laun-Amcrican exports to the US and to Latin America now represent a
farger percentage than they did in 1990, while the share of exports to Europe and
Japan have fallen back below 1990 levels. The levels of intra-MERCOSUR and intra-
Andean Pact trade more than doubled from 1990 to 1995. As trade blocs and
agreements become more important in the emerging world cconomic order, fear

of cxclusion becomes another motivating factor in the policy shift in Latin
America in favor of trade alliances.

an;blc '4 presents the average import tariff rates for the economics in the
i .h‘lL-lUS-Fr:\A model. In general, Brazilian tariff barrier rates arc significandy
igher than US tari i SN . .
b:,n i htlllmLS tariff barriers. The distribution of protection is somewhat different
cween \\ e . . 5
VO countries. The US has rclrively higher rates on agricultural
products compared to manufactured prod > i acturing
which has the ighest products (expert for light manufacturing,
manufaetisad 0(;05 St rate of any sector). In Brazil, on the other hand,
s S § A'C More protecte 5 0 '
products are still relagivel 1 protected, although tariff rates on agriculture
“anvely higher than in the Us. The dispersion between rates iS
g fy L G, x :
producs to 33 percent on consumer dofﬂbzl1 iy Ot-4 percent on other “S”Cdmml
urable to 3 high of 50 percent on oil.

also higher, with protection ranedy:
-~

¢ impace of difterent rade li
structure of protection, along w

Yzt . . i ‘
beralization scenarios will be influenced by this
and trade (Table 5). Large

ith the parre .

i q df" pattern of sccroral productivity (Table 3)

€35¢s I trade flows will occur where liberalization
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econom.es

is reducing 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 tradc
liberalization should accruc mostly to the US. Most Latin-American cxports are
agricultural products and natural resources which do not face significant tariffs in
the US and where the Us does not have a strong comparative advantage. Only 18
percent of LAC exports cncounter tariff rates of five percent or higher and only
eight percent encounter these rates plus non-tariff barricrs. However, the limited
LAC manufacturing exports that currently occur are in scctors with relatively high
comparative advantage but which also face higher 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
computable general equilibrium (CGE) model. The BRAZIL-US-FTAA-CGE modcl is
in the tradition of recent multi-country CGE modcls that analyze the impact of the
Uruguay Round of GATT negotiations,” the impact of the North American Free
Trade Agreement, and its potential expansion to include Central America and the
Caribbean.?

The BRAZIL-US-FTAA-CGE model developed in this article consists of an eleven-
scctor, cleven-country model that builds on the multi-regional CGE framework
developed by Hinojosa-Ojeda, Lewis and Robinson (1994, 1997). The model
consists of ten sub-regional or “country” cge modcls (Argentina, Brazil, Chile,
Bolivia, Peru, Ecuador, Colombia, Venezuela, Mexico, and the US) inter-
connected through trade flows. Each “country” model follows closely what has
become a standard theoretical specification for trade-focused CGE models.* In
addition to eleven sectors, the model has six factors of production in each country:
land, capital, rural labor, urban unskilled labor, skilled labor, and white-collar
workers. For each sector, the model specifies output-supply and input-demand

2 These models, in turn, have built on multi-country models developed to analyze the impact of the
Tokyo Round of GATT negotiations in particular, the multi-country CGE model developed by
Whalley (1985). Our model starts from the WALRAS model developed at the OECD to analyze the
impact of the current GATT negotiations on the major OECD countries derailed in OECD (1990).

3 See Hinojosa and Robinson (1992), Brown (1992), and Schocpfle (1993) for a review of NAFTA-
CGE models. Sce Hinojosa, Lewis, and Robinson (1994, 1997) for thc GNAFTA and NASAFTA-
CGE modcls.

*  Robinson (1989) surveys CGE models applicd to developing countrics. Shoven and Whalley
(1984) survey models of developed countrics. The theoretical properties of this family of trade-
focused CGE models are discussed in Devarajan, Lewis, and Robinson (1990).
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Second, to capture the potential dynamic 'cxtcmality .cﬂ’ccts of tf'ﬂ'dc
liberalization, the BRAZIL-US-FTAA-CGE modclhcan sxmulatc. the impact of positive
externalitics generated by both export .cxpansnon and CaplFﬂl good imports that
embody “new” technology. The model incorporates tl‘n'_cc different kmc?s of trade-
productivity links. The first relates sectoral product'lv.lty-co sectoral imports of
intermediate and capital goods: the extent of productivity increase depends on the
share of intermediates in production. Sccond is an externality linked to sectoral
export performance: higher export growth translates into increased domestic
productivity. Finally, there is an externality associated with aggregate exports:
increased exports make physical capital more productive, an effect embodied in the
capital stock inpur to the production process.

relati

The externalitics associated with imported intermediate input use (D™) and
sectoral export performance (D9) affect productivity in the sectoral production
functions [equation (1)], while the externality associated with aggregate exports

(DY) is embodied as an increase in the initial capital stock (FS;,) [cquation (2)]

and : N . . .
. lihC;cforc enters the production function indirectly as an increase in the capital
mput. r;

- are M i i : !
. JY the sectoral factor nputs into the production process (including
capirald; X is sectoral ont
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production. The subscripts 0 and # refer to the base period and experiment
respectively: >

= (M’_)’I.
Mmror,’ ot (in) (3)
Big 4)

k e ETOT, ’Il
7 = (eror,’ (5)

Each of the three effects operates through simple clasticity equation: for
cxample, an export-productivity clasticity of 0.25 for industrial sector cxports from
developing regions means that a 10 percent risc in real exports would result in a
2.5 percent increase in toral factor productivity in that scctor. In gencral, the
clasticitics used for industrial regions (the US) arc less than half the values used for
the developing regions.

While there is fairly widespread agreement that these feedbacks exist, therc is
less consensus on the channcls through which they operate, and how large they
are. For our purpose, we are more intcrested in showing how such linkages might
affect analysis of the intcgration alternatives; thus, we have included three different
linkages that operate through different channels. With lirde empirical estimation to
draw on, the choice of externality paramcters to use in the model is based largely
on gucsswork. We have chosen fairly modest parameters, to avoid overstating the
case; for example, our scctoral export-productivity linkage cffects for the
developing Latin-American regions arc given an clasticity parameter around onc-
half that used by de Meclo and Robinson (1992) in their analysis of the Korean
growth performance. :

Each “country” model traces the circular flow of income from producers,
through factor payments, to houscholds, government, and investors, and finally
back to demand for goods in product markets. Producers arc assumed to maximize
profits and consumers have price-sensitive expenditure functions. The counury
modecls are highly non lincar, and solve for cquilibrium wages, fand and capital
rental rates, commodity prices, and the real exchange rate. These solution prices
achicve market-clearing equilibrium in factor markets, product markets, and the
balance of trade. The country models arc linked primarily through trade flows.
The model specifies sectoral export-supply and import-demand functions for cach

65
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The mode! data basc consists of social aCCOl.Ultiﬂg matrices (51‘\.1\’152) for cach
country, including data on bilateral trade flows with the otl?cn count 195: Tl?c SAM
starts from multi-sectoral input-output data, expanded to include information on
the circular flow of income from producers to factors to institutions, which include
houscholds, enterprises, government, a capital account, and trade accounts for all
the partner countrics and the rest of the world. These institutions represent the
economic actors whose behavior and interactions arc described in the CGE model.
The paramcter cstimates for the scctoral production functions, consumer
expenditure functions, import aggregation functions, and export transformation
functions are drawn from a varicty of sources. The various parameters used in the
model represent point cstimates for the basc year (1990) and the model was
benchmarked so that its base cquilibrium solution replicates the base data.

3.2 Description of Scenarios
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markets (Table 7b). For Mexico, although the growth mtc- of tptal expo-rts morc
than doubles when externalities are included, the marginal incrcase in intra-
regional exports is small, implying that much of the additional expansion occurs to
the rest of the world.

This negat

Whilc the static results produce a decline in Brazilian and Argentine intra-
regional exports, the externality results show a reversal to an increase in intra-
regiomal cxports as Mexico as well as the US GDP expands. For Brazil and
Argentin, the largest trade diversion impact is a drop in exports to Mexico in the
static NAFTA scenario 1 (Table 8a), while this is reversed in the externality scenario
1 (T'ablc 8b). The smaller decrease in Brazilian exports to the US, however,
remains cven with the NAFTA externality scenario. Br
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billion, with the change driven by higher exports by Mexico to markets both inside
and outsidc the hemispherc® (Table 8)

The Impact of MERCOSUR

In Scenario 2 we assume that NAFTA has not occurred, and instead simulate the
impact of climinating tariff barricrs between Brazil and Argentina (MERCOSUR)
and the imposition of a common external tariff on January 1, 1995.° The results in
Table 6 indicate that 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 cxternalities (4.5 percent for Brazil and 2.9 percent for Argentina,). The
static gains in GDP from MERCOSUR for Brazil and Argentina arc less than they arc
for Mexico with NAFTA. Brazil in particular, however, does exceptionally well in
the cxternality 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 reflected
in a generalized and relatively large growth in factor returns, particularly in returns
to rural labor and land (Tables 9a and 9b).

MERCOSUR does have a slight ncgative static impact on Mexico, but almost no
impact on other Latin-American countries not included in MERCOSUR (cxcept for
a gain for Bolivia). The impact on the us is also ncgligible. Overall hemispheric
export expansion is positive (0.32-0.70 percent), about as great as that caused by
NAFTA (Tablc 6). In the static case, Brazil cxperiences strong growth (2.93
percent), although not as high as Argentina (3.53 percent). With externalitics,
export growth in Brazil more than doubles, with most of the increment directed
outside the region (Table 7b), while Argentina’s export performance is not as
great. In a sense, the MERCOSUR outcome parallels that of NAFTA, in that the one
country (Argentina or the US) has a much greater cxpansion in intra-rcgional
exports, while the second (Brazil or Mexico) has export growth directed more
towards markets outside the hemisphere and bencfits the most from the possible

trade externalities.

As with NAFTA, MERCOSUR gencrally gencrates much more trade creation than
trade diversion. In fact, there is no aggregate trade diversion under MERCOSUR;
overall, total exports to destinations outside the region increase slightly in both the
static and dynamic cases, although the increase is not large. The static inlmpnct of
MERCOSUR does produce a slight decline in US exports to Brazil (-0.9% in Table

theoretical proposition that the dynamics cflects

¥ This resulr is evidence that can help confirm the e
acts. See Chichilnisky (1992) and

of regional integration may ourweigh their trade diversion imp
Gunter (1993).
The data for the MERCOSUR common cxternal tariff is as {ollows:

Brazil, Mercosuer and the Free Trade Avea of the Anievicns —
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reversed in the externality Scenario (+3.0% in Tap),

Sﬂ), but this s mor¢ -;Lh:ll’]ldc di\)ﬂg()ﬂ s conCCﬂtrﬂ-tcd n dcdlnlng “g“CUltum]

Brazil

§b). The US 1

products (Table 11).

-Brazil Free Trade | | | |
us 3 es rhat both NAFTA and MERCOSUR arc alrcady establisheg
Scenario 3 assum

. Jimination of all cariff barriers berween Brazil and the us,
oy L-hm i . : lc; Us.-'I‘imzi] frce trade should be scen as the impact of
e u}crcqmcntﬂ‘l‘ ;:]P:; acts of scenarios 1 and 2. Scen in this light, the additiona]
SEEnore nC[fO Us-lc3rlng.fréc wade for the US is appro.\'inmtely .001 in tbc static
chlzr[;a:ilz)P:;[do.Olé in Ithc externality case (Table _6). Tl?c impac't ?11 IBF?ZIJ is :\ls.o
small in the static case (.015), but sigmﬁcantly higher 1‘n the cxtel‘m lthS. sccml.lf)
(1.17 percent). For the US, the GDP impact of a scenario of frec. tm'df: w.nth Brazil
\\'ou}d-rcprcscnt half of the static and three qL‘mrtcrs of the extcrnalitics 1mp;\CF of
the NAFTA scenarios. For Brazil, free trade with US represents between one sixth
(static) to onc quarter (externalitics) of the impact of MERCOSUR.

The relative impact of scenario 3 on us exports is about the same as the impact
of NAFTA in the externality casc, and is thus slightly higher relative to the US GDp
impact of NAFTA (Table 6). The impact on Brazilian export growth of scenario 3 is
almost half of the impact of MERCOSUR in the externality case, yet it is
significantly higher than the rclative GDP eftect. Brazilian exports both to the US
and to other countries arc thus stimulated at a higher rate duc to trade
liberalization with the US proportionately to liberalization within MERCOSUR,
both in the static and externality case. This scems to be driven by the ability of
Brazil 1o significandy increase exra-regional exports, especially in the externality
casc, based in part through a rapid increase in intra-regional imports (Table 7b).

' This export success can be traced to the
imports from the US relative to
growths in US exports to Brazil a

sectoral composition of Brazilian
MERCOSUR. In scenario 3, the largest relative

- re in manufactured good including growths of
over 10% in capital and inger e 11 b

: . mediate goods (Ta - his
Increase In US manufactured expor : (Table 11). Accompanying t

products remain flat expect f; B L\‘S exports in non-manufactured agricultural
* ‘ or corpn. M, . ¥ - g
in scenario 3 for xmnﬁfnct ; d-wn' ”'cﬂn“_'l“lQ Brazilian extra regional exports
20% as resources are Shiftg\:: oot (capital and intermediate) grow by over
. b Cad awg . .

time that worldwide Bl'azilianw from non-manufactured exports. At the sam¢
increasi OXports are ex .
mncreasingly . . e expecred X -COMC
. BlY concentrated in mAnufactured poods P to grow and bec
should expand in both magy 8oods (Table 10b), cxports to the US

f‘ ("
actured qpd non-manufactured goods (Tablc 11).

trade liberalization are reflected
untries (Table 9). In Brazil, the
an 1n [hc us al‘]d proportionntcly
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stronger t_hnn GDP growth, particularly for rural labor in the externality case.
Bcncﬁt§ in the US arc morc concentrated in incasing rcturns to capital
professionals and urban skilled workers, particularly compared to NAFTA r.hn;
proportionately benefited land and rural labor more.,

Free Trade Area of the Americas

. In 'thc. fourth a‘nd final scenario, we supersede the three previous partial
liberalization scenarios with a full climination of tariffs among ali the cconomies in
the Western Hemisphere. Viewing all four scenarios allows us to sce the
contribution of each partial liberalization rclative to the sum total impact
represented in scenario 4.

As noted previously, NAFTA and MERCOSUR have roughly similar impacts on
aggregate Western Hemispheric GDP in the static scenarios (Table 6a). Togcther,
the two sub-regional agreements already constitute about 84% of the overall static
impacr that full hemispheric frec trade could have produced. Of the remaining
16%, in comparison, Brazil-US frce trade would contribute 12% of the additional
static gains that could potentially be generated by a FTAA. In the context of
externalitics, however, NAFTA and MERCOSUR only constitute 60% of the overall
gains potentially generated by Hemispheric free trade. Of the remaining 40% in
potential gains, Brazil-Us free trade would contribute 20%, indicating the relative
dynamic potential of US-Brazilian trade.

Not only is the Brazil-Us trade relationship by far the single largest potenrial
contributor to overall hemispheric gains from full trade liberalization, the
liberalization of the bilateral relationship also represents the vast bulk of what cach
country can potentially expect from the FTAA. For the US, Brazil-Us free trade
constitutes half of the potential remaining GDP bencfits in the static scenarios and
85% of the potential benefits in the dynamic sccnarios. For Brazil, bilateral
liberalization would represent about 85% of porential benefits in both the static
and externality scenarios. These relative contributions of bilateral versus complete
hemispheric liberalization hold for virtually all other measures of benefit, including
total exports (Table 6), intra-regional exports (Table 7) and factor wages (Table
9). While scenario 4 further reduces extra-regional exports for both Brazil and the
US in the static versions, the externality versions show Brazil excelling in extra-
rcgional exports, again mostly duc to the impact of bilateral liberalization. In

terms of the sectoral composition of exports, a full FTAA would further accclerate

the sectoral specialization originated in NAFTA and MERCOSUR and significantly

enhanced by bilateral liberalization (Table 10).

The gains for Brazil to move beyond a strategy of cxpansion of MERCOSUR
exclusive of the US towards an FFAA inclusive of the US thus appear quite farge.

Incremental GDP growth from moving to full hemispheric intcgration 1s also larger

Brazil, Mercosur and the Free Trade Area of the Americas o
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5. Conclusion

The Brazil-US-FTAA-CGE modcling cxcr.cisc was dCSigDCd_ . cstab.liﬁh an
empirically rooted cconomic ﬁ‘nmqurk \vl.nch copld. be used in the anticipated
new round of FTAA analysis and discussions thl?m a pos't-NAl-’I‘A m?d .post
MERCOSUR context. The modeling results of alternative scenarios provide insights
and implications for the formulation of strategic trade Pollcy l?)' both the US and
Brazil individually, as well as for a framework of collective action throughout the

Western Hemisphere.

The results clearly indicate that the Brazil-US ncgouation objectives will be
central to a successful hemispheric round of trade liberalization. Without the
participation of the US and Brazil leading the process of trade liberalization, the
benefits on a hemispheric level would be meager. Not only are freer US and
Brazilian markets crucial for other countries, but all Latin America as a whole
benefits from the gains to the US and Brazilian economies of opening up to each
other.

The results indicate that

. i for both the us and Brazil, there is cssentially no
strategic  substitute to 3

> commitment to lead the cffort of hemispheric
liberalization, T ’ i misp
ation. The relatively larger benefits of US-Brazil trade liberalization fa

H 1
ﬁt:tf)'ﬁga;‘t’c;;‘)':‘ :;i:g;{‘;c” S“"“C'S}' ‘\’1)61:cby cither and/or both Brazil and the
NS L D8N & series of bilateral deals. This conclusion echoes
FTAA scenario would also be superior for
"¢ hemisphere as well (See Hinojosa, Lewis and

hich showed that a fu]

At first glance, our resul
pursue any further regional
other countries haye relativ

rescarch on NAp )

Amefican’ :\AH‘.A, owr simulation resles ]

fi PLCBration cap b Cxpected . v th

for the Us, but will have mucl{ ty have rel
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alﬁtcrnatlvc scenario are sn?all for the Us, there nevertheless are relatively important
difference between scenarios, both for the US and for the rest of the region.

O_UI mpdclmg results provide a basis for ranking alternatives that are under
consideration by US policymakers: (1) full hemispheric free trade in an FTAA is
preferential to new bilatcral FTas (including with Brazil); (2) the US is better off
in an FTAA than an incomplete sct of NAFTA accessions, cither individually or with
a number of multi-country regional groupings; and (3) trade diversion with
respect to the rest of the world becomes a more important concern as onc moves
towards a FTAA, but it is likcly to be dwarfed by the positive impact of trade-
rclated increascs in productivity that arc likcly to accompany regional
liberalization.

Regardless of whether it confronts these issues directly or tries to avoid them,
the US will influence and in turn be affected by future hemispheric intcgration
initiatives. The current post-NAFTA environment provides an unique opportunity
for the US and other countrics in the hemisphere to excrcise leadership in order to
encourage a cooperative and mutually beneficial outcome. However, our results
point to a complex sct of collective action problems between countries, sectors,
and socio-cconomic groups in the region. Failure to resolve these problems could
result in lower incomes, trade, and welfare throughout the region. Success will
depend on favorable progress in a number of stratcgic areas:

(1) the US must move beyond the current domestic political economy debate
over the incidence of the costs and benefits from increased trade so that it can fill
the nceded strategic lcadership role for the region (beginning with the
Congressional granting of “fast-track” ncgotiating authority to the President); and

(2) countries throughout the region must resolve the “prisoners dilemma®
collective action problem that discourages the cooperation needed to foster greater
integration, and instcad pushes countrics towards competitive hub and spoke
behavior that Jeaves the region worsc off.

Of all the regional options, our results show that the FTAA generates the most
favorable outcome for the most labor segments in the US. This is due to both a fall
in the import prices of wage goods and a shifting of produc‘:tior? to more
productive export activities. But as the NAFTA debate revealed, crafting institutions
that can convince the US Congress that the adjustment burdens of adversely
affected workers, sectors, and regions will be compensated for, is a difficult

political endeavor. However, 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 1n absolutc terms
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g?;?ﬂf;c:tmwgi ¢ objective of [bccgg:li-%p;rtii g rapidly not only to the US Market,
enhanced by free mde Wlth thcs well. While it can also be shown that free trade
bur to extra-regiond! mn‘lfl\ftff; harc of the additional growth in factor wages fo;
with the US produccs the lQn prazil free trade with the US also accclcrat.cs the
all labor market segments ;i cialization, including some absolute declines iy,
restructuring of sectoral tradt SP ¢ can be made that frec trade with the

s te reumen

) ction. While the arg . > , i
EXPOTR and PrOduth bulk of additional new national resources to more thap
us will produce Cl related adjustment COSS, the actual implementation of
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adequatcly deal astment assistance will have to be made in the current
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: t of an cqually necessary gencral reform of the statc assistance for economic
contex

development.

In addition to the need for the US and Brnzil.to resolve thc.ir domestic political
cconomy problems so that they can provide regional leadership, our rescarch also
suggests some collective action challenges r_'hat. thc‘ NAFTA -and MER'COSUR
economics will have to confront. Our analysis identifies a prisoner’s dilemma
situation where, in the absence of a credible muitilateral negotiating mechanism,
cach country is left to fend for itself. While formation of an fraa is the optimal
scenario for the major members of NAFTA and MERCOSUR, the absence of a
credible multilateral negotiation mechanism causcs these countries to discount this
option. As a result, strategic relations both within and betwcen NAFTA and
MERCOSUR could become volatile, with each country having a divergent set of

second-best preferences as to how and with whom to proceed with trade
liberalization.

If the US tries to become a hub, or pushes NAFTA like preferences aggressively,
this will likely spur Brazil into a defensive strategy to continuc to build up
ag.reemcnts around MERCOSUR. As such agreements result in relatively low
adjustment costs to its members, MERCOSUR would probably continue to win a

race against NAT i ith i
pmfmgncc OUtC;A tfo cs;abllsh free trade with its neighbors, resulting in a low
e for the US. To avoid 1ctl
. M these conflictive outcomes, the US and
Brazil have to cooperate on a co |

framework for rapidly estabyishi Mmon strategy to forge a most-favored-nation
a ishing 3 oW . - £
trade area, allowing § 7 comprehensive Western Hemisphere firec

Icm to 1
nccso.b'fllbuncbn their strategy of individual NAFTA Of
I ditateral hub and spoke agrecments.
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TABLE 3: Sectoral Structur

e, Base Solution (percentage of Real GDp,

employment)
] Real GDP Employment g
Commodiy Us M::\_'i& Brazil | Argentnd us Mexico | Brag| ‘@
) — il 0 10,4 = 3
Food com 0 ()_‘L——-"-— At - &f 53
1.1 13 26 0.4 3,2 43 [ o
Program crops 05 __’__-——'r————l 5 04 32 - \?’*1
Fruits/vegetables 0,2 {25 4’5 l’ n ] 0’9 32 04
Other agriculutre 038 51 | 5 2 2)2 27‘7 245 23
Subtotal, ag, 15 __8____]&1__ 1t ]‘5 2 ZZL 19
Food processing 17 6.2 35 47 . ! 23 | 59
Other light 51 0 " .
mannfacruring 45 55 6,9 83 2 7 6; l_. 9,7
Oil and refining 22 29 Ht &l L] 0.6 0.4 12
Intennediates 5,6 82 9.9 35 4.5 6,6 2,4 26 i
Consumer durables 1.9 2,5 22 2! 17 . 06 1,5
Capital poods 5.2 34 42 67 49 1.4 47 34
Subtotal, ind 21,1 28,7 31,1 33 25,3 11,3 16,5 243
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
Scctor Brazil uUs
Comn ) - 12,2
Program crops 11,8 3,6
Fruits & vegetables 139 34
Orher agricutture 44 0‘ 3
Food processing 20‘9 4‘ ]
Light m: - - :
Ol: it manufacturing 18 8.6
495
Intennediate poods ] 1,3 =
Consumer durables : =
Capital poods — 1.8
Scrvices 214 3,2
Source: IDB-INTAL - 0.1
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TABLE 5: 1990 Exports to Country from Partner by Sector

(in million US$)

Exports to US

Brazil, Mercostr and the Free Trade Avea of the Amerieas

From Mexico Brazil Argenting World
Food corn 0 0 3 199
S 2 556 56 7520
Vegetables 1231 104 24 1717
Other agriculiure 1964 200 278 7117
Food processing 1140 1234 35) 11338
Light manufacturing 3017 2263 213 75900
Oil and refining 6400 556 365 56528
Mediates 6364 1085 163 63598
Consumcr durables 7051 104 31 142150
Capital 5169 2101 160 126356
Services 7690 - - 11010

Exports 1o Brazil

From Us Mevxico Argentina World
Food corn + 0 9] 253
Crops 16 1 G- 65
Vegetables 14 3 164} 296
Other agriculture 79 2 189 1038
Foad processing 104 1 42(‘:? 931
Light manufacturing 467 18 147 1708
Oil and refining +1 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 Mexico Brazil Argentina
Food corn 108 0 0 1375
Crops 11474 75 2684 1029
Vegetables 1366 1988 193 406
Other agricuiure 1301 2483 1887 2524
Foad processing 10110 2372 1716 2149
Light manufacturing 24586 3949 5172 1359
Oil and refinng, 9347 6709 677 20!
Mediates 49230 8057 7694 640
Comumer durables 35426 12236 1584 184
Capital 112076 7848 6426 1719
Services 97000 19887 2297

81




- ™

tal Trade in Static Efficiency Scenarios (base g

TABLE 60: Real GDP and To base) atq
in billion US$ and percent change from .
—— —"——’__] 2 3 o Se——
BASEDATA | 1 | 4
“TRAFTA__| MBRCOSUR [N+ M+ USKR | Wi
REAL GDP S
|
Us 491930 | 0002 0,000 0,003 0,001
Mexico 174,790 0,218 (0.00) 0,218 _§_0‘226
Brazi 479,260 0,000 0,102 0.117 0,1 19\
. _-\
Argentina 141,370 0.000 0.110 0.110 0.129
! 5315,140 0,009 0,012 0,024 0,025
Toral WH L
REAL EXCHANGE RATE _—
Us 1.00 0.04 0.00 0.09 Gy
Mexico 227 1.63 (0.00) 1.63 1%
Brazil 1.00 (0.00) 225 2.25 2.78
Argontina 1.00 (0.00) 1.27 1.81 19
TOTAL EXPORTS
Us 351.08 0.13 (0.00) 0.25 0.26
Mexico 28.70 355 (0.00) 355 383
Braml 30.39 -0.01 293 432 454
Argentina 1421 (0.00) 3.53 3.53 443
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
Mesico 2373 4.29 0.00 1.29 1.63
Brazit 2055 .0.01 433 6.39 672
Argenting 6.50 (0.00) 7.72 72.72 9.67
Toul WH 567.24 0.26 0.25 0.65 0.74
I
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(continued)
EXTRA-R EGIONAL EXPORTS — e oo T
Us Bt 3 003 14]
— 10.62 1.25 LN
Mevica " 0.12 1.93 0.09
Rrazil - 1.86
Arpenrmny 10.61 018 5 ]7) 2.19
Argenrm. e i 0.
Total WH 376.54 016 213
EXTRA-REGIONAL IMPORTS
EXTRA-REGK T i ) o
,< 351,
= . 2870 355 0.00 355
Musicr 0.01 293 4.32
Rravil 30.39 :
\" , T2l (0.00) 353 353
I r!_LI'Il'II\J ) 34 0.32 085
Total WH 434,53 :

— 02
1.3)
019 ™

e
e
371

T o
— 2]

TABLE 7b: Regional Structure of Exports in Dynamic Externality Scenarios
(base data in billion US$ and percent change from base)

1 2 3 4
NAFTA MERCOSUR N+ M+ USBR WHITA
INTRA-REGIONAL EXPORTS
Us 10.23 0.67 13.74 15.72
Muaaweo 4.94 0.05 4.94 5.31
Brwil 0.03 4.94 12.70 14.09
Argentin 0.02 12.37 13.91 2139
Totals 5.68 2.02 10.39 12.20
INTRA U GIONAL IMPORTS
s 3.06 0.00 5.94 6.26
Menico 13.50 0.00 13.49 1464
Brwil 0.05 9.3y 21.23 2313
Argentiny (0.0) 2114 2114 w4
Totals 5.68 202 10.39 12.24
EXTRA-REGIONAL EXPORTS
::“m -0.53 -0.05 -0.66 078
— 4.9 -0.08 1498 1640 |
: -0.04 9.47 11.41 11.68
Argentina Aol 216 1.03 114
Totals : 09 el
0.50 0.48 0.60
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TABLE 8b: Bilateral Exports in Dynamic Externality Scenarios
(base in billion US$ and change from base)

Us Moxico Argentina Brazil Rest of Worlg
BASE DATA
= 16.92 0.97 4.30
- 0.18
Mexicn 17.69 - 0.12 T
Argentina 1.55 0.2 = = =
Brazil 8.28 064 LA
Rese of World 17824 5-84 38 ol
Total WH 507.09 23.73 6.50 20.55
Seenario
. . = | —
Ts : 1425 o o i By
Mesico 5.0% : L 0'03," s 1 am
Argentina 00% 0,0% . 0.0% 0.0% (1Xi09
Rrasil -0,1% 1,6% 0,0% : -0.1% 0,0%
Rest of World -0,1% 0,0% 0,0% 0.0% 0,0
Total WH 0,1% 10,5% 0,0% 0,0% -0.1% :
Seenariv 2
uUs - 0,0% 2,1% 3.0% 0,0% 0.0
Maxico 0.0% . 0,0% 5.6% -0,1% 0.0
Argentina 0,0% 0,0% . 33,6% 2,29 4.7%
Brasil 0,0% 0.0% 26,0% 2 9.5% 7%
Rt of World 0,0% 0,0% 29% 12.5% - 04%
Total WH 0,0% 0,0% 10,3% 11.6% 0,5% 5
Scenanio 3
us . 14.2%, 4 e . .
2% 2.1% 18,6% 0.7% 0,3%
pleticn 5.0% . 0,0% 5,6% 15.0% 8,64
Argenting 001% 0,0% 37,34 1,6% 4.7%
Branl 10,1% 1.6% 36,04 > 11 4% 11.9%
oL L% 0,0% 29% 16,0% : 04%
Total WH 5 . -
0.2% 10,5% 10,3% 17,6% 0.5% -
Scemario 4
s 14,5% % |
. A% 19.6% . : 0,3%
e = ;‘(; b 18,8% -0,8% \4”"
A b . ). r
Argentina 5 8% Y 25.0% 16,7% 16,4% 9_:,"___
= Sk - 38,14 1,1% b
razil 101% 14.1% 2 . 2.5%
Rest of World 0,1% : M7 5 11.7% 1220
1% 0,0% aqu - 04%
Toral WH ETR A% 16,6% . \
2% B = 3
14% 13,7% 18,5% 0.6% |
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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 WEIFTA
Rural labor 0.40 (0.00) 035 T
Urban unskilled 0.01 (0.00) 002 202
Urtan skilled 0.01 (0.00) 0.03 0.03
Ll‘_ro_fcs.\ion:\l 0.0! (0.00) 003 003
Land 0.08 (0.00) -0.05 -0.07
Capital 0.0} (0.00) 0.02 003
BRAZIL

Rural labor 0.00 0.70 0.91 0.95
Urban unskilled (0.00) 0.91 1.05 1.08
Urban skifled (0.00) 0.47 0.62 0.64
Professional (0.00) 0.70 084 0.86
Land 0.01 0.72 0.95

Capiual {0.00) 0.43 058 0.60
TABLE 9b: Factor Wages for Dynamic Externality Scenarios

(percent change from base)

1 2 5 20
NAFTA MERCOSUR N+ M+ USBR WHFEFTA
uUS
Rural labor 066 0.02 0.67 0.71
Urban unskilled 0.02 (0.00) 003 0.03
Urban skilled 0.02 (0 00) 0.04 0.04
Professional 0.02 (0.00) 0.04 0.04
Land 0.22 0.00 0.13 0.13
Capinal 0.00 000 010 0.10
BRAZIL
Rural labor -001 9.36 13.79 145+
Urban unskilled (0.00) 3.07 +.20 .38
Urban skilled -0.01 3.63 5.28 5.56
Professional (0 00) 359 5.08 532
Land .0.0] 937 13.80 14.54
Capital -0.01 5.41 7.99 8.42
87
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TABLE 10a: Sectoral Exports for Static Efficiency Scenarios
(base data in billion Us$ and percent change from base)

BASE DATA 1 2 2 | L

NAFTA MERCOSUR | N+ M+ USRR WHFTR

\\\

EXI'ORTS

COR;JS = 111 1155 0.02 12.73 1320

AGPROG 11.46 059 -0.01 0.75 075
FRTVEG 1.37 0.12 0.00 0.32 0.34

OTHAG 130 0.09 0.00 0.34 035
FOOD 10.08 007 0.00 0.12 0.11

LMFG 24.38 0.09 0.00 0.21 023 1
OIL 9.60 0.12 (0.00) 0.17 0.19
INT 18.81 0.11 0.00 0.26 0.28
CHUR 35.18 0.1 0.00 0.30 0.32
KGOOD 110.70 0.11 0.00 0.26 0.28
sve 97.09 0.01 0.00 0.03 0.03

BRAZIL'S EXPORTS

CORN 137 (0.00) 3.39 3.94 411
AGPROG 1.03 0.00 2.25 2.61 2.73
FRTVEG 0.41 {0.00) 1.71 1.96 203
OTHAG 2.46 (0.00) 257 3.36 3.51
FOOD 214 {0.00) 5.00 5.86 6.14
LMFG 127 000 3.47 4.16 +.35

OIL 0.89 0.00 3.96 4.89 SEZ 2l

INT 0.56 0.00 725 8.80 924 |

ChUR 0.8 0.00 3.20 4.64 508 <
KGOOon 1.61 0.00 5.86 7-34 789

sve 2.30 0.00 1.22 1.38 143
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TABLE 11: Sectoral Exports by Destination for Dynamic Externality Scengy; -
(in billion US$ and percent change from base)

Scen 1 Scen 2 Scen 3 5@4\ 2y
Us BRAZIL US BRAZIL us BRAZIL Us BRAZIL
us e o]
CORN 0,096 20,0% 50,0% 5000
AGPROG 0.0% -100,0% 0.0% | oo
FRTVEG 0.0% 0,0% 0.0% O‘W
[OTHAG 0.0% 0.0% 11,1% 20,0%
FOOoD 0,0% 9.1% 28,6% 28,6%
e 0.0% 6,4% 26,7% 26.7%
OIL 0,0% 20,0% 42,9% 42.9%
INT 0.0% 1.9% 13.9% 13.9% |
CDUR 0.0'% 12,5% 41,7% 41,7%
KGOOD 0,04 1,6% 10,6% 10,6%
TOTAL -0,2% 2,9% 15,5% 15,7%
BRAZIL
CORN
AGIROG 0.0% 0,0% 11,9% 11,9%
FRTVEG 0,0% 0,0% 9,1% 9,1%
OTHAG -5 0% 0,0% 0,0% 0,0%
FLC\)lflJlG) g:}‘: 0‘0')? 13 4% 13,4%
) 0% 0,0% 14.7% 14,7%
OIL 0.0% 0.0% - T
= T o‘o-x 1.8% 1,8%
o ; o‘o' ] 1,8% 1,8%
D o o‘o'}: 5,0% 5.0%
(oA i 0‘09{: 6,0% 6,0% »
) 9,2% 9,14%
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- data st has nonetheless two key advantages, Fir
1 Their daf? ‘ :
Thﬁ..“crcqul impacts of NAFTA and MERCOSUR, By
L;l] 2 1995 data sct which largely reflects the new trad
‘. data set includcs information related to various factors »
s, Scconh thwf( ‘“‘ way decomposition of labor: rural, urban skilled g
a four-wa) their paper makes litte use of ¢,
ta. cven though impacts on labor markets have proven to b,
Hlet .
: ics in past trade accor ds.

recent GTAP dara set.
they are ablc 0 asscss the (
largc this is not possible W1
regin

i bly
roduction, notabl) RN
Emkillcd and white collar. Regrettably,

» )

additional labor data, cven ®
one of the most contentious ISt . ‘

Another key difference in modcl. sPcaﬁcanon concerns 1111P|CI“C“F““0l1 of the

) cification for detcrmining mport dc;:mand. Mos-t mgdcls use some
Anvlngfolsspfcuzctiom for implementing the Armington specification. Robinsop
:\rsn::r::mfi that the CES functional form has §evcml dcﬁc%(:ncics.12 Most notably, he
and hfs co-authors state that the CES funcuo'nal form. 1s not able tgcapturc the
growth in world trade relative to the growth in world income. Em.pn'lcally > world
trade has been growing at a rate significantly greater than world income, i.e. the
trade elasticity with respect to income is greater than 1. Since CES functional forms
implicitly have an income clasticity of 1, this specification is unable to capture the
observed trade clasticity. The only direct mechanism for trade to grow at a brisker
pace than income is through price cffects and they deem these terms-of-trade
cffects to be overstated. The second criticism is that in multi-regional models, the
substitution clasticity across any pair of trading partners is uniform. For example,
the substitution elasticity in the US between Swedish and German automobiles
would be the same as the substitution elasticity between German and Japancse
cars. While this example may not appear to be far-fetched, it would be easy to
construc other examples where this assumption would undoubtedly be false.'

To remedy these two deficiencies with
specification, Hinojosa and Robinson
ldeal Demand System (AIps),
consumer demand by

the ubiquitously cmployed CES
implement a version of the so-called Almost
first described in the context of household

Deaton and Muellbauer.™ The AIps implementation of the
—_—

—_—
" GTAP stands for the Glohal T,
web site: hup://\\-w\\'.agccon,purduc.cdwgnp/

Sce Robinson, She
; » Slcman, Meredith ) .
Functions, Trade Volumes, andl T::]lsx.coand Si

D¢p1nmc )

. nt of A“"CU[{]
5 iral and R .

January. 'd Resource E

rode Amiysis Program. More information is available ar the GTAP

# Silvia Weyerbrock (1992), “Import Dcmnn:l
f1fﬁqc Effects in Multi-country Trade Mod.cls s
conomics, Univcrsiry of California ar Berkeley, #4e0,

(=
Note thar the yse

. of nested Ces g
s S st : o
;\I'ts:c:lgs' Sec for example Perrop; C:!cr:‘::s dc?ln casily fix the problem of uniform substitutio?
¢d CES Funcrjons” F, : n i
ES Funcrions s Envopean Economic Rpy 1\0:11a;9Rurhcrfurd (1995), “Regular Flexibihity of
' ¥-39,n.2, pp. 335-43.

Hull)
BYs and John A ’
oy .
: i . ¢
Economics ang Consumer Behavior”, Cambridg

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

Armington assumption allows for both income effects 4
substitution effects.'s However, the Arps specification
functional forms (similar for cxample to translog functions). One problem witt
flexible functional forms is that they tend to have poor globai propcﬁtics in:: ‘t‘l/m
arc only (approximately) good near the point of calibration (or cstimatio,n). '31:2:’
trade reform simulations typically tend to imply large shocks, it is possible tl-lat the
derived trade shares from the AIDS specification could lead ,to shares be
negative or greater than 1, even if their sum, by construction, sums to 1.

nd a wider range of cross-
15 in the class of flexible

ing either

What remains unknown in the Hinojosa/Robinson paper is to what extent the
AIDS specification of the Armington assumption makes 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-related income
clasticitics at the regional and sectoral level. The same is true for cross-substitution
clasticitics. If this is true, i.c. if the model is calibrated using unitary income
clasticitics and uniform cross-substitution elasticities, docs the AIDS specification
make a difference?

On a more fundamental level, T question the use of the AIDS specification from
a theorctical perspective. Although there is no doubt that a simple CES-based
Armington structurce is unlikely to capturc the empirical regularity that the trade
clasticity is greater than 1, there are other ways to capture this phenomenon
without resorting to AIDS. First, I suspect that most of us AGE modelers are still
using simple houschold consumer demand functions, which in and of themselves
arc unable to capture certain empirical regularitics. Many modclers are sull using
Cobb-Douglas functions, and even the slightly morc sophisticated lincar
expenditure system (LES) has many deficiencics. An improvement in the way
houschold demand is modeled would most likely already alleviate some of the
problems with the CES trade specification. I also doubt that income is the most
important explanatory variable in the observed increase in trade. Lowering of tariff
barriers and a dramatic drop in the cost of intcrnational transportation are
important “pricc” related factors affecting trade. Another important factor, one
which may be harder to capture in an analytical framework duc to a lack of
empirical obscrvations, is that increasing trade probably generates a further EuSh
to increase trade, somewhat similar to a learning by doing argument. Over timc,
traders build up their neoworks, improve their knowledge of oveisea n)nrk(?ts,
improve quality and advertising, consuncrs bccom‘c.morc fnmllmr_ \wtl? fon:cxgn
products, ctc. One way to handle this with a traditional CES specification 1s to

* ome clasticities, using the trade shares as weights, must

Note, nonctheless, that the weighted inc

; 3 g i irions.
sum to 1 across trading partners, as part of the regularity conditi
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import pcnctmtion paramcter 2 function of time, lmkmg it Pcl‘haps o
make the 1m

the growth of Import penetration. . o
: from the AIDS specification for th.c Alm-mgto.n runction, the othg,
‘al‘t l .i;diffcrcntintcs the Hinojosa/Robinson fl om tmdlt.lonal A.GE eXercises
clement w “L‘ - otion of pl'OdLlC[i\’ity- They argue (]UStlﬁnbly in my jud gemcnt)
is the Cndogm]'bthms from trade reforms arc much greater than the starjc gnius?
I’?rﬁ:d[::c?a):c]:n;olgucdvity increascs are only onc of tlhc. c;yn:m.lic mCCh.anisms
which would augment the static gains frox}l trftdc. Other actors could inclyde
greater forcign direct investment, a reduction in 'thc.cost 'of investment '(fl'Om
lower prices for imported capiml‘ gqods), and an increase in do.mcstlc saving, |
would surmise that the productivity 1ncreases might be the most important 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 trade
enhances productivity growth still requires more empirical investigation. Their
mode! incorporates three explicit mechanisms, two at a sectoral level, and the third
at an aggregate level. At the sectoral level they link sectoral productivity to two
factors: the growth of sectoral exports and the level of import penctration of
intermediate and capital goods. In the case of the latter factor, the import
penctration of intermediate and capital goods is determined at the national level,

and the sectoral productivity factor is adjusted by the degree of intermediate
consumption in the respective sector.'® The third factor, w
aggregate level, links the growth of the agg
aggrezate exports. All of these assum
nevitably are scif-reinforcing

hich operates at the
regate capital stock to the growth in
ptions have some justification, however, they

trade balance, growth in 4 Ll gi"cr_l v o o e e by o
T gr(,)“’th % 1(mmf’;grc‘gntc exports will more or Jess be matched b)r. an
By g ['héaf-:’rrb?tc' imports. In other words, there appears to be triple
: *ACEOIS 15 essentially
the growth in 2ggregate exports,
the aggregare result, whic
regardless of the growth

, linked to the same aggregate variable,
bl There will be differential impacts by sector, but
ey essentjally £ .
- ially focus on, will be more or less the sam¢
mechanism,

Sherman has |

cctured mar K -
trade amalysis /7 v ;3’) tmes on the search for large numbers in applied
Static neo-class; h )

T - classics i i
—_— assical AGE model with pcxfcctl)

% OIr understood the:
thi Shi

related pr odum“["'lr dc.scnpnnn of

capital goods.

irtually

the specificar:
2 ) ) :
P rcation, they actually link the level of the import

al .
"Mports, not the growth of intermediatc and

(1998), “Trade Liberalization

: arge " ’

lationg| Agricultyyg) Trnde iﬁ Numbers » Paper presented ar the Annual
oseqreh Comortinm (l'\TRC)‘ Saint PC(CI'Sbl"'g:
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compcﬁtm\'c markets finds large welfare gains (or losses) from trade reform. The
following table compares the results from the two AGE simulations of the Frec
Trade Arca of the Americas (FTAA) proposal presented at the Brasilia conference:

TABLE 1: Percentage Change in Real GDP

Hinojosa/Robinson van der Mensbrugghe/Guerrero
Static Dynamic
Full Incremental Full Incremental
Argentina 0.1 0.0 4.3 1.4 0.1
Brazil 0.1 0.0 7.0 25 0.2
Mexico 0.2 0.0 5.1 0.4 0.1
[United States | 0.0 0.0 0.0 0.0 0.0

Source: Hinojosa/Robinson Tables 6a and 6b, van der Mensbrugghe/Guerrero Table 9.

The Hinojosa/Robinson results are presented in four columns. There are two
columns cach for their static and dynamic results (the latter includes induced
productivity changes). The “full” column represents the impact of total free trade
in the Americas, starting from the initial situation, i.e. before implementation 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 two papers arc not directly comparable because the van der
Mensbrugghe/Guerrero impacts include some dynamic clements linked to the
recursive dynamic nature of their modecl.!® Nonctheless, the static resules:of
Hinojosa/Robinson are on thc same order of magnitude as the van der
Mensbrugghe/Guerrcro results. In both sets of results, the impact of the FTAA, at
an aggregate level, 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 mcasurable gain from the FTAA at the aggregate level. The dynamic gains are
certainly more impressive. But measured in incremental terms, it is clear that the
already consummated frec tradc areas have provided more of a boost than the
proposed FTAA.

In the literature, beyond the trade-rclated productivity increascs, other sources
of “large” numbers have come from two additional dynamic clcmf:nts, namely
foreign dircct investment, and higher domestic saving. The smt.ic gains l‘mvc also
proven to be much larger when models incorporate market imperfections, for
example fixed pricces, rigid factor markets, increasing returns to scale, and/or some

¢ be directly comparable. Among these reasons
d (perhaps) a different definition of

13
There are other reasons why the results may no

include a different base year, different initial tarifl levels, an
real GDP.
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wg. All may certainly be considered factors which coulq

ronopolistic pricir y cereRinly be
e from regional integration.

influence the overall impact

While scarching for large numbers is a worthy ecnough endeavor, there js More
i} o

thar can be deduced from the more traditional modcls. thn{] th.cy ar? given credj
for. After all, the key reason to usc AQE models at all ls.l f01f sltxl uctl'u e. And Vf’hm
the negotiators and politicians negotiate and dcba.tc the fina .agLCCITIC[]ES’ it al]
boils down 1 who wins and who loses-at the sec.toml and/or firm level, as wel| s
at an institutional level (workers, farmers, the environment, .ctc.). Un fortul‘mtc]y, it
is not always casy to dissntangle the impacts at a more detailed level, and it is g,
casy to get lost in the forest of computer output.

The Hinojosa/Robinson paper is a commendable start to the debate concerning
the implementation of broader free trade arcas in the Americas. Similar to the
NAFTA debate, this debate will require much more analysis, for example at the
sectoral and institutional level. Further rescarch will require a more up-to-date
base year data set, a more comprehensive and recent set of trade policy measures
(including the ongoing Uruguay Round-related reforms), and a broader
sectors in order to focus on some of the scnsitive arcas (for example iron and steel,
auro and auto parts, etc.). It may also require more country-focused and scctor-

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 1o focus on some of the other specification issues rel

) ated to achieving “large”
numbers, particularly market structure and foreign direcr invesment.

range of
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comments by Renato Galvao Fléres

I have three kinds of observations

Robinson’s paper. Following good cconome
the general to the specific ones.

1'c‘g:1rding the Hinojosa-Ojeda  and
tric practice, I shall present them from

My first comment relates to the centr: ; -

Thou)gh the authors may have faitllfufl(}:,l]stlt:cl—qltlcsnon fhe paper trics [0 answer,

20 ; : . k to the agenda they received by the
organizers of this mecting, T would like to point our that, in my opinion, the paper
.do.c.s not adc!rcss the fundamental qucst.iou poscd to MERCOSUR by the FTAA
mltmtl\{c. MhRC(?SUR nlow faces nwo important challenges in its path: the
deepening of the integration, to gradually evolve from the globally successful trade
union to a common region in the spirit of the European Union’s 1992 project,
and to cnlarge its membership, consolidating Chile and Bolivia as full partners and
cxpanding towards strategic parmerships with the Andean pact, notably Peru, and
Venezucla. The FTAA triggers another kind of movement, heavily northwards, and
not only slows down the previous oncs, but also diverts attention from other
eastwards alliances, in particular the onc outlined in the Framework Agreement
signed between MERCOSUR and the EU in December 1995. Morcover, as any
orthodox free-trader would remind us, all these options should always be
contrasted with a neutral deepening of the multilateral stance.

Given that Brazil, as any other South American country, docs not have the
human resources to simultancously negotiate in all the above fronts, this poses a
scrious problem of choice, in which AGE simulations can greatly contribute to
identify the most rewarding fronts. It is the contrast of these different outcomes
that I would like to sce in a paper with the titie as above; however, the authors
investigate only two possibilitics — free trade between Brazil and the US, and the
FTAA — within a rather debatable regionalization of the world (see below). In this
vein, statements like “the results indicate that for both the US and Brazil, there is
essentially no strategic substitute to a commitment to lcad the effort of
hemispheric liberalization” or “countries throughout the region must resolve the
prisoners dilemma... that lcaves the region worsc ofP’ might have some logic in the
limited context of their scenarios, but frame the answer to the questions raised by

the FTAA in a fairly distorted perspective.

My sccond point refers to the building up of the modcl itsc]f..I start w1th.thc
regions. It strikes me somewhat that, in modcl to analyse American integration,
Ecuador is singled out while Central America, an arca at lcast F‘o.ur rimes bigget in
terms of population, and three in GDP, and of a different political -:u?d cccfnolgi
identity, does not appear. Also, why then confine Uruguay and Pmagua)‘ I—
other MERCOSUR members which, together, have about thc same wcight as
Ecuador - to the rest of the world (RoW)? This big attic includes the 15 members
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partner to Latin-American Countrieg

! ] i \ t
& i b \’Crv lmpOl tan :

that, even in an Us-Brazil analysis, should no ! i ' N
¢ to those used in a series of papers by Hinojogy.
ugh curiously cnoggh the .work closest to the
1995), is not cited. Th.ls means that it g .

i fer perfect competition. It is well known .dmt‘ in free trasic areas of
statlc_fgcu 1;:1;2 az;ry_of the FTAA, the key factor changing trade flows is the scqle
Z}:S)::jligtcfflcg, a phenomenon which. ncc'ds to Pc modelled Lu'ldCI' .iJn}.)crcht
competition. Morcover, a crucial aiea \‘\’th]} lies bc!nnd the cc'ono‘mlc Ob]CCtl\'CS-Of
the " main proponent of the FTAA IS 'scmccs, where  In SC.CtOrs m.{c
rclecommunications it controls clear and considerable advantag'csf. I claim that, in
view of this, to analyse the FTAA using a static, pcxfect compc'uuon, .onc (pooled)
services sector age model like the one in the paper, pulls .down, m. relative terms, the
Us gains while pushing up those of countries like Argentina, Brazil and Mexico.

The model is extremely simil
Ojeda, Lewis and Robinson, tho :
present one, Hinojosa-Ojeda et al. {

The model has a “dynamic version” based on three trade-productivity linkages.
They are clasticities linking: a) higher intermediate and capital goods imports to
higher sectoral 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 main reason is that it is a too simplistic way of giving a “dynamic
varnish” to an essentially static structure. It is something like the proxy of a proxy of
the reduced form of a true dynamic model. Morcover, the values used for the
clnstici[i‘cs are completely subjective, their calibration being usually arguable. It is
easy to 1.maginc that suitable arrangement of these three parameters can inflate the
results N nlm'ost Iwhntc.\'er desired direction. Indeed, taking advantage of the
:::}u’]ots“f(::c:::c:tlat‘i‘l[‘iirrl;)’(;nﬂ g;ncs a; Tables 62 and 6b N the fom?cr presenting
it THe e vaelor gi;'cs é DCP atter for-.thc dynamic one - illustrates this
(scenario 2) of 0.1 S Oglalms \.\-nh the formfltlon of MERC‘OSUR
Argentina. This is reasonable in g st t f.P £ SR Ish ccnw?ly, for Bl S
consistently with the valyes a0¢ framework and, for instance, comparcs

of 1.1 g . i 2
(1997) under imperfect compcﬂﬁoicrhc/lc(l)]t el gl
Table 6b, two things hanpe :

n. The
and 26 for Argentina, givi
Secondly, the relajve d:
better than Argenti

Moving to the corresponding column in
e gocr;t il; tlmthDP results jump 44 times .for Brn'/;il
¢ dircction of he a0 .thc- range of the “clnsticitlc‘s—push ;
N not only i tcrmg:m; 2 m‘fcrfcd, with Brazil faring nm\t
5. We all know that dv N ,GDP Increase, but also in thosc for
Y )_““mlt? calculations can fead to quite large
, even ided in the paper I have difficulties, in
il true dynamic context, duly allowng

» 1S not at all clear that, with the
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creation of MERCOSUR, Brazil would - in GDP, exports and imports — accrue

higher than Argentinean increases displayed. I am afraid these iss

] ; ucs put in check
all the results related to the dynamic scenarios. P

In order to scriously consider all tables related to the “dynamic externalities”
version, I would need that: a) the values used for the elasticities be clearly s‘hown
by region and sector, in a separate table; b) an explanation on how these valuc;
were chosen be given; c) a sensitivity analysis of the effects of reasonable 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 competitive. ‘

A final remark on the references. The papers by Chichilnisky (1992), Devarajan
ct al. (1990) and Gunter (1993) are cited but do not figure in the references.
Typos and omissions like these arc normal in a preliminary version and I would
not mention them but from the fact that they are already four years old: they are
also present in Hinojosa-Ojeda et al. (1995).
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OF THE FREE TRADE AREA OF THE AMERICAS

E IMPACT
o vd Andréia Parente

Alexandre Carvalho a1

1. Introduction ) ‘ o
OME GOOD RESULTS obtained in the GATT NegotiALIONs towards the
MEG P I
I ) S £ non-tariff barricrs, the agrecments for multilateral liberalizatioy,
fegiicrion o he second half of the cightics, most countries

y " e
; ey modest scope. Since ! :
had a relatively P heir trade in order to ensure growth iy

beean to search for new ways 0 increase t
ﬂlEir £CONOMIES.

Following regional cconomic integration trends, p[CfCl"C{l-tial trade agreements
began to flourish throughout the world. In the Amcuc:.m continent, a-ftel.
successful experiences with MERCOSUR an.d NAFTA, lcaders of 34 American
countries are, since 1994, pursuing the establishment of an FTAA (Free Trade Area
of the Americas). Taking into account the achievements to date, the diverging
negotiation prioritics and different preferred timing on the part of member
countrics, it would seem that such an agreement is not likely to be established
soon and that its consequences require a more careful analysis.

In such context of hemispheric 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.

Thc paper 1s structured in five sections, including this introduction. The second
i}ci“o_“ will succindly present theorical aspects of methodologies designed to gauge
mcth;Pm YOf dn?glonal trade agreements. Scction 3 presents the sclected

tiodelogy and the model adopted. Section 4 presents a brief description of the

FTAAY iati '
ficgotation process as well as the relevant current trade flows. Section 5
presents simularions of

results of hemispheric inteerar; ernative
scenafiio p ntegration based on alternatl

2. Trade Integration Theory'®

At the time
of Uruguav R”lmc‘. o :
believed that the \\’OI‘]d’SI:COl]On.' hegotiations in the carly nincties, it was

Y would reach 4 stage where the multilateral trade

——————
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. 4 several papers focusing on tr;.,dc‘issuesp in' i1.1tcm.:1tiona] CCOnomy
To this end, S¢¥ o anproach, aimed at indicating, ex ante, the effects resultiy

dcvclopcd a Q\Odc‘fl‘; lFfltcrﬂﬂﬁ"cs among the countrics. The general cquilibriyy,
from various inecgl altlo “;)st 1 dequate technical instrument for this kind of amalysig
modc.l scems to be t]'climitafions and simplifications, mainly duc to the CXCCSSiVC‘
in spitc ?F by Jlso the adoption of unplausible hypotheses.® This king of
aggregation k\'ﬁl‘,as, Juation, in addition to the cffects of trade liberalization on
mml}wdnll;;\‘i,:hztlz\dt ;:rCnti‘Oll and diversion), of the expected cffects op the
g;d‘:;tﬁc gtructu1"c, employment, well as changes in welfare and of req

income.

Nevertheless, another methodology, somewhat simPliﬁcq, al'lows us to gauge
the impact from a free trade agrcement. ‘Rcscarch in this line, using partial
equilibrium modcls, is based in the theoretical assumption that, duc to .thc fice
trade arca, the climination of tarifts shall increase wade and therefore improve
welfare of the member to such an agreement. Using this kind of modecl, the
analysis can be much more detailed in terms of sectors included.

According to the models’ assumptions, once a bilateral trade agrecement
berween countries A and B is implemented, climinating existing custom tariffs, the
price of a good produced in A and imported by B will become lower. This means
that country B will lose the tariff revenue previously collected but this will be
compensated by lower prices for consumers. Consumer gains arc higher than tariff
revenue losses and there is net gain. This gain corresponds to trade creation.

Analysis should not be restricted to the impact of the frce trade arca on imports
of member countrics. Since the tariff on imports from other sources will remain

the Is:xmc, there are distortions which will result in the Joss of markets by other

world exporters. A i : i i ]

s p . pr.cnfcrcntml trade agreement results in cheaper imports from
mber - cconomies if contrasted

O Wmports from non-member cconomics.

member economies contracts. Tariff revenue will fall

due to this contraction :
ORntraction in consumpt; -

o ¢ ption of goods fro e tradc arca.
There is a Joss resulting from ¢ B rom outside the tr

1 & . ‘ 5
Supplie 1 s i the substitution of supplicrs cven if the mntra-FTA
supplicrs which wif rc]su]t]iann'[hC supplicr outside the FTA. This substitution of
e Increased ¢y is tr
diversion, creased exports to other FTA members and is tradc

Demand for goods from nop-

So A trade integration
depending on how
The benefits w

trade diversion,

process
the trade is affee

ill be bigger, bigger

-:m have different real effects on trade,
B o ot

% DY processes of trade creation or diversion-
15 the difference between trade creation and

_\

For further informagj
ation, see references o
> quored by Pereirg (1
1(1997).
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refers to goods

j - rcfersto jmporting country
k - rcfersto cxporting country
4 - leteer indicating variation
Obs:

Piik - priccofgood i in country j bought from country k
ik - . |

Pikj - pricc of good i supplicd by country k to country )
Mijk - import of good i by country j, from country k
Xijk - export of good i from country k to country j

The basic model uses the demand function in country j of good 1, Produccd by
country k, and also the supply function of country k, and the supply in country k
of good i imported by country J:

Mijk = F( Yj, ijj, Pijk ) (0

Xijk = F( ik} ) 2)

and, obviously,

Mijk = Xikj (3)

Recognizing that the price of good i in country j will correspond to the price
reccived by the exporter in country k, plus dutics, costs of transportation,
insurance and other non-tariff costs {synthesized in an ad valorem tijk cquwalcnt),
we have:

Pijk =Pikj. (1 + tijk)

(4)
So, exporter k revenuc is given by:
Rikj =Xikj. Pikj (5)

After full differentiation and using the definitions of supply and demand
clasricity, the follo;vmg Cxpressions are obtained for, respectively, price variation
and trade creation;

—_—
Al i

1¢ expressions for trade creation and ¢
mulrmhcd by prices to obtain values. Oby
creanon and diversion of trade can be

Quanities. It is intended iy future
Wi

i . . e
rade diversion provide quantitics. These must b
tously, if export elasticitics are infinite, the formulac fo
used including  dircerly monetary values rather than

. > APCTS to take : sinies. This
il require caleutations 1 nwo s ke into accouny estimates of export wiasticiuies. :

L Sieps: one t ; ] to
determine impact in monetary terms P © determine quantity impacts and the other
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‘ous cquation, p and A rcfer to the values of the variableg after o, q
In the prevt

+de liberalization, respectively. |

e mdr“”d” Taplr expansion 1o function [(PBYPGEOL/(PHK/Pijicy e,

Applyng 8% PilOA, and adding the assumption that the gains derived AN

nround.pmn.t (Pl]':/l b)‘ s)h“‘“'d among the parmers according to the market sharcg

- d'“.cilc(:gr‘c\ ihc trade agreement, the usual formula provided by the lterag
ing 4

revail ade ag! :
; ade deviation 1S found:

for modcling tr
MiK SMijk.. EMijK.Es. A(Pijk/PiK) / (Pijk/PijK)
TDik = —\fk “IMiK + DMK + IMiK. Es.A(Pijk/PijK) / (Pijk/pijKy  (12)

The use of cquation (12) has the disad\rm_]mgc of the necc.i to produce ap
estimate for substitution clasticity Es,* which is not the case with equation (9).
On the other hand, the latter requires figures for the M,/V cocfficient for each
product (or group of products) considered in the simulations. Pomfiet (1986)
criticizes the use of the equation proposed by Baldwin and Murray, arguing that
they implicidy assume the Es = Em=(1 + (M/V) ratio. For a low penctration
coefficient (M/V), Es is a good approximation of Em, that is, the substitution
clasticity is approximately the same as the import elasticity, regardless of the
countrics that are partners or non-partners. Morcover, the Baldwin and Murray

formula usually provides much lower figures for TD in relation to TC, which can
gencrate negatively biased estimatcs.

The sn_mulations mentioned in this paper were carricd out using equation (12)
and cons‘ldcrmg a substitution clasticity of - 1.5, Additionally, a sensitivity analysis
‘[::cs cam;d out (sce tables in the appendix) adopting ES = -1.10 and Es = -2.0,

ause d; i i i ‘ |
St g F‘m ;o r cocfficient My/V' were not available, particularly for the United

aws. Fo i g s i |
e & ralh variows papers (Morcira, 1996); (Haguenaver), provide
are, 1 s icl
e A\Hc;\o‘fc:é.c P\;/T. cocflicient that may be considered approximationsﬂ for

JV. T, preliminary estimare

e p 'y estmares for TD, based on these figures and on
» Were much lower than those calcul . 12), w8

i g calculated through equation (12), 2

s criticism made by Pomfret.

Regarding  the degree of g

advises us to work inj

S3ggregation of the simulations, Cline (1978)
in the final stages. H

tially with hiohle 4

c C!l‘;;ucs r: nighly d‘sﬂggl'cgatcd sectors, consolidating results
2UeS that a4 pre-aoorenart : :

formulas for the CICation of trag Pre-aggregation of tariffs, before applying the

de 16 o 1
OPportunitics and trade deviation, would g1V

ments of 4
rehable and are seld Cconometric models
The quality of thes '
from the FIAA in the ropy 1o oS Wil

he . d(]\cnd o N o Wi 'S
ol imporys of Braz " the paticipation, for each product, of 1mpo*
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f0 estimate substirution elasticities are Ot very


ijL.SMijK.Es
elasticic.es

risc to a certain bias in the quantification, even
reductions.”® In addition, the computer costs
disaggregated data are irrclevant.

i the casc of lincar tariff
nvolved in working with

For Brazilian 1mp.01ts, 'th‘c s.l.mulatxons were %‘arricd out using a disaggregation
of the Nomenclatura Brasileira de Mercadorias. The data for imports were
extracted from the databasc of the Ministry of Finance. The tariffs by Product for
Brazil were provided by ECLA-Brasilia and correspond to an average ﬁ'c[:m Janua
till September 1996.% For the remaining FTAA member countrics. the main ;ou;z
is the TRAINS CD-ROM issucd in October 1997, which cont;ins part of the
UNCTAD databasc. In this case, the simulations were carried out with the six-dieit
disaggregation of the so-called harmonized system.*® In general, all tTm
information refers to the year of 1996.

In this paper, only tariff reductions were taken into account, that is, non-tariff
barriers were disrcgarded. This can obviously lead to an oversimplification,
considering the importance of non-tariff barriers, particularly in the trade relations
between Brazil and the United States.®' The removal of these obstacles can lead to
a significant increase in trade values. However, defining ad valorem equivalents for
non-tariff barriers is a difficult task that was not contemplated in this paper. In
different exercises for simulating foreign trade policics, the authors use previously
calculated ad valorem cquivalents, even though they are somewhat outdated. The
option for not including non-tariff’ barriers in the simularions was bascd on the
fact that the available quantifications dated back to the carly 1990s. Because of
changes in the protectionist practices brought abour by the Uruguay Round (sce
Low and Yeats, 1995), such ad valorem equivalents arc probably biased.*?

4. The Trade Integration of the Americas

4.1 Background and Development of the FTAA

From a trade perspective, favorable conditions prevailing after the Second
World War constituted the starting point for globalization. Shortly afterwards, the
idea of a world economy emcrged for the first time. Concurrently, many

Same percentage reduction for all tariff lines.
Sce Baumann (1997).

The results for trade creation and trade di
harmonized system (see appendix). Obviously,
results may be presented with alternative types of

Sec Carvatho et alii (1998*) and Fonscca and Carval

ggrcgmcd by section of the

version were then agg
with the use of an appropratc rranslator, the

nggrcg:\rion.
ho (1997).

i i or - barricrs, following the
In future papers, there are plns to include cstimates for non tanif » g

methodologies proposed by Laird & Yeats (1990).
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i i erica, creatine
the Montevidco Treaty was Slgnc.d g > CTeAtng the
Within this contcxt,Tld Association (ALALC). This agreement, which Wwas
; - ce Trade < . 5 ay, Peru ;
Lﬂt“"Amc“"an.lFXl entina. Chile, Uruguay, Mexico, Pam%ug,fl cml and, lcriitcr
- d by Brazi o a, - provide or the grady;
signed b B'l' ’Ool;mbi‘t Venezuela and Ecuador, p ; : beft g -11
on, by Bolivia, ',ﬂ's the unification of the tariff regime before thirg
imination of import Earitis, . ade icic agreement j
ehmmnondotl foordimtion of national trade policics. Tcl;c Bree g
ics, ana the ) . - cloped countrics.
B d the adoption of a concession system for less develop
1C ¢
proposc

Iv limited objectives were achicved under the Montewc}c.o Treaty,
wever, only \ ; . | L
?Tﬂxrlv c)luc to the very scope of the purposcs contcmplntciJ Fo 5 ,
Articull — N | -
plqtrh ch :Jlttt‘mprs were made to adapt the rules, the final result was to ’ aken
althoug - ies. On that same occasion, the Cartagena
blications for member countrics. On g
e i hich the Andcan Group, madc up of Pery,
agreement was signed, under which the 1 . of Fer
. i 1 ;, Bolivia and Venezuela was established within the
Colombia, Chile, Ecuador, Bolivia a

ALALC. Like the ALALC, the Andean Pact was not successful in reaching its
expected results.

Still in the 1960s, many other cconomic integration agreements were 51gnc.d in
Latin America and the Caribbean. In December 1960, the Central Am(_:ru.:an
Common Market was cstablished, and the Caribbean Free Trade Association
(CARTFTA) and the East Caribbcan Common Market (Mcco), which la.tcr on
became the Caribbean Community (CARICOM), were created in 1968. This was,
therefore, one of the most dynamic periods in terms of attempts to promotc a
regional integration system,

The new Montevideo Treaty, which was signed in 1980, replaced the ALALC
with the Latin-American Inte

gration Association (ALADI) and contemplated more

realistic and flexible rargets. The agreement focused on harmonizing previous

initiatives with bilatera] agreements using the existing administrative framework.

Anothq favorable aspect was the idea to promote the integration based on

concessions Testricted 10 differen; scctors and  then move on to mOrC
comprehensjve agreements,

In March 1991, B

razil, Argenting. U -
Treaty and estapligh, = o, Wreguay

] 10N
and Paragua)’ sxgncd the Asunc
ed the South Common M
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agreement . ; S k
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kets, which would only be addressed iy, the

jve mar

respective M .

tlrxct I};ralil the negotiations should not be carried oy in
ng 1o R

hin a global context where countrics would be fice to a¢,
un Y

in terms of acccss 10
third stage. According
modules, but rather Wit
individually or in blocs.
mdmduailp) f)x uln de by the MERCOSUR scem 0 h?vc Pfofluccd at least parti]
e f vice-ministers in Belo Horizonte, it was agreed that the
oy Atl(;hc :‘\C:: l:ft}? other existing integration arrangements. As a result, the
?r:;g:csctgjndcnocl;icvcmcnns of the MERCOSUR would be protected.

In parallel to these developments, the non-approval Off l;hc ﬁ‘;t'“"mk'by the us
government in November 1997 rchCde HICIPORECAT N o TeBotators and
:uat,zcsrcd that the hemispheric integration process was _coolmg_qff- V_Vlth thC. non-
ap}?oval of the fast track, the US adoptcd_ a more flexible position in relation to
sér.(;ngthcning regional blocs on the contnent :m;l3 at the same ume, b-cg:m to
defend the so-called sccond gencration of reforms. Morcovcr, the cstablishment
of the Free Trade Arca of the Americas lost priority in the US agenda and only
measures to facilitate the trade interchange™ will be taken until 2005, which will
not involve any tariff-related trade agreements. The lack of a practical mechanism
that could contribute to further the integration of the American continent defined
a new path for the negotiations, which began to focus more on issues related to
democracy and human rights.

In general, the pace of the negotiations around the FTAA has becn moderate
since December 1994, Without the fast-track, this pacc 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 that includes the

United States with the competitive 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 hard time the Brazilian negotiators are having to perceive the remarkable
advantages af.FoxdccT by this integration, which the United States government has
zf::{d\rzc,:l:ﬁ with great enthusiasm. According to* Abreu (1997), this fact is
derived f awarencss that such an agreement, particularly because it involves

an cconomy to the forcign competition at a much

the US, would expose the Brazli
higher degr iti 1 ‘
g gree. In addition, the main advantages that Brazil could cnjoy under this

a5 A

At the Santiag i
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- - [ ir el . C
drug traffic, eradicare poverty, and improy l:f" cllorts to strengthen their democracices, fight th
v, ‘¢ educar; conditi

The ranue of g s tcarion and health conditions.
mterpretation, they w
and at standardizing t}

the leaders of the hen
reforms as part of
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1casures has nor been def
ill consist of initiatives aj
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ned, bur according to the Brazilian govcrnmt‘l“

med at reducing red tape in customs procedures
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agreement would be related to access to certain Us mg
juice and textile markets, where the barriers are ot
reduced in the short term.

rkets, such as the orange
likely to be satisfactorily

Opposition to the establishment of the Free Trade Ar
Lowever, comes from both the south and the north portions of the conti
Latin-American countries have been emphas izing the high cost they woulg ?{i:znt.
pay to adjust and open the doors of their markets to the United States Cco;mmto
The United States, in turn, fear the loss of jobs and the risks involved in i}t;
relationship with countrics marked by higher destabilization risks. Nevertheleas
the governments of the countrics of the hemisphere continue to - ou;
ncgotiations to cstablish the FTAA, partly because they believe they will enjoy the
benefits of being able to have access to new markets in the future, furthering the
growth of their cconomics.

ca of the Americas,

As a matter of fact, a swift process to open the doors of the Latin-American
markets to an economy such as that of the US could cause undesirable
displacements and not only for Brazil. On the one hand, it must be recognized that
Brazil experienced 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 the IPEA, the Brazilian industry had
productivity gains of approximalcly 5% a year after opcning up its cconomy. In
addition, thc country is privatizing its infrastructurc and intcrnationalizing its
industrics, facts that contribute to improve its position with regard to the
integration of the continent. Although much remains to be done before the FTAA
begins to be implemented in 2005, with no dcadline to be completed, one should
not overlook the importance of analyzing the likely impacts of this integration.

4.2 Trade-Related Aspects

e more dynamic in the
7, the volume of world
This growth rate, the
ficant if onc considers

The international trade in goods and services has bcecom
last decade. According to a report issucd by the WTO in 199
exports grew by 9.5% in rclation to the previous year.
highest in the last twenty years, becomes cven more signl
that the world product grew by 3%.
1d trade can be attributed to a large extent to

2 J
] s = bo orth and
the dynamic performance of economics 111 the American continent th N

j j «d participation in the
South. According to the above mentioned repoit, record particip -
hese owo regions. Trade within

total volume of the world trade was registered in € ' ol
North America and the exports of Latin-American countrics grew: by =
figures,

This substantial growth in the wor
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1 below shows the trade gl'owth rates ngIStCl‘Cd by region dUl'mg i
clow . g 7 Y region
;fgbffl OSItIVe pcrformmlcc of Latin-Amcrican cconom.xcs is evinced by the
1990s i -F:\port growth ratcs registered 10 the region, which were significan dy
CKPOI’( ana u f : “,Orld

i ~oistered for the rest of the .
higher than those registered fo

TABLE 1: Tofal Trade Growth Rate for Goods by Region (%) - 1990/1997
: L i SO

—
———————“—”"‘_'E;m Import i
——9—0;)7—-——95“7*’(;(,’7 97 90-95 95 9 97
Tewold | o | 900 | 500 | 950 6.50 9.00 5.00 ol
e 700 | 950 | 600 | 1050 | 750 8.00 600_| 1250 |
Latin America 8.00 12.00 —]_]—O_L 1250 11.50 3.00 11.50 2150
Wast Europe 550 | soo | 450 | 800 150 8.00 350 700
a) European Union 5.50 8.50 4.00 8.00 4.50 7.50 2.50 6.50ﬁ1
Transition cconomics 450 17.50 7.50 1100 1.50 17.00 14.50 16.00
Avia 7.50 1000 | 350 11.50 10.50 14.00 5.00 5.50
a) Japan 150 +.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

Source and preparation: WTO
(*) Canada and the United States

The importance of the American continent in the world scenario is clear. If we
take a look at the 30 larger exporting cconomies in the world in 1997, we see that
four American countries are included among them. The United States ranks first,

followed by Canada (7th), Mexico (15th) and Brazil (26th). These four economics
account for approximately 20% of all world exports.

Trade within the continent is also marked by the supremacy of the US
economy, which accounts for over 60% of the trade in the region. Based on an
analysis of the intra-FTAA tradc, one can sce that the NAFTA accounts for over 85%
of its volume. The MERCOSUR accounts for about 7%, followed by the Andean
Pact, whose share is 4.5%. The share of the Caribbean Common Market and the

Central-American C9Iﬂmon Market in this trade is less than 1%. Tables 2 and 3
show how the trade is divided within the FTAA.

J16 o i o
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ra-ALCA Exports (in US$ million)

iti f Int -
- Composition 0 PR =
TABLE3 _p_’_________ w3193 Eele
pliviny S o 19921
1990-1991 (%) i
e —— -1 —
a 1 . -
NAFTA o | Twaes 1875 | 178786580 19.35 | 201,633.00 1885
= 127.296 00 A8 e — Tl —
Canaa _-——W_T 1046550 61.22 | 54868500 59.3 24.528,00 | 58ag
Wt S A ————oim | 658 | o0 725 | 9599100 =
Mo ___:’.-Sw 50 4
RCOSUR 1 L ;
MERC s e e | 126760 IR0 198 23.K11.00 223
o o | | saesm aw | 4503200 187 | 4776200 146
- 3151700 . —
Rrwil R 9100 0w R68.00 0.09 219.00 009
— S48 ! |
—— oE | emm | 022 | 200950 022 | 239700 027
Trogay 164940 .25 :
Andean Pact
e 887.50 013 719.00 .10 1,066.50 0.12 1,137.00 on
" 5
5 9,302 50 1.01 10,572.00
Codombia 6599.00 105 701650 094 z 19
T 278300 042 293550 040 4.063.50 0.4 4.89%0.00 046
o {9
= D 049 34950 047 5,065.00 055 5 .897.00 058
Veneah 16,3260 246 1443550 17,2730 1.87 20,787.00
Canbbeu Convnans
Mada
Tahanw 22950 003 002 179.50 0.02 192,00 0.02
Rurhoks 2070 a0z 002 2104 0.02 235.00 0.02
i 10350 002 117.50 0.0 13540 0.01 15400 001
Guyana 24950 004 36250 005 45300 0.05 546,40 0.05
French Garana 7430 0 9700 0.01 152.50 0.02 101.0x) 0.0
Jamaicy 1.084.00 0.16 108,50 015 1,303.00 0.14 1.360.00 013
S Vaneand the
Grenadmes 75,00 i 680 001 4650 0.0 46,00 0.00
Trnidland Tohago[ 1,851 50 028 174050 023 2,161.00 023 2,500.00 023
Corml-Anrean
Cammn Mart
Cona Ria 15230 191500 0.26 254350 0.28 2.946.00 028
Kl Sahvabor S85.00 u 665.00 any 921.0 0.10 102441 0.10
L L1850 018 131750 018 1.839.00 0.20 203100 0.19
Humdy 3 -
im buras L1130 012 BO8.000 Y5200 010 1,106.00 010
Nragag 5 S =
h-:m;m 30150 003 M5 003 43900 0.05 635.00 0.06
Chike 862750
= S | 130 ] v 129 | 1ameosn )30 15,353.00
Hain 16350 B
T ——— 76,50 a0 96.01 ) 9000 nal
I 29,00 005 -—
ot T ————— | 604,00 no7 625.00 006
Others S50 08 o
Total 3700 | oo ] T A 476,00 0.05 476.00 0.4
G — : 745,648.00 1000 | 923864 . 100.0
Source: Dircetion of trade -‘Nli-\‘licT,l.Tp_ 864.00 100.0 |1,069,744.00

5. Results of the Simulations

The formation of any
until the definition of the
full and unrestrained liberalization of
consolidated after 5 cerrain ‘1
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frec trade arey rey

b ; tires much attention since its origins
G5 Wy to imple

mene it. Pase experience shows that a
T ';ﬂl ct:-'ld; ban:icrs \\:il‘hil:l a region can only D¢
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international conﬂPCtit?OH- Tthc is, therefore, a h
implcmcntipg a trade hbcrahzat[.on agreement. Follo
apcr CO"SIS]CL'S Ses a1F61‘11at1vc scenarios under which the FTAA could b
cstablished.® The simulations for each scenario were made based on an im :
substitution clasticity of — 1.5%. As mentioned before, Ry
analysis was carricd out by applying a model based on assun
2.0% for the said clasticity. The results of this analysis are s}

UEC array of possibilitics for
wing this linc of thought, this

however, a sensitivity
1ptions of -1.0% and ~
10wn in the appendix.

5.1 Full Tariff Liberalization (Scenario I)

Assuming that the FTAA will indced be implemented and considering that it
would imply the direct, complete and immediate elimination of all tariffs applicd
to all products traded on the continent, the model that was adopted indicates that
the Brazilian exports to the Amcerican continent would increase by about 7%, that
is, by US$ 1.5 billion, while imports from the FTAA would grow approximately
18%, or USS$ 4.3 billion. Table 4 shows the difference between what the country
would cxport and import once the FTAA is in place.

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

Increase in Brazilian cxports Increase in Brazihan imports

million USS % miflion USS %
Trade creation 916.61 435 334395 13.64
Trade diversion 550.65 2.64 1,000.19 408
Toral cfTeet 1,473.26 6.99 4,344.14 17.72

Table prepared by the authors

According to the data shown above, one can sce that the impact caused by
trade diversion is much more significant for exports, in terms of the percentage of
the total cffect. The results show that almost 40% of the total increase in. Brazilian
exports are derived from this effect, showing that the increase obscr.\'.cd In cxports
is not, to a large extent, derermined by the compctitiv.cngss of Bmzx!mn pro_ductS,
bue rather by the advantage of being able to trade within the continent without
any tariffs.

. : i vt in tables
Bascd on the data for the different sectors involved, which are shov

: ) X L an hemispheric
contamned in the appendix, one can asscss the impacts of an hemisph

| L i - . In percentage
liberalization on the different productive sectors of the country I ' p/ '\nfd
s sectors (section XIV) wou

terms, the pearl and precious stones and materia ik arletpvatid
benefit most from integration, sincc its exports to the hemisp Lc sh‘o\vs i
increase by approximately 33%. However, analysis bascd on valucs

——

ou -onsider
e ¢ the authors consid
Oy i q show somc alternagives tha

. SI)' these scenarios are onl_\' atrempts to

more realistic hased on the information available so far.
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I rts would increase most arc those of mechanical instrumeng
rhose CX TS WV i . r > X
scctors wh po and cquipment (section XVI) and shocs, hats, umbrellas, ey

i C-lmiric mf_‘;:“":: orts of these rwo groups of products would increase by Usg
(sfcn(m ";lm. 1:3 Ul;S 241.3 million, respectively, sincc they would be the oncs
tzl:a(:‘b\\?c:\lllcliorlja;cﬁt most from the cffect caused b).' both “'l“d({ Cl:Cﬂ_tic-)n and
diversion. Other sccrors that would also answver favorably to t;‘? mregration are
those of metal basc and metal base items (section XV) and of vehicles, aircraft ang

other transportation cquipment (scction XVII), which would grow by USS 198 ¢
million and USS$ 156.0 million, respectively.

On the import side, about 60% of 'fhc total increasc wouid.bc cnuse'd by the
stepped-up purchase of mechanical mstr.luncnt.s and clectric machines @d
equipment sector (scction XVI) and of \’Chl'ClCS‘ aircraft :m(li other transportation
equipment (section XVII). In these cases, imports would increasc by USS 1.99
biltion and USS 595 million, respectively.

The analysis of the decomposition of the trade diversion cffect for Brazilian
imports makes possible part of the impact that an hemispheric integration could
causc on the trade of countrics outside the bloc. Table 5 below shows how trade
deviation cffects would be divided among countries that would be unfavourably
affected in their total exports to Brazil.

TABLE S:Impact of Trade Diversion on Other Trade Partners
(in US§ million)

Exports to Brazil Exports to Brazil Toul decrease in exports
before the ALCA after the ALCA Amount (%)
European Union 13,075.0 12,597.13 477.87 3.65
Japan 27562 2,635.05 121.15 440
Avan Tigers 25773 2,464.82 112.48 +.36 ]
ghlm.l 11288} 1,090.81 37.89 3.36
T: uln 92269 8,976.1 250.80 2.72
o -
| Tou 28,7642 27,764.01 1,000.19 3.48
Table prepared by the authors = - —

The disaggregated dara prov

ided in the rable contained in the statistical

appendix show th; ies i
ngor ! mcch:l::gt flor. all the scts of countries mdicated in the table above, the
wical instruments and cleceric machines and equipment, ctc.

( i()" 4—\, ) 1 IIC one t Jat w 1 CXD( .(: N d Cascs 1 the volu
Scct ] ISt l at o 'l” ‘p I g 1CS CCl

; l . o N 1cnce t] C hl X 1 !
CXPOI te to BI :lle. l ] 18 sector chCOu]“S l ‘ ] ]

exports from the European U fo.r .alm(m 50% of the total decreasc in the

obscrved in the cVPorrS 1:1-0 lI"(m and China and for about 70% of the decrcase

n.]m' a{])m'l aﬂul the so-called Asjan Tigers. It can also be

o nion, the e - - . i

A d e exports of the chemical industry scctor
v o .

¥y and that the sun nvolved represents a decreas¢
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of11% in the exports from the bloc to Brazil. For ¢

hina, the drop ;
: s » the drop in the ey
rextiles (section XI) corresponds to 12% of all losscs b % aporbor

registered for that country.
However, it is not only in countries not included in the FTA that toral
to the Brazilian market drops. Considcring that the FTAA wil] be s
oitory that is already marked by the existence of sub-re
composition and magnitude of trade within these Fras will also ¢

_ exports
implemented in a
gional FT As, the
hange.

Taking thc MERCOSUR as an cxample, it can be scen thar part of the trad
between the partner countries that had already been stimulated by the rchtivclc
Jower cost of goods as a result of the elimination of existing barricrs will cnd. sincz:’
tariff reduction will be applied to a larger group of countrics. This rcarmng’cmcnt
of the trade within the bloc may, to a certain extent, be considered 15 a correction
of the trade deviation against the remaining countries of the continent that did not
become members of the MERCOSUR when it was originally created. Table 6 below
shows changes in the composition of the Brazilian trade with its MERCOSUR
partncrs.

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

Reduction of the Trade
Brazilian Exports Brazihan Imponts
million USS %) million USS (%)
Argentina 7247 1.29 242.17 3.57
Uruguay 5.92 0.78 16.98 1.82
Paraguay 7.68 1.13 7.22 1.31

Table prepared by the authors

An analysis of the detailed data shows that, for Argentina, exports will drop
mainly in the vehicles, aircraft and transportation equipment sector (secuon
XVII), which accounts for over 37% of the total decrease in the exports of qmt
country to Brazil. In the casc of Uruguay, the plastic and rubber scctor (section
VII) accounts for approximatcly 21% of the total drop in the exports ?f that
country, and for Paraguay, the most affected scctor is that of vegetal plpdu;i
(section 1), whose decrease in cxports corresponds to 79% B
for the country.

For Brazil, it can be scen that exports to MERCOSUR cowm-lcsl dro;ztobri’
“Ppl‘oximatcly USS 86 million or by 1.2% of the present _cxpohrrs. The se .
where export losscs were the highest werc those of lncch:ﬂ o 4 ,mqr}unc':itsot.hcr
ClCcrl-ic machines and CC]LlipnlClltb(SCC[iOn xVI) and of \'C’hldCS, (llcl{Cl'. [l;\:;u[ 4%
fansportarion instruments (section XVII), whose sums i t(-): cctively
d 21% of the total decrease in the Brazilian exports to ¥ AERCOSURSFER J
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5.2 Partial Tariff Liberalization (Scenarios it and IID

: i was built based on the assumption tha.t the cpuntx:ics in.vol\.'ed in

.T.lns scenario W o il fposé restrictions on the immediate liberalization of

this mtci,sr;til\znsscfgé so that free access 1o the scgments in _qucsti.on would only
N . Q = ) 8

ﬁn?;::ible after a period of adaptation. _B?scd on.’thfis C(;ﬂSldCU\UEl_T, fcliltcmatlvc

;c'c;lnrios were developed according to different criteria that may 5¢ adopted to

sclect these so-called schsitive Sectors.

For Brazilian imports, we will consider only one alternative scenario. In thig

case. a tarifF reduction of 100% will be simulated for all sectors, cxcept for those
indixdcd in the basic TEC exception list. For these sectors, the tariffs will be

maintained at their present levels.

This sccond scenario for Brazilian imports resulted in a 20.25% decrease in
roral trade creation. In addition, it was secn that most of the more scnsitive
sectors, in terms of the percentage increase in the imports resulting from trade
creation, are included in the Brazilian common external tarift exception list. These
findings were then extrapolated and two alternative scenarios built up for tariff
reduction in the remaining FTAA member countrics.

In the first case (scenario 2), the sensitive sectors sclected for cach parwer of
Brazil were those where a higher relative increase in exports was registered as a
result of trade creation, until the rate of 20.25% of trade creation resulting from a
full liberalization was completed. In this sccond scenario, the tariffs applicd to

these sensitive sectors were maintained, while those applied to the remaining
products were fully liberalized.

The simulation carried out for this scenario shows, in relation to the previous

one, that while Brazilian exports would grow by US$ 1.28 billion, that is,
USS 196 million less than in a fully

approximatcly USS 870 million, totaling
results of this scenario arc divided.

liberalized scenario, imports drop by
USS 3.5 billion. Table 7 shows how the

TABLE 7: Impacts of o Partial Lliberalization on Trade Flows

Increase in Exports Increase in Imports
Amount Amount
(million USS) . itli N
Trade creation 752.89 17 (n“"mn USS)

Trade diversion o 260673 =
Toded 24 803. 228

otal cffect > 1.277.13 l 6.0 238
Table preparcd by the authors \5__ oL B
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Like in the previous scenario, the Ewopcan Upjop would b
most affected by the implementation of a FTAA. Taple 8 M thc
he Brazilian market would decrease by more than USS$ 420 millio

the economy

at its CXports to
n.

7ABLE 8: Impacts of Trade Deviation for the Remainin 9
partners (in US$ million)

e Export to Brazil before|  Export to Brazil | Total Do :
the ALCA after the ALCA A 17 Peerease in Exports
mount ?
mn Union 13,075.0 12,653.93 421.00 =~ ;';.;
= 2,756.20 2 -

[ Japan_ 1648.57 107.63 391
Asian Tigers 2,577.30 2,481.35 95.95 372
China 1,128.80 1,097.74 31.06 2'72

Odders 9,226.90 9.078.81 148.09 ]lbo
Total 28,764.20 27,960.40 803.80 2.79

Table prepared by the authors

A more detailed ElllaIYS{S of these .rcsults shows that, like in the previous
scenario, the sectors including mechanical instruments and machincry, electrical
equipment, cte.(section XVI) are those with the more prominent cuts in exports to
all countries.

The impact on this sector within the MERCOSUR will also be milder. In the
previous scenario, the Brazilian imports from its partners decreased by about
USS$ 266 million. In this scenario, the decrcase was about 50% lower, amounting
to USS 127 million. For Brazilian cxports, the decrease amounts to USS 79
million, that is, USS 7 million less than the drop registered in the previous
scenario.

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

Reduction of the Trade
Brazilian Exparts Brazilian Imports
million USS (%) mllion USS (")
| Argentina 66.27 118 10975 1.62
Uniguay 554 0.73 10.40 112
&Em_\' 731 1.08 651 118

Table prepared by the auchors

d that, within the context of a partial

Paraguay,”® would maintain
adaptation lists,

. For the second scenario, it was assume
IIbcrallz:m'on, all members of the MERCOSUR, c.\'ccgt \
their common external tariff exception lists andl their (intrazone)

an lists were not available. The

- the Pnrr;lnll'.l_\' \
se th E «cen these coUNtrIes is

This p O3 )
rocedure was not applied to Paraguay becau
gt Y {ering that the trade betw

IR‘sulrs, however, are not aftected by this fact, consic
ow,
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derein would keep their tariff framewey g
sectors that were considered sensitive weye
d dine to two criteria: SCCLOrs O which the country applies any type of

clected according ; _ . s :
sclect e borpierth aid SO SUB gcser by Can'alho,. Parente, Lerda and Miyata
“0;1;83“ d.Huﬂ)aucr and Schott (1992) as the most likely to be affected by a fyl

1 an ‘ . bty - !

('bc ) ation. For the remaining COUntrics, the same criterion used before wyg
. ]n IZ‘ 4 t' . the sectors regarded as sensitive were those thart, after a fiy);

applic hat IS, . Pl = B otk ‘ts 1 g )
lil;};ralization, had the highest relative increments 1 IMpOIts as a result of trade

crearion.

With regard to Brazilian imports, the r.csults in th.is scenario are .tl?c same as
those shown in connection with the previous sccnaro, as the scns'mv(: Scctpx's
sclected continued to be those covered by the common external _tarlff cxception
list. Therefore, only the changes involving exports from Brazil to the Fraa
member countries will be shown in the following tables.

= 1
so that all scctors comprised
untouched.” For the United Statcs, the

TABLE 10: Impacts of Liberalization on Brazilian Exports

Increase in Exports
Amount (million USS) (%)
Trade creation 565.51 2.68
Trade diversion 317.53 1.51
Total effect 883.04 4.19

Table prepared by the authors

According to the data shown above, the increase in Brazils cxports to the
Amcric:u? continent would be about USS$ 400 million below the one registered in
thc_ previous scenario. This decrease s explained by tl
defined as sensitive in other economies in the hemisph
exports. It could be said, therefore, thar this scenario is

he fact that the products
ere affect mainly Brazilian
extremely pessimist.

If it is consi i
it s considered that the MERCOSUR common external tariff applics to
Brazilian exports, ex

orts to th ark ; % 1 i I
that is, USS 21.2 mip © these markets would decrease by US$ 64.9 million,

llion less than i ; :
: - an 1 scenario I ; il - an in
scenario II. and USS 14.2 million less than

—_—

e

For Argenti th co
na and Uruguay, the sec ered
exception lists and ada ?ﬂlio)l‘} rll; o 5tg.“|, IS that were considered sensitive were those covered by the
adap 1s with a decreasing ¢ T
S convergence to the TEC

TTICTS Were extrac
extracted from Fonseca and Carvalho Jr. (1997).

e = e

—_— 4_/
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TABLE 11: Impacts of ALCA on the Brazilian
1ade Within the MERCOSUR

Decerease in Brazilian Exports

Amount (million USS)

e (%)
Argcn[inﬂ 55.11
Uruguay 2.49

R

Paraguay 7.31

Ta ke i""-‘?"'”"’ by the authors

6. Final Comments

The building of. the three s'ccnnrio's based on different assumptions shows that,
from the commercial standpox.nt, an integration agreement between the Americas
would lcad to a much greater increase in the Brazilian imports than in the volume
exported by the country. These results can be easily explained if it is considered
that from the point of view of Brazil much of the trade between the Americas that
could be affected by rtariff reduction is with MERCOSUR. Likewisc, the
participation of the United States in the preferential area leads to reduction in the
gains of the remaining partners since it is a competitive supplicr of many products
and for this reason the country with the highest competitive gains.

Another important point to be taken into account in explaining how the
Brazilian balance of trade would be negatively affected by a hemispheric
integration is the tariff structure of the partner countries. Table 12 below shows
simple arithmetic averages of tariffs for cach member country considered in the
simulations. The third column shows the amount cxported by Brazil to cach of
these countries. The countrics with a mcan tariff above the Brazilian average
absorb only 21.43% of our cxports to the ALCA, excluding the MERCOSUR,*
which means that while our imports would benefit from a decrease of about
8.81% in the average tariff, the mean tariff applicd to almost 80% of our Sipors
would drop by less than 5.7%. Morcover, the present trade flows, based on which
trade opportunities would be created, also work against our balance of mdc
Brazil exports USS 14.03 billion to the FTAA (excluding MERCOSUR) while 1t

imports amownt US$ 16.26 billion.

4 § No ri 1 ‘l)l (W)} there is no dec
! d them
hl analy i i not indudc thc A\IIERCOSUI( l‘l'lcl'ﬂbcf countrics, s |

1PPI ed < P i N i ide at he
t'“'“s‘ izilian e I)O”S or 1mports. In the SII]IUhIIOIS 10 Was LOI'ISldLI ed that t

l i . . y ‘ ! .l I isti | h ld been clin inatcd lcforc
: ] . ng -OUII[IiCS bClol gl’llg to dIITC ent CXISl'Ing blocs ha

rOFmation of the FTAA.
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"Taritl (%) Brazilian Exports to Each Partner
p——— Average 13 gy . - — .
Country -1 (simplc arithmetic :l\'crﬂg‘)—_ (in million US$) (%) R
— _ ¥
i Ll 5.607.1 26.61
Brazil 4l e
senting = 755.0 3.
e 3 — 677.9 3.22
Linguay 576 = .2 e
. 13.69 9 967.2 47.29
ML-MC: States 570 017 4.28
+d States . .
Unite 570
Canada T0.45" 1.062.1 5.04
Chile : 413.0 1.96
Venczucla Ll 434.5 206 |
Colombia 11.63 - '5 S0
AOMOEL .
— 9.15 156 -
Bolivia 25 158.3 0.75
§ |
Ecuador }j o 360.4 1.71
Peru = 21,074.7 100.00
Total

As mentioned in section 3, non-tariff barriers were not taken i.nlto ac?011f1t,
which obviously leads to an underestimation of impacts on Brathan cxlrarmlt-sf,f
which are mainly affected by restrictions imposed by the Unired Stat§s. ‘-;111 i
preferences, which prevail particularly within the ALADI, were not considere af
well, and neither were the advantages provided by the Genceralized _Systcn? o
Preferences in the United States. It is likely, thercfore, -that the sxmulatl.ons
overestimated both the Brazilian exports to and imports from Latin—Am?nca.n
countrics. Considering that Brazil, as an important cconomy in Latin America, 1S

. : . R . " ment
responsible for the greatest concessions within the ALADI, the more prominct
bias would be in the estimares concerning Brazilian imports.

—_—

- = - i : c
This figure differs from the simple average of 13.10% clculated in Baumann (1997). This is ;jud
10 the fact that when wariffs were combined with imported amounts, products appeared that ‘?J
no corresponding items in the tariff lisr, ro which no rifl’ was attributed. On the other hand,

N . . . . ] '
plrodL.uus to which tariffs are applied but whose imported amount was null, were excluded ron
the simulations. As 5 result, the denomynag

1 -.1scd
) or was mcreased and the numerator was decreased,
producing a figure of 8.81 9%, rather than 13,

. 10%.
Chile applies a single tanff of 11% 10 ajm

.. . N -1 ctor
- used in the simulag ost all o' its products, while the Chilcan tarifi vec a
¢ simulations preseneq 3 simple average of 10.45%. This is due to the fact that the dat

were extracred from the TRAINS through a

. ich non-
g > utonmatic compurer rocedures according to which 1

available tariffs are treated as ny)|, This fact, | ) } ‘
deviation in the mean av, '

: i ince the
i however, does not jeopardize the resules, sinee
Crage is only 59,

41
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However, 1t should be stressed that, while on the one hand, these results
? may

jead to the conclusion that the imbalance in the Brazilian balance of trade will b
4 . - . . . - . A Vl c
‘1 coming years, it is important, on the )
cnhanccd gy > portant, he other hand, to pay attention to

the likely non-trade cffects of such an integration for the country in such terms as
higher jevel of welfare or enhanced competitiveness. s

Given the methodology described above, one cannot infer, based on the model
that Was adopted, the effects of a trade liberalization agreement on output
employment, tcchnological development, and other aspects. Therefore, the rcsult;

4 Uik,

described here do not allow any precise statement about the long-term economic
jmpact of a hemispheric trade area for Brazil.

The importance of the simulations presented here lies in the face that they allow
ex-ante indications of the scctors deserving more or less attention from the
Brazilian government in the trade negotiations, given their market growth
potcntial for the member countrics of the FTA. Similarly, they point to the secrors
that would be more attractive for Brazil, where the country could have a greater
penctration given its competitiveness.

o

Brazil, Mevcosur and the Free Trade Area of the Americas



-
3
=
by
3
<
2
3
)
S
9°07 | OFFEE] %000 | £°ST9'1 (%6 L2z | 98Tl [ % TS | €ESB | £FIT'9L TYLOL A.M
: - - stpoyaads | HINX
00 00 00 00 00 00 00 1o SHONPALTISSTR: 5, - ]
) . . . 4 ' : ¢ X =
19 |00 re 00 91 00 ' £0 ORI SO &
vor Tor 08l ORI BEl el te6 ot | xix
L8 Vo 66 o e.h M.c N.... wonrdinba uorsinasg [H11AX b
+ET £921 601 [1X¢] 8 TE9 L IIAX n.”
o'st ZEt lec 0T £91 851 ...: Jusuuhinbo [eaunap AN rfl.u
£ | 608K | £TT 8 599 86 e Y growoseg | AX -
Y81 | S¥L RO 89 [ 88t £¥ Apawaf [ ALY | g
0Tl oe F1 90 Ut 0 20 ssopd *sonorsod oy | IHIX _ W
621 |yt €L 96 s £L [ 3 oo seadpeay geasaeod | HX [ 2
£ | s gTE |9t ore 991 o spor| x| IS
6% 8 o '8 §'E nf-. spupanlaxirg X ﬁ M
st 14 3 &4 ¥l e SI|MUT a1 POOYY XI s
121 0z 99 1“-. § .H.-.o. spood aapesy 'sspi 1 | THA m
SEL | ¥T is b2 m.“_. 95 sl | e st ez S TSI ~_r~ ! kS
v |0z ve g |ae e ¥ wor |et et
rel | osey Ut b ”.: e gree o " Al f
o 0'86 29 g .:,_. oE- [X3 91 N spe arg ‘ m
. . ¢ or M . d
u.: e._w q.w P i oo N.e ] _.w. snpesd sgrdag | I |
sot |61 v . e e LR LG o gronuy: 'y
Lol 6 FEl An i s 90 r.= UGIEdGISSELD NSy \ 0 4
_ o | sot re s . 00 0v —
Leo_ loo un oo - e | (%) ey | (% s . * \
" " & AN * ” ]
TN (%) UED] A anyay WASODWHIN | | s g
UORENT) (HASODUHIN . e pI-= o] sarslung | oSHO
| - 1-= 5 ] ]
| aprLmong - St =5 01-=s3 L) 0T g -
_ (IASODAN ) E VIV TR
’ 1XR) IS APrLL BE AN waug saoduif WNSODAAIY et s
| ViIv s SO ALY Sump s v Iy winag saslg a seassg A 3
N itSisty i (ENSQOWHIY S e IV 104 % 001 J° uoloNPay HUD:| OUDUSDS
‘€1 318Vl

XIAN3ddV "L0



— £L81 _ 7L ~ [ 3 h T9sL't — t6r 6°LE 65T 83T’ | TTTY OLLE s'9C¢ 0°SLOEL | B'EFI szl TiL €L4S'T _
00 — o0 00 0o 0o 0o oo 00 00 00 v 00 o0 oy 30 axlg _
oo _ o0 00 0o 00 no o 00 00 00 1T 0o 00 oo 0’0 ._ IXX
{ el ol 20 6t oY 0T [iRyal 9's £F 6T tsol TE rc 21 ro SIMITIANCW ST | XX
00 00 o0 (24 00 (X4} o0 ro 1o 00 80 0o 00 o L1L sunsy | XIX
‘m.m— Ut 26 £'s It 8¢ oy B9 £'RC t'el 5909 -9 0s e 00 rwdinhs norsasg _ HIAX
&8 +9 [ 4 3 0 0 <o T 629 [ ey 220F'1 ¥R 69 L roor wawdiubs vatenodsues g ._ IIAX
“o.mg 608 g L £14 il o'l e 9968 ERCT oLt LY 3’101 98- I I vET wiudpnte jeauap -Gy ._ 1A
[ re ¥i I 1 60 E '8¢ V6T rot 0% ue €T vl S|eanu sty — AX
no 00 00 00 00 oo ol £0 <o ro Lt 10 1o ro RURNEY AlX
50 90 +o 0 0 o Lall121 9 F 6'C RZ91 <o 0 ro 35t(E U suoig HIX |
_ 00 00 00 £ ot 0 s <o <0 o I8 90 o £ dradpeay rasioog IIX |
20 90 +0 L8 oo oy +t+ [ £t 6L e it £'LTT o0 L e XL X ﬂ
L0 L0 +0 b4 1o 1o ot 86 9L s 66T €0 o £0
00 00 00 <o ro 00 0T <o 1o o 811 00 00 00
00 00 00 0 0 Yo st 0 o o st €0 £0 0 _
£2 9¢ e 601 0c ¢ £ v6E oy 9'0T £°668 €6 L 6F
rot 2L Tx <ot 3 81 LET [ 6'TS 09y oLt |60 L0 g0 sjednuaNy Ia
00 00 o0 T 00 o0 $'oF Ly e 44 6t(e ou oo 00 simpord jeaamnyy A
o To 10 e e 1o e LR ¥'9 't LERT 90 0 £ 022rqo1 ‘S23EIAN] Pt Al
00 00 00 £0 o0 00 (] 00 £0 0 e getn 00 00 00 87T s[to "sieq i
1o 00 00 +t+ 60 20 €0 98 9 Lt Te LEsl 00 00 00 R siupoxd agr1afa 1
00 00 00 vn 0o [] 00 [ 60 20 €0 TE6L 0o 00 a0 to supond ruimey 1
00 00 00 £ 00 00 (4 9T v 00 00 [ 00 [y 0o 6t UOLFIGLSST|> MOty 0
0°C =54 |&f- =53 | ¥ =54 QT =5T{'- =34} 0°[- =5 0T =0 &1- =5 |01 =54 0T =sH|¢ - =511 - =51
. . sty . o . uxdurg . o i suodhuy . . . suochug ong
a kL a‘L alL P a'L 'L a’l o a’L a-L a L a°L a‘l ay Py sondims R
- NALIIS(] J013§ SH
urdref Tun|y uowp) uexdomy ( $2LnOY praEunipu] SN

SOIN

5]oNPOId [V 10} % 001 JO UOHONPay JUDL| ODUSS
(SUOI|JIW §SN UI) UOYDIABQ SPDIL O} 8NQ '00|g Y203 WOl SHOdLW UDYIZDIG Ul UOKONPaY ¥| J18V1

———— 420

+

Mercosuy and the Free Trade Area of the Ameiens

/,

Brey;


Initi.il
Mincr.il
hcadgc.tr

i

2
PN
=
R
<
2
S
: g - s
2'999'C _ . 14 G LIT'L | ML’ S'0E6 W6'E 9'SEY E'F9T91 %0'T- 0991~ 6'S8 L2878 TYLOL 2
00 00 00 00 00 00 uo 0o 1o 00 00 00 00 suourayisst dLaxly XY b
9 uo 0o 91 00 It 00 D 000 0o 00 00 uy IXX M
00t 108 0Bl 0’8l 0 ¢ 8l to t'6 T ool 9+ T st “r SANUDTIUTLL SNONIT[LAs!] XX JM
L8t 90 66 <0 V'L [0 Gy o 91 9l 00 o 00 sy XIX .~
£t el s01 1R '8 0o i8S wer %374 oL 60" 68" 8o wawdmbo vomsasig IIIAX ”
¢g TR LA [ " tF et 6C [ §'13 9 L6 90 L L0 PR 0 £ wandindo vouruodsurs) IIAX 2
1'sT 0TIE'T | ®1 L3204 Us e 74 4 9 (414 605 s st I+ s ol 8T P wandinhy [ramap uRny>y IAX _..”
981 ST 89 8ty Tx ¥ Bt st e L'0F6 e A '+ |: n_:.._.: sty AX m
0Tl 6t ¥l 90 [ o 20 £0 T [ x4l 00 er e . >;.. rm
L L2TT e 6 Iz [ 6E 6t £4T1 R 60 e - ; X g
8Fl 1z £ol sl 6L tt £ 20 UH 1’0 00 00 00 sradpray aranioog :v” Y
291 +1L 68 188 89 76T oy 661 LTt 0'8- 60" ES " E__,h__h,_wh .M g
-, al al o
£ 028 2t L0t e 6'%1 [l 801 L68L rT - u_m_. __S ,15=_ “ g
rLt 0z 98 o1 99 80 (X3 £0 LAl ot RO PIUE Y103 PO, s s
871 7T 6 07 (3 51 09 ot 021 o0 :w -
6'R1 rogr | 608 9 e _... e mummwd e " W.w
(4] £0lE LAY PE _.ca £ V'8 m.a:...a - 60 sapaud [runy | A 2
80 091 £y o ot _.a ».u CH . - o onamyon “saferN poud | Al
921 oLy 01z £+ 91 8¢ o' ez o ror siio aeg \ nr
S0l o1 %0 vE 90 1] ca o ok ponosd sqradas | "
oL | eh gee | ve e ries LS - oo !
06 28 £r re €€ bt 4 +'e6 o vE , . ' !
| . : E9 00 0o 0o 00 o0
00 400 00 L oo vo 3. (o) Ay M ETX i
(%) [ 2ea () | oara | tw) |oomen . | o uenrEiug » .
SOIFary SPRSL o1 SI0PH .yt s
il * . . o IV 0T =5 ANSODY %
20 RNKODUITIN 0T =g sl== 0l B nw_.”‘_y.unm.ﬂ.\ufv—mm___r wiasg snading wonduasacE Jmasw SH
| Bupnpag) 3 <_vv.__< BOITIAI(] APFLL 01 3¢
1 woav i VoA Sprag, o8 (g gy spdug nanpoy
— sy ug seeai _— (HASOOUHIN FAPnpvE) vy v o g suseling i sseasug |l susonliug HUASODULIN Wi ._
_ O1d 1V 10} % D01 JO UOHONP®Y }jlID || DHDUSIS

UIDjuoD @soy] 4deox3 'syonp

s uondeox3 ubi|izoig a8y} ul p@
bt ; (suoniiw ¢S

1 u1) spoduw| UDJ|IZDIg JO) SUCHDINWIS G| 318V1

)
M
~



Teser [ozor Jzez [rossz]sor [irie |ziz  [ssertfssrs [trzy oscoet] el [ess 259 €£ee5T | TVIOL |
oo 00 00 00 00 00 00 00 00 00 00 00 00 00 vo swoueayissrpagads | XX |
_ 00 oo oo 00 oo o0 o0 10 oo e oo 00 0Q 10 uy .— XX —
vl o1 0 & 6t oy 0T ol o€ €01 Fa t+c 21 21z SOMUITIRULUN SHOME[LISIY |
& oo 00 00 0o [y 00 00 ao ro 80 00 o0 00 00 suLny __
[ €81 '+l 2’6 £ 86T g'¢ [ 8T Ty 9oe £on9 €9 (U 't +T9( i wwdinbs votsag m
et £t Tl £061 0 o0 o bl a4 ot 9LOFT | <0 +0 £'0 U'9tT waadinba vonruodsucay |
r's6 TEL ros e | oSt 0Tt Ty reee | sost 20 | 8716 g0z 98r £178'1 | wwdnbo pranaspdounpeie | 1AX |
't e €T 006 Pl £l 60 £l z 108 [ta) €T 91 €9 speiw asvyy | AX |
joo 00 0o 50 0D 00 00 o'l £0 221 10 1o 10 ST apsaf ] AIX|
80 Vo o ot £0 £'o <o ot 9e 8291 70 o o v'H st “owessd tuoig ._ X |
‘ o0 o0 (H] £ 40 $0 0 vy <o L8 0 o0 <o XA 3eadpeay aeamaooy | X .—
|<0 €0 +0 £ L€ LA 0t b4 ) Ea £UCT 0’6 69 't TYET Suxa) X}
_ 40 €0 +0 8el 1o ro 10 ot 86 6°E6T 0 +'0 0 €Tl sonpaud sxdeg X _
00 00 00 o o o 00 0'¢ <o o §Ir o0 00 00 it ST NIu Tpoo XI
00 00 0’0 20 90 <0 €0 st £0 <o sy £0 £0 o £'Tl spood aapea *sapryy 1H5A f
99 s : 6+Ul vt <t ot vir 48 6T £0T T66s {4 ot 6% £ 12qqu “sanstig | 1na
<6 (4 ToTE 0t b 91 et £E9 S8t (U 69TS'T [ 60 20 <0 8'6E srauny IA
0o oo Tes 00 (] 00 0¥ FAl bl 60 6tlE [y 00 00 1o a0pod jeastiyy A
70 10 1T 7o 1o 10 +e e ot [ L4481 90 1%0 £0 9 oxrqu) ‘sadriansg poosg Al
0o 00 £0 0o 0o 00 00 £0 o re el 00 00 00 fC 3o arg m
1o 00 00 L 60 40 €0 oy 9 L 44 £e8l 00 00 00 €1 spopand sgnadan 11
00 0o 00 §0 00 00 o0 9 90 <0 €0 Ttec 00 00 00 o snpod runry 1
00 00 00 T 0o 00 00 vz 00 00 00 T8 00 00 00 6t WONTILISSE] WOYIAYL 0
0T =53 [ =s]o1- =3 0T =wA s - =51[01 =34 oc =it =s4]ol =54 oz =i [¢1-=1 [ 01 =51
suodui] suoding suoduway suochay
al ‘a‘l LU A Jenup a'L UL AL e ‘a'L Al ‘al jeamg ‘a’L ‘al ‘a‘L e = Sw?..m
it ondussa(y 10130 SH
urde] oy uradonng { salnuney paAFUIsIPU] AN |
TR SDIN

1s17 uodaoxX3 uD|IzDIg B4} Ul pauIDjuoD asoy] jdeox3 'sjonpoid IV 10} % D01 JO UOHINPSY JIDL!|| OLDUSIS

(SUOHjIW &S} Ul ) UOKDIARQ SPDIL O} 8N ‘00jg YOOI WO SHOdW] UDY|IZDIg Ul UOHONPY 9| J19V1

131

il Mercosur and the Free Trade Aven of the Ameras

Ri'az



MS'9 | %00 S°'B¥8 %H9'% 29 MUE 0'EEY LFEOFI 9ELI- | WT'I- 80" TVLIOL
00 00 o0 0o 00 00 00 ar 00 00 00 Y’ _ IXX
£ot 86 8Tl tL 26 6t 9 80T T 0T I SUITIOUTW SNOIUT[[IO5H _ XX
06 0T 0t sl 9T (184 TLE o gt 9T sy XIX
ot T €L '8 s Le 2t o'l 5C LT woudmba uoisioag HHIAX
o't 4 8's 09 6'F 2°0¢ LEHL 0+ e 60 wanidmbs vonruodsues | 1HAX
[ 3 6 Tol 6% PEET 6F L6 0+8H'T LT I ol wudimbs jeauap Swsunpprgy IAX
T a6 LT 669 8l 104 4 8988 69 0 §0 u—_._o.. T AX
9'ET <0t 9L {14 e €t 9108 o0 ot L0 AT AIX
€01 fad x4 i £81 L 3 4 £Tt 6 ETT ol 90" o ssod 'sanueaan Suog X
£6 8ESI 9°Z11 09 684 S xtult <0 £0- oo Irafpeay Jeanioo] Ix
oz BEs [t £z [ 944 5088 51 g5 - 80 Eyuvay IxX
S 2ot 01 Sy "09¢ Nl £9" - 60 stonpasnd axleyg X !
(243 $¥T £ L4} oosy 90 MNIF 1103 TPOO Y \ X1 I
26 05 27T £ £6 0 spood e P wa |
st TEY rE 691 100% T re AN SISt ~ ta |
s ror H +0T rzog €8 20 > | .>m
L 6 A} 6t 26r2 oo [ i monpuud [raxnpy § A
| et €99 2T osr | 9T 13- ERE axeqor saFeaaxq peod | ar
1 1R ol 90 9 68 ro- o ‘ i .“..ﬂ ] :4
= 91 o 20 2°ST, £1- ro sangaand ojgeiaday [ i
= . . . . 5 onpant [ruminy |
50 L0 £ o £l 50 (4] 0%
1 Wonraianig
.d (%) e | Gy oo (%) (3 §omey | vonesdoug ey anyaq
! ! 08
[ wonesr oprag o1 _ 0T = 8 1w s 01 =t QINSOLATIV ] " s |
| MU INSOOMY Supnpna) o — wemdusy [ su |
[Bwpupn) iy o UnKaEC] APTIL o1 A VYIV UOISIAMC] 2PFLL O SNP RSO
) ¥ ©1 suwlvz e rasug a3 sl winsg suaendygp i v payg —

| suobeg up acaamg (MOSODMHIN Fupupy) v

5}oNpPoId [IV 10} % 001 JO UOHONPaY JiID] | CUDUIDS
( suoliw SN Ul ) spodx3 UDIZoIg 10) SUCKDINWIS /1 J18V1

/132

ee Trade Aven of the Americas

v}

kL Mercosyy and the

Braz;



[wrs Jezse [mz's [896z [wetr | re0os [wet €90+ | 2've0'tt %sl- [s+01- [ mi1- [ 16z [ wso- | zese | IVIOL 1
m 00 oo [oo a0 00 00 r 00 0o oo 00 00 0D | v 1xx |
_ TRl 06 N ¢ 89 68 £ SDFT £T 12 A 81 T [ t RAMITTAUIL FOSUL [y XX ._
L s 51 6% Hl T yeE T To e o 1 1o nuy | XIX |
‘ed. 66 o1t | 4 iy} 60'S z 1 [ as T e st 60 weowdibs votsaang | IAX |
_ £6 £ 192 $§ £ iz LEH'L sl £ Ut L34 d £0- T wawdinbs wopruodsuesy, | JIAX __
L 9z 5681 se TErl 6% [0 ¢t} 61 Rt T4 ¥ 6l 60 6TI- 1uadinho e sy _ 1AX |
'+ +E B 9z 899 L1 98T 80 g 90 £ ro- 6T siraaw sy | AX |
Y o1 Rr Tl 9 50 9 log LS 00 ol 0’0 2o 00 Lpf | AIX |
96 A n'ET [ 0]l 'y 80 o'l 90" L0 to €0 sso@ ‘suesoy uolg | IHIX
L €1l 1 O Tl | L% £ To £'0 o o 10- Jea3peay treasion; X —
591 ol +or §6 53 99 [ 5t 60 by 90 £ ML ix!
£ §7 66 £1 193 60 [ 1 s rr 6% 20 9T nonpaud 1xdrg x!
oY +t $FT ty S8l £7 Ld ot s'0r 80 +o- so- €0 MU Y0 pOOY xtl
g 6L L iy oY +e +T £T 0" (1] +0 00 o 0o spocd aoiea) tsapty 1A __
€0l £7T8 <9 s £ 6t 9+T BT e [ &4 S DN S e U 9 101 sonsefg 1na
st Py 6t 6 68 LE TOE 0T 1 600 U TR 0 (33 Sranuxyy 1A
90 ras £1 £6 o1 T 8t e To o o 00 10 snposd Fadingy A
£1 £10 [ 9y ot €1 LS 6T cot- T &3 g € 0331401 *1Fraa “puog Al
£f 0z 91 01 £1 80 60 €0 +0- ro- 0 o 7o 00 spe ‘s m
€0 s o +1 1o rt e 0 60 Fal 0 £ +0- 20 sinpaid ojgriais u
€0 o 80 L0 90 50 0 o +0- 9'0- £0 50 o £'0- sinpoad fruinry 1
(%! mjey (%) MNfEN [ RN (%7 )N\ . | | unuesdaig (%) My %) eI\ %) 20T . vourrdiu|
—_3_=.U~MV U—JE-—- P_O-.J..— u-3.~ g
1 an(g ANSODEIN . WNSOOUY 10158
(UNSODWAN 07 =53 L E ol =<3 Jmpnpvy) 07 =54 =51 o= o1 suodicy wonduizsa(g o195 SH
Suipnpxgy ) YOIV
YOIV O UOISISAI SPTIL 03 n(q DENSODWAIN SUIPNY) o nuedey
E-.x.—yluﬂ ur sTIDU] Au.U‘Hf. o Eg_rn.m LA AR | UOISIANI(] 3praf, 01 (] H—:moud—\qzﬂ o1 ET\L ut sonmpoy

spodw| JO 8spaIdU| 9AID|3Y JO

SWIIS] Ul ‘9|qISuds 910 PalapisuoD asoy| 10} jda9x3 'sjonpold IV 10} % 001 JO UOHONPaY JUD]:|| ODUSIS
(suoyiw $SM u) spodX3 UDJjIZDIg 1O} SUOKDINWIS ‘8] 318V

2
-~

S

cosur and the Free Trade Arvea of the Amereas

Brﬂzj[, M cy



b 18 4 g'c9c %9E sos %LT +78¢ % 81 $°LST L'FED'HT %T1- L'58- %6°0- %6°F9- | %90 (41 6°6ED"Z TYLOL
00 00 00 00 00 00 00 00 ot 00 00 00 00 00 00 00 uy
ol (414 g 't t'9 £8 £t 9'E 8081 Y9I €1 o - 80 80 916 SUMDONUTIL SNOCRISTY
+8 [ re 61 6t 1 6+l 9¢ tie £'E- 0" ¢z o B +0- 18 suary
oor It 66 o1t 'z vs ot RT¢ L1101 ¥ 80 [o- 90 LPAY 66" L9 1wdinbo uoystassg
978 9 Y 9t L1 3 8L 10 £ £6l- ro- P 2 S WA §6 SR wawudinbs vourudsursy,
1z |6 EE S R X 660l |80 26l 0'F8E'T ¥ 9BI- |or- Ut o &3 FEOET wawdinba rapaaops “Uaumgaeyy
BOS <t < 8e It 6T o0 o't 8982 90 U+ +0- | o o0 o Tozz S[E3W asey
[473 1ot $08 9L ree 1¢ B 9108 T 00 60" 00 v 00 £t Upaof
91T L0 6T 8 0'81 ' (&4 6'5TT Lo 60 9o 0 to- 50 2eT ST “DRun Duws
87T £T ot 21 87T Tt £t HZEL 1o o 1o 00 1o 00 Arapray esco]
6%l 61 o1t TT +'8 €1 £'03E (40 ey 60 ty- 90 g sapIxay
A4 81 66 €1 §2 60 £'09¢ 80 8T 9o 1T 0 ti snpond axteg X
+91 tr £rT rE €81 €0 00se 90 £'0- S0 o 00 00 SIMIE Y103 POy X1
00 £y [ or BE 621 £E6 $0 00 ro 00 079 |9+ spood aayieap gy na
ses 9'9 8T o's ¥rT Iy 1'00% 91 r'e (44 69 60 ts anqg 1na
+BE ot | 668 e TOE £0 1 208 (& 901 ot 08 o0 1o s 12N
8 90 | vr o 1§ 1 L6EL ro- zo- ro- o 1o oo nanpant Eu___:.\ A —
(4] ,_ St 281 |8 vl 80 9¥RTTL RT <or- e Y5 (1 - Te 025701 "IN ._.luo.._ Al _
0T 191 01 €1 80 60 9’64 £ o 0 0’0 o 00 e ey | UL
g z0 1 1o 't 1o st 60 L o e ro- g0 sopasd sjqritiay | i I
50 80 L0 ¥o 50 ro +0 €58 +0- 90 ED" $'0- zo- 0 | smpoad prumry | !
_! (o) _ e _ (%) _ Suge s () e ) anpra voucid () e (o) anprpy (%) e ._oﬂ”__“”.: __
_E_..H_w.u_,: n _ . 210509 . wASOOHAN | ¢
A 0T =54 S0 =g 01 =43 CINSODAAINY 0z = St =y o1 =3 o1 suodg 0135
L ansoDuEN ‘ Furpngagp) oo J0105 | sH
| 3mpmgy) YTV
VYIvyw P— aprray o my| o1 En’.—v\n— RN JPra] ol sugf
CIOSODMAW Jnpapavy) @IV m sy og sesssug WNSODUAIN 01 ssodvg up uotmpay

* suodxyg Ul dirsau; ”
I

§s17 suoidaoX3 ay} Ul pauinjuioD as0oy] JdaoX3 's§oNpoid iV 10} % D01 JO UOHONPaY JUDL:||] oubuads
(suojjjiw $SN Uy sHodx3 Up!izDIg 10) SUOHDINWIS (61 318VL

134

L, Mercosyy and the Free Trade Aven of the Americas

Braz;






. SCHOTT, J. J Nortlh American Free Trade. Issucs p,,

HUFBAUER, G. o International Economics, Washington, 1992,
I

Recomendations, | ton,
¢ Trade Zoues, Policy Implications of Tyqy,

. ) Move Tmmrd Fre L
}\RUG.V!AN., P.Z'ZJ‘; i S ponscred by The Federal Reserve Bank of
and Currency g 22-24 August, 1991,

Kansas City, Jackson Hole, Wyoming,
KUME, H. A Politica de Inportagtio 170 Plano Real ¢ a Estrutura de Protegdo Efetiv ,

ME, H. ; ot :

IPEA, Texto para Discussio 423, May, 1996.

LAIRD, S. Ouantifying Commercinl Policies, Staff Worlfing Paper TPRD-96-001,
Tnd:: Polisies Review Division, World Trade Organization, October, 1996.

LAIRD, S., YEATS, A. Quantitative Methods for Trade-Barvier Analysis, New York
University, New York, 1990.

LAIRD, S., YEATS, A. The UNCTAD Trade Policy Simulation Model. A Note on
the Methodology, Data and Uses, Geneva, October, 1986, mimeo.

LOW, DP., YEATS, A. Nonstariff Measures and Developinyy Countries: Has the
Urignay Round Leveled the Playing Ficld?, The World Economy, v. 18, n? 1
January, 1995.

3

MARTIN, W. Teclmiques for Modeling the Impacts of Regional Trade Liberalization,
Semindrio IPEA-CEPAL sobre Medidas de Impactos da Integragio Comercial
Regional, Rio de Janeiro, April, 1997, mimco.

MOREIRA, M. M., CORREA, P. G. Abertira Comercial ¢ Indistvia: o quee se pode

esperar e que se vem obtendo, Texro para Discussio 49, BNDES, Rio de Janciro,
October, 1996,

ESTADO DE SAQ PAULO, several issues.

PEREIRA, L. V. Agendn de Integragio Brasileira:
Conjuntura Econdmica, Rio de Janciro, May, 1997.
POMFRET, R. MFN Taiff Reductions and Developing Country Trade Benefits
Under the GSP; Comment, The Economic Journal, v. 96, June, 1986.
PORTUGAL, M. S. Braz

ilian Foreign Trade: Fixed and Time Varying Parameter
Models, Ph, D. dissertation, Uni"crsiry of Warwick, Ju Iy, 1992, ryvuiyy
PRADO, LC CANUTO, 0O
? o 2 Y " GON y
Economia. Internacional: 1 CALVES, R., BAUMANN, R. A Novn

1998, " Perspectiva Brasileira, Campus, Rio de Janciro,

uma avalingdo prelimminar,

STERN, R, M., FRAN
Internationg) Trade
1976.

CIS, 1., SCHU

MACHER, B. Pricc Elasticitics i
- An Annotateqd

Bibliography, The Macmillan Press, London,

136

Brazil, Mereogyyye ond the Free Tyade Aren of the Americos



‘- Processo de N
VE GA P. M. A Inﬁu e.vtmtur.ﬂ ]
: i ’sﬁo 507, IPEA, Brasiha, August, 1997.
Discuss: ?

I, F. R. A Experiéncia Latino-Americang de
VERSIﬁéﬁm‘iuﬂ-U"’*‘J’V””i' Brasil - Argentina -
g'ng\tc Marco Zero, Brasilia, 1987,
cbate,

Integragio ¢ o5 Noyos Acordos
Uruguai: A Integragio cm

137

: micyicas
B"“le, Mercosyy g the Free Trade Aven of the A



SR

Comments by Hondrio Kume : ‘
This note 18 divided into two parts. In the first I will mal\g. ‘SOmc com.mcms i
tial equilibriura method sclected by Cm'\':.llho and Parente to cstimate the
thcdpa'm:naq of an FTAA and, in the sccond, T will make some specific commenyg
trade Imps an FTAA ¢

on the work.

Baldwin and Murray (1977) and Cline and others (1978),
the static model of partial cquilibrium has' been used to assess the impact of
multilateral and preferential tariff cuts on 1Mports. Bascd' on thesc results, the
welfare impact is measured by the well known Harberger tl‘l:}l1glcs. T.hc mcthod is
attractive mainlv because compumtions are casy and because 1t 1s pgsmblc to obtain
results at a more disaggregated level than using general cth%)mun 1_nodcls. In
partial equilibrium modcls, the increase in imporFs duf: to trade integration can be
divided into two parts. Onc, duc to tradc ¢reation, 1s comp.utcd by mu!tiplying
price variations due to tariff reductions (or the tariff cqm\.mlcnt of non-tariff
barriers) by the price clasticity of imports. The other 1s estimated using
substitution clasticities between imports from non-members cconomies and
imports from member cconomies and the change in relative prices.

Since the work by

What are the main difficultics related to this method? The first is the lack of
price clasticity estimates at the sectoral level which forces the use of aggregate
clasticitics. The second is the absolute Jack of estimates for the clasticity of
substitution. There are very few cconometric methods on such elasticities. This
leads cither to the standard use of 1.5, as adopted by Cline and others (1978) in
their study on the Tokyo Round, or to sensivity analyses varying the elasticity
berween 1 and 2 and producing a range of import estimates.

_ Usually empirical studics show import increases due to trade creation which are
bigger than those related to trade diversion, something which may raise doubts
about the validity of the values of elaticities used. Estimates of increased imports

n(ci)n.n.ally are around.S-IO%, which generates modest welfare gains and an
additional reason to raise doubts about clasticity values.

As expected, the results obtained
welf: 1
welfare gain for Brazil as a result

libcr:\lization, Rrazilian ex
USsS 15 billion, while ;

by Carvalho and Parente (1998) show a net
of joining the FTAA. In scenario I, of toral
ports to the FTAA increase by 7%, corresponding t0
USS 4.3 billion, These cstil::;Scrstsc*nW(;mq ncrease by 17.7%, corresponding .'[f(')f
barriers which affect Brazilian cxpone. - 'Y d0 not include non-tar!
were removed, Brazilian oy ‘.[?orfs, specially to the United States. If these
The estimates also g 1]0.;[’01?:\ . ould increase more than the cstimates indicate.
thus overestimare botly cxn(::r: 1:::(;11?(”.["“. tariff picferences under ALADI an(%
more concessions, rclnriv‘ch} the im e ]Tn.tm {ﬂmcrica. As Brazil mnl\é
; Pact on Brazilian imports would bc more
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significan™ The estimates also do not take into account the Bragl;
D i ' ]
secess 10 1P us market due to GSP preferences. The increase in ¢

: | x
ovcrcsumatcd. p

preferential
orts is thus

In spite of the lack of information at the disaggregated level ad :
model, the study follows‘ the traditional methodology and LlSc; ?hptcd in the
clasticitics supplying quantitative indications which, although impl'cciscc available
he best available information on the scctoral impact of the FTAA itcc_)nsnmtc
superior O the “sensitive sector” critcria based on non-economic t:actorl: 51\‘:;;:}’
accuratc estimates can only be obtained if there is more cffort to c;t'umtz
disaggregated substitution and price clasticitics at the sectoral level. ‘

Some specific .points can be singled out fc?x' correction. Some basic information
is missing as for instance a table with the price clasticities used. In Table 12 more
information i required on sources and variables. Tariffs for MERCOSUR countrics
have different values while the common external tariff should prevail. A common
external tariff has alrcady been agreed upon, with or without the FTAA. The impact
of the FTAA should have been estimated using cuts in the common tariff. The
Brazilian average tariff is not 8.8% but 14.2%.
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Comments by Lia Valls Pereira - o
- he creation of an FTAA have bc_cn received with reserves both 5
PTOPQSJIS 5 '[']L ent and by several productive SeCtors. There is the feay that |
i B"“Z‘h“‘_‘_ %;O\I'Lbl?rljl]liz-\ti‘on in the Americas with the presence oF ihe g,
cmnpmhgllllm-liivérscl.\' ;ﬂfcct several branches of the Brazilian in Sy
f;:jﬂt:;lc, nt)t only becausc of increascd imp.orts, l-)‘l.lt ;Tlsodbccbnus e of COmpetitiPH
in - Latin-American markets. Morcovet, there are doubts on the effectiye
5 Otgcll » of the climination of barricrs to access the US market for sensitive
g?;il]ulrls? S§Ch 7 Orange Jucs W}.ﬁCh e imp_ortant tjor B'razili:m cx? orteis. There
are also suspicions that cansition in the dircction of frec trade can take too long

The FTAA agenda, moreover, is not rest_uctcd to trade ]lel‘flllZthlOﬂ. Rules on
public procurement, intellectual property, mvestment and services, are present in
the initial agenda. In this context, it is feared that the implementation of NAFTA
type rules would not favour Brazilian interests.

There are also arguments related to the debate on whether to negotiate a
preferential agreement in the Americas will not create losses or tensions with
important partners such as the European Union.

The paper secks to evaluate the trade cffects of the FTAA using a partial
equlibrium model. This is an important initiative. When and if the FTAA
negotiations gather momentum, they would be swrounded by intense debate. The
gencration of estimates of the possible effects of such an agrecment will not only
serve as an input in the negotiation process but also serve to improve the quality of
the national debate of the subject. If we consider the vast literature generated
around the NAFTA negotiations, the academic output concerning the effects of

itegration initiatives is limited in the case of estimates of effects on the Brazilian
cconomy even for the effects of MERCOSUR .

I will draw attention to 2 few

sclected points. The first concerns the choice of
the method of analysis: cither m

equilibri T odels of general equilibrium or models of partial
rmy ur .
in‘snuﬁ e .‘lllcb‘a thors mention thar the first can be considered the best
" c 3. ) . )
nt Avaifabie but does not allow much disaggregation and tend to be bascd
on not realistic hypothescs. The second |

aa s s the advantage of making possible the
analysis of eftects in an ample spectrum of sectors ; .

The development of programmes specifically

CGE models has redy the icti
analyzed. Ther iced the restriction on the number of sectors which can be
Myzed. There has been a1y, progress in relat

realistic hypotheses such as increasin _ ion to the introduction of more
obtained should nor pe undcrstoodg teturns to scale for industrial sectors. Results
points of reference which can be VF |a . fo_rccasts In the usual scnse but rather a8
trade agreements, The gieat ad o "elp in the debate on the possible impact o

“evantage of such models is that they make possible

designed for computational us¢ of
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to consider all effects arising from a change in relagiye prices give :

auiff liberalization. Not only the first impact on prices is mncigdc 2 Aa scenario of
sccondary effects derived from the impact of trade libcralizntio;‘a;c'u SR tho
the different scctors. T.hc cost of implcmcntation of sucl modc L;ﬂguts used by
rclatively high and requires permanent updating of information and ’fg however,
e model. and refinement of

Partial equilibrium models estimate the cffects on trade flows consideri d
i ) - ¢ S CO crmng trade
diversion and trade creation. As most CGE models, they i

‘ : ignore dynamic effects
Thus, in a dynamic context, a trade diversion may allow the creation of cconomics.

of scale in the rcgion. Even in a static context, trade diversion, which is analyzed
from the point of view of costs of production, may be allowing consumers t‘olbuv
at prices below those ruling before the agreement. In spite of all thesc limitations
estimates of trade creation and diversion supply extremely uscful information 01;
the first impact of preferential trade agreements.

The paper considers three scenarios. The first scenario s complete tariff
liberalization within the FTAA. In this casc Brazilian exports would increase by 7%
(USS$ 1.5 billion) and import by 18% (US$4.3 billion). Exports to the rest of the
world would be reduced by 3.5% and those to MERCOSUR by 1.2%. In gencral,
both for exports and imports, the more significant cffects in sectoral terms are for
mechanical instruments and machinery (NBM section XVI) and vehicles, aircraft
and other transport cquipment (scction XVII). The coincidence of the same
sectors for exports and imports may indicate the importance of intra-industry
trade. Thus, even if therc is a ncgative trade balance from the point of view of
Brazil, there may be gains related to product differentiation which thew model is
unable to detect,

The second scenario considers the effects of the climination of Brazilian import
duties cxcept in the case of products which are in the list of cx.ccprions' to the
external common tariff of MERCOSUR. In relation to other countrics, the im ports
Which were considered sensitive where those corresponding to proQucts presenting
the highest rates of expansion in terms of trade creation aftcr.tot:ll llel‘ﬂIlZﬁFlOH- in
this scenario, exports increase by 6.05% (USS 1.28 billion 1n valu.c) and unp?xts
by 14.15%. Reduction in cxtra-FTAA exports is of 2.8%. In relation to the }rst
Scenario, the main differences are related to imports as, fO_I" CXpotE, mc' n:du:infsn
in the growth rate is of on]y one percentage point. This is to be C)pcc'tctio.n;
txceptions to the common external tariff, are capital goods,. tclccox?;‘mmiull;n i
“Quipment and electronic goods which are important 1ems . Bl:{‘sz lt: 2 dcsfijmblc,
csPeci.al[y from the United States. Although the s_ccnaf-.o. corrlc.fskli’lo'nrh_:lt c.\';Cd)' the
Nicgotiation position from a Brazilian point of view, 1t 1S unlikely that,

Prod.ucts in relation to which there is clear US comparative ad
Ouside the FTAA liberalization process.

vantage, will remain
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the second in relation to the assumpt_ion thaF the yg
Loducts which are subject t0 non-tariff barriers ang

: nsidercd sensitive in the spcqahzcd. lltc.raturc.. And alsg
also others which arc con Paraguay excepted, will mam.tam their present
that MERCOSUR co.untr‘_csl; oulrsidc the agreement. Brazilian imports will remaj,
MERCOSUR lists of c.\cc’Ptfd > et b only 4.2%. In such a scenario, which the
the same and' c.\'POITS_,“ ?i;t s 10 P-crsistcncc of us non-tariff barriers, export
fxuthors coxijcécp(:;gss éS?: million, about US$ 590 million below the estimge
INCrease W

for full liberalization.

A last scenario differs from
will consider as scnsiuve all p

ude that the relative small ilmcrc:}s.c in exports as ctomp:.u'cd to
imports is a conscquence of the fact that most Bra?lllan gains with llel'all.ZﬂthTn
are related to MERCOSUR, a proccss alrca_dy i motion, a'n'd that the rcducn'on in
the Brazilian average tariff exceeds the tariff faced by Brazilian exports toda'y n the
markets of the FTAA’s future members. The reader canlrcach the .conclumo.n that
there would be no significant gains with a proposal restricted to tariff reduction.

The authors concl

The paper stresses the importance of taking into account non-t:.u'iff barriers in
the estimates of the impact of a fiee trade arca in the Americas. It is possible that
the tariffication of such barriers would show not only higher export gains but also
larecr differcnces berween results in different scenarios.

Other points usually raised in the analysis of such modcls are the need to
improve clasticity estimates and also to take into account the whole range of
preferences already existing within ALADL To present results only about the
impact at the NBM section level of aggregation is sometimes unsatisfactory 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

cffort would be welcomed as this is one of the advantages of partial cquilibrium
modcls.

Finally, as recognized by the authors, this cxercise does not allow conclusions
on the general impact of hemispheric integration, and, even in a static model, t©
assess the toral impact of liberalization on relative prices. In fact, no model will
capture all effects of integration in a dynamic scenario. Howcv’cr quantimtivc
exercises allow the beginning of the debate on the FTAA with some o;' the required

information to se ive | !
d to sclect really substantive issues. Information on non-tariff barricrs
0 not seem to fulfill this pre-requisite
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THE COMING FTAA: A PRELIMINARY EVALUATION oF POTENTIAL IMPACTS®
Robert Devlin, Antoni Estevadeordal gn4 Luis Jorge Garay

1. Introduction®

as launched durin

I December 1994, 1t was the
e of political and $0Cio-cconomic

the Miami Summit of Heads of State
centerpicce of a broader hemispheric initiativ
cooperation among 34 countries of the Americas with the objective to negotiate
hemispheric frec trade agreement by the year 2005, The preparatory Pl\a;c b;ﬂqr?
in January 1995 and formal negotiations were launched in April 1998 'ic
creation of an FTAA would clearly be the most important chapter in the histc.er of
rcgional cooperation in the Western Hemisphere and mark a fitting culmination to
a fast maturing trade policy framework in Latin America and the Caribbean.

THE FREE TRADE AREA OF THE AMERICAS (FTAA) process w

The FTAA process is the result of progressive globalization of the world
cconomy and a profound transformation in the region based on: (1) structural
cconomic reforms in almost all the countrices directed at stimulating market activity
and a better articulation with the world cconomy; (i) the emergence, or
strengthening, of democratic regimes almost ecverywhere and (iii) political
commitments to foster peace and cooperation among neighbors with a history of
rivalry and conflict. Regional integration has been a fundamental complementary
tool for achieving these ambitious national objectives, which permeate the entire
region. Latin America and the Caribbean has a long 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 decades following the
War inserted themselves in the prevailing state-led import substitution strategy of
the time, itself to a large extent a product of “market skepticism” derived f_rom tl'lc
Great Depression. In the 1990s, however, a “ncw” regionalism emerged in Latin
America and the Caribbean that conformed to the new national_stratcglcs for
cconomic and political transformation and prepamtion for globalization.

. o . . rocess. It
Trade liberalization has been a centerpiece 1n the structural reform p s
pC 1LE

. o -3 el m
has opened Latin-American and Caribbean markets to unprecedented co i
, . - et
from the rest of the world, providing access to new and better consu; ; ﬂinccé
0 1 g nna
and cheaper inputs and technology for production, investment an

e

Brazilian Economy and Sub-regional

6 October 1998.

cessarily reflect those of the Inter-
Maria de la Paz Covarrubias

P“P“ prepared for the Seminar “FTAA” and Mcrcosur.: _Thc
and Hemispheric Integration, sponsored by IPEA, Brasilia, 5-

The opinions expressed here are the authors and do norln;) o
0 N 3 1
American Development Bank. We thank Eric Miller, Frangois g

d Victoria Abalo for their assistance in data and editing.
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. veness. The extent of the Iibcrn]izatign cfforts. n ic last
international cpmpcnn 6 but overall trade in the region is s
decade has vancd ﬁ‘Ombc?. \ sigcc the period before the 1930s. A{d}OKIgll the crediy
open today than It has T:(;uld e rimarily to the unilateral policies of countries,
for trade iberaliation 8 A0 1ve 19805 and carly 19905, the GATT Urugygy
which becam¢ Wi L.S prx‘j o wave of regional trade agreements have played, and
Roupd i l role. As will be argucd later, regional integration lyag
continue to Pl'f)’a “ cruclm( ‘,{rd in terms of trade liberalization further than they
allowed countrics to push forY A dic unilateral or multilateral agenda and thcrcbi;

4 -hicve in cither
rhaps could achicve 1n ¢l . - c objecti racti
P:aintr;n the momentum of trade reform. But since the objectives and practice of
n .o ] s 1 2

: ' raditional limited focus on liberaliz
the new integration tend to 80 beyond the t e

(often very partial) goods trade, to include an array of ncw markct.-bnscd trad c'a.n d
trade-related  disciplines, the regional agreements often constitute a positive
political cconomy externality which serves to anchor even more the l_)"_oadcr overall
national reform process. In addition, there are the poht.lcal externalities: countries
have used regional integration to mutually cement their new democratic systems
and to create interdependencics which reduce interest in pursuing historical
rivalries and promote regional cooperation in arcas other than trade.

For awhile many doubted the scriousncss of the FTAA initiative. But the
launching of negotiations in April 1998, coupled with clear signs of gathering
momentum, the FTAA now is clearly a regional process closer to becoming a
reality. It thus is worthwhile to review, if only in a limited way, some economic
policy and strategic issues that will condition the effccts of the FTAA on its member
countries.

Our chapter will begin with an overview of the context for the emerging new
regionalism and the FTAA. This will be followed by a generic checklist of some of
the potential benefits and costs that might be anticipated from an FTAA as well as
:mot'he.r checklist of collective and national policy issues that could help to
maximize the potential for favorable cffects and minimize the costs. The last
section will preliminarily develop one particular aspect of the FTAA, which will be
an important determining factor of the balance of costs and bchfIItS: the way in

which the i ith existing regi ' '
g FTAA arncul:atcs with existing regional arrangements in the hemispherc.
¢ close with some brief conclusions

Finally it is important to
assumes th

ac tivcly

o pomt out that for the purposc of analysis, the papet
ntr : : . -
participatin i Hh‘“’c assessed their alternatives and consequently are
q ating in ¢l : . .-

g In the FTAA because they effectively share the objective of the

Miami - Sunmit, i
which the hemi

em e fhister : dly
reconfirmed in Denver ¢ isphere’s trade ministers have repcatedl)

“artagena, Bel i ‘ wmes
that the FTA will off. gem, Belo Horizonte and San Jose. It also ass i
emerge on or around 2005. Mecanwhile, t

o fectively
apter=s scope doc .
4 $ MOt permit an analysis of the world financial crisis, ¢Ve!
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hough it s guute obvious that the FTa, world trade and indeed

s~ initiati 1 X 3. 7 an eani
cconomic initiatve, is threatened by systemic stabilicy y meaningful

4 N International financia)
markets.

5. The New Regionalism in the Americas

The FTAA cffort is a good example of the pew regionalism. B :
ious formal agenda the FTAA initiati alsm. Based on its
ambitious formal ag Initrative seems to fit well into the particula
1 - "C 1 H - . . k « ‘l'
styllZCd facts of a type of regional Integration which Ethjer (1998) has recentd
d is welfare enhancing:® (i) the i o ) has recendy
argued 1s wellare ciiiz g ¢ Integration agreement typically involves
small countries linking up with large countries (ii) the smaller countries have
made, or are making, significant unilateral reforms (iii) the degree of liberalization
in the agreement is typically modcst (iv) the liberalization achieved js primarily by
the smaller countries (v) the agreements often involve “decp”, or comprchensive
o 5 o " . - - - Ll N o)
objectives (vi) the agreements are regional in a geographical sense. While 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 case the FTAA —
on narrow Vinerian criterion because much more is at play.

To effectively evaluate its roots, dynamics and its long run implications, one
must understand the context in which the FIAA process was initiated. Since the
Jate 1980s therc has been a growing interest in regional approaches to trade
liberalization. One of the carliest manifestations appeared in the Southern Cone
with new scctoral and regional cooperation agrecments that marked the incipient
development of what we know today as MERCOSUR.* It also manifested itsclf
among some developed countries, in particular, the United States’ move to
bilateral trade negotiations and the decpening of the European internal market.
During the same period, most of the developing world was moving toward
substantial market-oriented economic reforms,  including unilateral - trade
initiatives. In addition, all of this was happening in the context of leJtllﬂ[C.l'zﬂ
cfforts in Geneva to liberalize trade in goods and services around the world, which

” ili i F finalizi aper for editorial
The Brazilian crisis and devaluation occurred at the time of finalizing the papc

submission. Hence its repercussions are not dealr with here. However, oncc xhc;‘ Bm/.:l:::l r-:':(i
MERCOSUR situation stabilizes, the end result should be posiuve forythe Flas: Br.ll:zxrs‘lg:—-cm]ifl’mw
competitivencess will signal many new market opportunitics in the ?mnusphcrc. .ﬂgrsl c;fthc Asian
analysis of the cilecr of the Brazlian crisis on Latin-American inegrition ?'_'d [hlc):\':l:) menir. Bank,
@sis on the region’s international trade prospect see, IterAmCner Fin;:mcinl Crisis:
Integration and Trade in the Americas, Special Report: The ,]"mm‘.l{o{"' Note (Washinggon,
Implications for Latin-American and Caribbean Trade and Incegratio, Pm; &nn[imtivc An:Iysis
DC.: Integration, Trade and Hemisphenic Issucs Division and Statisncs anc At

Unit, Dcpartmcnt of Integration and chional Programs, 1999).

M- Etier, “The New Rcgionalism™, The Econonic Jouwrmal (July 1998
Bucnos Aires: July

):1149-61.
F 3 .December 1996)-
or more details sce INTAL, MERCOSUR Report, ¥ 1 (

B, o7 145
"2k, Mercosur and the Free Trade Avea of the Americas




e e

y lol

World Trade Organization in 1995. . o
By mid-1990s, the regional approaches to trade Ilel.E.lllzatlon had spreqq

y mi 4 1d: in Europe, in Asia and in the Americas. The rest of this
thro_“gh?m dlc(i:e::fid -chronology of these events in Latin . Amcriq and the
S, :; r'li ustrate how the new regionalism has made its mark in the Sy
SZ;‘: tr):l:::i.orzs“alrc conducted in the region. If onc had to sclc‘ct a single .bcnchmm.k
period in recent times that best captures the features of t!ns new rcglo.thm in
Latin America and the Caribbean, it would be around the time of launching of the

FTAA at the Miami Summit.

The mid-1990s marks the tenth anniversary of the bcginn%ng of the wave of
substantive unilateral trade reforms undertaken by 'thc countries of the. region.*6
The depth of these reforms is cvident when cvaluating a num‘bcr of basic c‘rircria.
Average tariffs fell from 40% to 11% and, for most counmcs_, those tariff cuts
were of the order of 50% and they were implemented over relatively short periods
of time (i.c., two to three ycars). Average maximum tariffs in the region fell from
more than 80% to 40% with only two countries presently applying maximum
tariffs of up to 100% on a small number of products. Tariff dispersion, on average,
has declined from 30% in the mid-1980s to 9% today. Both the highcst average
rate and the highest dispersion rate, as measured by the standard deviation, are
currendy under 15%. There are still, however, some important pecak tariffs,
particularly in the Caribbcan Community. On average, approximatcly 22% of

tariff lines are subject to rates above 20%, Morcover, there are still some countrics
with maximum tariffs above 70%.

TABLE 1: Tariff Structure in Latin America 1985 - 1997

: 1985 1988 1991 1994 1997
Avcr:\gf: Tarifl Rates Argentina 30.3 30.8 14.2 15.4 14.1
HOmwighed Average)  “Bolivia | 337 16.6 9.2 9.7 Ll
Brazil 551 | 415 204 9.7 14.9
—Chile 202 15.1 10.8 10.9 10.8
Colombra 465 46.3 16.4 11.3 114
%ﬂ_&__ﬂs 16.6 11.0 9.9
_P1mcn | 336 102 12.6 12.4 13.7
%&“\ 187 [ 186 13.6 7.3 10.0
U”“\_J*‘* 70.5 16.2 15.6 13.1
ruguay e
ﬁ%‘%* 269 213 13.6 10.1 T
.6
L3316 | 43 151 11.3 115 |
(cont...)
—_—_—

Inter-American Develo

; ment Bank, v . A
in Latin Averica, (W P ank, “I'rade Liberalzation”

i ract fi 1 jal Progres
hington, ne: » exevact from Economric and Social Prog

"egration, Trade and Hemispheric Issucs Division, 1996)-
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(Conti nued)

oo | 1985 T 1988 T Toor T
= 1994 | 1997
ﬁ'ﬂ‘-bﬁcrqion Arg,'Cr?tin:\ 9.4 13 6.0 Ts_ et N |
(Smnd:\rd Deviation) M___¢~ S e |R __64
Brazil 28.0 ?slhmaxxl‘]\4
Chile T N o 7.1
Colombia 16.9 ?—W~L§L
Ecuador 56.0 35.0 T‘(,E\‘L
Mexico 20.3 _T(;‘*S—Z‘T‘i‘ ]!13
Paraguay 138 13.7 18 | 68 [ ¢ ;2
Peru 24.6 244 | 58 [ 35 i 6
Uruguay 14.9 11.3 65 | 59 | ¢a
Venczuela 25.2 36.3 11.0 6.1 5:8
Tarill Peaks Argentina 515 57.6 25.0 30.0 27.2
(Average tarilf rates top 1 Bolivia 323 17.0 10.0 10.0 10.0
percent products with Brazil 108.0 85.0 70.0 20.0 35.0
highest rariffs) Chile 27.4 20.0 11.0 11.0 11.0
Colombia 85.0 .88.0 51.4 20.0 20.0
Ecuador 245.0 125.0 37.0 20.0 24.5
Mexico 105.5 20.0 20.0 20.0 56.2
Paraguay 50.0 50.0 52.0 32.0 23.7
Pcru 104.0 109.0 25.0 25.0 25.0
Uruguay 60.0 45.0 30.0 20.0 22.0
Venczuela 100.0 139.9 40.0 20.0 20.0

Source: A, Estevadeordal, Negotiating Trade Agreements in the Americas (forthcoming).

In April 1994, the Uruguay Round Final Act was signed at Marrakesh, ending
almost a decade of multilateral trade negotiations. The agreements which made up
the final package entered into force on January 1995, including the agreement
establishing the World Trade Organization which is responsible for :\dml‘mstcrmg
the most sophisticated and comprehensive world trade agreement ever sngncd. In
the area of tarifF liberalization, this latest round of GATT negotiations achicved an
average tariff reduction of 38% in industrialized countric.s zu?d1 from th(;
standpoint of the Latin-American and the Caribbcan countr'ics, '1mpl1?d substannta
commitments to dismantle import barriers. The central obligation with respect to

: ' . ; i i or so-called
tariffs requires countries to limit their Jevels to a specificd maximum

, .
ko ; g v cesulted in a significan
GATT tariff commitment or “binding”. The latest round rc

increase in the number of bound tariff lines. In the case of’c.icvt_‘IOPCd COUJ:IUJ“:S‘;S:E
increase went from 22% to 729%: and in the case of countries 1n tfagsxtl-(q)ct,im”y g
from 78% o 989% pereent. Latin America as a whole agreed t0 :jm nfilf"f bil(mding'S
tar.iff lines. This is especially significant when c-ompﬂl'tjf' w9 tq]\(irh;)lc only 38%
exsting before the Uruguay Round began. In Latin Alnﬂ;ml:sto 57% (’)f imports.
Of tariff lines for industrial products werc bomd‘mcqlﬂd“;;‘% respectively.

Or agricultural products, the percentages wetc 3670 a0 )
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The same year the mulrilatcml_mlks ended (1994),_ there were dl'amatic
advances in the new regionalism, wlqa the Western H'cmlsphcrc being 5 Major
staging ground. Months before the signaturc of the Fuzal Act .of the Umguay
Robund, the North American Free Trade Agrccmcnt (NAFTA) Was implementeq, In
addition, important advances wcre made in the Southern Conc_ in preparatioy for
the launching of MERCOSUR in January l99§. Moreover, du}‘mg the same time
period, two countrics in the hemisphere werc in thc. process of consolidating e,
positions as stratcgic trade hubs in the region. Mexico was able to secure in 1994
three important agreements which were based on the “NAFTA” mode] - with
Costa Rica in April, with Colombia and Venezucla (known ag the G.3
Agrcement) in June and with Bolivia in September. All three agreements were
implemented at the beginning of 1995. For Chile, 1994 marked an acceleration ip
a scrics of bilateral agreements in the hemisphere (Mexico, 1991; Venczuela
1992; Colombia, 1993; and Ecuador, 1994). During the same year, Chil(,:
initiated free trade ralks with MERCOSUR countries and Canada and ngan a
sccond round of negotiations to decpen its agreement with Mexico. These
strategic agreements would be signed in subsequent years (1996,1997 and 1998
rcsPccti\'cl)'). In addition, around the same time, important institutional anc;
policy reforms werc carried out in cxisting agreements such as the Andean Pact (to

become Andean Community in 1997), CARICOM and the Central American
Common Market.
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TABLE 2
— " REGIONAL TRADE AGREEMENTS |

N THE AME} P —
— Agreemenr D\.m%c—is &Hh 1990's
- - | Dare of Signatyre L o ————
m Community (CARICOM)! " 8!; - E“Mcc
_aﬂ(}Mﬂa’z ——— 197 1990
“eneral American Common Market (CACM)? \1-9?0 et
| 1993
CARICOM-Venezucela: 1997
'Eﬁﬂ:\’cnczucln 1993 1993
" ~orth American Free Trade Agreement (NAFTA) \1597 63
3 F——— 1994
Boliva-Chile! 1993 |
I 1993
Colombia-Chile } 1993 \]994\
“Southern Cone Common Market (MERCOSUR) 1991 e
2 Rica-Mexico .
SEadicgeena), |14 ] 1995
Group of Three (G-3) 1994 1995
CARICOM-Colombia 1994 1995
Bolivia-Mexico 1994 1995
L(_:hl]C-ECllﬂd()l‘ 1994 1995
Andean Community® 1988 1996
Chile-MERCOSUR 1996 1996
Canada-Chile 1996 1997
Bolivia-MERCOSUR 1996 1997
Mexico-Nicaragua 1997 1998
CACM-Dominican Republic’ 1998 1999
CARICOM-Dominican Republic® 1998 1999
SELECTED AGREEMENTS UNDER DISCUSSION
Regional

Free Trade Area of the Americas (FTAA): Andcan Communiy-Brazil; Andean Community-Panama; CACM-
Chile; cACM-Panama; Chile-Panama; Costa Rica-Trinidad & Tobago; Mexico-Belize; Mexico-Ecuador;
Mexico-Northern Triangle (El Salvador, Guaremala, Honduras); Mexico-Panama; Mexico-Peru; Mexico-
Trinidad & T¢ bago; Mexico-Uruguay.

Extra-Regional
AiERFOSUl{-Euro]acnll Union; Mexico-European Union;  Chile-European Union;
Mexico-Japan; CARICOM-European Union (Lomé Convention renewal); APEC
Notes: 1. CaRICOM began its reform process m 1989 (Declaration of Grand Ansc)
harmonized CET in 1990. . hat was signed and
2. The two countrics substantially revised and upgraded this accord in an agreement that was €ig
ceneered into force in 1998,
3. The Presidents agreed ro re-activace the CACM in 1990 (
pursuc a customs union in 1993 (Protocol of Guatemala).
4. Negotiations are currently underway to revise and upgrade theag
- In 1988, the Presidents nL:rccd (in the Protocol of Quit) to amel
Group and alter the existung tarifl’ reduction program. l'||.l9‘)6y t
the Group’s name to the Andean Community and reform ceredt
(Declaration of Truijillo).
6. The Agreement has vet to receive legishtive appro
countrics thar have rarified it.
7. The Agreement 1 expected to enter into foree this year:

Chile-South  Korea;

and agreed to laundh a

Montclimar Swmmit) and opeed 10 definitively

reeiment. .
W the founding Chareer of the Andean

he leaders officially agreed to change
1 exisung institutional structures

o

a vy e M SC
val in all counries and 38 only in cffect tho!
a

& PEOIDSOEE S
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I

resent at the extrarcgional level, in particular) i

: n th
‘v was also . ¢
This dynamism i exico joined APEC as a full member in

N ol
il 'APEC i:::gn;li:‘:MYmr later. Morcover, during the II Prcsid:llt)iirl
1993. and Chll_c en November 1994 in Indonesia, the leaders agreed to i
Mecring Off?[’:cct::dc and investment in the region no later than 2010 fo the
;:;\it)ril?zcdrcconoxl1ics and 2020 for developing countrics.

This bricf history of the integration efforts .in the mid-?l9903 would .bc
incomplete without reference to the European Umon.lThc EU. involvement w; th
Latin America was also renewed in Dcce'mbcr 1995 with thé signature of a trade
and cconomic cooperation agreement \V.lth ME.RCO'SUR. This was followed b)., a
Framework Cooperation Agreement with Chile in June 1996 and talks with
Mexico toward a new trade and cconomic agreement in the years to come.

The summary account is relevant not only for chronolog.ical purposes, but also
for stressing some of the specific facts that have c.haractcnzcd most of -tl.lc new
regionalism in Latin America as well as the synergies an'd COln.pl(’,n]Cntill'lthS r_h?c
exist among the different approaches to trade liberalization. Eu‘St, a key faFtor in
explaining the commitments undertaken by the Latin-American and Caribbean
countrics during the Uruguay Round ncgotiations were the successful policy
reforms — in which unilateral trade liberalization is central — carried out at the
national level. In turn, the countries” agreements at the multilateral level acted as a
signal to investors of their commitment to external opening and contributed as a
lock-in mechanism for the 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 preferential agreements can be negotiated.?’

Second, while the reciprocal narure of the mulrilateral round provides 2
national political underpinning to further liberalization, and the economic
advantages of frec trade achieved at the multila
sometimes difficult to evaluate e

traditional framework of Ie

teral level are well understood, it is

gotiating opportunities in the context of the

one hundred countries wig] ql'lcst/o.ﬂf cr§, e tal.(e .placc in :ls for%]_m of mo'rc. dzla:;

depth of new = With very different stratgic interests. Thl.S can delint d

COEtrol b’ thccogi?:izimj Morcover, Lann-Anmr{mn and Canl.)bc.zm. countries
"on, agenda and pace of a multilateral round is limited.

Regional 3 Haten s
Thcscg nd bilatery) agreements offer certain advantages in this respect.
agreements also offer reciprocity, Hoy

vever, they usually involve a smaller
e N

“This is manifest in the new U

nllcm ] o i i -
A Estevadeorda] and C. Rl anding on the Interpictation of Article XXIV of the GATT 1994
(INTAL-IDR, fonhcoming).

1T (ed fash : ]
€08, Market Access in the Asnericns: Negotiating and Straegic I5#e
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oroup Oof gcographic:}lly defined countrics with 5
}’nm_csts in commcrgal trade, geopolitics and re
PrOVidc a better environment for reaching consensus on the compley

issues in modern trade agendas; for measuring  the potential o i ki
committing SCArce Tesourees t'o a protracted negotiation involvirlg ‘rcc
for private sector understanding and support of the liberalization process. Ethier

fnds that the incentives for exploiting the advantages of regional negotiations ar:
higher the more successful are multilateral rounds *° =

very clear profile of shareq
glonal cooperation, This can

Famns  from
Ipracity and

In cffect, 'thc PVEVSICT l'Cgi(?11aJ trade agreements, the dCCPCning of those
already in existence, and the launching of FTAA negotiations at a hemispheric level
should be seen, first, as a complement to the unilateral reforms and multilateral
negotiations. Second, and most importantly, they are laboratorics for th(c
development of new paradigms for the design and implementation of trade policy
around the world.

From an analytical point of view, traditional economic analysis  has
distinguished between different stages of economic integration. In this literature,
liberalization under a free trade agreement, as proposed under the FTAA initiative,
would constitute a relatively less advanced stage of integration than a common
market scheme since it involves preferential trade liberalization among partners,
but not the adoption of common protection policies towards third countries and
free movement of factors of production. This type of analysis had some validity in
a world of relatively closed economies where trade policy is mostly concerned with
the management of border measures (ie., tariffs and non-tariffs measurcs).
However, in an increasingly globalized world economy, trade flows arc affected
not only by border type measures but by domestic policies as well. This shift to the
so-called “deeper” integration emerged first at the national level where unilatcml
trade reforms have been accompanied by substantial macrocconomic, ﬁnanc!nl and
regulatory reforms. The shift has also-been very clear in recent multilateral
negotiations where a new set of issues has emerged on the trade agenda. These
include trade in services, intellectual property, trade related invcsunf:nt measures
and dispute settlement mechanisms. A contentious agenda lies ahead in gthcr areas
of possible harmonization efforts such as competition policy and c@ﬂ@nmcntﬂl
Standards. This incrcased coverage of areas for the l?armomlam“n. ?m:i
reconciliation of domestic policies is also increasingly present in the new regiona

integl-ation agreements.
1 distinction should be made

Based Tar ithi region =
: on these criteria, within the region, i v ditional or

between two existing types of frec trade agreements. First,

e

Ethicr, “The New Regionalism™.
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s oreements mostly negotiated in ic fmn}cwork of the Lagy.
“first gcncmnon. ?gILAssociﬁ‘iO” (LAIA, or ALADL in Spanish). These Primarj
poiay Ix;t'c%;;::lo:mrkct qccess issues under very simple normative ﬁ'amcworl;;s.
'fl?li:; :nL trr:ghlttlly c‘ullcd prcfcrcntial agrc_cmcn.rs and ljmdb,c dsudbjgct t(? a t:aditiolml
«Vinerian” analysis. These agreements m. E’um_ cm? c lm c ctween sck.:cm-c,
and-partial” and “univcrsal-:md-auton*-mnc plcfmcn.tm l:Alglccn.mnrs according 1o
the product coverage and the mechanisms used for nn}.) cchmg the p"cff?fc.ntinl
treatment for market access purposcs. Sccond, th.crc :uc'thc new generation” of
aarcements characterized by their coverage of issues in the new global trade
a?vcndn, such as services, investment, govcn?lpent procurement :m.d COI}’PCtition
p%licy. Morcover, in these agreements, traditional market access lxbe}'allzatiox1 is
charactcrized by its broad coverage and im.plcmcntcd throu.gh automatic p%msc-out
programs. Indced, the regional ix1chrat1911 agreements 1n Latin A111c1'1ca have
involved automatic schedules of elimination of tariffs on substantially all trade,
with the bulk of liberalization taking place in 10 years and cxceptions rarcly
exceeding 6% of all tariff lines.%

While one must await the outcome of negotiations, the terms of reference for
discussions now underway in the FTAA are suggestive of an agreement containing
at least most of the clements of the new regionalism.

3. Evaluating the FTAA in a Long Term Perspective

Regional integration is an initiative with a long run horizon. Many of the most
important cffects of successful regional intcgration schemes involve complex
interrclationships that devclop in a general equilibrium framework over a long
period of time 3! Typically at the beginning, and cach time the agrecement formally

decpens its commitments, there are significant costs to be assumed up front with
benefits playing out over a much more extended timeline.

' ‘M;my cconox_msts focus their primary attention on whether regional intcgration
11\(_‘—‘;"“°'d\\'11at Viner (1950) first termed trade creation or trade diversion.5? From a
standard sratic Vineri i 1 ion it |

: rd stanc Vinerian economic model of integration it is well known that to
increasc the chances of trade creation

boreatial ot there should be an important overlap among

between member oon s 0% Protected by high cariffs, as well as wide differences
mocr ¢ 1S 1 . " .

ountrics in the costs of producing the goods in the protected

industrics. To minimj :
umize the porential for trade diversion, there should be, first,

e S
o —

50
A Negotiati
Estevadcordal, “Negotiating Trade

Aore . - . on
Pheric lsues Divier E“cm;ms m the Americas” (Washingron, DC.: Integratiolh,
er- ican De :
R. Devlin, and R. Ffy ’ merican Development Bank, forthcoming).

ench Davis, «T, :
Amenca in B Tlowards and Ewvalug A -ation in Lamn
n the 19905, Worly Economy uation of Regional Integration

X 1y, March 199¢

’ Marc 9, pp. 261-2¢

J. Viner, The Cuustoms Unigy Issue (New York: i o i
3 (,Jrncrglc Endow,

51
2

ment for International Peace, 1950)-
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Jarge qumber of potential fn'cr.nbcrs, so that there

could be divcf.tcd; second, mlltmlly a low level of

[hird, a sigmﬁcant proportion of pre-agreement trade cor d U(Ftion; and
qreners. [n sh(?rt, the agreement is going to be less likely tra d]c ;F‘Cfl' wth future
qmong Ccountrics whose economies are curtendly COmpe‘titichC[;tmg if fOl.mc ¥
complementary. Yer, these “static” Vinerian effects of are ), Ulr, ‘Potcnn?lly
ﬂgrccmcnt are only a small part of a successful story. gional integration

are few conntries whose trade

ade relative 1o prod
prod

Dynamic cffccth are potentially much more important since the i
with linked to an increase in competitive pressurcs following the 12711::; alssofcu.Ith
parriers. In cffect, regional integration is about the “dynamic” "o tlad_c
rransformations brought about by intensified competition; reduction of :zznom}c
rents; exploitation of cconomics of scale, scope and agglomcration; nnrkctinnoml;
export experience; managerial cfficiency, and so on. Today’s intcg:'ati;)n alsoga:il;s
at so called non-traditional gains such signaling commitments to investors lock-in
of policy reform, strengthening institutions and rules-based procedures, ,political
cconomy syncrgics among partners and geopolitical objectives.® These effects
could raisc risk — adjusted rates of return and induce investment local and foreien
technological change and growth. Indeed, cven what may first appear as a czs;
through trade diversion could in the right circumstances be a platform for an
cconomic transformation with benefits for the sub-region and the world economy
as a whole. Unfortunately, economists have found the analysis of thesc latter
dynamic cffects of regional integration difficult to model and test empirically.**
Indeed, strong conclusions about regional integration initiatives are all too often
drawn exclusively on static analysis, which aside from providing a very incomplete
story, also has its own methodological shortcomings (sce for example the analysis
of Yeats concerning MERCOSUR ).

When national economics integrate there is an important reallocation of

resources within and between those economics. When the integrating economics

are relatively homogeneous, involved in significant trade with each other and
al development, the forces of

converging in terms of income levels and technologic

M "
ation of Non-Traditional Gains from RTAs

3ank, 1997, mimeograph).

" Handbook of International
vier Science B. V., 1995); A.
1C. :World Bank, 1997).

“flec jonal Trade
ms about the Effccts of Region al

R. Fc'.“"‘“dcl. “Retums to Regionalism: An Evalu
(Washington, DC.: New York University and World |

]?’ Baldwin and A. J. “Venables, Regional Economic Integration

Economics, vol. 111, ed. G. Grossman and K. Rogoft' (The Haguc: Blsc

Winters, “Assessing Regional Integration Arrangements” (Washington,

Years, “Does MERCOSUR’s Trade Performance Raise Conce e (e e »

‘;\rm"ngCnrs?”, The World Bank Economic Revicw R (@8 l| i:.m:asl of chioml Trade
gl oot MERCoSUR Trade Peformies R P00 ‘.TbOlII; rful.lscl of MERCOSUR" Gazeta
frangements? which (irsc appeared in 1996, see R. Devlin, “In Dete

Mercantil (3o Paulo, November 19, 1996).
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i tion could be heavily represented by growing intra-industry Fl’ade, In this
Ty y
s Jdiustments can be expected to be relatively fast and with mq derae
\'t‘ . : . . . . .
ceot ic dJisruptions % When integration is among very heterogeneous coungies
onom : _ gheceroge . .
= ms of income and technological development, trading relationships arc still
in ter clop _ fationships
derdeveloped and they share an overlapping product mix, the process of
un a : du |
‘onal incceration initially may be morc heavily represented by development of
region o . e significant lags and displacements during ¢
inter-industry trade with more sign p

adjustment proccss.

The FTAA is clearly an integration scheme involving a ‘h.ctcrogcncgus mix of
countrics ranging from the world’s richest and most competitive countries to some
of the poorest and more economically backward. The hctcrogcncpus nzm_u'e of the
FTAA means that, all being equal, both the costs and benefits of integration could
be relatively magnified and their distribution uncven among and within countries,
Outlined below are some collective and national policy initiatives which could help
Latin America and the Caribbean maximize the benefits of an ETAA and help
dampen its costs. But first a generic check list is presented on some of the longer
term potential benefits and costs, based on the prevailing situation in the
hemisphere, which Latin America and the Caribbean could possibly anticipate
from a new generation FTAA agrcement.

A. Some Potential Positives

Free Access fo a Hemispheric Market

' During the 1990s, growth of exports to partners within  sub-regional
integration schemes has generally outperformed other markets (see Table 3). One
of the major potential benefits of an FTAA js a more sccure and preferential access
to that part of the hemispheric market that is outsidc of the respective formal sub-

rchongl Integravion schemes. This “extra sub-rcgional hemispheric market” is
quite important for almost all the countrics of the region (sce Tables 4 and 5) and
some models suggest that there woyl

a d be conditions for considerable creation of
trade if an FTAA were to emerge. s

e

The original membership of the European U
R. Hinojosa, S. Rob;

5 nso; i y .
MERCOSUR:‘Ovcrcomin: Da'r;d J. Lc“"s'-‘“(‘)““'gc“cc and Divergence Berween NAFTA, Chile and
Paper 219 (Washingron, l)lcc-mln’-‘s of?“’l‘l‘h and South American Economic Integration”, Working
Development Bank, May l9§7 nrf?’fmon and Regional P rograms Department, Inter-Americit
origin, which if very rcstri’cri\'C, \:.n‘u\l";‘c that the models de, not account for the cffect of rules of

‘auld ser; 1., B 1
Estevadeordal, “Protection, Preferentia) 'r.l(:‘m_\ dampen porential trade ereation. L. J. Garay and A

; AT 1t s . L i
(Washington, 1 Integration, Trade I Elimination and Rules of Origin in the Amerncas

. ion approximated these conditions.

Development Bank,1995). and Hemispheric  Tssucs Division, Inter-American
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within this hem_.‘SPhc“C rrfarkct, the US is preponderant. Morcover, for
COunu—ic:s in the Carxt.abcan Basin, the US market weighs heavily not only i;1 the
pemisphere but also n .toml world trade (sec Table 6). South of the Caribbean
Basin exports 0 the United Stgtcs are generally significant, but their share in total
rade s 2 more modest onc-thn‘d. or l.css. The US market is significant in another
jmportant way for many countrics: 1t share as a market for more knowledge-
tensive nmnufactured exports is sccond only to most country’s sub-regional
market. Hence the US mm‘kc‘t, along with sub-regional integration, has been
contributing 0 Latin America and Caribbean’s long sought after goal of
diversifying away from commodity exports to manufactured goods.*®

) :t thc nglon s € o1t cr{on nance n ’h]d bed d vers fic jon an 0 | [r
P [’ A C ing ar erst at i d P £l Cts
X! mance, rentl citect ()(

- isi 4 Stistics and
T i es Division an
the Asian crisis, see Integration Trade and HC|“l5phLless'l;\1l Programs, w[pregration AN
) 2 % 2 eg10Ne D
Quantitative An;lysis Unit, Department of lmcgr.monI and ,s\;ﬂiﬂcm Development Bank, 1998):
l . Tnter-
Tradei i -iodi ashingron pc: Intc
de in the Americas”, Periodic Nok (Washingtot
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TABLE 4: Exports of Latin America by Countries ang Sub-

1996 (% of total) ISSaE;

e Intrasub-regional | Extrasub-regional mm

Tlrcnrim 33.3 23.4 \567‘-_‘\43?-
Brazil L 298 45.1 54.9
Paraguay 63.3 11.1 74.4 56
Uruguay 48.0 14.1 62.1 379
MERCOSUR 22.7 27.0 49.7 = 503
Bolivia 20.3 46.5 66.8 33.2
Colombia 17.4 527 701 29.9
Ecuador 8.8 55.8 64.6 354
Peru 7.2 325 39.7 60.3
Vencezucla 7.5 81.0 885 11.5
Andcan Community 10.3 64.5 74.8 25.2
Costa Rica 12.2 53.9 66.1 339
El Salvador 43.8 25.8 69.6 30.4
Guatemala 28.5 51.2 79.6 204
Honduras 4.1 63.5 67.6 324
Nicaragua 15.3 50.5 65.9 34.1
CACM 20.4 49.9 70.3 29.7
Mcxico 0.9 919 92.8 72

| Colombia 82 618 70.1 222
_Venezuca 6.0 82.5 88.5 115
 G-3 24 87.7 90.1 ____’99__.
‘CL'C\ 0.0 362 | 36.2 63.8

| Panama 0.0 72.9 e 729 | 27.1

scd on DATAINTAL.

Source: 1Ipp Bico——r : < b3
rec: IDR, Division of Integration, Tradc and Hemisphenc Issucs, ba
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TABLE 5: Imports

of Latin America by Countries and Sub-regions,

1996 (% of total) . - —— gzl &
| Intrasub-regional Extrasub-regional [ Total Hemispheric | Rest of the World
e 245 27.9 52.3 a7
z ;_:unm
Brazi 15.5 31.2 46.7 53.3
54.3 14.8 69.2 30.8
Paraguay )
o 40 19.9 63.9 36.1
= I 49.8 50.
MERCOSUR 205 29.2 0.2
Bolivia 86 e iZa 25
Colombia 13.0 50.6 63.5 36.5 ¥
Ecuador 16.0 51.7 67.7 323
Peru 18.4 45.8 64.2 35.8
Venezucla 8.9 64.4 73.3 26.7
Andean Community 132 53.6 66.8 33.2
Costa Rica 7.2 715 78.6 214
El Salvador 19.1 61.7 80.8 19.2
Guatemala 7.7 73.] 80.8 19.2
Honduras 15.4 66.3 81.7 18.3
Nicaragua 242 52.9 77.0 230
cacy 127 67.3 80.0 20.0
Mexico . 04 79.6 79.9 20.1 |
Colombia 12.9 506 635 36.5
Venezuch - s 61.8 73.3 26.7
53 |29 74.4 77.3 27 |
Chile I — T
P:IIL 0.0 555 55.5 44.5
nama 00 801 801 199—-,

" e \._"‘ R
Source: 1w, Division of Integration, Trade and Hemisp

160

heric Issucs, based on DATAINTAL,
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TABLE 6 percentage of Latin America's Trade with the Usa
by Countries, 1996

o . . SEam e S

b % of Exports to USA _Mw

R 8.2 [T Ty -—
Argenting 19.9
Brazil 19.2 219
Paraguay i 10.8
Uruguay 6.7 12.0
MR 15.1 20.6
Bolivia 25.3 27.7
Colombia 38.7 36.0
Ecuador 349 314
Peru 19.8 260
Venczucla 58.8 45.0
Andean Community 45.6 35.3
Costa Rica 41.0 448
El Salvador 18.1 39.3
Guatemala 36.6 439
Honduras 58.1 50.3
Nicaragua 44.1 33.6
CACM 38.7 43.2
Mexico 84.2 75.5
G-3 760 67.9
| Chile 15.4 244
Panama 51.8 37.3

Source: DB, Division of Integranon, Trade and Hemispheric Issucs, based on DATAINTAL.

In terms of market access, for Latin America and the Caribbean, the US market,
and North America more generally, is clearly a strategic targct _°f the FTAA
negotiations. However, trade with the US and Canada is already rcl:_ltl\{d)' fre d.uc
0 the low average tariffs in those countrics and the fact that the majority of Latin-
American and Caribbean countrics already enjoy duty free access for an CXt?HSI-vT
fange of products on account of an array of non-recip gl Prcrcmllt.@.
arrangements. Thus the market access bencfits of an FTAA will iy foc.us' Onl\;;:-(t:lf
1ssues, First, negotiating free access for spcciﬁc products an@ SCth)lSu'l:S .
Am.crica that face relatively oncrous tarié or o m“-ﬂr nl“;]alST: bc)’onc;
griculture, food products, textiles, and so forth). Sccondf d[SClP-ld—*g(;iStOI'ting
What ig available under WTO rules, the usc in North America of tradc

" 61
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d trade remedics (particularly anti-dumping).®” And  third,

Lo A bli ]‘ing a predictable rules-based framework through a hemispheye
> ‘r:]“\' establisn ) i

gfmutc settlement mechanism to €nsure enforcement 'of Staplc, free access 1o this
lspl\ +. Without a major advancc in these areas, the incentive for Latip Americq
market. a b . e . . i )

I i the Caribbean to make concessions ofl rariff reduction for North Americap

" i o 91 8 . . B

o ds as well as in other arcas of the negotiation of special nterest to North

goods 3 ; : ' e e

|, (c.g., intellectual property rights, scrvices, g?]\d cm;cnt procurement, etc,)

could be low. The prospects for a successful FTAA could suffer as a consequence,

moye

Another advantage of an FTAA organized alround strict and cffectively binding
disciplines for openness is that .it could provide an escape valve for €XPOIT 10 4
large market, should problems in the onId economy begin to undcrmn@ open
markets elsewhere. However, to afford this opportunity one must emphasize the
paramount importance of commitments to openncss. Only in .thls way could the
experience of Larin America and the Caribbean during the crisis of the 1980s, in
which regionat markets suffered disproportionately, be ameliorated.

Preparation for World Class Competition and Globalization

Through unilateral, multilateral and sub-regional liberalization, Latin-American
and Caribbean governments have been using increasing import compctition as a
tool for inducing economic transformation.® The FTAA promises to open markets
much further and induce more head to head competition from world class firms in
North America. Indeed, opening to North America, given its size and competitive
strength, has effects, which parallel 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
Axpcﬁca and the Caribbean. But it also should scrve as a major catalyst for
microcconomic modernization of the economies. The difference between an
opening through an FTAA and onc that is unilateral with the rest of the world is
::i‘]:};lchm;:czgctf;ic l;rclgcﬁtsdof rcciprocz}l liberalizatior? in 2 legal fr:uncwc?rk lcof
el s ik .q;m C'rdﬂtc.d. rlgllmts and obhgamoqs. Morcover, the
identifable North Americny e L0 18 more geographically focused (on
; \ an firms), which conceivably could provide advantages
n the formulation of cffective strategic res Y ) p i . g

: ponscs by nationals.®' Therc is som

e ———

\
Chile and Canada

59
are sy i 1
e ppressing anndumpmg measures in their new FTA.
. velopment Bank, “I'vade Liberalization®
uga and Venables dewonstr, l

uga and Ve ate thar dy ; iti i
liberalization in o preferential arrane € to geography and externalities from i
than a unilatera) libe

1y . . N
SUMENT cn provide greater gains in terms of industrialization
Dcvdopmcnr” (

Y83, and A. J. Venables T 3 d Industrial
orld Bank, 199g), s Amangements and [

LR e = R
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tr.de

e

widence that NAFTA has served as a oy

. .. St o Cr
dernization and enhanced competitiveness iny ek

3 occonomic
Mexico. 2

mo
Attraction of Foreign Direct Investment

Forcign direct investment (FDI) can be a source of
modern corporate practice and access to internationg]
presence O SSICRIO lock- " in policy reform 64 There is e
compctition among developing countries for this type of investment. The infl i
of DI to Latin America have grown substantially in the 1990 from USS R hil(l)'ws
in 1990 to USS 46 billion in 1997. Indecd, prior to the Asian crisis “ﬁ;‘gn
Amcrica captured more than one third of the fast growing total FpI ﬂ;)w'; [2
developing countries.®® s

technological transfer,
export markets. 3 The

As Ethicr (1998) points out, developing country competition for EDI is
sufficiently intense that significant distinguishing features in a country or
subrcgion can be decisive in attracting investors, which tend to cluster, or locate
together.® The economic literature recognizes that integration schemes can create
an impact that attracts FDI According to Blomstrom and Kokko (1997), the
bigger the change in economic environment associated with the agrecment and the
greater the locational advantages of the country, scctor, or sub-region, the more
likely the initiative will stimulate foreign investment from countrics in the
agreement and from third parties.*” An FTAA could be a magnet for forcign direct
investment: it would create a preferential market of nearly 800 million people and
10 trillion dollars of GDP. This, coupled with possible lower risk premia duc to the
Latin America and Caribbean’s locking into (sce below) a rules-based agreement
anchored by a sub-region (North America) which investors traditionally consider
highly credible, could be a basis for attracting considerable forcign direct

4)

ber 1997). The FTAA process and initiation

Sce M. e« i B ; ico (Scptem
M. Sutler, “Material Gans™, Business Mexico (Scptel < in public and

of negotiations in 1998 is alrealdy raising awareness in Latin America of shorrcoming
private preparedness regarding international trade. o Eaill
‘ : ) i i ts”. and Garay at sanin
However, as Winters in “Assessing Regional Integration Armngcmc.nrs“, nB : rol)md Kot o
point out, not all FIDI carrics net benefits. See L. J. Garay, and J. ‘B:ull'lll. 'A 2 :g)c- Integration,
Forcign Di ; - ica and the Caribbean™ (Washingron, DG: IS
gh Dircct Investment in Latin America an Bank, 1996)
_ : ! - . t Bank »
Tiade and Hemispheric Issues Division, Inter-American Developmen )

Ethier, “The New Regionalism™.

A. Calderon, “La inversion extranjera en América Latina y ol
tanjera divccta en Amévica Latina, ed. Inter-Amencan De
Relaciones Europco-Latinoamcricanas (Madrid: IRELA 1998).

63

in Inversion

n
“ Canbez un panorama’,

velopment Bank and Instituto de

Ethier, “The New Regionalism™. . rect Investment” (Washington,
M Blomstrom and A Kokko, “Regional Integration and Foreign Dircct In
DC: World Bank, 1997).
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rn, however, is not Lmidircct-ioml. FOI'Cigl-l dil‘éct.illVCStnlcnt
investment. The paceerth gions which originate in the Western Hemisphere 4
that originates ln.thc .SUbEC,O the existence of margins of preferences may be
is_morivated primarly 5) d by direct exports from the hoﬂ)c country.® Op the
withdrawn and be Sub-s_umt'cwcs)tmcnt which is motivated primarily by locationg)
other hand, forcngn' dllzct. “d,c hemispheric market. The FTAA could bc a Strong
advantages could expand in t from outside the hemisphere as well, becayse
magnct for foreign direct mvcs-ltimcl‘:nd access, which is secured by a rudes-based
of ;)rcfc;_clnccs :f f*sc:;:;a’cc \':;::n;t e;u.a_hcmisl,)heric foreign investment could alsq
system. However, 3

X .  bigger A market.
1 ploit the redefined locational advantages of the bigger FTAA market
relocate to €x

intrasub-reeional investment is concerned, it is difficult to know

ol f“msu E due to severe data constraints. Howm.rcr, thcx:e are

CXﬂfd)"“'mt B h::EPCl“h%nomenon is gradually becoming sigmficant in an

indl'cmons th“; . }?'e ionalism.*® In an FTAA, this budding intra-regional

i ?ﬂd olfcelLscf%ﬂ in the formation of alliances and inv?stmcnts that

Eig;‘;;fng:o;aphical advantages for competing in the hemispheric and world
markets.

Widening and Deepening of Regional Integration

The FTAA will probably eliminate some regional agreements and igxltx;l.);tgv:
others deepening and widening. The exact outcome will df:pend ‘on t'1.c c‘). j .
and the political commitment of the member countries to their 11§S.P'Ssucs
agreements. As we will see later, this is probably one (?f the more complex l,d =
surrounding an FTAA. While not all developments in this area will bc.vyclcom.c b)_
all participants, there are scenarios, which would be largely positive chx ]su
regional integration, for the hemisphere and the world economy more generally.

An FTAA promises to enhance transparency and reduce transaction costs of
hemispheric trade. Since the 19905 there has beel
arcas in Latin America and the Caribbean. Thes
strengthen political ties

1a proliferation of new frce trade
e new agreements have served to

» push the trade liberalization process forward, and

contributed 1o growth of tade and investment and diversification of exports.
However, the new agreements have created 4 complex web of tariff preferences,

11| o ory A . . o 4 [
rules of origin and other disciplines which have reduced transparency 11 trade,

e o

6x
L Garay, “Breve resumen de

integracion regional” (W,

. o 5 s de la
algunas cosideraciones no tradicionales sobre los impacto!
American Development

! : X jvision, Inter-
ashingon, e integration, Trade and Hemispheric Issues Division,
Rank, mimcogmph, 1997).
LJ. Garay and A, Ven, “Naturaleza Y evolucién r
exmanjoa diyectg oy Américq Lating, ¢d Inter-

, . o . % i [persion
cciente de la inversidn intraregional”; in I
relaciones Europco-l;uinoamcrimms {

. de
Amcrican Development Bank and Instiruto
Madrid: mgra 199 ).

—_
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Jleered investment flows and introduced their own transaction

would probabl)’ _supcrs‘cdc at l.cast the simpler frec trade arcas -;n(CjOSfS- 5
fulfills its Pyon'usc of umproving on the existing state of thé ‘1rr .
pormative architecture qf free trade areas — could thereby raise ‘tl'ﬁllrc

jower transaction COsts in the hemisphere. However, as will be (USCSP:‘ f’:c’; C')’ o
following Scction, the dynamics of this convergence process s comglisccatcl(;1 .xtxl:;

will be aided or abetted by the direction of sub-regional and regional PR
icy berween now and 2005. ™ S0

assuming it
garding the

pol

Since c{-adc mml.stcrs in the hcnusphcrc have agreed that only integration
schemes with commitments decper than the FTAA will continue to exist after 2005
there is every incentive for countrics with political and economic objectives of dcc;;
sub-regional integration to fortify their community commitments as soon as it is
political]y feasible. Aside from the short term bencfits of allowing the sub-regions
to better coordinatc and project joint positions in the FTAA ncgotiations, the
longer term advantages of strengthened commitments are structural change,
enhanced investment and compctitiveness in the hemispheric and world markets as
well as a more effective vehicle to promote a sub-regional agenda, which has a
logic and legitimacy of all its own. Finally, since the FTAA will most likely be a
strictly enforced rules-based system, in the longer term it could have positive
demonstration cffccts on Latin America and the Caribbean regional integration
which still must rely to a significant degree on diplomatic Ainformality=.

On the down side, the negotiations and prospects of a hemispheric agreement
could also have the cffect in some case of distracting attention from sub-regional
integration and stimulating conflictive opportunistic bchavior among sub-regional
partners attempting to ncgotiate collectively the FTAA. This would be highly
unfortunate. We now know that successful sub-regional integration is never lineal.
Hence the collective FTAA process must not unnecessarily aggravate problems in
viable sub-regional agrcements and it must find ways to flexibly a.ccommodﬂtc
conjunctural swings in the evolution of deep sub-regional integration schqpcs.
However, in thosc cases where fissures reflect inherently weak Polltlcrll
©ommitment and systematic unfulfilled promises of sub-rcgignal intcgration, the
chances of deepening would not be good anyway and absorption by an FTAA may
be in everyone’s interest.

Strengthening the Multilateral System

For Latin America and the Caribbean, a healthy and devcloping mld.n]altcr.?cl
System is strategically essential; after all, as was secil carlia.'r, the extra lngs\zg:;r
arket is seill primary, or very important, for all e - cow.]trllcs‘rmllrilatcmi
Some rade specialists arguc that regional intcgrarion 1s threat for the

— - 65
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PR

. arming from their perspecti i
The FTAA i especially alarming o perspective becgy, of it

and the participation of North America.
7€ 1

oot dismiss risks 1 this arca. L:u'gc_ regional integration Schemeg
One cannol < of trade of member countries at the expense of nON-me can
i tc“\]f ise to incentives for maintaining or increasing P"Cfercncc:]bcr
oy FrLAA can also create dcfcpsivc reactions on the part of thiyq pmaizsd
19{&(1-)1[-1 b benevolent iFit emerged in the form of a push for a consensuys gy -
This ;::tl:i]:bus ulgilateral round that would in cffect erode FTAA prefer n4
new

€nces. By
another possibility

system.
overall 8!

{mpro\ i
countries and g1

s that a defensive reaction emerges in the form of others
. widen and deepen their own bloc at the expense of the multilatery)
sccking to atera

system.
In any cvent, it can be argued that in the current policy environment the R

are overstated. Indeed, in today’s context of open regionalism, regional Integration
can serve as a catalyst for development of the multilateral system.

The FTAA process alrcady has had some positive benefits for the multilatera]
system, eg. the FTaa preparatory work has greatly increased transparency
regarding the rules and norms of trade in the countries and sub-regions of the
hemisphere.”! Meanwhile, since the WTO is the agreed baseline for the FTAA, the
same process is intensively exposing countries to the rights, obligations and
procedures of the WTO and the Urugnay Round. The FTAA process has even
exposed the WTO to berter ways to facilitate country notification to that body.”

Will a serious FTAA negotiation facilitate or impede another multilateral
agreement? This is a highly speculative question full of political uncertaintics. The
current FTAA negotiations paralle] a more natrowly defined WTO built-in agenda
(agrlFlﬂnuc, services, IPR, ctc),”® which could very well be expanded into a new
multilateral round if there were a broad cnough consensus to do so as increasingly
seems the case. In the meantime, the FTAA has helped countries prepare and

—_—

——

0
J. Bhaowai i |
OrFO;)‘aR\?" (:‘ A. Panagariva, “Preferential Trading Arcas and Multilateralism: Strangcrs, Fricods
. * (Washington, dC: World Bank mimeograph, 1996).
v the development and Publicar

related issyes thar herer,

7

and trder

o of systematic mventories and data bases on trade i)
has

ofore we

S " : : . woss |
Inspired new researcy ¢ unavailable or difficult to sccure. The FTAA process

Ny i M arcas where knOW]cdgc: is very limited

C-American Dey, ; . - FTAN

Market Access p,cpm_;f::‘("l()p|110|ll Banak, in its FTAA technical support role, prowdcd thcdl:nﬂ.
nformation, The relatiy ) (.'-rmlp with a simplified system and software for notifying rrade “”EC\' an
Unsuccessfy) Integrateq :"Sutc]m of this exercise contributed ro the WO overhauling its Con;P A f
the Fra -t Base, b . . . ) develop*

N FIAA process,  POTTowing on some of the innovations that the 18
T 199,

166 \ :

=3 /lmrl"‘“’

. r
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cxchange ideas and information that could be hel
event, SINCC the Uruguay Round is sti]] being digested and the liti
for launching a new round are complex in the best of circy e
clcar until recently that a new comprehensive round migi;‘tvemc i
the FTAA, North America might have recurned to s origlig.il Alslq, w'ldnm
bilaterally pursuing its trade agenda, which would ultilmtzlv‘ a Orc’ccwc :) f
gistortion of the hemisphere’s hub and spoke matri. Indccd‘ the f:aggr'amltc 0
Latin America and the Caribbean the FTAA has been up to no,w the oclel,S t,k{ for
“pig market” trade negotiation that can accommodate the trade-offs 21::; l(; .
advance in a broad spectrum of trade issues. Morcover, the voice of the rcz:ionrso
o 2

countries and sub-regions in the FTAA negotiation is larger than it would be in &
much bigger w10 forum.”

pful in their wrg agenda.™ I any

I paramecters
mstances, it was not

Morcovcr, it is not implausible that there will be synergics between the wto
built-in agenda and the FTAA negotiations and that FTAA negotiations will serve
one way or another as the handmaiden of a new multilateral agreement. Since the
FTAA is a singlc undertaking and interests among the different negotiating topics
arc far from symmetric berween North America and Latin America and the
Caribbean, realization of any agreement will likely be better than the WTO in
nature.”® That is to say, in addition to the traditional tariff liberalization on
“substantially all tradc™,; to realize itsclf, the FTAA may have to cffectively address
North American/Latin-Amecrican and Caribbean trade-offs on a broader spectrum
of their respective priority/sensitive issucs agenda, leading to agrecments in some
arcas that make the FTAA better and more balanced than what is available in the
wTO. The specter of a better agreement, on or around 2005, could in turn help
induce a world consensus for a multilatcral agreement, the evolution of which
would be influenced by the innovations generated in the FTAA itself. Indced, some
past multilateral rounds have had their origin and cvolution impacted .by the
developments in regional integration as outsiders scc a r.om?d as a \’C'thlC for
reducing the preferences they face, or will face, and ‘msxdc?'s scc 1t ﬂ_sh an
opportunity to politically restate their commitment to multxlatcrﬂll:;n, and pet drlpS
promote their new trade agenda reciprocally at the world lcycl.. On the 0 t\I:Cr
hand, if a critical mass of sensitive/priority issues are not cffectively put on

——

" Future” (Washington, DC:

§. Otteman, “The FTAA: Irs Dilemmas Today and its Prospects in the
Inter-American Dialoguc, 1998).

Iris i"“m‘-ﬁring that in the FTAA negotiations a number of

nrial in

'  smaller countrics can be quite influe

the direction of cli ) |
ks imi itially
’ . iti wnlus™ sinee tarifls arc climinatcd on substantiaily
Even a simple free-trade arca is by definition WTO “plus
all trade |
- rade Organization
o v 1008): 1162-82; World Trade Orgamt ,

K. Bagwell and R, Staiger, The Economic Journal (Jul o
Regionalism and the World Trading System (Geneva WT 0, 1995)-
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ies prefer oottate them in multilate )
FTaA table, because COUNEIIES pufen 0 negotiat o Gy al fora, the
‘ llé falter; hence, furthering interests in trade liberalization woylq %
\ ':OI‘" ) \ q H -1 ¥ . " . - -
;Tm dent on individual milateral policy and sub-regional tegration ung) .
cpen . ] .
\\'(Ercld consensus cmerged on yet another new WTO round.

Lock-in of Policy Reform

While cconomic policy change in Latin Amcrica and the Caribbean has been
substantial, a successful and balanced lfr AA could serve to make reversals more
difficult. The importancc of this policy msn'}uncn‘t would vary greatl}r among the
countrics of the region. In any event, Iock-m. cffects were a fa.ctor m Spain and
Eastern Europe’s link up with the EU and Mexico's participation in NAFTA.

B. Some Potential Negatives

While there arc a number of potential benefits from an FTAA, there are
potential costs too. Again, although these will be country specific, a generic check
list — not necessarily exhaustive — can be developed from what is known in the
literaturc and practice of new regionalism.

Adjustments

Liberalization of trade in the hemisphere is expected to create trade and
generate efficiency gains. However, in the process of arriving at the full potential
benefits of an FTAA, there are firm, sectoral, and social adjustments on account of
the reallocation of resources induced by liberalized trade flows. The more
heterogeneous the membership of a new FTA, and the more important trade is as a
percentage of GDP, the greater the potential gains from creation of a regional
market - but also the more pronounced the adjustment process will likely be.
Hence, in an FTAA with very heterogencous countries and many very open

cconﬁmxts, important adjustments of considerable economic and social magnitude
are ik j i

: ?.1‘|\cly. The costs of these adjustments will depend on many factors such as
it country conditions, the nature of

domestic cconomic policy, and progress in
structural r ccent ] . nic potcy, FAnE
Wailab”im&’-fcf)nn?, excepions (if any) and phasc in periods for liberalization, the
belds 2 of adjustment assistance, etc. Some of thesc issues will be discussed

Asymmetric Distribution of Gains

tl’hc FTAA members
their levels of deve]
Iiberalization of trad

hip will combine very

hctcrogcncous countries in tcrms of
opment,

: Economic theory suggests that in prianlc
can ; ]
Promote. convergence among richer and poorer

1@\ .
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cconomics- Morcover, there is some empirical evidence ¢y
However, the process }ms bc'cn obscrved to he cxtremely
relatively idcal conditions like the Us cconomy where
combines with the free movement of all factors of pro
aniformity in rcgulatory'ﬁ'amcvs.rorl\'s and political instj
cqual, In a‘n'FT AA there is the risk of sl$cwed benefits, with some countries and
regions gainng much . than others in the short to medium term % Thcrc‘qrc
ways and mcans to cffcctn{cl).r counteract this problem if the member COLmt;ics
wish to do so. However, if it becomes exaggcerated, an uneven distribution of
benefits could lead to political tension and stagnation of a trade agreement 8!

at this occurs.”
slow and uneven, even in
free trade among states
duction and 4 degree of
tutions.” Thus, alf being

A specific phenomenon identified in the debate over the FTaa is thar the
asymmctric structurc of tariffs in the hemisphere can lead to serious redistributive
effects between the North and South.®? As mentioned carlicr, on average, tariffs in
Latin America and the Caribbean (Table 1) are considerably higher than in North
America (in 1997, the average tariff in the United States was 5% and in Canada
was 7.5%). Conscquently, in the process of preferential tariff liberalization,
revenue from dutics 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 against the benefits of entering an agreement.

Trade and Investment Diversion

Creation of preferences goes beyond technical issues and obviously has a
political component. In principle 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 preferences emerge endogenously as
part of a collective process of trade offs, they can be the sign of a sustainable free
trade agrcement. An agrecment among countries that exhibit significantly high
tariffs on third partics, coupled with restrictive rules of origin, inevitably has some
effect of diverting trade away from possibly more cfficient firms that ate located in

R

" . 4 ? 0
D. Ben-David, “Trade and Convergence Among Countries” Journal of International Economics, 4

(1996): 279-98.

> 3 » ol
R. Barro and X. Sala-I-Martin, “Convergence across States and Regions’, Brookings Papers on
El:onnmi::,l}r:livity 1 (199|): 107-79. |
m orc likcly investment will

The more extensive the rules and their enforcement in an FTAA the m

,
spread and be based on a criterion that goes beyond the home country s -+ in the late
4 S s gragion in Latin America m the &
Salgado attributes this problem to the stagnation of regional integration it L“];, realidad™ Revista de
11970& See G, Salgado, “El Mcreado Regional Latinoamericano: cl proyecto y
* CEPAL7 (April 1979),
A, i =
Pmmgmya, “The Free Trade Arca of the Americas: Good for L

ont5 (Seprember 1996).

Jocal marker size.

4t America?” The World Economy
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ber countries.®® This has rcal costs ?"].d N fpart of the price of an
non-membe " - mpensations for members: i
agreement which P":S“m“bly has its comp S and if g,

sustainable growth, for the world economy as well, By

awarencss of the problem i important .in o;icx'mf:A miliiénfzc thcs? cffects.
Meanwhile, 10 the extent that cxqutanon. % e ptllc‘mc-nccs (mclud]’_n
incentives provided by rulcs of (nngm)_ - }50'1 111 1: 4 hC nm-xsparcncy. and
comprehensivencss of disciplines Of_'f‘ large 1c.b101? ll ar C]t — are the Primary
motive for foreign investment decisions, there mc. the u.s\s that some direct
investment activity will be diverted ﬁ'om.morc cfficient third markers 84 Even if
diversion of trade and investment flows Is more than compensated later by the
dynamic cffects of intcgration, there arc immediate up front costs for consumers

and producers.

agrtcmc nt promou:s

Macroeconomic Vulnerabilities

The FTAA disciplines will emerge in countries at very different stages of
structural reform. Hence there is always the risk that in some instances the
introduction of a new trade discipline(s) may involve less than optimal sequencing
vis-a-vis the progress of other reforms. An example might be where the
liberalization of financial services preceeds strengthening of domestic financial
regulatory structures and/or where that liberalization and creation of the
hemispheric market stimulates surges of capital inflows, which in twn generate

pressures for a premature appreciation of the exchange rate and weakened trade
and balancc of payments performance in the ncw FTAA.®S

More Interdependence

While integration schemes provide benefits for participating countrics, they
also create new interdependencies that may erode autonomy to some degree. With
an FTAA new interdependencics will be created; some will be appreciated and
others may no. Since the North American market will naturally be an anchor for

an F g i i i !
FTAA agreement, one can expect that Latin America and the Caribbean will t02
reater ex : ial i ' . '
& : extent be under the commercial influence of their Northern ncighbors. The
interdependency could

A provide benefits - c.g., policy lock-in and investment
cttecrs, more formal capacity to inf] - 5 ity to
pacity to fluence North American trade policy, capacity

organize bal; i i
g ance of payments assistance, and so on -, but also be accompanicd bY
e

¥ Bhagwari and Pana

Foes” gﬂl’i ¥,

“Preferentyal Trading Arcas and Multilateralism: Strangers, Fricnds of
Winters, “Assessing Regiona} Int
R. Devlin, R, |
Overview

g cgration Arrangements”,

S, and S, Griffith-Jones,
s 1 Coping i)y
miflith-Jones (

Irench Devis,
of Policy Issues™

- . An
“Surges in Capiral Flows and Development:
R. Ffrench Davisang §, g

Capital Nurges: The Retiorn of Finance 1o Latin Amerted, €
Boulder: Lynne Reinner Publishers, 1995).
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Jore North American commercial vigilance and
n

. : perhaps indirectly ; '
st 10 particular unilateral non-commercial policics cmerging (}rlutmt?nsllf'y
‘ - of this

gmphic area in subjects such as drugs, labor and the enviy

gco ‘onment, etc,

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

Although the various positive and negative as
some way touch virtually all of the countries in the region, the relative magnitude
and distribucion of impacts will weigh differently in diffrent regions oy -
different times during the phase-in process (lasting from 2005 to perhaps 2020)
and the subsequent process of operational consolidation. This is especially true
given the relatively heterogencous nature of the FTAA participants, as noted above.

pects arising from the Fraa wij] in

Some of the main structural factors at the country level that will determine the
naturc and time frame of the impact of the FTAA are:

+ level of development and capital accumulation;

o access to social instruments which faciliate market opportunitics:
distribution of income, education and training, access to credit and its cost,
protection of property rights, democratic institutions, etc.;

« intra and extra-regional patterns of specialization, complementarity, and
sectoral productivity/competitiveness;

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

e degrec of openness to the world economy, export diversification, lev?l of
real exchange rate, and tariff and non-tariff protection vis-a-vis third parties;

* completeness of infrastructure networks;

* degree of advancement in the process of structural reform at 'thc macro,
micro, and meso levels which will influence #ter alia, productivity and risk
premia;

* dynamism and depth of the sub-regional integration scheme to which the
country belongs (where applicable);

* availability of commercially ateractive reciprocal and non-reciprocal extra-

regional trade agreements; ‘
i - ] . new FTAA normative
* degree to which national strategics converge with the nev

architccture;

macrocconomic stability.
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it asting in the world economy wili ;
o - ditions exisung 1n y will j
[n addition, specific cor Mpact g,

41l countries. These include:

o global growth ates;

systemic stability relating to capital flows to developing countries;
L[]

cvolution of world commodity prices;
» openness of the multilateral trading system.

The size and distribution of bencfits of the FTAA will also depend o he
archirecture of the Agreements:

o the scope and depth of the disciplines in the Agrcement;
+ the degree of speed and sequencing for the incorporation of new disciplines;

o the degree of reciprocity and/or (a-)symmetric treatment between countrics:
distributional policies, regional cooperation, and effective creation of
opportunities.

In order to illustrate some of the possible differcntial impacts among member
countries, some indicative cxamples follow:

1. Level of development and capital accumulation in conjunction with access to
social instruments which facilitate market opportunities: distribution of income,

cducation and training, access to credit and its cost, protection of property rights,
democratic institutions.

The more developed and diversificd an cconomy, the relatively better
positioned it is ikely to be in order to realize the maximum possible degree of
bcncﬁt. atising from the FTAA while having less difficulty in successfully sustaining
the adjustment costs that will arise. Relatively less developed economices may face
greater challenges in achieving this desirable outcome, This, in turn, may be
aggr.a\'atcd by both the serious income inequality that exists in certain parts of the
hemisphere and the narrow economic base of a number of member countrics.

: 2. Degree of o
VIS-a-vis third
with nmjor

peniness to the world cconomy, export diversification, protection

artics, intra/extr S—
parucs, 1’“1'3/%(121 FTAA patterns of specialization, narural integration
market hubs in the hemisphere.

The more
ope . . DO
of goods and qf hf,‘ to the world cconomy, the more diversified in terms of cxpotts
the hcmiﬁphc;c. ; ';cci and the greater the proximity to the largest hub markets 1
the expanded t;'ntc: v positioned an cconomy s likely to be to benefit from

.. "y Potential divere; . D e itivencss

sing from the Fr,\’,\p tal diversification, specialization, and competitive

i~ N ‘
e /1 neriens
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3, The more advanced the structural reform and e
he lower the degree of trade protection,
f A ;
competitivencss, eerers paribus, the better placed

conomic stahilization process
and the higher the degree o;"
D cconomy is to benefiy from the
FTAA.

4 The more cffective the creation of "opportunitics",
developed countries, the lower the degree of Incquality
of the distribution of benefits and costs arising from the

particularly in less
among countries in terms
FTAA s likely to be,

Given the variety and complexity of factors and conditions th
o~ of the FT AA'at a country level, the specific distributio
cannot be casily predicted.

at will affect the
n of net benefits

D. Policy Issues

While the above checklist of the potential cost and benefits of an FIAA is a
priori, generic 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
the costs weighing in heavily at the initiation of the process. To the extent that the
FTAA is successful, these costs should be more than compensated by benefits in the
longer term that generate growth and realize other objectives,

How costs and benefits play out in practice will depend on, inser alia, the
negotiated architecture of the FTAA disciplines and institutions anq the time pat-h
of their implementation; the interface between national and sub-regional economic
policy and the FTAA as well as the play of exogenous factors m the world ccqnomy.
This subsection highlights a generic checklist of collective hcmlsphcr.lcl :1'nd
national policies which in principle could tend to mujmiz.c benefits and l'nl!‘lln}lZCi
costs of an FTAA. Again, the relevance of the checklist and its components will \ar}f
for each country according to its individual circumstances and the final outcome o
an FTAA agreement.

Collective Network

: infrastructure, it is
While avoiding cumbersome burcaucracy and costy infl ;

1 !
fevertheless imperative that the FTAA develops a coherent mfdl t;ug_;??l[]]';l‘(]:tl}r
omprehensive institutional nerwork that allows all countries to cxp;;lvc wa)y) T
rights and opportunities as well as monitor and cnforcc‘(m a conse 1 normative
obligations  of the FTAA. Not knowing the precise SCOpC :;:m However,
architecture of the FTAA inhibits precisc comments about this 1 Ol-lm'ound %
“mong the direct and indirect mechanisms, which shguld cmcr%znllncm i
FTAA arc: (1) a fully transparent and participatory L g nd dissemination
“hich builds on innovations found in the WTO; (2) collection a
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. which facilitates the countries monitoring of thejr rights
of information W itoring of the distribution of benefits of the FTAA,

o s moni . I ‘ g M

obligations; (3) to the poorer economics; (4) interchange of Informatipp
1 cntion

spccxal art

ces of coordination conccr‘ning ccrta‘in asl:).cc.ts of nationaji ccono
P o conomics, financial regulation, vigilance of capital fio
il (i vis-si-vis countries “performance in the FTAA and affec
which have cxtcsmlmes ic problems in an ever more interdependent hcmisp
e - Wlthdsftli?:ce gf payments assistance;* (6) technical assistance; ang
(;) ailll)]isizn;ll:iczrclh tj enhance civil society’s understanding of the FTAA Processes
:(mZilzmdc issues more generally.

ang
With
ang
mic
),
t the
here;

National Macroeconomic Policy

A sustainable macroeconomic cnvironmm?t is fundamental in Ord.cr for 2
country to compete and capture the full p.otcntxal.bcncﬁts of an)f. cconomiic reform
or a trade initiative such as the FTAA. Latin _Amc1:1casz;nd the C:\.ul.)bcan .h:wc m:ide
much progress in reforming macroeconomic policy. ' However, in Latin America
and the Caribbean the sustainability of macroeconomic bnlaqucs lms.bccn advers_cly
affected by international capital flows wl?i.ch are mcrc?su?gly - \’(?latllc,
unpredictable, and prone to contagion. The volatility is indced quite impressive. In
this cnvironment, a strong influx of capital cannot be ncccssanly.mtcrprctcd as a
signal of the Marker’s commitment to a given macroeconomic policy stance or caar;
an oudflow be necessarily interpreted as confirmation of poor fundamentals.
Since capital flows affect the level of aggregate expenditure, trade balapccs and $he
real exchange rate, the volatility that is being obscrved in international .Cflpltﬂl
markets is of fundamental concern for the stability of an FTAA and the ability of
countries to maximize their commercial opportunitics. More specifically, th.C
volatility of capiral flows greatly aggravates macroeconomic management :.md is
conducive to cycles of excess expenditure, crisis and over adjustment, which 1n
turn is unhealthy for growth, stability,

While there s increasi
flomss

defen

frec trade and integration.

i ile capital
ng public awarencss of the problem of volatile cap .
1 5 . - ne
tves are usually slow in coming. In the meantin ,O n
M . - " ‘1
cconomic stance that avoids leveraging an economy

—

This function perhaps could be carrjed out by

Inter-American Development Bank,

ter-American Deve

, Internationial injtiy
SIve national macro

- regional organizations.

1996
(W:\shington, DC: In

R. Deviin, Degy and Crisis iy Latin

Economic and  Social Progress in  Latin Awere,
lopment Bank, 1997).

- . . Prmccton
iversi America: The Supply Side of the Stor (Princcron: :
Universiry . upply Side of Y . i the
Canr‘ n\bcbr:z éfCCS:;C;S)iS)l)’%-IJnmd Nations, Economic Commission for Latin Amgﬁc a;,,‘xcd
at; gy, 0 OEE 10 Fiprove Linkapes wi | Santiago, Cht¢,
T\anonS, 1995); and Devlin, Ffr{::: e Dl e A ;

~ anl
. e : ital Flows
Developmeny» h Davis, and Griftith-Jones, “Surges in Capita
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¢ short term cxternal capital may be the best defense to ward
e oy H . . I'
ilizing cffects of unpredictable reversals in the psychology of e oﬂ”k the
L R Al ko dl mar
such an approach would aim at establishing a cautiags macroeconomic 1cts
policy

stance that, coup]c.d with international reserves, would aliow a country to mak
non_u-aumatic adjustments  should capital flows abruptly slow r)c,iownm €
ramatically reverse t.hemselvc.s. This would involve 3 policy mix of strong fie oi
and monetary discipline; cautious external debt management, interventiongin tchac
foreign exchange 1_narl<ct (reserve accumulation/sterilization and, when necessa
mechanisms  tO directly COﬂtl'o'l, or better regulate, the flows of short tc;}),;
speculative capital) and very disciplined financial market regulation.®® Such an
approach could reduce the r1§k of abrupt macroeconomic adjustments and also
could contribute to moderating appreciation of the real exchange rate, which
protects incentives for domestic production of exports and import substitutes.
Indecd, as countries enter into the FTAA, attention to the issue of compctitive
exchange rates (and even possible overshooting) will be important for facilitating
adjustments and cffective participation in the hemispheric market.

\Iolﬂtil
destab

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 decpening
and widening of this effort.

Trade liberalization. In recent years, Latin America has made marked progress
in opening up its economics. Yet, MEN tariffs are still relatively high, especially vss-
a-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 North. It also reduces risks of trade diversion and minimizes the redistribution
of triff revenue as FTAA preferences enter into fdrce. Competitive pressurcs within
the FTAA should contribute anyway to lower and converging tariff structures in the
hemisphere. The cffects of the Asian crisis, however, would probably demand
more caution in pursuing MEN tariff liberalization. Indeed in the short term the
real challenge may be to avoid or minimize reversals in the market opening up
process in the region.”

e —

. R the Basle
Gavin and Hausmann argue that financial regulation should be even morc.dns.«:x’;'l:l‘mc(i1 t::;cc :ﬂ i
Accord, See M. Gavin and R. Hausmann, “The Roots of Banking Criscs: f);(;OI;OnliSt Inter-

NCXT, OCE Working Paper Series 318 (Washington, DC: Ofice of the Chic ’
Merican Development Bank, 1996).

Yet ics ki
Some countrics like Chile have scheduled a second stage of
Percent over five years.

MEN tariff reduction, from 11 10 6
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industrial reconversion and export. The Frap

for firms to reconvert in order to‘ft1cc ix}tcnsiﬁcFi competition fyop, thei
pressurcs for rn . Macroeconomic stability will contribute to this Process, by,
hcmispl?crlc parbt:c x;ccd for programs to eNsure access to credit and tCChno‘] t
there will also ::qll and medium sized enterprises), labor Iretraining and
for small ¢ benchmarking  studics,  identification  of ;a|~kc[
tion, and so on.”!

. ! 4 W. g
Effsctive. incentives fo ill raj

(especially .
placement, compciuve
0ppommitics, export promo | |

Infrastruscture. Competing within thc. FTAA wl][. require more St A
policy and focus on developing modern mﬁafn uctLu.(.:? not 01-11)'. at thc nationg]
level but also between and among FTAA partner countrics. Imp%ovmg links amop
sub-regional - partners is especially o dgc?gl"_lphy may award
opportunities for combining factox.s of _PlOdu.cuon and creating synergics (i
enhance competitiveness in the hemispheric market.

Social reform Latin America is the most incqui.tablc d.cvcloping region in the
world.2 There is a growing consensus that severe inequality can be an obstacle tg
improvements in international competitiveness and gr'owth. Progress in this area is
essential to cnsure development of the human capital needed to compete and
ensure an equitable distribution of benefits from the FTAA within society. There
also is a need for development of transparent and effective regulatory and judicial

systems that create a national counterpart to a rules-based hemispheric trading
system.

Modernization and coordination of trade velated wministries. The ministerial
architecture for trade issues in many countrics still reflects the function of :monh?r
era when Latin-American economices were more closed, trade was less dynam{c
and multilateral and regional trading rules were less complex. Strengthening is
now required in many arcas including: implementing trade legislation; tmiﬂi?f,% 0
develop professional depth in the nations corps of negotiators, trade technicians
a'nd lawyers; developing more capacity to analyze and evaluate options for trade
liberalization  and negotiation, understanding  and  implementing complex

e ) 9
Obligations and exploiting the ful] rights granted under trade agreements,
St pre

L]

Golomk?n has recently initiated an ambitious
Colombia: Estructyerg Industrial ¢ Ity

Inter-American Development Bank,

socal en Amgricn Ia

199g) fina: Informie 199-1999 (Washington, DC: Inter-American Development

, et al,
study program in this regard. See L. J. Garay €t
acionalizacion (Bogoti: DNP-Calciencias, 1998).

Ry ‘ ) o omico Y
“América Latina frente a la desigualdad™, Progreso 0 Bank
3

92

93

One of the ma red
Major areas of ad . . . 1y the Unit
adjustment in Canada when it entered into and agreement with g

States v pe i
litigarionut:hn;:;t::];uo??;'?ﬂ m“ss of trade lawyers accustomed to the aggressive, dOCU"‘:':rCi“h:s y
MEQNISMOs de resolycign d""‘“’)m in Q1sputc settlement. R. Dearden, “Conflictos COS " Unidos
Y Canada” in Naireg v aene o OVETSIaS bajo ¢l Acuerdo de Libre Comercio entre Estado i

) Ay MERCOSUR, od. R Lipsey and P. Meller ( Santiago, Chile: CIEPLAN, !
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: e Amoric
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stod.es

cinforcing inter and intra-ministerial coordination:
r

» improving data :
. ; WL collection and
distribution; enhancing coordination, as well g5 stengthening  rules and

cocedures for managing destabilizing trade imbalances js desirable for schem

with decp objectives, Wll.'.h the private sector and civil socicty more generally and
promoti”g new exports, investment and market opportunitics. &

Deepen and widen :‘ub-n'gionu{ integration agreements. Realiz
for deep integration in sub—.rchox?a] _schcmcs can, among other things, exploit
geographic mchcs. 'for 11cn?lsphCl'1C investment and export; enhance member
countrics COMpELILIvencss in the hemispheric market; and provide learning
cxperience and negotiating leverage now and in the future cvolution of the FTAA.
Given substantial interdependencies in some sub-regional schemes, and the
importance of macrocconomic stability for trade performance, some systematic
form of interchanging macrocconomic information, with an eye to cventual
degrees of coordination, as well as strengthening rules and procedures for
managing destabilizing trade imbalances, is desirable for schemes with deep
objectives. It also is helpful to pursue extra-regional Anew= integration
agreements, becausc, apart from their inherent commercial and political merits,
they may enhance bargaining power in the FTAA process, and contribute to
devcloping a new multilateral round.

ation of objectives

Participation in the multilateral system. A successful FTAA depends on its
members complying with  WTO obligations and pursuing decping of the
multilateral system. Of particular interest would be promoting another multilateral
round and further defining and operationalizing Article XXIV rules guiding the
relationship between the multilateral system and regional agreements. This latter
consensual framework may help to minimize arbitrary cvaluations of regional
integration agreements and promote more homogeneous normative structurcs
among them.

International solutions are urgently needed to tackle the destabilizing .eﬂ"ccrs of
}’Olﬂtilc capital flows. Clearly Latin-American and Caribbean countries must
f“di\'idua[ly and together promote a dialogue with the G-7 to rcform the
iMternational monetary system so that there is a better framework for a stable
world economy in which countries and their integration partners can grow axlfi
Prosper. There are alrcady some interesting proposals on the table. However, it
My be important for trade ministers to effectively participate in this dialogue
dircedly, or through their finance ministers, because solutions in the area of finance

are vj
vital for open markets and trade.

) BUi!ding the FTAA: Transition, Negotiation and Implementation lssues
zing bencfits of an

One : o i d maximi
of the g zing costs and maxi .
policy areas for minimizing 4 future regional

AA s s cffective articulation of the FTAA with current an
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. ill claborate more on this topic since it v
"IEI‘CCITICI’IKS. IhC flﬂfll SCCUOH \Vl.” Cl"lb it Wlll bc "
< [~ . '

of the central 1ssucs for a successful FTAA

A. Some Initial Considerations

Given the multiplicity of trade agrccm'ents in the h..cmispherc and the bold
decision of the heads of state in the Sl.l.mml[ 9f the A'm%'ucas to create an Frap
is cssential that countries carcfully design tfhcu' n.cgotmtmg strategics §o 35 0 take
into account both sub-regional and hcm‘lsphcnc dyn:u?ucs. I‘n addltion, special
atrention should be given to thosc countf'lc:.s, or su!;—rcglons with greater politicy]
and economic influence in the hcmisPhcnc integration process. Unfl'o.rtunatcly, the
design of any integration Strategy raises b.ot.h t11601:et1cal and empirical problemg
that cannot be solved easily in practice. This is especially true given the cocxistence
of several basic strategies in the contemporary world trading system; namely,
unilateralism, regionalism and multilatcralism.

During the period leading up to the Summit of the Americas, several
alternative approaches for hemispheric integration were under serious discussion.
The first of these was to look for a convergence path among existing agreements
already implemented or under negotiation. The second approach was the accession
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 the

initiation of formal negotiations among the various countrics, 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 nature of the debate throughout the process. First, the concept of an FTAA,
whi

: Fh will be constructed from existing agreements, has been part of the official
ministerial language throughout the process (the Abuilding blocz approach).
Morcover, efforts to widen and deepen existing bilateral or sub-regional
agreements have run parallel 1o FraA talks and, as such, have been cxplicity
:;:ﬁ:;‘c?%i‘:a}:“ _Lhc _FI'AA Min'isterial Declarations as evidence of progress
CXPQI\S?()!;‘; ‘zatnon 1_n.ic region. In the meantime, the option of SA‘FTA

& ost credibility on account of the failure of accession negotiations

with Chile ; i
Wy md~ faled fast track muatives in the US Congress. In contrast, as
mentioned carlier, MERCOSU

. . - !
signing agreements we R has secured two important associate membcrs Z)c
S - o . g
pact with the And(»wmr]“Chllc and Bolivia and is moving to negotiatc a frec .
consolidate their hu‘I;ln ~ommunity. Moreover, Mexico, and Chile, arc trying
X 2 POsitions . F ; . ccure
new bilatera] ﬂgTCcmciLg NS in the hemisphere with continuous cfforts to S

All stratepic onr:
£1C Options hay, »
I '€ 10 be cyvg . i ¢ soCId
€osts and benefieg that the particul Sy light of the long-tcrm 17

- . triCS
A agreement brings to the member coun
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comPﬂ"Cd to those dcrivcd' from other available alternatives, The net im
in[cgmtion agreement will fiepcnd on the type and structure of
agrecment: mmcly,. the ?ovcmgc, spegd) depth and timing of liberaliz
selectivity and naturc of lLllFS and provisions; the treatment of Asensiti
the application of mechanisms for the distribution of benefits amo
countrics, and sO forth. All of .thcsc issues are typical problems encou
designing 2 Asccond best= policy.

pact of any
the trade
ation; the
Ve= topics;
ng member
ntered when

The design of any intcgratign strategy raises a “second-best optimization”
problem. Moregvcr, in sub—reglonal_ strategics reaching for hemispheric scope,
which is increasingly the case today in the Americas, there are several alternative
p:lthS- If there is no “cr<‘:d1blc” multilateral cooperation mechanism among all the
players, mecrtainty‘ will be further magnified and create a more difficult
environment for an intertemporal valuation of alternative scenarios. As 2 result, it

is cven more difficult to make an “educated choice” among strategic options.

The fact that this situation resembles a “prisoners’ dilemma” for the FTAA
participants and is conducive to a series of collective decision-making problems,
may also lead countries to “overvalue” certainty and the benefits from a short-term
perspective in decision making. Intimatcly linked to the foregoing is the fact that
any empirical assessment of the relative bencfits and sacrifices of each strategic
option becomes much less certain.®® The following factors can contribute to
reduce this uncertain environment:

Definition of a Clear Road Map for the FTAA Negotiations

One of the major achicvements of the FTAA initiative to date has been the
collective efforts to design a framework and the road map for the process. This has
been done by generating clear mandates from the highest national political levels
(heads of state and trade ministers); developing a clear definition of the
institutional ~ structure (intergoverrimental ~ with technical support o.f 'the
OAS/IDB/ECLAC Tripartite Committec); consensual principles of ncgou.atton;
comprehensive coverage of disciplines as part of a single undertaking, a.plcasc set
of terms of reference, preprogrammed performance benchmarks and time ﬁ*.}mffS
for different stages of the preparatory/ncgotiating processes; subst‘antml' built-in
mechanisms for coordination, and the implementation and consultation with other

e ——

hors, such as Hinojosa, Robnnsc?n, :-md Lewis, by
is case, different scenarios in the proccsi
“regional Blocs,

This situation has been illustrated by various autl
means of a computable general equilibrium model. In th
of forming an Fraa were analyzed, in the wake of alternative agreements among i ORI
N particular, NAFTA, MERCOSUR, and the Andean Community. Ses Huu():];al;r ovcrcc;ming
Lewis, “Convergence and Divergence Between NAFTA, Chile and MER :

n . 2 g
Dilemmas of North and South American Economic Integration -
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ic participants % As progress is made in devcloping these basic
omic ps v ' . . o { { A o
ccon ! Ehc Jimate of uncertainty is reduced, which will greatly faci
rcfuuut,f prcparing countrics and sub-regions for ncgotiations and dev
0 u
prO(C&S

s in anticipation of the FTAA.
of stratcgics in anticipation

Points of
litare the
clopmep,

Consistency Among Bilateral and Sub-Regional Initiatives

Given the complexity of preferential agreements currently in place i the

: - O e jven to progressively e g
hemisphere, @ high priority should be g progressively encouraging e
greatcst degree of consistency and coherence among them via ex-post refinemengs

o O . I o : .
The same holds for new agreemcents. Othcn_wse, thCl-C is a rn_sk of GCrodqug
conditions conducive to less transparency in th_c llbcmllzan‘on process, high
distortions in competition among member countries, and the insufficient use of
the advantages of specialization. If this happened, it would constitute a move away
from the observance of the basic principle of “open regionalism” which hgs
characterized regional developments in the hemiusphere.

The current situation has seen an increase in the number, variety and types of
agreements, as described carlier. The evolution towards a de facto hub and spoke
system — all things being equal ~ implies:*®

o the intensification of the search for rents by economic agents in member
countrics — for example, national or multinational enterprises that plan to

consolidate a mono or oligopolistic position in the regional market,
restricting the entry of new competitors;

the progressive loss of resources because of efforts involved in negotiating,
administering, and verifying compliance in each and every agreement -
especiaily where there are overlapping provisions contained in agreements;

more oncrous conditions for liberalization, thanks to the relatively higher

lcvcr-._:gc of a Alarge hub countryz in a bilateral context as opposed to onc
that is stricdly pluritatcral

N . . 3]
s Hie ~ that is, to negotiatc with each “spoke country’
mMamwnaually Ly - . .

Hdually rather than with all the countrices together ~ which can also lead

10 granti ’ . . . .
0 g NG greater protection relative to the predominant intercsts of the
hub country”,

the restricti fal i
in coL;:flc{lon of the potential investment in all countries together — at =
arls \ 1 1
Panson to an “ideal® sitation of multilaceral free trade — and, a5 3
Devlin and Garay,

For more det
Wonnacont, «
Conomicq oy

u1_~ N .

rom Mj; . "

al on 1t 1amito Cartagena: Nine Lessons and Nine Challenges of the FTAA

dilon the o, 3

EL TLCAN y“‘"‘l.\mml framework of hub and spokes, sce R. J. Wonnacott and _l‘”
AN Y 10s acuerdos A P A P racto!

Perspectivg, 08 comerciales en las Américas | in Las Américas: Intch

(Bogota: Nari ; pican
Bors: National Planning Department of Colombia and Inter-Amene

Developmen Bank, 1996).
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result, regional incol?qc, savings and growth because trade barriers rema;
among some countries namely — the Aspoke countriese of( the T lﬁmﬂlg
spoke system - without being able to determine z prior the dist:.l;bu;gn
among countrics.

In this respect, as we 1?1<?nt'ioned carlier, the establishment of a free trade area in
the Americas with “subsidiarity” for shallower Fras agreements, and includin;g a
range of some disciplines that go beyond trade in goods, could contribute to the
«ationalization™ of all the FTAs and integration arrangements in force in the
region and also to some degree of adaptation among those with which the FTAA
will cocxist.

rurther Consolidation of Existing Initiatives

Finally, the relative weight that cach existing or future sub-regional agreement
will have in the final design of the FTAA and the Arationalization= of the set of
integration arrangements in the hemisphere will depend on several determining
factors. These include:

« the degree of development of each sub-regional market, as well as the
widening and deepening of the disciplines in the integration process that
gocs beyond trade in goods and reflect the spirit of the new regionalism
which the FTAA represents;

o the consolidation of the integration process and its projection as a
geopolitical and cconomic 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 level;

« 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,
expected characteristics of the future hemispheric agreement;

* the strengthening of bilateral relations with decisive hub countries or S}lb-
regions in the arcas of trade, investment, financing, and technological
cooperation.

ine some scenarios

On the basis of such considerations, the next paragraphs out !
he construction of

for the transition strategies that arc available in moving toward t
the Fraa.

B.The Transition Stage in the Negotiation of the FTAA

¢ cxisting pattern of
regional ~ integration
on which the

It is important to start with a bricf description gf th
olution  of the hemispheric architecture  regarding "
"\gl‘ccmcum’ which, if it continues unaltered, would be the stag

— ;81
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ers into force 97 With this assumption, the picture thar o
FTAA cit . S
before the year 2005, may be the following:

) tion of the most advanced Anew generationz FTA (NAFTA)

8CS just

o Consolida

) £ disciol in the
Americas. This FTA would cover a broad range of disciplines such as ¢4 de in
woods and  services, investment, government procurement, mtellccmnl
o

idi | ing; and
property, subsidics, antidumping; a

« countervailing duties, comparable to or bcttc%' than .thosc of the wrg. In
addition, it would contain partial prcfc‘rcntml regimes in favor of the
Caribbean countries and GSP clauses applicable to the rest of the Americas,
However, this agreement would not have been expanded because of
domestic politics in the United States and because of the strategic
preparations for the negotiations of the FTAA;

« one of the two “hub-groups i the hemisphere” (MERCOSUR) would have
achieved trade liberalization with the rest of South America under “firse
generation” type agreements, focused basically on wtrade in goods and with
rules in market access similar to their own (for example, rules of origin
similar to those in the MERCOSUR-Chile agreement). That would constitute
a sort of South American FTA although less deep than the prevailing sub-
regional arrangements in the arca (the Andean Community and MERCOSUR
are customs unions in the process of consolidation and deepening, but so far
with disciplines narrower than the ones contained in the “new generation”
FTAs). In this context, at least in principle, MERCOSUR as a hub sub-region,

would be expected to strengthen its bargaining power in the design and
structurc of the FTAA;

at the same time in both North and South Amecrica some “subordinate”
hub-countries or groups, because of their status as spoke countries O
groups in the hemispheric context, would have consolidated their position
w:thm_ their existing  integration processes with other Latin-American
countries. Such will be the case of:

(a) Mexico with its “new generation” ty

Chile, and some Andecan countries;

b)Chile wj i
(b)Chile with Canada, Mexic

FTAs, and w
schemes;

pe FTA system with Central America,

. »
: 0 and Central America under “new gcncmt{ml»
ith several Andean Fras similar to “first generauon

be very

e 2 ank
plex. Division, Inter-American Development Bank,

nzi) S
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(c)the Andcan Community with FTAs with Chile and several Central
-ican countrics by mcans of i

A{11¢1 ican y _ f_‘lf“' gcncrat}on” type FTAs, as well as

with MERCOSUR although with significant differences i certain rules

and disciplines such as rules of origin, and widy CARICOM in
«asymmoctrical” agreements; and

(d)the CACM with “new generation” agreements with Mexico, Chile, the
- . b) y
Dominican Rcpublic and Panama and a “first generation” agrecment
with CARICOM.

In the arca of traditional market access, the status of trade liberalization for a
selected number of FTAs is illustrated in (Table 7). Under this hypothetical
situation it is uscful to specify some basic guiding principles for the process of
transition and coordination among the countries and “blocs” for the formation of

the FTAA.

TABLE 7: Selected Trade Liberalization Programs in the Americas

Rilateral Trade Bilateral Trade Liberalization
Agreement %4 bilateral imports of % items liberalized % bilateral imports
total imports liberalized
1995 1996 2006 1995
Chile-Muxico Chile-Mcxico 14.9 95.5 98.4 98.8
(1992) Mexico-Chile 28 3 95.0 98.2 97.8
Chile-Venezuela Chile-Venezuela 56 0.7 96.6 414
(1993) Veneziela-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 39 964 35.0
(1995) Ecuador-Chile 8.9 5.1 96.1 98.4
_G-3 Mexico-Colombia 55 7.6 90.9 g;:
(1995) Colombia-Mexico 15.4 41 90.8 :
Mexico-Venczuela 12.2 24 764 99.4
P . - 3 98.6
e e Venezuela-Mexico 15.3 0.4 76.
ey 100.0
ﬂ‘_\j‘M{m Meyxico-Costa Rica 0.0 864 99'; T
\(% Costa Rica-Mexico +.0 73.2 97
o e 99.9
M\m(w'_‘j“ Mexico-Rolivia 03 61.8 ;)Zi 930
09 Rolivia-Mexico 3.6 59.2 :
 MEcos 99.9 912
‘:2:‘0“““ Argentina-AfERCOSUR 103 96.6 = 997
St R Rrazil-Argentima 215 ___99’:-— 0
| Paraguay-MERCOSUR 91.4 92-; —> o
Uruguay-sERCOSUR 89.9 g6 (cont...)
-
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(Lon_’n.rffd) Rilateral Trade Bilateral ka\\
Agreement Y% bilateral imports of % items liberatized % bilstera =
tona] imports Aot \_Mm““ud;mm
s B 1995 1996 2006 -_F)()s
AfercosUR-Chike Arpeptina-Clule 3i§ :: Z;; =l o 5\\,\
- Chile-Argentina : - - 323
(1996) P 3 Py — &
| BrazilMERGUSLR 1.2 14 9-{:.7 " 58
Chile-Brazil 296 4 76 [ B
Urymav-Chile 34 44 94.8 T 1o ——
Chile-Uniguay 1.0 j—‘f 25.4 e
Paraguav-Chile 63 4 5.0 107
Chile-Paraguay 1.4 4.4 93.5 J @
MERCOSUR-Bolivia | Argentina-Bolivia 23 5.4 97.1 939
(1997) Bohvia-Argentina 23.0 7.3 92.2 72.6
Brasil-Bolivia 0.2 5.6 97.1 6.9
Bolivia-Brasil 31.8 7.3 922 67
Uruguay-Bolivia 0.1 4.8 97.1 790
Bolivia-Uniguay 09 7.3 92.2 20.8
Parapmaav-Rolivia 0.2 5.0 97.1
Bolivia-Parynuay 02 8.7 92.3 26.7
Source: Estevadeordal (forthcoming) -

First, after heated debate in Belo Horizonte trade ministerial, it was agreed that
the FTAA would coexist with deceper sub-regional agrcements. As a result, shallow
FTAs could be superseded by the basic regulations of the FTAA. In this respect, a
decision must be taken on how shallow agreements will be phased out. The
decision must take into account the burden of additional administrative costs (c.g.,

firms and customs authoritics will be under two overlapping rules of origin
regimes).

Second, in those cases where sub-regional integration is more profound in
r_crms. of objectives, scope and coverage than the FTAA,
definirion of those requirements that will ensure com
conditions of competition amon
them and the FTaa {for cxample,
regional regimes and bctwccnrthcn
and .incquitics would be crear
hcmlsphcric market wnless the
harmonization of com

member countries of ¢

the problem arises as to d.nc
patibility and coherence 1n
g different regional arrangements and between
between the levels of preference among the sub-
m and those of the FTAA). Otherwisc, distortions
cd in the conditions of competition in the
decision was made to opt for the formal

petition, promotion and development policics among the

he FTAA,
Onc of th
¢ pro S . . .

effects; in particpmblc?g 'S6 1 the difficulties of empirical evaluation of thos¢

Origin a5 el a;f, : lh.mmf’ﬂs. duc to measures and regulations such as rulcs of

thewr distributive apg resource allocation impact among
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couﬂﬂ'i“'% Therefore, following a “second best” policy type recommen dation. it
- g . i ‘ )
would be useful to undertake some adaptation of the regimes and conditions
verning competition among countries and prevailing regional integration

qrrangements in the Americas.

Given the unccr'tainty associatc‘d w%th the transitional proccess, the differences
anong cxisting regimes and the d1v<31:s1ty of participants in this process, the issue
of timing with respect to the adaptation of remaining regimes in the hemisphere
becomes central. Thi§ is cven more important if one takes into account the
pegative cffects resulting from m.adcquatc investment decisions or reallocation of
production and the loss of efficiency from not anticipating locational and scale
cconomics in the new hemispheric integration matrix.

In principle, it is expected that the longer this situation of uncertainty lasts, the
greater will be the probability of not scizing the full advantages of futurc
intcgration in the hemisphere and sub-region.

Fimally, certain powerful Aregional groups= may seize the opportunity to
consolidate their integration processes taking into account the disciplines
negotiated under WTO agreements or some of the most advanced ETAs in the
region, or the scope of the FTAA initiative defined throughout the ministerial
declarations. Those groups will then be better positioned to face the critical stage
of negotiations of the FTAA with greater bargaining power and also to improve the
situation for the transition to the new conditions of competition.”

Furthermore, regional groups or Afirst generationz FTAs based mostly on the
liberalization of trade in goods or that do not deal with a large number of the
disciplines included in Ancw generation= agreements, could widen and deepen
their FTAs with other countries or regional groups. MERCOSUR, the Andean
Community, and the CACM are cases that illustratc this type of situation.

As a consequence, through a process of adaptation and coordination of regimes
among groups of countries as they cffectively move forward with the

——

L. Garay and A. Estevadcrodal, “Protection, Preferential Tariff Elimination and Rules lo‘f Origin in
the: Americas™ (Washington, 1C: Integration, Trade and Hemispheric Issucs Division, Inter-
American Development Bank, 1995). a1
One of the characteristics of a hub and spoke network is the advantage awarded to the hub pis-a-vis
.lhc Spokes and third partics in regard to preferences and conditions of compctiriop. T]_\csc :‘ldVﬂn['-'lgs
Merease for the hub with the widening and deepening of its nerwork. Likewdse, there is 'a'
f:’”“l‘onding mereasc in the influence of its model of integration with rhirdl pltll-nc's and 1p:]clslt:l‘l1l;b’l‘5
he ¢ : ! . : ; + 10le Mexico 1s ac :
a mc?rill:;l:; I:j\?:l\ s rocc-s?. I.“ - rc’g-.‘u-d N 1s‘u_1rcrcslr m[% todpsll:k?::c:]\folrk of new-generation FTas

. A, which is rapidly constructing a hub and sp¢ - Gt 1ok FTAA
With Central and South American countries whilc at the same time actively participating tn an

TOC : 8
Process, which has a “new-generation” agenda.
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pective FTAS OF customs unions prior to the def;

o L] 1 ()
ionalization” of thelr I i gy e
“gationalizat reduce incfficiencics and administrative cos

7
. ot only can they e 1S, by
of the FTAA, 1 ] hat su "1 o
thev can also Creatc more favorable conditions so that such countries Will exery

greater influence on the negotiations of the FTAA.

Nitiop

Morcover, such rationalization will facilitate  the environment o the
N J : e ot ATy o .
adaptation and harmonization of different intcgration arrangements in force whjje
th; neeotiations of the FTAA arc held and can create the conditions for more
g . . . .
e e : T tal attention will
efficient negotiating process, where spec be focused on the

definition of the FTAA In central fields as, for instance, market access.

Under this scenario, two factors must be taken into account. First, which
regimes will be adopred as the reference benchmark fgr this p_roccss of adaptation,
Sccond, how compatible will be the chosen regimes with the ones being
negotiated in the FTAA. However, the FTAA regimes under negotiation will be, in
turn, greatly affected as a critical mass of countries and groups move forward into
this adaptation proccss.

One of the difficulties for convergence is the choice of reference regimes which
contain clear criteria for comparing and sclecting alternatives and are also
sufficiendy precise, transparent and predictable that their application will not
obstruct the process of liberalization.

The existing WTO trading regimes must nccessarily serve as one of the key
reference points for the analysis of the FTAA architecture. Obviously, this does not
imply thar the FTAA will deepen those obligations subscribed to under the WTO in
cach and every onc of the disciplines considered. This will probably happen in
some cases but not in others. The final outcome will depend on the negotiations

and the degree of progress and harmonization achieved by the most advanced
. ) .
regional groups™ in the hemisphere.

Tl‘xc' problem in selecting the reference regime may be illustrated with the rules
of origin. In the Americas, at least four basic origin regimes are being applied: ¢y
dlfit of NAFTA and the “new generation” FTAs concluded by Mexico and Canada
Vith other countries in the hemisphere; (2) that of ALADI — as the “first
gencration” reference regime - for all the partial scope agreements between the

signatory countri : i !
thgn fy countries of the Treary of } fontevideo, for the Andean Community, and
¢ FTAs of Chile with Colom

et o olombia and Venezuela; (3) that of MERCOSUR for the
Andean Commt and Bolivia, and eventually the FTA to be concluded with the
AMty; and (4) that of the cacm as the intermediate regine

between = )
rf.‘giminbch?gs;cg;fiaz c;v gt;nemtion” tegimes. Morcover, the non—Pl'CfC"C“ml
an intermediate framcwlc?rk cbﬁ'.l!"\CWOrk e e e o tOWﬂ§
classification, but it diff ased largely on the criterion of change of tf q
A dillerent degree of stringency between types of gOOdS N
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ing other criteria in those cases where it is necessary to specify origin
1 0 . . 5

usau’il.cmcms, Given these circumstances, there arises the issue of which would be
re . . o : .

he mOSt suitable reference regime to be used in the adaptation process prior to the
t

In this particular example, a nc_cess:uy though not a sufficient condition in
order 1O achieve the -grca'tcsF efficiency and the lowest transition costs is the
. doptiO“ of somc b:l?lc prmc1plc§ s §uc11 as: t}'ﬁ}lspal'ellcy and prcdictability, low
dministrative costs in thc application of origin; small number of criteria for
cassifying origin; a definition of the degree of stringency that will not be higher
than that those in cffect among the countries previous to the FTA’s formation and
the non-application of rules of origin in those cases where national tariffs to third
countrics are sufficiently low (for instance, say below 3% to 5%) or where they are

100
similar.

5. Conclusions

The FTAA has been fathered by a convergence of interests in the hemisphere; on
the one hand, North America’s acceptance of regional integration as a policy tool
which is complementary to the multilateral system; on the other, Latin America
and the Caribbean’s combining their long held interest in regional integration with
a new market-based open economic strategy that has fostered a new regionalism
and been an important contributor to a stronger multilateral system. The new
regionalism has been a positive influence on Latin America and the Caribbean in
the 1990s, helping to promote consolidation of cconomic reforms, creation of new
markets and trade, preparation for globalization, strengthening of democratic
regimes and fostering of regional cooperation.

The FTAA process is a complex venture that undoubtedly bears costs. However,
an F-'l‘AA could also establish an important new framework of opportunities for
regional integration, hemispheric cooperation and growth. Among other things, it
could offer the possibilities of (a) more sccure hemispheric market access; (b) a
Chﬂllcnging incentive for productive transformation and preparation  for
globalization; (¢) a potential magnet for new FDI; (d) a rationalization of existing
Stratcgies of regional integration; (c) synergies that contribute to a stronger
mulilateral system and (f) externalitics which help to lock-in policy reform.
\

o L

(Wi-SIG.nmy and R. Corncjo, “Reglas de origen en acuerdos de libre Fo.n_wrcio en las {‘m}éricns“
o ‘l"lg.ton, DC.: Integration, Trade and Hemispheric Issues Division and Statistics and
g:::lttclmn\::: Annlys/is Unit, Inter-American Development Bank, ]998);' L. ({?1(??; an:LA[;_)l;:
({"’a *";o, Cﬂlﬂ(:tcrlzacién1 estructura y racionahdad (?c las .nomms de otlg.cf1 e : t )11\ Sy
Beyiio gton,  nC: Integration, Trade and Hemispheric Isium D!vmon1 .n cr_l i .ﬂ
Cropment Bank, 1997); and Garay and Estevadeordal, “Protection, Preferential Tart

IMinag; L N
tion and Rules of Origin in the Americas™.
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wever, there 15 2 whole spectrum of po!icy and.s.tmtegic issues “aroung» ang
Ho ¢ of‘tht' FTAA Process as sucl? t.lmt will COI]d'l.th'n the out<':ome and offecys
p rent, the ability of participants to max!mlzc P(_)Ccl.ltlal opporty
of the agreen ’ts and ensure a reasonable balance in the distribution of be
and minimize CS;L;;riCS- Tn this regard, this chapter has presented a shogy and f
1meng l?n::;:;sivc check list of some longer term collective hcmisPhéric m‘;
:zz&:m;l = )as well 3s macro, micro an.d mcsoeconomiF 1.mtional ones éhnt
might merit special parallcl actention as the formal FTAA negotiations progr

€ss,

The national issucs ar¢ many and diverse. Macroccon‘c'omic stability is a size i
o for effective participation in the FTAA. The volatility of s_hort term capitg)
flows has, however, become a major thrc'at to 1’1.121(31'OCCODO.I111C stability in the
developing world. In view of the fact that mtcm.atlon:d solutlons- may be slow in
forthcoming, countrics may have no other ch-01ce .but to establish an cspecially
defensive policy stance = pragmatically deploying direct policy instruments when
necessary — in the face of surges of short term capital flows. The goal would be to
ensure sustainable macroeconomic balances that can support participation in the
FTAA’s opportunities and accommodate, without trauma, the changes in the
psychology of capital markets. However, sustainable macroeconomic balances are
not enough; one must address sectoral issues, such as the future strategy of trade
policy vis-a-vis the rest of the world and areas involving micro and mesocconomics
- at the level of financing, domestic and foreign investment, human capital
development, science, technology and productive resources, physical and
institutional infrastructure, public and private coordination, and so on. The future
direction of sub-regional integration is another strategic policy tool for exploiting
the opportunities of an FTAA. Only with the creation and exploitation of dynamic
compctitive - advantages, using the possibilitics of complementarity and
specialization (including opportunities for decp sub-regional integration) with
innovation and technical progress, and with the improvement of competition, ¢an
the potential of an integration process such as the FTAA be fully realized.

uoutgid‘f ;
Nifieg
nefitg

Also on the C_hccklist are collective issues such as development of a functional,
iﬂ;‘sznhﬁ;ﬁ?:rié i;\StiFutimml >>ncm‘rork§ that _dircctly or md‘;z;gz
in multilarerg) for;~ tlfzc\a b S nccq for mt'loml El‘Oll]Othl’l of stratcglcl aowith
the G.7 over thc‘ s VTO and any iternational dialogue that may emct {:’IC :
L f_‘mnc)ialrsﬂon solutions to the problems of greater _VOkft lt'}on.
——— ows. In_ the absence of national and 1-ntcmfl“

o ciectively deal with turbulent international financial marke®

ambitious trade injgiar: | |
il Initatives, whether at the national, the sub-regional, S
crallevel, could be iy jeopardy

In the
chapt : i 1l
Creation of o [:r;r\; particular emphasis was placed on the fact that the sUCchsﬂn
A 5 2
Parent and more cffective hcmisphcric market will depen
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. achicved in the ad?ptation and “rationalization” of the cxisting
Fh"f P [{Oﬂ arrangements in force in the Americas, as well as the final outcome of
‘ngﬂ} rcement characterized by a sct of rules and disciplines that arc broadly
an F.r"A agwith “regional groups”, member countries of the groups, and the
C"”s'§t(.:nt comuricsbilm the Americas and cxtra-hemispheric arrangements. This
rcmﬂmmg-mit inter alin, morc cfficient adapration berween a new FTAA and
woul'ﬂ'.'Pcl _nt’comtion arrangements, deepening of “open regionalism” in the
Prcv:.nl“};‘icl m:{ gencrate more favorable conditions for facing future progress in
E:]l‘is\}::mm’ation of competition at the multilateral level.
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Latinoainerica.no

commenfs by Ambassador José Alfredo Graca Limg

The paper provides, always with theoretical quality, a systemaric vi

4 schematic view, of what could be an Fraa, Isay it in ,this ’“S,qch:lnc viCw, at times
i« far from its final form and some considcrations are chLlir‘cii fl-cauge ntl-]c pl-oj.cct
feaLre. When the project was launched in Miami in 1994 Onc*‘ -’Ouliit.*.is specific
hemispheric free trade arca had many different mcanin;;s fOrCOu g fhat an
playcrs. But, from the bcgiqning, some of its characteristics ';:-Z")l'u :.ffcrlcn.t
compared to those of a classical frec trade arca as defined in the GAT“ua .lf
rextbooks, at the same time that there is an important market access em lnrsi;j F 13
the suggestion of a more profound integration, including issues such as iﬁv‘cstmacl:u
and intellectual property, and others, which were included in the agenda of the
Uruguay Round and can be a part of the Millenium Round agenda.

Obligations cntered by Brazil in the context of the Uruguay Round will require
an cconomic and political cffort to adjust that is far from completed. In this
scenario, onc can say that the integration project takes some sectors by surprisc.
Even with its conclusion in 2005, onc cannot say that the process of adjustment to
liberalization will then be completed and that competitivencess will be such as to
justify such an initiative including some of Brazil’s most important partners. The
Brazilian situation is differcne from that of Mexico and even thar of some of its
MERCOSUR partners, to say nothing of the Caribbean and Central America. This
specificity suggests that, for Brazil, this project is still not a priority. Brazilian
interest in an extra-regional free trade arca is diffcrent from the US interest in an

hemispheric free trade area.

I would not say that it is a defect of the paper, since an attempt was made to
take into account the case of different partners in the initiative, but I felt thaF,
when mention is made to Latin America, North America or the Caribbean, it
ignores some specific national realitics which are clear and I have alrcady
mentioned for the case of Brazil. The Brazilian prefercnce would have bccn, 33151 I
belicve that this could still be reflected in the negotiations, a type of project wmc_h
would underline a programme of trade liberalization rather than the establishment
of a free trade arca.

a zero tariff for all products seems to have receded.

- : . -tc is the adoption tariff
What scems more likely and feasible in the Jong-term is t P

Sy R .
- . g asis taking into accoun
reduction : 1 a product-by-product b |
VA Ky 1 different cconomics. The Us would

the different sensitivity of different sectors If " on tobacco, a bost of other
3 . 7 i 3 © :
have difficultics concerning the Sugar Act, t-’l"ltr.ql.lon_ ks affecting orange juicc,
Non-tariff barricrs, as well as rarifls and ﬁnﬂ p;:idc; basis for questioning
| . . ifficultics pr .
footwear, textiles and clothing. These difficu P
thc Vlability fl'ol‘n thc Us POint Of\qc\\l.

The possibility of reaching
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- the risk of being heretical, [ would say that Brazil may

o o . N = 4 N

leﬂm”']a cootiating access for industrial products within an hemis
ifficulty in negoty ace ) oy : o

d:.;:c "1 than in negotiating wTO plus disciplines in such issues as

raachTl B 3 and others which have been SﬁtleIlCtOl'ily

ition policy dealt wiy,

oy, competiion P ) . )
Proic ﬁ;ultihfcﬂl framework. Darticular issues may be difficult because of self.
in the UGl )

- rerest but not as much as marker access, especially for industrial prodycrg as

difficulties rclated o agriculture scem o be conccntmtlcd m the big €CONOMmjeg
. i f we exclude perhaps export subsid:.

rather than in smallcr cconomics. I perhaps exp bsidics, ,

common theme for all countries in the hemisphere, agriculture is also a soyree of
difficultics and it is also difficult to think of a completely liberalized scheme.

haVQ more
pheric free
ntellecyy,)

The paper is carcful in relation to the fast track issue, an important questio
which is far from being clarified. The fast track authox.'lty ends up being g
negotiation mandate for the U.S. It is very clcar.wlmt I wa'ntcd by the ys
government from these negotiations. The fast track is not essential as there is the
possibility of using the residual Uruguay' Round mandate. What the fast track
approval will show is to the extent to which the US would be prepared to g0 in
terms of concessions not only involving agriculture but also the two points
mentioned by Marcelo Abreu: labour rights and environment. These two themes
are in principle excluded from the negotiation but they can always be brought in
consequence of their 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
process. If the fast track includes conditionalities in relation to labour rights and,
to a lesser extent, environmental 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 eventually denounce a process which
may be unfavourable to their interests.

While Brazil is not
because it makes exp
especially the U
other forum to
or less clear

opposed to an FTAA, I believe the process is valid essentially
. licit what are the objectives of the main cconomies and
$ i the region. The interest is that perhaps Brazil will have no
discuss marker access with the United States. It has been said more
the Millcnitii;mt};‘;l?nng Seli?cmqfc?pm for surc an engagement by the US concere
meeting. We know Ll:at o .t - US has offered to host the next WTO mmls.t;”l;t
Fernando Henrique (‘Jardplogl;bs s t.he.laSt visit to Washington by Prcmyedc
cvidence S Bk Nor:])]s-(s) as been limited if any and in fact there was' ltnd
significancly, Non-tariff hare; _Outh and Nf)rth-South trade flows could CXP’,‘ =
a great measure rcsponsi.}:I‘c l:rs g Eoo g antidumping actions in the US nr‘_»t
States. I am not Spc.akino on;;)r- the CAEETE Brazilian trade deficit wit‘h the U“;n
if the unfavourable position prage o L S, we are facing a timetabl &7
ade determines g Jow: growth next year, W€ will

e —————
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process.

Although the idea of 3 ﬁ:cc trafic area with jes related costs docs not'!ack iqtcrgst
Brazilian point of VICW, given the lack of alternatiye 10 negotiate with s
frox.n : = it is for me unclegr how these Ncgotiations wijj develop, This is also
main pat m<I:r,m doubts in Brazil, in the MERCOSUR, and in otlyer Lﬁtin—Amcn'can
due HQF oll;u)t/ also to doubts within the ys society, given the divided public opinion
.cou:ift:‘zf the alleged bencfits generated by NAFTA. Thank yoy,
mns
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ant fiscal war between countries withi i T
[ampan ithin subregional initiatives and between

states 1 different countries trying to make sure that they arc ablc to atract coveted
investment by big automakers.

Mention is made to the dynamic cffects of integration related to the FTaA. A
sote of warning should perhaps be entered as shown by the case of the cxtrcm.cl"

. o # . " = ) J
opnmxstxc estimates of the impact of Europe 1992, among others by Baldwin

The paper possibly also exaggerates the possible impact of a successful
development of negotiations in the FTAA context on its stance in the WTO next
round of multilateral trade negotiations.

Perhaps most important of all, 1 believe, mention should have been made to the
main obstacle to the final completion of an FTAA: there is no indication
whatsocver that the gulf between the US and other hemispheric economics on the
question of labour standards and environmental policies is likely to be bridged.
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RULES OF ORIGIN IN FREE TRADE AGREEMENTS |N THE AMERICAS’
Luis Jorge Garay S. and Rafacl Corncejo

1. Infroduction

HIS CHAPTER AIM S. TQ EXAMINE the role of miles of origin in fice trade ar

(FTAs) and tl}e criteria applied to determine origin; to analyze t‘l Elc:.ls
features of the origin regimes in force in the Americas ,and i1o;vyz uwl;; on
criterta are applied within them; to illustrate the importance of c?u'r‘cntlca'mc)il.]
within Latin Amcrica by generic origin regime; and, finally, to offer st(l)?nz

gu'xd’clmcsv for Increasing the compatibility and harmonization of the different
origin regimes.

2. The Role of Rules of Origin

Tradc agreements are the way in which the signatory countrics grant each other
different forms of preferential treatment for exchanges of goods. To ensure that
these preferences are applied correctly and that they function properly, there must
be guidclines to enable the origin of goods to be defined and to guarantec that the
negotiated preferences benefit only those products originating in the countries
involved. Trade agreement terms thercfore include origin regimes that stipulate
the provisions and procedures for determining countries of origin.

Commercial exchanges involve goods wholly obtained or produced in the
exporting member nation, together with another range of goods containing
components from third countries outside the FTA. For this latter type of merchandisc,
it is necessary to define the conditions, typcs, and/or amounts of imported
components that these goods can contain and still be considered as originating inside
the FTA region. In accordance with this, origin regimes arc essentially based on .the
idea of substantial transformation, which determines the minimum level of processing
and modification that components from third countries must undergo .for the
merchandise to be considered as originating in the cxporting FTA member nation.

The existence of rules of origin aims at preventing what is thhnically k.-l'lOWI‘) {:s
trade deflection — a phenomenon under which goods from third countries take
advantage of the bencfits granted by the trade agreement. Trade dz:'jjlcstmn O?-CUIS 12
FTAs when the member countries apply different tariff _lcv?ls to third countrics atl;t
this difference is exploited in order to bring merchandise 1nto the FTA through

. ini ubstantial
member country with the lowest tariffs. Requiring a minimum level of 5

o P. Lou, and B. Kotschwar (eds.)

. i M.
ed in: M. Radriguez M-, Washington, DC. 1999,

This article has been publish kings Institution Press,

Trade Rules in the Making. OAS, Broo
Chapter 10.

203

he Anicrieas —
) e e Amicrs
Brazif, Mercosur and the Free Trade Area of th



mcrchand.se

such distortions by strictly limyie
nansformation atempts to prevent Y Y limitin

applicability of the wariff advantages to those goods that meet the stip ulatios
the FTA’S rules of origin.

If the aim of rules of origin is to prevent trade tfﬂﬂcctiont.thcil- s“"iﬂgcncy shoulg
be correlated to the difference 'bct\veep the natlc?nal muffs. applicable (0 thirg
countries: thus, the greater the dlf.fcrcngal', the more dc1n@d1ng ic requirements
soods must meet in order to qualify. Similarly, when naFlonal th“'d'coumry CarifE
:atcs are similar — or, alternatively, whcn? they ar_c relatively low — thch e
rules of origin should be reassessed, pamcu]quy smcc.th'c CQSFS of a dfnllliStrating
and overseeing them can actually exceed the difference in individual tariffs.

the
of

Now, if the goal sought with the application of rules of origin is strategic —
relared to industrial development or trade policy, for example - origin
requircments independent of third-country tanﬂ.' filffcrc'ntmls should be set. A
series of factors affect the restrictiveness of an origin regime; and, in addition to
other effects, they in practice hinder its predictability. These include: (1)
component  substitution  within domestic production depending on the
components’ 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-4-vis third countries.

In turn, an origin regime can have a number of effects, including: (1)
inefficicncies, if components are imperfect substitutes or if oligopolistic
competition prevails; (2) discrimination between productive sectors and types of
producers, favoring those companies better able to adapt to and satisfy the
requirements imposed by the origin regime; (3) greater restrictions on regional
trade in downstream activities or later stages in productive processes; and (4)
unequal distribution of benefits among factors of production, activitics, and
countries .2

an of the clearest discriminatory effects occurs in the field of investments,
parleula.rly when Fhe requirements for qualifying as originating are higher. Since
:::;l;;l:a;lle f;‘jcricrng}?():::ezgncnt§ frcquentl_y use inputs from'outsidc thc:f l'Cl%iOig
Sealing wi Lmtrfcs, rhc. existence of demanding rules © '-O 3

_ ontent or technical requirements can severely restrict the

i “’1(:1‘31;, (:t; ‘tlcm:fi i[;orl:;il-plr()d;Cti\’c' processcs within thc'FT,A. SCL;[;;:

countries and coyld cven Icag toup“c ’ avo_r 111\.rcst§)rs f-rom b 1-eg10n.5 ﬂjcr the

modifications prid ofcma-rca' true dwcrsxgn of investment. M01c0\_ ,1 i
. gional companies’ productive processcs for th

\ th regionai con
implements

———
—

—

For a more detaile
ailed treatment of these issucs, see; Garay and Estevadeordal (1996).

204

- 1 iens
Brazil, Mercosur and the Free Trade Aren of t e



to operate in the region in compliance wit}

? : 1 the oriein
affect their efficiency and competitivencss,? -

demands would negatively

Nomuths_ta.ndmg the above, it should be noted that in sub
that are sufficiently l.argc and dynamic and offer potential for
the existence of relatively demanding rules of orir:,'in can act as

location there of extra-regional investments with the
FTA’s preferential access.

-regional economics
¢conomics of scale,
an ncentive for the
capacity to benefit from the

T recent years, the importance of rules of origin w
isen as a result of the growing internationalizat : i
”F e mig ° bf tel nugn‘\llzanon of production (and, conscquently,

¢ rcascd number ; i iv
of the nber of countrics supplying  components  for productive
processes), the notable increase in trade agrecments established during the 1990s, and
. - - . . . . ~ 5

the stx.arcglc nature .0f the p.leCI'.Clltm] lifting of tariffs contained in some of the FTAs
ncgotiated by Amierican nations in recent years.*

ithin integration processes has

In addition, it is important to mention the potential magnitude of the operational
and administrative costs of certifving and verifying at least some specific rules of
origin and regimes for both domestic customs and the manufacturing firms
themselves, which would heighten the losses in cfficiency that the system as a whole
could suffer. In theory, net operating costs can be expected to rise with increased
administrative complexity, lack of transparency, multiple qualification criteria, and the
prolifcration of “rules of origin familics”, becoming more critical. This is all the more
so given the growing international integration of production. As an example, it
should be noted that in Ewrope the costs of collecting, managing, and storing the
information neceded for origin verification and administration have been caleulated at
around 3 pereent of product prices.®

Thus, in light of these multiple impacts and given the porcntinll?' restrictive cffect
of rules of origin on intra-regional trade, regimes that can be apph?d n'-.mspmtntl)lv,
objectively, and predictably and administrated casily should be designed, '.?nd rules
that arc so complex or so costly to implement that they prevent economic agents

N - : i {uc » the free trade agreement
from enjoying the commercial advantages introduced by ¢ o

should be avoided.

.. e Ath applying rules of
Given the dimensions and the diversity of the problems w ith applying

. e - 2 common cxternal
e . ; " T 0 be better to opt for a comu :
origin, the question ariscs whether it w ould ' el bk i e
tariff (CET) within the framework of a customs union (CU), B 1wed our by Garay

i T ' b o v Gare
member nations have different national tar Lf}S-‘HF)\\ C\'Crv,"ls f:m- e e
and Quintero: “if one of the reasons for cstablishing a FTA ¢

_—

Winters (1997) and Barfield (1996).
Garay and Quintero (1997).
Garay and Quintero (1997), ibul., p4-5.
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of substantial differences in third-country tariff P(_)“‘Ci(_zs‘bcm{ccn —
S . les of origin will clearlv be used to enable those tarift differentials o coexist
n]anmf(’j:'a 'ch rential libcmliﬂ-‘tion of intra-rcgional trade. In such a case were it
ji::él:;i to ricconcilc those different poli‘c‘ics m OISCY to flix 'lf CET, a compromjse
policy from among the policies dcc:mcd dCS.l‘l able” by C1c1 0 ‘tl}e members woug
have o be reached. It is not Possnblc to of?cr an a‘Pl 18161 opmion on the generyg)
supcriority of onc such option in terms of soctal well being”.

3. Criteria for Origin Qualification

Origin regimes define a good as origmating 1_1151d.c a FTA Yvhcn 1t 1s produced or
obrained entirely within the member nations.’ If it uses imported components
from third countrics, compliance with the required levels of  substaniigl
transformation is determined by applying criteria from among the following:

(1) Change or shift in tariff classification. This involves mecting a minimum
requirement for changes in the tariff classification between the finished good and
the foreign components or matcrials (from third countries outside the integrated
area) used in the production process. For example, a change in the tariff heading -
Le., in the first four digits of the Harmonized System's tariff classification - is the
basis for the preferential rules of origin system used by such mechanisms as ALADL

Among the main problems with the application of this criterion is the absence
of sufficient clements for determining those specific changes in tariff classification
that guarantee equivalent substantinl transformation in the production of all goods
covered by tariffs. This is basically because the Harmonized System was not
designed to scrve as the sole instrument for determining the origin of goods, but
rather for classifying merchandise in terms of other criteria.

(2) Value of the national or regional content incorporated within the
Agreements member countries. This is defined as the maximum level of
componcents and raw materials from third countries a good can have and still be
e e e et s o sl =

_ — g in-region processing for the goo
qualify as originating, °
"‘“-fgch]ts()c:ctz:,l?/ll Stllfczcﬁ:fnlln soe:;cr:}lrs.l.lf)rtcnmings,_inc]udin g the Followiﬂ.g:h(il?]ll;
i it i b :h anu;nr, ‘co:st-savmg t'CCI,]llqulCS; §2) it 1st : fuch
as relative exchange raes exchanee .t _ ct'cunfnc I pmducn(m.d‘)f’ ;'rin"c
bencfing (3) it o incm;sc rh‘c :OS é ates, interest rates, wages, and wor l.<us ; ch
\ of administrating compliance, in light 0 .
e — & 3
“ Garay and Quinterg (1997), ibid.. . 5

»1vd p. 5

See,inter alia: G
S Estevadeordal (199¢), ibid., and Garay and Quintero (1997), ibid.
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nced for laborious and demanding accountin

Pl‘occdm'CS both at domestic custéms statiorf,
companies themselves; (4) it tends to sustain im>bal
benefits among countries, not only by favoring
integrated and complex productive apparatus (
nations) but also by penalizing, in relative ter
salaries, such as is the case in countries with lower

operational, and financfal
and  within manufacturing
ances in the distribution of
those with more vertically
such as those of industrialized
s, those with low wages and
relative levels of development.®

There is also a problem with reliabl

y classifying, by specific oripi
- H ] l
intermediate materials and components us duoron A

iy calcnlaing, helf cor g lcd in the production process and with
exac e a ¢ responding value ithi ; > .
contcn);t value, in order to prcvint thcgincor:(iczvcl:;:;ﬁt?;igﬂthFCd Bo0c S gpna
; . _ X ¢ all components as
cither of regional or.cxtra-reglonal origin — concepts known as voll-up and roll-
down. Ball-down applies w'hcn manufacturing of a good uses imports from third
countries that do not satisfy the origin requirements, thus preventing the end
product as being classificd 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 importance 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 materials and processcd
components used at the different stages of the production process can the
generation of differing impacts on producers with different levels 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 materials must be used in production for the good to be

classified as originating inside the region.

In addition to the technical difficultics of keeping an updated, comprehensive
inventory of the productive processes available at any given time — arising, ”’mf’l’l’
alin, from the fact that they are constantly changmg - spccxﬁcntxonsb.arc.stll
discrctionmy because of the absence of classification clcm.cnt§ dt};lct Or Ojstltcl:; r}:
guarantee the equivalence of different degrees of transformation 1n p
of different goods.

4.Types of Regimes in Force in the Americas

ation agreements in force in the A_mcncas.:u-c
rk schemes such as the Latin-American
ntral American Common Market (MCCA),
n Common Market (MERCOSUR), the

Origin regimes in the integr
found not only in regional framewo
Integration Association (ALADI), the C¢
the Andean Community, the Souther

—

Garay and Estevadeordal (1996), ibid.
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rv. and the North-American Free Trade Agreement (NAFT A)
4 Jorcements signed over recent years. Some among X
¢ ag

1 thig
also in other trad ) . - ) :
?ut a oup contain origin clauses that are markedly different from those i, force
ateer gr i . o , abE B .
5 he same signatory nations adhered- .
in the framework agreements to which the g 'y red; this i

i ivia and with e :
the case with Mexico’s agreements with Bolivia and Colombia and Venezuely
(the agreement known as the Group of Threc).

These many regimes can be classiﬁc@ inFo wo large fgrqups by ich- content,
scope, and salient features. On the onc side is the ALADI regime, which h_as served
as 2 model for MERCOSUR, the Andean Community, and CARICOM, while on the
other is the NAFTA regime, which has been uscd. as a model for Mexico
agreements with Bolivia, Costa Rica, and_ Colo.mbm and Venezuela, and for
Chile’s agreements with Canada @d MFx1co. Finally, the recently established
MCCA regime stands at an intcrmediate pomt between these two extremes.

Caribbecan Communl

This division agrees with the specialized literature’s  classification of trade
agreements into those of the “first generation” (ALADI and similar pacts) and those
of the “new gencration” (NAFTA, G3, and Mexico’s bilateral treaties). “New
gencration” agreements are generally more comprehensive than those of the “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 that this classification has nothing to do with the dates on
which the agreements came into force. In fact, the oldest pacts among those listed
are those of ALADI and CARICOM, both from the 1980s, followed by 1994’s
NAFTA; the others - MERCOSUR, mcca, G3, Mexico’s bilateral agreemcnts, and
MERCOSUR’S pacts with Chile and Bolivia - all came into existence after 1994.
This nceds to be stated to avoid falling into the false dichotomy that assumes that

i . iy .
first generation” origin rules are “anachronistic or outdated” and those of the
“new generation” are “modern and up-to-date.”

Each gcnc.ric regimce is characterized by diffcrent features that can be amended
and adapted in a.cc'ordancc with the basic trade policy goals pursued, with different
?;"D;Tcdt‘; :’i:]l;:ccut\r';g'l t(i);lu;;ifjormify,.strictncss, transparency, predicrability, etc. The
years modified their re ] e gration schemes in Latin America have in recent
) e gimes 11.1dxcatcs those countries® resolve to apply rules hat
2;rrccsrcl:;§oscrlltcu\'c _;md }c'ss uniform than those of ALADPS Resolution 78, whil®
generation” regimes. Of G g imcl-:;li 1:@11 level, : as' OCCUIT .L;J] c(;lmbincs
ngatCr.SC]ccti\'ity (n_on-m,ifonniw) . b it LI EENS) i nm to “new
generation” regimes, while PrCSCl'vin‘ 8 t)'PCs. of -gOOds, similar =

g tariff classification change as the b®

criterion for orj in
8 on (and including the option of exceptions for B!

rion qualificat;
classification shifts),
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Onc way of amalyzing the different regimes in fopce
princiP“l features of three regimes used as refe e b
and MCCA.

‘ ¥ comparing the
rence frameworks: ALADI, NAFTA

a) The ALADI Regime

Resolution 78 cstablishes the general origin regime for t}
nations, which applics to regional and partial n:;rccmcnrs si ncd]lz rALADI s
before 1994. Although some of the latter pacr; have indikri%iual n?l s, they
substantially different from the gencral regime. These rules t(,)\frcllcl)] s A"_";
agreements  for  renegotiations  of  historical treasures fgr ccoE:nt:?c
complementation, and those signed by ALADI members with )othcr countrics or
regions under Article 25 of the Montevideo Treaty.

thosc countrics

Resolution 78 establishes the basic criterion for origin qualification as a change
in the tariff classification in terms of HS item (four digits) or, alternatively, as a
regional content value cqual to or greater than 50% of the FOB cost of the
merchandisc. This applies to practically all cariff classifications, with the cxception
of a group of goods, specially negotiated by the member nations, for which certain
specific origin requirements arc demanded. The specific requirements  take
precedence over the gencral criteria and can be less stringent that the gencral rules
or not, except for goods originating from relatively less developed countries.
Resolution 78 allows differential trcatment for relatively less developed countrics
(Bolivia, Ecuador and Paraguay), for whose cxports a lowcer national or regional
content is admissible. One requirement of Resolution 78 involves an obligatory
certificate of origin, using a special form and issucd by a public or private agency
authorized for the purposc by the member statcs. Unl'brltunatc!y, .thc ALADI
regime’s lack of precision for compliance with qunliﬁcn'uon criteria .and for
certifying and administrating rules of origin has, i practice, hindered its strict
observance.’
igin regimes of MERCOSUR and the
Resolution 78, there are also some

MERCOSUR regime demands 60%
hen substantial

Although the main elements of the or
Andcan Communiry are similar to those of
noteworthy differences. For some goods, the MERCO: E o Wi
level of added value and, in addition, a change in 't“_“ff h'c:u "Tgﬂ i e thab thi
transformation cannot be measured by a shift in e

i ceed 40% of the FOB cost of the

CIF price of the third-country inputs shall not q;ccd ]-L(i)/ é:7o i

merchandise.  Furthermore, MERCOSUR l)ccflsxoq_ et

requirements for a list of goods from the chemical, tron ;P“C;{ 3 ,Cxccptioml g
icati - ¢ requitements are af as e .

e e i . The MERCOSUR regime contams no

and take precedence over the general crireria.

Devlin, Estevadeordal, and Garay (1997)-
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- for differential treatment However, MERCOSUR’s agreements with
prc:ﬁ?lo“ 1 Chile do provide for differential treatment, m that they set less
ochyvia and '

y L AoV 7 via.
= gent requircments for goods from Paraguay and Bolivia
strng

. Andean Community, in turm, has an origin rf:gimc sin.lilar o that of
Ll e h admits spccia] requirements 1 exceptional cages. In
Jddition, it grants Bolivia and Ec.uaclol- pl-.cfcl-lcntnflg;orcatmcnt_. Th? f’}hdcan
Communiry used some special 1'ch111'@11611|:5 in .t he S as part of its Import
substitution and industrial sector planning stratcgies.

Tt should be noted that the Andean Communit)f’s origin regimc.:,.establishcd by
Decisions 416 and 417 of July 1997, introduced unport:}nt prov1519ns regarding
origin administration. Somc of these were 'novel' cven In .compansoP 0 “new
gcr;cr.\tion” regimes, particularly ﬂ.\osc dcnlmg. Wlt.h the dispute solving system
which stipulated in detail the funcnol_is :mcli obllgatllons of th.c member countries’
competent government authorities in this drca and s.pcc.lﬁed Pl'(?CCdun'cs fer
requesting the General Secretariat’s intervention and guidelines for its decisions,
Thev also detailed the sanctions applicable to certification agencies and officers for
issuing irregular origin certificates and specified the requirements to be met by
non-governmental agencies empowered to certify the origin of merchandisc.
Finally, they regulated the criteria and procedures for setting specific origin
requirements (SORs).

Resolution 78, whic

b) The NAFTA Regime

With the launch of NAFTA in January 1994, a new type of regime for origin
rules came into force. It is characterized, inzer alin, by the following clements:

L. Ttis a system of specific rules at the tariff-item Jevel, arrived at by combining

some or even all of the three qualification criteria described above; frequently,
more than one rule exists for determining a good’s origin.

2. Ir applies changes of tariff classifications in a much more versatile fashion
tlnn‘ ‘r.hc' other regimes. Classification  shifts are not unique for all tariff
;l;f:::?tlot?& but are rather defined according to the merchandise type broken

P \ c 2 . M . . H 1
L e e e e
define the required changes of classificati s of tari l.lbc.l 11112(\.t10n are usc oding
for the oprion of excluding cc;-mi atl.(-) A0 D SCOP% 2 pl? 1cnes.
Somewhat, more than 40% of rhr“c:‘ t.a ik IC."CI_S from the main rcquu.ul jon

fhe cxisting tariff items use a movable classificatio!

Shif[ for dC[Crn]i 1 1 1 \
nng lll(: e} ] 1 l ‘( 1
Of‘th(. 5¢ oo()ds (lls(l:]b 1 Hg]ﬂ, \'lth thC ﬂd( itionﬂ] “. ure tll.lt a g !
=) nve more th‘l“ one .lltCI'ﬂdlC‘: (llllllihc-ltion l'lllc-
2. I[ uses tllc ICgiOIll on ’()1 -
i .1 COD[CI“ C‘. ¥l arou ld 1 th ld Of '
r riery { i V l
on 1ts own 01', more ﬁ‘(:qucm l i , 1 l ‘ ” l ’

lv . . i rer
Y, I combination with one of the other criterid
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establishes @ minimum regional content valye

: of 50% or 609 i
method and calculations usc the net cost or tr 60%, depending on the

nsaction vajue methods.
4. It includes concepts not used in earlicr re

) . gimes, such as the “de myinimie
clause, accumulation, and the introduction ¢ de minimis”

f self-certificati
.10 tification oot
companies.' by exporting
1 H . i
5. Onc of the NAFTA basic method’s major differences i s geater selectiviy
o 4

specificity and dctail compared to the general regimes of ALADI and

Generalized System of Preferences (Gsp). This regime’s level of dcn'il c'magc W
in the official Mexican Bulletin called “General Rules for the App‘licat‘ion ofs ilin
Customs Provisions of the North American Free Trade Agreement.” \vhcrg

Chapter IV, dealing with rules of origin, runs to almost 100 pages.

¢) The Central American Common Market Regime (MCCA)

This represents a combination of the above regimes: the main criterion is tariff
classification change, albeit applied more flexibly than under Resolution 78, in that
it is mcasured in terms of changes in chapter, heading and subheadings, and, in a
number of cascs, it allows exceptions to be made to the main change. Only with
regard to some specific goods does it set additional specific criteria, such as
regional content and technical requirements, which to datc have practically not
been applied. It uses concepts found in “new generation” agreements, such as the
“de minimis” clause. In addition, it docs not provide for differential treatment for
countrics with lower relative levels of development.

The MCCA regime is without a doubt a novelty in Latin America, since 1t also

introduces a series of rules and procedures to ensure correct admnpnstmuox}: Oi:n'd
due compliance with the rules of origin. The use of tariff Sl?lfts as the basic
tariff classifications,

criterion, but applied differently across the full range of . decail
appears to be an attempt to combine administrative simplicity with grearer dct

and sclectivity in the rules of origin applied to different types of goods.

s being of regional origin p'rowdcd
1gc requitement

g ified a

a UOOd can be Llﬂ.‘S*IL & :
| cC | i I.’\SSI‘IL'.I[IOI] char

il 10 meet U fI'c g

ood’s valuc.

“De minimis” is a clause under which
that the value of the raw materials that |
does nor exceed a given percentage of the g

Je tari
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DIFFERENCES BETWEEN ALTERNATIVE SYSTEMS

o regimes in force in the Americas usc some or all of the
> Ol - . Y . i :

The ;)nT “somc of the differences between them arise from whethey the

Apcerihed above. ) > Bl N i R

i differentiated application of the rules, from their

ift havi
low uniform Of 3 » Ving
{OLI - 1o criteria and from the methods they use to calculate the valye of regions
multiple 3, ¢ i

or national coneent.

Criteriy

Diversity

The three criteria used to determine or.igh.l can be uscd‘ un.iformly or sclectively,
Thus, the chicf difterence lics in the app].lcntlon of the (El'l.[Cl'lOl] or criteria among
aoods: uniformity for all merchandise, or sclcctmty between  types of
:mrclmndisc. This is the case, for example, with hox\_' the t.:u'xf’f classification change
criterion is applied: the ALADI regime defines it uniformly as a change in
classification at the heading level, regardless of the type of merchandise. In
contrast, under regimes like NAFTA and G3, the required tariff change varics
according to the good in question, and, in different cascs, a change in chaprer,
heading, subheading, or cven tariff item can be required.

Multiplicity

Although the regimes in force in the Americas include more than one criterion
for classifying origin, they differ in the relative weights they assign to each. The
origin regimes in MERCOSUR, the MCCA, the Andcan Community and ALADI are
basically defined in terms of the tariff classification change criterion or,
alternatively, by a given level of regional content; in some exceptional cascs,
howcver, a combination of criteria is used for specific lists of goods. In contrast,
the NAFTA and G3 regimes and those of some of Mexico’s bilateral agreements arc
b'ascd on a multiplicity of criteria, which prevents one in particular from being
smgl?d' out as thF guiding principle for determining origin. In part, this
::;ﬂg{)‘{;:“c(;[:f;]:;ﬁ ([(0 specific orligin rules with the high degree of detail and

) : Y “new generation” agrecments.

Alternation

The regimes also
level of individyal
more than one

differ in their application of the qualilication criteria at the
goods. Alternation is to be understood as the applic:\tion of
llc [:) classify the origin of a given good. In ALADI, MERCOSU.B,
cl:msiﬁcati;)ns, wit]l: ;l:;(k:n.-.c.:ommm]if)k alternation is uniform across a]ll:i?'::]l)'
based on a single oualif Semonal f;Cﬂturc that cach alternate rule is ¢X¢it* 5
tariff hendiﬂgvand] [hC C:lilon e Hstertcion is Bigd ol Chrllzcg In
CONtrast, NAFT, G3, and tl::]\a;c one, on a specific regional content V“ uc'n dy
Mexican and Chilean bilateral agreements fred
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offer a variety of alternate rules for determi;

) . _ 1ng a good’s oriein wi
necessarily being based on a single qualifica origin, without each rule

tion criterion,
The set of alternate rules applicable at the individu
“cules of origin family”, which, at least in principle
demands in t.crms of substantial transformation. In pra::
stringency dxffel: as a result of the different requirements of each of the criter
used to chcx'111|11F origin. If there are goods for which the ‘im l?cdt :7 r:'mcm;'
transformation varies between the alternate applicable rules, de ﬁrcropincons‘ci;lc(:cigs

and incqualitics can arise among different types of companies in the FTA and its
member countrics. a

al item level is defined as a
§hould stipulate equivalent
uce, however, their levels of

Similar consequences tend to arise when different “rules of origin familics” are
. . ~ . . . o * ¢
applicd to goods that, in terms of their production techniques or cconomic nature
« . . . ¢ ]
arc strictly similar, or when a single “rules of origin family” is used to qualify
goods produced by means of different productive processcs.

Calculation Method

The method used for calculating regional content value varics between the
different regimes. ALADI, MERCOSUR, and the Andean Community require the
FOB or CIF transaction value of the merchandisc to be used in calcufating its
regional or national content. These values are well known, clear, and published,
and they require neither the exporter nor the customs authoritics to keep special
records or additional controls. NAFTA and somc of Mexico's bilateral agreements
use two alternate methods for calculating regional content: net cost, and
transaction value. Estimating the valuc of regional content with. the net c.ost
mcthod requires detailed records of and information on merchandise promotion
and sale costs. The MCCA regime stands midway berween these rwo groups, In that
it uses two methods to determine regional content: transaction \’nll.lC, defined in
accordance with the wro’s Customs Valuation Code, and normal price, calculated
from the FOB pricc of the exported goods and the CIF price of third-country
componcents.
ain novel conceprts aimed at, snter alin:
ange criterion by introducing

I ili ation of production
their “de minimis” clauses; facilitati e it e
. 1 g tion of reglons .
processcs by allowing the accumula gional A ‘ e
ini cor rrrification  process
regional content values; and sticamlining the ongm'rcuuf i 1}:50 SPCCiF;
‘ i ‘ecye their own certificares. 1
i XDOI't] o issuc their owl : . .
i, U5 CxPORE COMEELES &  and activitics with greater detail and
verification, control and sanction procedurcs nmd.d YR
‘ i j o ime mus ress anc :
eCisi - regime must
precision — aspects that an Of igin

~d
An® ‘cCIments. [t SllOUld be note y
\Vitll qd(-( 1 'lt(‘l ;g somce “fll'St Q,C“CI'GUOH ZElkLl‘Tl 1 I I

¢ I K ) m . } ions or innovations can mcreasc thec cost of

however, that some of these st

3
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increasing the flexibility of the taritf classification Change ©o
ing the regional integt



compan.es
mcqualrt.es

igin for both the public and private sectors, by

! ' 3 thcy
igor in the application of the regime.

administrating the rules of or
do in turn guarantee adequate £
5. The FTAA and Origin Regimes

During the Summit of the Americas hcld‘in Mifan;i inF ]-DCCcn.ubcl- 1994, it o
agreed to begin working to_\va-rd the creation of the dlcc T.m de Acca of
Americas (FTAA), with negotiations c'luc”to conclude 1n 16'.},6:11' 2005. The iy
essentially resembles a “new gencration agrccmcpt, covering issucs l?eyond -
strictly commercial and investment arcnas. To this cnd,. twclvc' \VOl'kl-ng groups
were sCt up to analyze different common problems assocmtc.d with zu? integration
project of this size. One of these groups was charged with studying customs
procedures and rules of origin.

The country representatives in this working group identified a series of issucs
to be borne in mind vis-a-vis an origin regime for the FTAA. Two of these are
worthy of particular note: the development of an cfficient origin regime that
faciliates the exchange of goods without placing unnecessary obstacles on trade,
for which both the drafting and the administration of the rules must be objective,
transparent, consistent and predictable. They also decided that the regime to be
negotiated must be consistent with the commitments acquired within the
framework of the World Trade Organization (WTO), and that in drawing up the
regime, the Harmonized Commodity Description and Coding System (HS) would
be followed." One of the main guideclines adopted, at least in principle, was the
acceptance of changes in rariff classification — with the inclusion of exceptions to
triff 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
quali‘ﬁcation system based on tariff classification changes is to define a relatively
consistent regime for levels of tariff classification change across all tariff items that
allows exceptions to be made to the m

3 ain change according to the level of
transformation demanded fr

b om the good’s production process; in other words, the
esuadlisament of consistent equivalencies berween levels of change in tariff

s .
flasmﬁcanon (c.g., change in tariff chapter, heading or subheading) and demands
or degrees of productive transformation.

Specify

ing a consistent regi
Ime w
of rules o 3

diga ould substantially facilitate the administration
* engim, would go a lop

- H i ]
g Way toward ensuring that compliance witl
1
The agreemen : .
chorgt inclu:!Snlmd;:d to date on this marrer by the WTO arc contained in Anncx I of the F,"ml
(Marral,ccsh 15/015/9»‘1\‘- I]:.cmks of the Uruguay Round of Multilateral Trade Ncgotik‘lfl'o'_’:
. ' i the me i jati ential ong”
rgime o e appeg mber nations are currently negotiating a non-preferential orté d
nation status, and quanyj '-.’?T'-Umpllng' and countervailing duties safeguard clauscs, e
1tative restrictions or discriminato;y tarift contingencics.
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origin requirements  was less sensitive to evolution in variabjes S
: e - . 4 ar: xternal to
P"Oducuon P thl’l?.\(?chs and it would, in addition favor transparency and
simphcity within the origin regime. 1t would also allow the sclcctionyn d
s et im e 3 S ‘ an{
application of non-uniform origin requirements for different types of goods, such

is appropriate within the context of a strateoic rr . . -
as 1s approf trategic trade policy. It is for reasons like

this that similar proposals for defining origin classification methods for non
prcfcrcntial trade are being so warmly welcomed,

The analysis of ic advantages and disadvantages of the methods for defining
origin has been going on for some time. Thus, for example, in 1987 a seminal
document submitted by the US International Trade Commission to the House of
Representatives was published. It identified some of the failings of the criteria used
to determine origin and offered four basic principles for rules of origin: (1)
uniformity, (2) simplicity, (3) predictabiliry, and (4) case of administration.'? Tt
also recommended adopting the approach based on requiring a specific productive
proccss to be exccuted for a good to qualify as originating but unfortunately, as
stated above, this has the disadvantage of requiring a detailed and updated
inventory of all the processes available for manufacturing all possible goods.

The chief negotiator for rules of origin in the FTA between Canada and the USA
and in the North American Frce Trade Agreement (NAFTA) recenty made the
following reccommendations: (1) climinating the regional content value
requirement because it is the main reason for the Agrecments exaggerated
demands for information storage, processing and auditing, which makes it
“Byzantine in its complexity™; (2) using simple rules of origin based on tariff
classification changes as a transition toward CU, avoiding changes at a level of
detail beyond 6 digits; (3) creating sectoral customs unions to bring about the
climination of rules of origin in the corresponding sectors and to allow progress
toward a “cruc” customs union.'?

In any event, as pointed out by Garay and Estcvadcordal, ecmphasis sho'uld be
placed on choosing principles aimed at: (1) specifying the gqal soqght with the
origin regime; (2) keeping the number of criteria for determining origin as !ow as
possible; (3) cnsuring adequate consistency benween ;1ltcrnatc'r'ulcs of otigin 'm-1d
the levels of productive transforination demandcd; (4) nmtiml'zmg the simplicity
and transparency of procedures for oversccing compliance W'lth them; (5) duly
Assessing the advantages of adopting alternate transparent po.llcy measurcs, other
than restrictive rules of origin, such as prolonging the pc1:|od over wl.nch the
market is extended or reducing differcntials berween the national tariffs imposed

it
US International Trade Commission (1987).

Presentation by J.. Simpson (from the US Department of th
Inside NAFTA, v. 4, n® 6, march 1997.

% ¢ Treasury), partially reproduced in:
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ensuring, to the cxtent that 1s possible, ad

Cqua
be adopted by the wro. ™ quate

on third cONNLIIES; (6) .
; ¥ AR
consistency with the origin regime t
+ adoption of basic principlcs notwithstanding, given the uncertaingy

e with 3 st ‘cn origin regimes in a process of j :
ociated with a transition benween origin reg : integrarion
e l\;il such diverse countries and regional arrangements (in terms o Fsize, loves

!O . . | i v -

o del geographic proximity, patteris of productive complementatioy,

of development, & - (o
d specialization, ctc.), questions arisc regarding the appropriate moment and
and spect?

. - reoimes prevailing in the hemisphere 3 o
timing for harmonizing the regimes prevailing P i bringing

them together.

In this regard, it would not be wrong to arguc that for certain count.rics and
regions (particularly those not located on.thc ccntrgl. axes of thc' hemisphere’s
intceration dynamics), 1t would be appropriate to begin the task of Increasing the
han;aoniza[ioh benween the different regimes in force in their established Erag
with other countries and regions, in advance of FTAA negotiations. This could not
only reduce current costs in cfficiency, resource location and administering the
existing regimes; it could also better prepare them for new competitive conditions.
The benefits of this would obviously depend on several determining factors, such
as the acrual origin regime adopted as the reference framework for the
harmonization process and the level of consistency between that regime and the
one ultimately chosen for the FTAA.

Onc of the problems in sclecting a reference 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 entered into by Mexico and Canada with other
countries of the continent; (2) the ALADI regime, which serves as a “first
generation” reference regime for all the partial agrecments between the signatories
of the Montevideo Treaty, for Chile’s FTAs with Colombia and Venezuela, and,
even considering the major adaptations and amendments made in the ficld of
aiem 'rcgimc administration, for the Andcan Community; (3) MERCOSUR,
providing the framft of reference for its FTas with Chile and Bolivia and, possibly,
fslf]i[:‘:S‘:arr':\(;ol:icdigl;cgc\t\"‘i’tll th:] And.can Community; and (4) the MCCA rcgintlht’é
Central e n;\iions FE;D ‘1c first and new gcncrntlf)r'l agrccmcm."i, an

s with Panama and the Dominican Republic.

The uest 23 & :
question, thcuforc, anses as to which would be the most appropl'lﬂtc

origin regimiel<) to . s
priE)r toegcsi (8} to ltollow in order to make preliminary progress with harmonizaton
ung oy 4 O ;
regime that glln § ¢ FIAA, considering wransition costs and the costs of changing 4
PAys such an important role within preferential trade.

1}
Garay and Estevadeorda) (1996, ibiq
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4. Conclusions

he creation of trade areas ; ; isti
i : "AdC areas is a characteristic trend w
the economic globalization process. Economic inre
framework of “open regionalism™ following liberal
the developing world and the cxpansion of the 1
progressive frecing of flows of goads, services a
r economic integration in th TiC Is i
fo nogic] g . ¢ American hemisphere contnues to be
date, the creanion of free trade arcas, but with 4 tendency
mcorporation  of issucs other than trade .
government procurement, ctc.

; ithin the current phasc of
“gration is taking place within a
fzation and economic reforms in
ternational market through the
1d capitai. The prevailing model
, at keast to
' toward the progressive
N goods, such as investments,

In tl.1is context, rhg question of rules of origin is of particular relevance in both
theoretical and planning terms for the design of trade and integration policics. In
light of the many cconomic impacts and the problems in predicting the
restrictiveness of rules of origin, it is cssential that clear-cut principles and critcria
for determining the origin of goods be adopted in order to ensure that they arc
applied as transparently and objectively as possible and that they do not pose
barriers to extending preferences under the FTAA. As some degree of sclectivity in
trade liberalization policy is decided on, there is a need to specify rules of origin
that, in addition to working to preserve the advantages of transparency and
simplicity that distinguish uniform regimes, can make good usc of the cffectiveness
and detail of sclective origin regimes.

To date, the hemisphere has not tended to use rules of origin to compensate for
the differences in member countries’ national tariffs vis-a-vis third countrics, in
order to prevent trade deflection; instead, their design appears to have been moic in
response to different strategic goals.” It is therefore to be cxpccrcc! that rules of
origin will tend to vary between FTAs in accordance with their dcgrccs.o{
“sensitivity” to  intra-regional competition and with the member countrics
strategic goals.

A faces the problem of the multiple regimes

Thus, the construction of the FTA :
\ e % curtent ETAs and of their

and specific rules of origin that exist in the hcmispl.wrc i
impact on the costs of origin administration - tor bot?u g?-\mm;f inc.ﬂ{c =t
individual manufacturing and exporting companics = :fnd m”tct;:lll:”( o
in resource location, specialization patterns .and fal_ls. .m “Siina [oatllt‘ i
simultancous application of rules of origin that dlﬂ.(:l :ICCOIIL ¥ } O rescbriosly
of trade and that arc not necessarily mutually consxstc;1:.“1:0“imtiml " een the
appropriate to cstablish basic principles f(_)l‘ ﬂdC‘]”“““ i]‘rh()sc o be agreed on for
rules of the hemisphere’s cxisting sub-regional fras and tho:

s re nltLd o ALAD I o3, see 3 \[{ LT 19()/).
s aray d Q mrero (
l, NAFTS, .1I1d o, SCC. Ga
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d by the w10 Difficultics in this harmonization Process cqp be
. :m] Z initially, to arise with the involvement of a wide, Variery of
expected, at lcas ing ]c\"cls of cconomic development, nationg] tarif policies
s with vary ) nat

countrics with 7S . GohealRnr i ! ,
dearecs of cconomic complementation, geograp p Y, as well g othe.

o
factors. . .

In anv event, while not ignoring the complexity of this task, it s worth

a1y ] , X ] 3 e
rentioning the possible uscfulness of some basic, tr ansparent principles fo, the
n g e il |
harmonization process. For example, the stringency of preferential rules of origin
should use the corresponding level for non-preferential rules as 5 reference point
and be as consistent as possible with rcgnrdb o thci clalssmci.ltxo; f;l‘lt@l‘lon used; g5
i - 12 scd when the differ

far as possible, rules of origin shoul.d not be u n the differences benvee
members” third-country tariffs are minimal or when their tariff levels are | ow: and
emphasis should be placed on reaching a partial CU in those scctors or industrics iy,
which the nature of production processes and the Internationalization of
production make administrating rules of origin sufficiently com plex.

It is clear, therefore, that defining the regime for the Free Trade Arca of the
Americas (FTAA) is a particularly important challenge, in light of the wide range of
rules for determining origin in use in the hemisphere and  the different
characteristics of intra-continental trade as scen today in “first gencration” and
“new generation” regimes.*® There can be little doubrt that the question of rules of
origin will be one of the most delicate issues in constructing a hemispheric market
based on criteria of productive cfficiency and  cquality among the region’s
countries.

! T I.S “r'" bC an,
1S wy 'll\"lcdh t S ¥
RbAA Y hc :lll[hol 'la I TEhc i ) .( C
n lO l'h(.oln”)‘b arty l .
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TABLE 1: Intra-Latin-American Trade

under "New Generation®
Areas
free Trade

m Destination Value | Tory| Exports]  Share Number Numberof | Number of
: Ly‘nrts of Exports | (USS 1000) | 1o Latin of Exports ofltens [ 1rens Exported | Itens wighy
Exj America to Latin witha Valye a Share
Amcenca Exceeding Higher
(USS | Milhon)}  than 50%
]
A B AR Gin )
[ Colombia México 88527 | 2475724 | 3¢ 400 23 12
0 : —
Venczuck Meéxico 143,622 | 2323887 6.2 276 19 4
enczuek
!
Nicarigua México 11,274 11771 9.6 28 1
— 7 7 |
Casta Rica México 51,777 519,99 10,0 181
! - l A
Bolivia Mdéxico 11,830 509,72 23 3l
: 2
il Canada 138811 | 3,123,223 14 275 10
hile
Méxicor All Five 1,808,758 | 4292027 42,1 -
Méxic

Exports of Chile to Latin America includes those 1o Canada . e
'I)‘l Tudes exponts to Colombia,Venezucela, Nicaragua, Costa Rica an
ncludes e g
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comments by Simdo Davi Silbe;

Rules of m:xgm are o.f fund.amcnml importance in free trade
define those products which enjoy preferential e
the authors discuss rules of origin in the var
Americas and what is to be done to adjust the
future FTAA.

cas since they
access to the market. In their work
lous preferential agreements in thc‘
different regimes in the context of a

It. s s‘u.'cssc?i that since thc. mid-1980s, there has been 4 substantial growth in
hcmlsphu‘lc trade. They believe such wend is a resule of the uniht:ral trade
libcr'alizat‘lon adopted by several countrics in the hemisphere n‘nd 10 m[hz
proliferation of sub-regional agreements. During the last decade, there was 1
substantial increasc in trade mterdependence within the region. 1,3ut imporlmn;
differences persist in relation to tarift and non-tarift barricrs between countries and
sub-regional initiatives and this is a crucial aspect in the future negotiations on the
FIAA. The important non-tariff restrictions in North America and the high tariffs
on scnsitive sectors in South America come to mind as especially relevant. These
differences related to the use of different commercial policy will be necessarily
reflected in the complexity of rules of regime as this will be the only way to make
protectionist policics compatible with a preferential trade agreement.

The ditferent methodologics used to determine origin are discussed and the
main conclusion is that nonc is totally satisfactory. The discussion presented in the
papers indicates that there is no available methodology which is able to avoid the
imposition of significant costs on producers, exporters, importers and  the
government or to avoid trade or investment diversion. Rules of origin are cssex?tial
to avoid triangular trade and to restrict preferences to countrics in the region.

Discrimination against non-mcmbers  can introduce important  trade  and

. X . . . o . ¢ issue.
investment diversion as pointed out by Anne Krueger in her works on the

The authors proposc a typology of rules of origin ycgimcs in .thc réiizn. b?? f:;
one hand, NAFTA type regimcs, also adopted Dby the q-o (MC-‘:‘CO{ xlinB(‘)li‘vh
Venczucla) and the free trade agreement bct\v(l:cn Mexico, Costa ngalal rccmm;
and, on the other hand, ALADI type, adopted in the other preferenual ag

in the region.

NAFTA Type Rules of Origin (New Generation) e

the most complex n111ox1gss_all regimes tn t.l']f;'

determine origin is the modification ll‘l‘thL t‘m l:

s st.lpplcmcntcd by the vnluc. added test or the
-s which are sensitive to

of NAFTA 1n scctot
romobiles the value added

biles the basic productive

This type of rule of origin is
hemisphere. The basic criterion g
classification, but in many cases 1t
basic productive process test. In th.c casc ondgi
external comperition such as textiles, L_‘IOY ‘“:jb q‘”[()mo
test. In the case of clectronic products and 3
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is used. As commented previously complex rulgs _Of origin impoge
process i s for the private scctor and for customs administration inhibitjy

g IC(:';dc and creating trade diversion. Although there are no adc(]uat%
prcfcrcnmf costs entailed by such procedures, several analysts h“_"c pointed oy,
be high. The great advantage of such a regime is thyy it is

g illegal griangular trade.

cstimates O
that they arc likely to _
very cfficient in preventn
ALADI! Type Rules of Origin (First Generation)

ALADI type rulcs arc much simpler than NAFTA type rules and almost i
sclectivity along the whole tariff schedule. They have been adopted with some
modifications by the Andcan Pact, the Central American Common Market, the
\JERCOSUR and bilateral agreements between Chile and Colombia and Mexico ang

Venezuela.

The essential criterion s that of a jump in the tariff schedule or a required
regional value added of 50%. These rules are applied universally with fow
exccpions. They are simple, transparent and low-cost but have thc drawback of
being so generic that it is difficult to identify which product qualifies for
preferential treatment.

Divergences between commercial regimes in the hemisphere and with third
countrics will be necessarily reflected in the complexity of rules of origin since this
is the only way to absorb different protectionist regimes within the scope of a
single frec trade arca. Here we have the main dilemma concerning rules of origin:
the most restrictive they are, the more effective they are in identifying the products
which qualify for preferential treatment. But the more restrictive they are also the
higher the costs involved in the determination of origin and the more likely are
[l'fldC and investment diversions. Simple and generic rules arc vulnerable to
triangular circumvention. These are not very encouraging conclusions but if tariff
and non-tariff restrictions are important in regional trade, rules of origin will

reflect such restrictions and will have 3 negative cffect on the expansion of regional
and world trade.
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Comments by Clemente Mourgo

I am happy that so fmany people arc here to hear a deh
: f . - W ACAr ¢ _
is a special pleasure to discuss the paper by Garay vate on rules of origin, Ir

i and Corncj .
descrve to be singled out as especially interesting, T corncjo. Some poins

e a
ic descripti ¢ paper includes a ve
synthetic description of all Systems adopted by ALADFC e Al;tdvcry {l;)ood
1 ca d
MERCOSUR, NAFTA, G-3, with the authors establishing ’tt‘(onon;y bmdn 1;5
N g on the

analysis on the origins of NAFTA and the use of categorics such as substituti
multiplicity, alternance. g ution,

My further observations refer to both the paper and my personal experience j
discussing tlhc subject. The complexity of the coexistence of l;cw ienc:tcic:
regimes with older regimes such as those ado ted here sug O
application of criteria to determine origin. T hf authors ;:;ﬁfsscts t::: S:Jsctzz?:;
designing rules for simultancous implementation it would perhaps make more
sense to dclay the timing of the tariff reduction schedule or implement other trade
measures which are unrelated to rules of origin.

Another possible way which is suggested is the reform of the existing
harmonized system in such a way as to make casier the task of writing cffective
rules of origin. I would disagrec with the authors in this aspect. Without being
excessively skeptical I would say that there are limitations to the usc of a system of
classification of products and characterize change of origin when there is a
classification jump. One example may illustratc this: it 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 involves some sophistication related for instance to
fashion, it is more likely that this is rccognized. In other cases, the stz}ndard
automatic criteria would, of course, work perfectly all right and it is chis that
justifies the authors’ emphasis on the importance of the rcfon-n of the Bn?ssc'ls
harmonized classification systcm so that it would always be possible to use critetia

based on classification changgs.

As the authors point out in their concIusiqn the dcsi‘gn of a nqn—prcf:ccix;it:r:
system of rules of origin is being ncgoriatcd mn G_cncva, unplcx‘ncntm-gl; a s
reached in Marrakesh. I believe that it would be difficult to design such 'n,'|c. :
of the harmonized system as the two exercises would be more or less eq m\:T ent,
dings bascd on the Colombian case

he design of rules of origin as an
oincidence beoween
he authors could

The authors mention that the empirical fin
do not suggest an obvious Intention to use the certain ¢
> . s a :
Instrument of protection and also that 1(1;@6} l:““.i ff. A point t

gL, o €< -
detailed and stringent rules of or lgl'; - “:rc distinctive if comparcd with other
: il igin @ e

. g .d is that rules of origl A .
perhaps have C‘\tC“d‘q S There is a double objcctive involved in negotiations on
trade issucs in discussion. 1he

g . P o gl d iS
Sf origin I ‘ i 1 lOdlICt W l“ :.!“ avs h e an Orlv"ln, thC SCCONX
: § h(‘. st 1S t_hﬂ[ <
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able, in the SCNSC that, in contrast with
» Say, tarj
> tariffs
bl

f origin arc st
or all, with the exception of adjustments, t
Y O COPC .
with

-« once and |

rechnological jnnovation.

An additional pmblcm which sccms relevant relates to residual rul

sroduced 11 several different countrics in a pref ¢s of origin
a preferential

al trade

as parts of goods ar¢ |
area. The trend 18 O adopt administmtiw rules. 11 we take e
sy o . s Into a
are: 1n e FTAA context are we more interested i & o

1 residu
sidual or

doubt scems legitim?
administr.\rivc rules or, in 4 MOC orthodox way, in rules of origin desi
esigned f
or the

world at large?
aray and Corncjo should be read by a great number of
’ cr of pe
ople

The article by a
and I hope the authors continue t© have success in the arduous empi
‘ empirical t
al task the
y

are now involved. Thank you.
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TRADE, TRANSPARENCY AND COMPETITION: FTAA AND CER?

José Tavares de Arasijo Jr,
“The leayy |
aves of o tree Aeligh us moye than the 1pore»
Leon Tolstoy

1. Infroduction

MAJOR CHALLENGE TO BE faced by the Erea T .
A e il ¥ the Tree Trade Area of the Americas
: (F:AA) "_“UaUVf wdlfbc the promotion of similar conditions of compcetition
in the domestic markets of the member 1 ides ARt iag ¢
of size and level of economic dcvc?;;:;‘:':“;sc- Ii;i;d“ . dlSPﬂrltl§S P
" : ) adaditional contrast is that 22
countrics in the region do not have compctition policy institutions. According to a
widespread view, the lack of these institutions is not a real problem since ‘-tmdc
liberalization is powerful enough to impose market discipline in small cconomics.
Furthermore, authors like Rodriguez and Coate ( 1996) have been questioning the
relevance of an active antitrust policy in situations of unfinished reforms, which
has been the case of most Latin-American and Caribbean cconomics during the
last 15 ycars. Instead of supporting market transparency, cfficiency and welfare,
new born antitrust agencies can casily be capeured by special interests and become
just another device for rent-sccking and monopoly practices.

This paper argues that the above opinions do not provide sustainable solutions
for the FTAA becausc both of them arc only partially truc. There is no doubt that
free wade is a key instrument to foster competirion, but the evidence prcscnt§d in
section 2 shows that the sources of anticompetitive behavior are not associated
with market size, but result from distortions that exist in any open cconomy.
Morcover, as section 3 explains, international cartels, mcrgc.‘rs and acqum'“mli
through foreign direct invesunent and the growth. strategics of tr;ms?nuon.d
corporations may generate significant tmnsftfrs qf rents among countries 'g
antitrust law is an cffective mechanism for extinguishing these wclfart.: lo§scs.. 11
the other hand, as scction 4 indicatcs, capture is Iik.cly to bf’ |p'cm:-scs“; lguf\;ri}s
socicty that does not possess mcchanisx‘ns for cpntro]hng_ﬁpcqatclr:lrlcc ﬁrs; i
problem affects all public policics, not just nnntf&.t g 1fu:c[:::ncnt in the Unité:d
will take sclected aspects from the history of antitrust (;1 l0ro ARy A
States over the last quarter century, which is also uscfu ghilg

i istina Gamboa, who has
e P;o:,l;cciefn::\' E;d has organized lhg data
hered the bibliography on Australia afnd
ner Oliveira, Mario Possas and Jane Thery Er
e are the author’s own and should not be

any of its member countries.

arch assist .
ompiled i
who gat

I am grateful to the rese
reviewed the US antitrust cases ¢
presented in table 3, to César Pargd,
New Zealand, and to Al]_:m Fels, Ges e
helplul comments. The views presenrf :
attributed to the OAS General Secretariat O
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1d antidumping. To discuss transnational antitryge
based on the concept of OVC"lﬂPping
possible solutions for the FTAA challenge, T wil) bricfly
f Australia and New Zealand, which arc pnrticulm-ly
due to the cconomic reforms implemented by those
Finally, section 5 summarizes the main conclusiops,

antitrust al

;onship berwecn . "
rcltignt ple analytical framework

cascs, ] will usc & stm

identify
gamecs, and t0 @cm y
review the experiences O
relevant for Latin America,
countries in the recent past.

2. The Sources of Anticompetitive Behavior

Table 1 shows some figurcs on antitrust enforcement in  the Western
Hemisphere. The disparitics in the numb?r of cascs by country are due to multiple
factors. In some countries, like Costa Rllcn and Pmlwsama, the f'lg.urcs refer to the
starting moments of the competition policy agency. In others, }chc Brazil during
1996-97 and Jamaica during 1994-96, the authorities were busy in curbing certain
traditional practices in their countrics, and had .opcgcd simultancous investigations
against scveral industrics, or the same industxj.' in dlffcl:m-]t parts of the country, on
similar grounds. In Colombia, the merger review provisions are very 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 regulate mergers and

acquisitions (sec OAS, 19974).

TABLE 1: Antitrust Cases in the Western Hemisphere

Country Mergers and Acquisitions Anticomperitive Practices

Argentina (1996/97) - 32

Brazi] (1996/97) 65 543

Canada (1996) 228 83

Chile (1995/97) 6 87

Colombia (1992/97) 212 142

Conta Rica (1995/96) 1 37

Jamaica (1994/96) - 133

Mexico (1995/96) 209 58

Panama (1997) 2 1 .
Peru (1994/96) ; 57

United Stazes (1996) 222 347
[Venaucs 19937 SRR
Source: 0ay (1997b) 27 L————'J

How
not be
famous

cver, even | et i
(’Ync,c tcAcn if these peculiarities dig not exist, the number of cases should
xpected e :
e e 0 bC'plopomom] to the country’s size. Table 2 includcs 15
LRe cov - : Lo
» “OVerIng a period from the mid seventics to the early ninctcs:

"
In Costa Rica, the
] com ‘
FCbru:lry 1, 1996, petition pollcy law was enacted on December 20, 1994, and in Panama on
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These cases were analyzed by prom;
8 Prominent CXPerts on an
’ : antitrust a o
book' -cdltcd.b) Kwok'n :.md White (1994). Only - "St and c.r))mpxlcd ina
acquirc Marathon Oil in 1981, the 1983 join a5¢s ~ Mobils attempt to

t ventur
Toyota, and DuPont’s growth strategy in ¢ ?lltl}lc Pt i
Y I the US titanium dioxide industr in the

scventics — werce the size and other features of the American mark
- - ) , i an market
All the others coulc.i have happenced in any small open cco
cvents, such as the joint venture of daily newspapers nomy. Some were local
! . D ' apers i

hospitals in Virginia and the scrvices rcnd{;i’d blﬂ DCU?“) the merger of two

i 7 another hospital i
fleans. O : e 1 y spital in New
Ql cans. ther cases were related to the characteristics of the industry under

Y o

“;‘Csct‘:““g"al and could have been even more serious in smaller economics, like
L ICI o l(? a-Dr. Pcpgcr merger, the computerized reservation systems 0\’vncd

y large airlines, or a price-fixing among manufacturer : e

d anufacturers of gasoline additives

ethyl casc). 5 tves (the

relevant issucs,

TABLE 2: Asymmetric Information, Entry Barriers and Market Power in
Selected US Antitrust Cases

Type Case Year Al EB MP
Mobil - Marathon 1981 X X
General Motors — Tovota 1983 X X X
Mergers Caca Cola - Dr. Pepper 1986 X X
Detroie Newspapers 1988 X X
Roanoke Hospitals 1989 X X X
Dupont 1980 X X X
Ethyl 1984 x X X
Horizontal NCAA 1984 X
Restraines Marsushita v. Zenith 1986 X X
Ligyet 1993 X b
GTE Syhania 5 1977 X
Vertical AT&T 1982 X X ¥
Restramm Jetferson Parish Hospital v. Hyde 198+ X
Monsanto v. Spray-Rite 1984 X X
Airlie Rescrvation Sysrems 1992 X X X

Saurce: Kwaoka and White (1994)

. . - y - ases sclected by Kwoka and
The most interesting lesson to be drawn from tl.lc cascs : .as} gy
S ' -~ information, entry Darticrs < d
Whitc is the role played by asymmetric mfomn'to A ¥ barricrs and market

.. h . 4 "] H «l
power as sources of anticompetitive behavior. Jointy, entry arriers AR
power were relevant issues in 12 cascs, and asymnictric mfommtl[;)" y ;".H
. S . - irigation between Gl

. . f . 1¢ case — a4 privatc liuiga
rese alf of thosc cascs. Only in ot ) =
present in half o £ television sets 10 northern California — did
ficant influcnce.

Sylvania and a small distributor © S g
neither aSymmC[l'iC information nor <.:ntl y b311:; ;; t‘hC ‘comml of the National
) ole dssue in WO G ;

Entry barricr was the single 1ssue » s to its members’

jatt T roadcast rig
Collcgiate Athletic Association (NCAA) over the bro
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football games and the dispute about the procedures used by the Jefferson Pasish
ootball gamnes 3

Hospital in the supply of anesthesia services.

In textbook descriptions of
scale and market transparcncy

perfect competition, free entry, constant returns g
arc key features. In this stylized world there jg o
room for antitrust. Every atcempt O breach cqmpctirion 1'u‘l(’:s v;ill' be imme diatciy
noticed by the economic agents and duly‘plunsh-cd by m:ul\'ct orces. Conver.s?ly,

rture from those three assumptions \Vl_l] cng'cndm uneven competition
already established in the industry or between
“imperfections” do not necessarily imply

any depar
coilditions, cither among the firms
incumbents and entrants, although suc‘h > 110
welfarc losses. Technical progress, for instance, reshapes periodically the profile of

those variables across the cconomic systeim by crf:ating entry barriers in some
industrics while destroying them in others; and by u?troduclmg new opportunities
for cconomics of scale and scope which stimulate lndl_.lstl'lal cpnccntration and,
conscquently, may strengthen the market power of the innovating .ﬁr{ns. Indecd,
every technological innovation implics a new form of asymmetric information
since the innovating firms have beteer knowledge of the production frontier than
their competitors. But technology also promotes transparency through the
reduction of information costs and the diffusion of managerial standards.

This interplay berween technical progress and compctition poses an intricate
challenge to the antitrust agency. As Baumol and Ordover cxplained: “... while
monopoly is rightly recognized as an enemy of static cfficiency, there are a number
of rcasons why it 1s suspected that its cffects on intertemporal efficicncy are not so
clearly one-sided. Because both large firm size and the possession of market power
can, in this view, be helpful to innovation and productivity growth, it is somctimes
suggested that antitrust activity, as the enemy of market power and even of large
firm size, can scrve as an impediment to growth and, by enhancing its costs, as a
source of intertemporal mefficiency. Furthermore, when antitrust rules create
bnrric.r.\‘ to cfficient interfirm cooperation in rescarch and development and in the
fxplmmnon of the fruits of such activity, the adversc consequences from
tertemporal efficiency are further exacerbated (1992, p. 83).”

The three sources of anticompetitive behavior can also be strengthened by
jovernment actions. Either swhe i X Iso ‘
:E‘,(‘ wlation of Om{ Either when protecting the public intercst through the
h flm ‘on of natural monopolics, basic services, and other policies in the arcas of

onNmenr g . e :

i : it and national sceurity, or when promotin g special interests through

aae  pohicies, procurement 1y] KT . h

assistance. the ¢s, subsidics and other forms of industrk
AN d ~ OVeT 5 : . : ‘ :

market power %3 -m;t!mm fhay create asymmetric information, entry barricrs and

the control of'bn(:il ‘1 reason, the scope of competition policy is not restricted tO

ness practi : . : MC
practices, but includes the asswumption that the govunmcnt

1 implementine BF

& Policies that are cops; 2 -rive
S sistently focus : i roductiv
efficiency and consumer welfare ) fiction the'support off
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In many situations ; ;
. ny N n'mlkct power is engendere
information, entry barriers and increasin,; retu
. . . . r
imperfect information results in the demand
. - . - . Sy {:ll
clastic, it implics that imperfect information con
n the stores (1989 2 i
o} ( > _P-775)- However, if the demand remains clast
power can be cxercised, even in highly concentrated i 2115 &
. . , y rated industries, In £
important advancement in antitrust enforcement in recent years has be i ~OTC
7 en precisely

the adoprion of .thls principle by che merger review procedures of a grow;
numbecr of countries, of a growing

d by a combination of imperfect
ns. As Stiglicz observed, “when
rve becoming less than infinitely
fers a degree of monopoly power

TABLE 3: US Anticompetitive Cases by Sector, 1994-98

Scctor Casces Al ER MD
Consumer goods 43 39 10 6
Intermediate goods 86 82 7 10
Capital goods 12 12 8 3
Telccommunications 21 15 14 17
Health services 16 14 7 9
Other services 55 43 23 27
Total 233 205 69 72

Source: DOJ, Antitrust Divivion website {(August, 1998)

Tablc 3 shows the incidence of asymmetric information, entry barriers and
marker power in 233 cases of anticompetitive behavior filed by the Anditrust
Division of the US Department of Justice berween December 1994 and August
1998 (sce list in the anncx). This table is not as accuratc as the previous one
because here we do not have detailed studies of cach case, like those cdited by
Kwoka and White, but just the summarics that were available at the Division’s
website as of the first week of August 1998. Thus, the figurcs on cnury barriers
and market power arc probably underestimated since many summarics .do not
include enough data on the characteristics of the sector u1.1dc'r mvchgatxﬁ)n.
Besides, most cascs refer cither to private litigations or to bid rigging, pricc fixing
and other forms of collusion, wherein undisclosed facts are norm.lﬂly. the ccnfral
issuc. For this reason, and in contrast with table 2, asymmetric mform:\tlor-l

S or. the basic message 1S the same:
appears to be so pervasive. FONEEn - of the cconomy and is not
anticompetitive behavior can happen 10 any sector Of € ¢

related to market size, but to its distortions. : e
rhose 223 cascs with the 348

2 ) iR
olved in the
t of goods VoY s
s { rere active in the

ling duty mCaswes tcvp) that we

antidumping (AD) and counterval it N

United gmti‘s( as of December 1997 (sce USITC 1998, fpl.)."]gs,-ﬁfon LhiCh o

result emerecs. Both lists have just onc item in common, cluo. ! rq, B .
iy ‘ .1 propertics of steel products.

i M Drove finished propertic

allo)'mg agent that improves the fin prop

If we compare the lis
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dons agans exportrs fom Brh (555 SR P00, Chine (v
1993, Kazakstan (April 1993), Russia (Ilm? 3) : . ;lﬂmcd(f;pul 1993),

d rl;rcc cases of price fixing among manu acrumsg(z ,m good. For iy
:.2,“.5 the steel industry has been the major fgcus of AD Q\ D actions Faken by the
T I;'trd Statcs, but, apparently, such protection !1'.15 not stimulated m].“COmPCtitivc
tr;lticcs in the domestic market. Bcsidc_s fcrrgsﬂxlcon, .t\vo PIZOducts linked t? that
industry have been involved in antitrust mvcszglgntlons in thc. recent past, lam.m ated
tube-making cquipment™ and steel drums,?' bur these plosiucrs arc ggt in the
relevant market of any AD or CVD measure cnacted by the United Statcs.

This cvidence illustrates the subtle rclationship benween antidumping and
antitrust. The conflicting goals of these policics arc well recognized, but, at least in
the United States, they do not aftcct the same industrics. On the one hand,
antidumping measures provide a relicf to domcsnc Pl'OdU.CCl'S from import
competition, but do not scem to cngender business strategics that would go
bevond the limits allowed by the tariff surcharge. On the other hand, thosc firms
that arc able to venrure into anticompetitive practiccs do not scem interested in
spending resources in rent-seeking activitics. Therefore, when the members of a
free trade agreement decide to abolish AD & CVD actions among themselves, while
harmonizing their competition policics, they are not indeed switching instruments,
except for the rare cvents of predatory pricing. As scction 4 shows, they are just
making commitments that are natural outcomes of their trade agreement’s stated
objectives.

five AD ac

In sum, the three sources of anticompetitive behavior can be reinforced both by
governmental decisions and the random action of technology, and may lcad cither
to concerted or single-firm practices, but in all cases their wltimate consequence is
to promote income redistribution inside the economy. Like most protccrivc
mcchanisms, anticompctitive practices usually produce immediatc and significant
rcsu]t_s. For instance, Higgins et alii (1996) have estimated that the international
aluminum c.:n'tcl created in 1994 was able to cxtract over US$ 1 billion from US
consumcrs in less than one year of transactions under that arrangement. Indeed,
since 1914_ .thc US antitrust Jaw has provided that any pc;on injured by
antn}fom.pct.m\'c pmcticcs-is entitled o recover threefold the damages provoked by
Z‘:’C ‘PmCUCCS (see Scction 4 of the Clayton Act), but this rule is restriceed,

idently, to domestie cases, ’
_—

™ .
US v. Ameriean AMlovs Ine., (1996), US v
Alloys Inc. and Charles Zak (1996).’ .

US v. American National Can and KMK

US v. Lima (1994); us v, Milikowsky (1994,

For the defimrion of relevane marker, see
and New Zrealand, o

Elkem Merals Co. (1993), and US v. SKW ek &
Maschinen AG (1996).

la
. i . . i :“ ¢
NENE section’s discussion on merger review i QS
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Inernational cartels, mergers ang acquisitions through

investment and the grow o ' tough forcign dir.

mn growth strategies of transnational corporations 1rcgtl e
: arc the most

tl(:qu( nt ty Pc S OI antitr ust cases n w hl(h [IIC Pl()( CSS O INCC INC [‘('(hstr]bunon gocs
} <! ‘l dCIS. I]()”l tll(. view JOINL t th art i i ferests

H \cse i ender d
involved, these cases engender dispuecs mong governments that arce similar ¢
at arc similar to

b II()S O lglﬂﬂtc l o pOll y S I or this Cas { () s
3 )| d rom t ldc C measure .
C I l N IQ()") C()[“P(,n 10n l Ilc

has been included on the neeotiati
] gotating agenda of the World Trade Oreanizarion
(wr0), although governments are still far from reachi e &
i s { reaching consensus on how to deal
with this subject, as several authors have already pointed oue {scc, inter ali
) £ in
Hockman, 1997; McChesney . - : ’ L
—de poli ’ o ’ sney, _1?96’ Tavares and Tinco, 19981, In contrast with
trade policy mstruments like tarifts, quotas and subsidies, competition policy issucs
canmnot be scrtled  through  mercantilist negotiations, but depend up611 the
cooperation among national antitrust agencies in the enforcement of their
respective domestic laws. As argued in the next section, the most important part of
this process is accomplished unilaterally, when the comptition policy authority is
prepared to act as the regulator of last resort in the economy. '

3. Antitrust and the International Transfer of Monopoly Rents

Imagine that figure 1 describes the demand for imports of a sophisticated goad
x in country H (home country) and thar x’s producers are members of an
international oligopoly which has manufactwring facilities in many parts of the
world, including country H. Initially, consumers in that country arc importing f
units of good x and the price level is &. Any arrangement that provokes a price
shift from & to a would be interesting for the exporters from country F (forcign
country) if the demand clasticity werc less than 1, as in this case the groweh of
receipts measured by the recrangle abee is larger than ic sale losses mcasurr:‘d b}f
the rectangle edfy. The inverse of the demand clasticity is the so called Lerner .l.llldcf\‘
of market power, and the more powerful the £’ producers are, the greater \\:l ;‘L
the cransfer of monopoly rents from country H Fto country F In country cs
domestic market, local manufacturers will be benefited by' a similar plrocclih:l‘:oi
the demand clasticity for goods produced at home will follow the behd

obscrved for imports.
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FIGURE 1: The International Transfer of Monopoly Rents

Prices

Depending upon the cffective market power of #’s producers, the price shift can
be obrained through several arrangements. One possibility would be, for insmnc‘c,
an export restraint made by firms from country F, followed by a price increase in
the domestic market of country H, which could be described as an informal
counterpart of a VER (voluntary export restraint) agreement. Another way would
be through transfer pricing among subsidiaries of transnational corporations
established in both countries. A third arrangement would be through mergers and
acquisitions among firms in cither country which could lead to new conditions of
compctition in the supply of x. Each alternative will demand a particular form of
cooperation between the antitrust agencics of cach country. In the first casc, the
fmrlm:lst agency in country H will ask jts counterpart in country F to initiate r}n
Investigation against the exporters of x. I the sccond case, borh agencies will
probably carry out a joine investigation, while in the third casc they could act
lndcw'l.uicnrly, Yev using similar criteria for reviewing the merger cffects on their
respective nprkcm. These cooperative cfforts can be described as an overlapping
dmmne, wherein the actions execured by the anrirruse agencics are simultancously

i;m'ncd by thg cnflorccmcnt power of thoir domestic mstruments and the scope of
e mrernational agreeme i ‘
wonal agreements, The concept of overlapping or “two-level” games

has been widely used

I the research aboye international relations (sce Putnam,
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1988; Alt and Eichengreen, 1990; Gro

aujo, 1995). It refe T :
Araujo, ) I$ 10 a situation in which 3 particular plaver is ¢ d
oIS engaged at the

mec time in games agaj istine
sa ey g gamnst distinct Opponcents, bur the options ava: :
game arc restricted by the commitmens made Pehs-aatable i onc

Ssman and Helpman, 1995; Tavares de

in the other.,
When dealing with transnational cascs, the scope for coo :

e s is i ; » pe cration am
antitr us.t agencies is initially fixed by the cnforcement capabilitics E)” red -
domestic laws. MERCOSUR and Napy o s e

A are good illustrati " this poj
. N . A ations of this point.
Dccember 1996, MERCOSUR countries signed an ambitious protocol scl:ting Of:;

guidclines for a common comperition policy in the region. The d
addresses anticompetitive practiccs, the pl’Occ;;{m'cs for g,l p . .Oc'umcnt
acquisitions and the cfforts for harmonizing antitrust witl lc‘llc‘.“ng s
However, at Icast temporarily, the '1tt‘\il]mCll‘l' of thcs‘ o o dom'CSt'lC e
) attd ¢ goals will be limited by the
current degree of heterogeneity in domestic legislation within  MERCOSUR
P:\mguny and Uruguay do I}Ot have any laws on this issuc, while in Argentina and
Brazil, although such legal instruments do exist, their design, their compliance to
rules and their general purposcs, differ substantially (sce Tavares and Tinco,
1998). Among NAFTA countrics, there is an interim pattern of cooperation that
distingwshes the relations berween Canada and the United States from the
collective cfforts for strengthening Mexican competition policy institutions. Tn
fact, chapter 15 of thar agreement is a clear statement that there will be no regional
compctition policy while the Mcxican Federal Competition Commission has not
rcached the enforcement capabilitics of its American and Canadian counterparts

But, the commitment to cooperate establishes new standards for the domestic
enforcement of competition principles. For instance, in the hypothctic‘al' §ituarion
described in figure 1, country F’s authorities would hardly havc.mmatc@ an
investigation against their exporting industry in the nl;scncc (?f an .!l‘l[C-l'nﬂt.lOn:ll
antitrust agreement. Although the main reason for opening the investigation is rh‘c
expected reciprocity from country H in symmetrical situations, cou.nny.ll‘ m‘ay gct
additional bencfics if the investigation finds domestic market 41sroxt|om th.’u,
otherwise, would have remained unnoticed. .Similarly, coopc-rnnon‘ thorrs ;\llcty
drive governments toward a more comprehensive n'ppronch fm u_)n;}x‘nt;m; f:vcc'l;
dllowing them to overcome difticult o_bsmclcs like the 'con(m: ::(;?15 o
anritrust and antidumping. An illuminating cxnmplc Of: dflf.pioc.{s : ;“ R
expericnce of Australia and New Zealand during the recent past, &
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rural land vatues. Urban income carners were seen as the beneficiarics. After the
Great Depression (1929-32), cconomic goals became more focused on fuy
¢mployment and the diversification of industry ‘undcr the chrcctpn of government,
A wide range of policics, including trade policy, :\'crc subordinated to mecting
these ends [Lattimore and Wooding, 1996, p.316].

Anyonc familiar with Lntin—:‘\mcricap cconc?mic hi.\t()l’){ would bet that the
above quotation refers either to l}mle, Mc.'w“(?, Argentina 0}' one 'of fh-cir
ncighbors. This is a classical description of the initial steps Qf the industrialization
strategies followed by those countrics rhroug.h()'ut the t\vcmlcth'c.cn.mly, fr(.)m the
collapsc of the world trading system in the thirties to the debt crisis in the cighties.
However, the country under amalysis here is New Zealand, which, like Australia,
also had opted for the same type of policy during that period, with similar results.
Commenting on the Australian casc, Bell (1993) noted that: “By the 1960s, the
tariff structure lacked any overall logic or cconomic rationale. Many trifls were
anomalous or fortuitous, and little cffort was made to avoid over-protection or to
promote efficient or cconomic production (p.28).”

Before the Uruguay Round (1986-93), Australia and New Zcaland shared with
Latin-American  countrics a common attitude toward multilateral  trade
negotiations. Their goal was to improve cxport performance while keeping
domestic markets closed. In November 1979, for instance, the Australian Trade
Minister, made the following assessment of the Tokyo Round (1973-79): “With
the exception of three items — namely tobacco, certain fancy cheese and an item
relating to frozen poultry - the tariff rates are at or above current applied rates.
This means that Australia has achieved a meaningful and advantageous scttlement
with the United States, EEC and Japan without reducing the current level of tariff
protection on a single tariff item applicable to any manufacturing industry [...]
This was, T believe — 1 am sure industry agrees with me — a commendable result”
[Rattigan ez alif, 1989, p.19]. A few weeks later, New Zealand's Prime Minister
slsnid: “Ir has been suggested that New Zealand should dismantle the system of
import licensing which has operated for 40 years. 1 do not subscribe to that view. T

have no intention of letting industries go to the wall for the sake of a theory”
[Lattimore and Wooding, 1996, p-326]

' dOnc. .pcc.u]mrlry of the Australian experience of  import substitution
“:j l_BUthmOn was the creation of the Tariff Board in 1921. Its role was to
advise the government on the costs and benefits of protection. Besides reviewing
ey ; as supposed to conduct periodic studics on the
”-";!.occ(m()mu consequences of the exising wrade barriers. The first of these
studies was the Briede DO . ) .
. g l’h‘k]‘Bl igden Report, wlhich presented a comprehensive analysis of the
Australian taritl seructure i ot . i 5

n 1929 and stimulared several academic works during

indrvidual cases. thar institution w
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the following decades, including the 1957 e vk
Calenlation of the Cost of Protectipy». classic article by Max Corden on “The

H.owc\rcr., until the late sixties, the Board’s activitics epo
reaction against protectionism in the country. On the cone .Cn‘fcns cred no public
was that the welfare gains from industrial di‘J'CrSiﬁCatic)n wof]g : bz e general mood
protection costs. The tariff was perceived as a social invcstmcntgrcfa)rcr iy
value could be weighed against the furyre bencfics produccd “[; 0S¢ present
development (see Corden, 1957). Morcover, in “Protection and Real chco:’r,mmlc
of the most celebrated papers in the history L gione

of economic thou ht, Stolper and
Samuelson (1941) concluded that «... in Australia, where Jand ma)% pcrhaps‘ be saar;d

to be abundant relative to labour, protection might possibly raise the real income
of labowr” (p. 73). Despite their caveat that “... our argument provides no political
ammunition for the protectionist”, it really did, and import substitution policies
remained popular for many decadcs, reinforcing the natural barriers already
provided by geography and transportation costs.

In the seventics, this conventional wisdom started to change. The Tariff Board
was transformed into the Industries Assistance Commission (1AC), with a broader
mandate to promote transparency in the cconomy and empowered with adequate
instruments to assess the different impacts of public policies, including the creation
of domestic entry barriers, uncven conditions of competition 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 prg\'ldlng
this advice, it is required to have regard to the interests of the commul;lf}’ ”:;

; 2 - - mic and socia
whole, and relate its advice to the gel?cr_ally ‘acccptcd ccono L

objectives of the community. The Commission is concerned primartly g‘ lh
: : ] may
long term development of industrics, rather than with the ﬂucmc:;nons \:fml]c oral)’
occur in their rate of devclopment from onc year to another, duc to temporary
: . inciples and objectives in the

changes in their business environment. The principies 3 d

e - ide the general policy basis for the long

Industrics Assistance Commission Act provide the g g y Rattigan et alii, 1989,
. . . PR, > ) & M " L )
term dcvclopmcnt of Australian industrics (quoted In f

Pp.98/99).

- ccep Australian society
To foster transparency, the IAC Was supposed to keep

cc D -titi itions in the different
in‘()l-l]‘l(':d on thr asic tOpiCSI [ﬂ] the COIDRLUII-OH COﬂdI;::lO pl [c] o
sectors of the ecc Nomy, [b] the CffCCti\'CﬂCSS of currcnt pub f)toq CCi,lc C(cl n]hic
) . ;

onflicts betwee c usc of pubhc resources o SLIPP() Sp f ()ll.()
cevites and. - i ity’s welfare. Indecd, IAC’S ultimate
CtivitiCS and the pl‘Oll‘]OtiOl‘l of the communitys ‘t i g R >
‘ ( ¢ O 3 constiruee alld [0}
. i N “bat ver W hat Aus
& al was to plCSClVC the deba

ired

- vernment was requir

interest”. Although 1AC had no enforcement pOWeD the go
' tod
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. - M - 7 . .
nission’s opinion when changing the level of protection to

« aware of the Con i ‘ . : :
o be aw fantidumping and countervailing duties actions,

' ry, Wi > exception O
anv industry, with the excej

as to produce aceurate information about cconomic policy on

: - bitter animosity both inside
this was cnough to sput : ty : .mmdc the
In ccrrain moments, thc Commission’s rostey

JAC’s only task w
a timely basis, but

or e privare scctor.
burcaucracy and the prit : e
f powerful enemics included not only leading politicians like J. D. Anthony and
(e] i R « )

Tan Sinclair, trade ministers like James Cairns, but also the Mc.ml Trades Industry
Association (MTIA), which had about 6000 members %'csponsnble for more than
50% of the labor force in sccondary industry (sce Ramgnn, 1986). ACCOrding o
the national dirccror of MTIA in 1976, the real aim of IAC was to destroy the
Australian industry: “We do not nced the TAC, which 1s an excessively claborate
and expensive body of cconomic theorists, to tell us that most goods we make in
Australia can be more cheaply imported by Australia ... What we need is to call 4
hait to the activitics of the 1AC in recommending the dismantling of scctions of
Ausiralian industry. It is a folly of the greatest magnitude if we allow oursclves to
be persuaded by a pure cconomic theory to close our factories because of our high
cost structure”™ (Canberra Times, 24 July 19765 quoted in Rattigan, 1986, p.264).

The process of trade liberalization started in 1973 with an across-the-board
tariff cur of 25%. The measure was not enacted for industrial policy reasons, but
resulted from a large surplus on the counrry’s balance of payments. Like in most
Latin-Ar “ican ccoromics, the process was long and marked by temporary
reversais m some industrics, specially textiles, clothing, footwear and motor
vehicles. As table 4 shows, while the average rate of effective protection of the
manufacturing industry suffered a steady decline during 1977-97, those four
industrics were uble to remain away from the general trend. Between 1979 and
1985, the prorection rates of textiles jumped from 47% to 74%, and from 140%
to 243% in clothing. During 1977-85, footwear producers were bestowed with
rates that varied from 121% to 250%, and car manufacturers got the range 67%-
137%. .Thcsc rates began to decrease after 1985, but even in 1997, when the
Australian manufacturing industry had an avcrage rate of 6%, those four scctors

were still sccuring two-digir rates. Tables 5 and 6 tell similar stories for New
Zealand and Brazil 2

— .. ed.-
B The £ ]
he figures it \
° 1c three = . )
mistheatolopics wsed ror“ mlufs are nor strictly comparable, due to disparitics hoth it
o maasurge the <id ) : ; "
cauntry, such & the protection rates and the existing market distortions 10 e

as those engendere g

structure of the taxation a.u“.k“d p exchange rate appreciation, domestic entry barriers and the

of protect; I system, I’Ic)\\'(:\vcr1 the tables provide : eliable picture of the Jistribution
protecrion rents across mdustries sl T

y the
h
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TABLE 4. Rates of Effective Protection in

Australian lndustrief::1 1977-97

].“dt.mn. 1277 | 1979 | 1981 [1983 [ 1985 Tyoss 199 -
Food, beverages, tobacco 16 14 10 7 =~ - 4 1996_ 1997
Textiles 51 T > i T 3 k| E)
Clothing 148 | 140 | 135 | 1m0 —m—__éi_ 7| 7 | =
Footwear 121 153 TT?O_:SL: :z 50 47
Wood and products 18 17 15 TN r : 50 *
Paper and products 30 2% 25 o s TT : 4
Chemicals 21 19 15 12 m TT - ;
Non-metallic 7 5 1 T 3 P TS -
Basic metal 14 10 10
Motor vehicles & parts 67 3l % ]23 ];2 3: 6 5 4 1
Other transport cquipment 2] 9 1 " 5 = 3: 3.1 28
Other capital gonds 22 20 20 21 23 23 1 8 :
Toral manufacturing 27 24 23 21 22 19 10 P 6
Sources: Dyster and Meredith (1990); Industry Commission (1997).
TABLE 5. Rates of Effective Protection in New Zealand Industries, 1982-90
Industry 1982 1986 1988 1990
Food 20 14 9 7
Textiles, clothing, footwear 90 160 69 59
Wood and products 51 28 21 16
Paper and products 24 17 13 9
Chemicals, rubber, plastics 37 38 34 23
Non-metallic mincrals 19 19 17 13
Basic metal industries 12 12 1 5
Machinery and cquipment 69 58 S 3f
Other manufacauring 56 53 4l 27
Total manufacturing 39 37 6 19
Source: Massey (1995).
TABLE 6: Rates of Effective Protection in Brazilian Industries, 1993-95 :
Industry 1993 ]j? Izi
Food and beverayes 30 ;0 24
Textiles ;l, = o
Clothing, 16 21
15
Foonwcar " 9 12
Wood and products [ 11
Paper and products L =] 5 I
Chemicals /—’T——__—E‘____
Stecl J— __'—'/‘_ RS
| Basic metal +— |
Other transport equipment HE—— -
Eletronic cquipments —_— g
Total manufacturing
Source: Kume (1996)
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In 1975, the New Zealand government es'tablishcd the Industric.s Dcvc]opmc;:nt
Commission (IDC), which had similar fmenq.]s to thosc. gf IAG, i.c., to pl"OVldc
independent advice on current economic policics and fac:ht:‘ltc pul_)ll.c‘scr.utmy of
those policies. During the following 10.ycnrs, the IPC rcse.:uch aC'thlthS included
13 studies on the country’s most important industrics, us.mg a stanqard
methodology. Besides identifying the coplplctc set 9f protection mcchm?xs.ms
affecting cach industry — such as tariffs, quantitative restrictions, sul.351d1.es’
procurement rules and other government gencrated entry b.nmcrs — the inquiry
would highlight the long term impact of such mechanisms. Although lcsF
promincnt than its Australian counterpart, the IDC,'lntcr renamed as Economic
Development Commission (EDC),* provided the basic knowledge fo.r the gradual
trade liberalization process that took place in New Zealand during 1984-95
[Mascarenhas, 1996; Evans ¢t aliz, 1996].

Promoting transparency had significant consequences on the processes of
economic reform in Australia and New Zcaland, specially in the areas of regional
integration and competition 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 launched in that decade (sec Corden,
1997; Vautier and Lloyd, 1997). By 1990, all tariffs, antidumping actions and
domestic 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 activities like
shipping and air travel. Afterwards, the process of cconomic integration has been
sustained by convergent fiscal and monetary policies at the macroeconomic level,
and by similar compcetition policies at the microcconomic level.

Australia had a national competition law since 1906, and New Zealand since
1908, but these were useless instruments during the times of import substitution
industrialization. Some Latin-American countries, such as Argentina (1919),
Brazil (1962), Chile (1959), Colombia (1959) and Mexico (1934), also have had
ineffective antitrust legislation for many decades.? In 1974, the Australian Tradc
Practices Act cstablished a new framework for curbing anticompetitive practices in
the country and paved the way for a series of institutional improvements in
subscqucnt years. The process of policy reform culminated in 1993 with the
Hilmer Committce Report, which introduced the notion of “Comprehensive

x .
TAC was also renamed as Industry Commission, and
y
For a comparariv ipti | islation i
e conmi;ns - ic :lr.scnpuon of the recent legislation in these countrics, see OAS (1997a), which
an mventory of the current antitruse agreements signed by FTAA member countries.

For a CO”CL!iOn of O“ICiﬂ report: the f l the Western
| s on th ¢nlo ) 1 \]

H . : . rcey 1 1 Q .C)' i

misel Lo ). 1ent of con pcninion poh 1 l

. , since 1996, as Productivity Commission.
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Competition Policy”(CCP), one of the most powerful, yet flexible systems among
OECD countrics. CCP goes beyond the conventional antitrust ;nstx'mncnts and
includes all relevant government actions that affect the competition process, such
as trade barricrs, subsidics, monopoly regulation, intellectual property cons’umcr
pyotcction and technical standards.? In New Zealand 1 similar proccs; started in
1986, when the Commerce Commission was cmpowered with the same set of
policy tmstruments rpanagcd by its counterpart, the 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 the trans-Tasman market but also reinforced the domestic role of the
antitrust authorities.

TABLE 7: Merger Review in Australia and New Zealand, 1991-96

Country Cases Examined Cases Declined %
Australia 612 26 4.7
New Zealand 211 10 4.2

Sources: ACCC (1997); Allport (1997)

It should bc noted that the competition policy laws of Australia and New
Zealand are not identical. For instance, when assessing the likely effects of a
merger, the ACCC uses the concept of market power while the Commerce
Commission adopts the dominance approach. Albeit similar, these methods do not
always lcad to the same results. The definition of market power is straightforward:
it happens when the firm is able to impose a ssugp, a small but significant and non-
transitory increase in price. The notion of dominant position is broader: it
happens when the firm is able to choose its conduct without taking into account
the eventual reactions of its competitors, suppliers and consumers. A ﬂx.'m may
have market power without being in a dominant position, but, in practice, this
distinction is not so important, because the two agencies ﬁppl)' the same
methodologies in regard to other critical aspects of the investigation, such as the

v u
Coincidcntally, in November 1992, the Peruvian gOV(:-l’,Iant cnacrc_d rh{c[l.\l)'clic(igill) ng“:‘:}:‘c’
Nacional de Defensa de la Competencia y de la Proteccion dela Pro(;l)lcld-'xc Cl;‘TC‘“Od(:I 3 rha? the
same principles. Indeed, the only difference between INDECOPL ai t;;% et o
former does not review mergers and acquisitions. More recently, in ) &

1A c L‘\th a sinula 1 Ol de I it ren ‘l v ASUI"OS del
1 i iSO Dre Compe CI )
= imi i e CLICAC COI nision 1t bl i .
inama c 1 ll"lr mnstirution, th ( i I penk et (

Consum:dor), with a more restricted scope; coxcrll : 1d conmrervailing duties).
included), consumer protection and trade remedics (antidumping and cot *
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delimitation of the relevant market,? the analysis Of c“th‘l"Tg'grsl and the rolc'of
import compctition. As table 7 shows, 0.\’0"'thc Pe‘_'Od_ }9 2 . t'“'o.agC“ClCS
had virtually the same atticude when reviewing MErgers: tbc.ACCC c¢xamined 612
cases and oi)jcctcd to 4.7%, while the Commerce Commission has received 211

cases and opposed 4.2%.

Thus, the role played by competition policy i” ”‘_" SR agrement containy ar
least three useful lessons for the FTAA process. The tirst is the co.herc.ncc between
antitrust and other policics, which has avoided the traditional situation whercby
the government fosters competition through one .cl.mnncl and.crcatcs market
distortions through another. The second is the provision of predictable rules for
dealing with one intricate problem engendered by trade agreements, which is the
trend toward market concentration that follows the process of economic
integration. The convergence of the merger review procedures reduced the
uncertainty of investment decisions by keeping the private sector informed about
the criteria used by the ACCC and the Commerce Commission for surveying the
competition process in the trans-Tasman market. The third lesson results from the
mechanisms that ensure market transparency, like the reports produced by the 1AC
and EDC. The CER experience 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 these mechanisms.

5. Conclusion

The main conclusion to be drawn from the evidence discussed in this paper is
tha.t the FTAA is a long run project. Free trade is not a strong enough instrument
to Impose convergent competition rules in the hemisphere, and the enactment of
antitrust }a\vs without the support of complementary mechanisms to curb special
interests 1s not a solution either. The recent results attained by Australia and New
Zeal:u.]d on these issucs suggest that the promotion of market transparency can be
a fcas.lblc alternative, although not immune to reactionary pressurcs, as the 1AC
experience has 1'0\fealcd. The periodical publication of studies like those of IAC and
f)lt)hi’r 1‘:}‘:}&?011’:1531::?;?:]66. of data bases on cntry barriers, profitability rates and

petition in the different sectors of the economy do not

? The concepr of B k

stated as follows: The refevane market is tl Op[c, 4 Ausrm!m and New Zcaland can b‘C forma!ly

e Fodes Sk o Py ISt Tc space R4 in which the firm is able to practice a ssnip.

production technologics and c:gs:cc; = !1] the charcteristics of the good, including the

transactions under :u;mlysis; [31 rh'c ﬁ:"l.:lflcs‘ of demand; [2) the geographic extent of th:

tegration of incumbent ﬁrms‘and . L..IOI‘IQ. levels of tl?c l.nzlrlfct, i.¢, the degree of \'cn.uu.
¢ existing forms of distribution and sale; and [4] the time

dimension of th it o
¢ compe C i ; i
possibilities and the cﬂ'cc!:i\:::::: Pr?‘tcss’ specially in regard to the readiness of substiturion
Iy of potential comper;
pctitors,
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require major institutional changes and could be carried out in any country. This
type of initiative could be a starting point that would turn the other CER lessons
discussed in section 4 into realistic options for the FTAA countries.
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Annex:
Selected US Antitrust Cases, 1994-98

Casc EB Al MP

1 [ US v. Thomas J. Abraham (1997) 0 ! 0
2 [ US v. Ace Schiffli Emboidery Co. (1995) ] 1 0

3 | US v. Action Embroidery Corp. (1995) ! 1 0
4 | Advo v. Philadclphia Newspapers (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 Nobel Chemieals BY and Glucona BV (1997) 0 1 1

8 [ US v. Alex Brown&Sons, ct.al (US v, Nasdaq Marker Makers) (1996) 0 1 1

9 | US v. Alliance Mctals and Bradley B. Evans (1995) 0 1 0
10 | US v. Alliant Techsystems and Acrojet-General Corp. (1994) 1 1 1
11 [ US v. A&L 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. Amcrican Bar Association (1995) 1 1 0
17 | US v. American National Can and KMK Maschinen AG (1996) 1 1 1
18 | American Radio Sys. Corp. Acquisition of the Lincoln Group (1996) 1 0 1
19 | US v. American Skiing Co. & S-K-1 (1996) 1 0 I
20 | US v. Anchorshade, Inc. (1996) 0 1 0
21 | US v. Michacl Andreas (Appeal of New York Times, ef alii) (1998) 0 1 1
22 | US v. Appleton Papers, Inc.; and others (1995) 0 1 0
23 | US v. Archer Danicls Midland Co. (1996) 0 1 0
24 | US v. Association of Family Practice (1996) 0 1 0
25 | USv. ARTA (1994) 0 ] 0
26 | US v. Arlas Iron Processors, Inc., ez al. (1997) 0 1 0
27 | US v. Austin Powder Co. (1996) 0 1 0
28 | US v. Barra, Romer (1997) 0 1 0
29 |In Re: Bell Atlantic Corp., No.96-5001 (D.C. Circuit.) (1996) 1 1 1
30 | US v. Ben's Truck Parts & Equipment, Inc. (1995) 1 1 0
31 | Biue Cross and Bluc Shicld of Wisconsin v. Marshficld Clinic (1994) 1 1 1
32 | Blue Cross & Blue Shicld of Ohio v. US (1994) 1 1 1
33 | USv. Joscph E. Burford (1997) 0 1 0
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1 . . .
34 | US and Starc of Connccticut v. Richard Blumenthal (1995) 1 1 1
"3-5 Anthony Brown v. Pro Football, Inc. (1995) 0 1 0
st
36 | US v. Gerald Brandt (1994) 0 ] 0
M . -
37 | US v. Browning Ferris Industrics, Inc, (1994) 1 0 I
] -
38 | US v. Cajun Chemical, Inc. (1998) 0 1 0
39 | US v. CA/Legent (1995) ] 0 I
40 | US v. Canstar Sports USA, Inc. (1993) 0 1 0
" 41 | US v. John P. Casscl (1995) b ] 0
42 { US v. Cereo, Inc. (1997) 0 1 0
43 | USv. Charles E. Green & Son, Inc. (1997) 0 1 0
44 | US v. Cheil Jedang, Led. (1996) 0 1 0
45 | US v. Paul B. Clark (1993) 0 1 0
46 | US v. Clark Truck Parts, Inc. (1996) 1 1 0
47 | US v. Classic Care Network (1994) 0 1 0
48 | Columbia Stcel Casting Co. v. Portland General Elee. Co. (1995) I 1 1

[=]
—

49 | Community Publishers Inc. v. DR Partners (1995)

50 | US v. Dam Sicgel; and others (1996)
51 | US v. Darrcll Hawkins (1994)
52 | US v. D.C. Guclich Explosive Co.(1997)

53 | US v. Dclra Dental of Rhode Istand (1996)

54 | US v. D.M.E. Industrics, Inc. (1995)

Cl|loec|loljlolo o~ |oclo|lo|lo|lo
—

0

0

0

0

0

55 | US v. Amos L. Dolby Co. (1996) 1 0

56 | USv. Douglas Explosives, Inc. (1996) 1 0

57 | US v. DynoNobel Inc. (1995) 1 L

&58 US v. Electronic Payment Services (1994) 0 1

59 | US v. Elkem Mcrals Co. (1995) 1 0

60 | US v. Engelhard, Corp. ct al. (1995) o | !

61 | US v. Enova Corp. (1998) ) 0 .

62 | Errag v. Naples Community Hosp.(1995) 0 ! 0

i US v. Everbrire, Inc. (1997) 0 : 0

_i_US v. ETI Explosives Technologies Int., Inc. (1996) 0 ! -

65 | US v. Exolon-Esk Co.and Nehill (1995) N L

_GL)E v. F. Hoffmann-LaRoche, Ltd. and Udo Haas (1997) 0 ! 2

{67 | USv. Ficlds & Co. of Amarillo, Inc. (1995) 0 1 )
|68 | In re Flat Glass Anitrust Litigation (1998) ((; ———;————l‘—"

|

69 | Florida Municipal Power Agency v. Florida Power &Light Co. )
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214 | US and Colorado v. Vail Resorts, and others (1997) 1 0 ﬁ
215 | US v. Marcel L. Van Eckhout (1997) 0 1 0
216 | US v. Andrew J. Vena (1997) 0 ! 0
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219 | US v. Washington Mills Co., Inc. (1997) 0 1 0
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Source: DOJ, Antitrust Division website {Auguse, 1998)
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Comments by Gesner Oliveira

The paper underlines the importance of international cooperation bctwc.cn
agencies. 1 have a concrete question: to what extent can CADE cooperate with
other agencics now active such as those in Canada, the US, Mcmco, Venezuela,
Peru and Colombia? What arc the pre-conditions for a fruitful collaboration
especially with the more mature agencics, for instance in the United States?

In the recent cases of Mectal Leve and Kolynos Colgate, the international
experience was of fundamental importance. In the Metal Leve it ocurred
simultancously in Brazil and in the US and in the Kolvnos Colgate what is
important is that two big US firms werc involved, onc contesting the acquisition
and the other directly involved, both trying to influence both the Brazilian and the
Us government.

The number of cases involving several markets within the FTAA has been
increasing and I would say that, in at least a quarter of the new cases, there is a
strong link benween several markets. The opportunity for cooperation between
different national agencies is bound to increase. What is required for such a
cooperation so that Brazil can participatc in the process? Of course Brazil can
always leave the matter to be decided by the US Trade Comission. This is an
option which T hope will not be adoprted but it exists in theory.

To participate actively and to have a positive agenda, the competition policy
system needs to decide, in an cxpedite way, with technical excellence and best
practice standards in such issucs as confidentiality. Thesc are a few of the
requirements of institutional investment without which it would be impossible to
cooperate internationally and the decisions will be taken by the Canadian, US and
European agencies. This is why so much emphasis is being placed on the
regimental reform of CADE and on assuring the convergence in the direction of
internationally recognized practices. This is the best.way to stimulate inter-agency
coopcration.

In relation to the transformation of antidumping into a part of competition
policy, T agree that this is a most complex matter. We could think perhaps of a
long term convergence of analvtical frameworks rather than in terms of a full
integration of policics.

What we can create in Brazil, and here the role of [tamaraty is crucial, is the

Institutional cooperarion berween competition policy agencies and commercial
policy agents.

A convergence berween competition and  commercial policics would be
interesting.as the institutional fragmentation which characterizes other systcms, as

for instance the United States. Multilaterally I do not realistically believe in a
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presSUIC, will cnfzi up by not providing the reduction in uncertainty sought by the
rclevant €conomic agents. Transparency does not solve this problem. It is only one
aspect, although very important, among others which includes cqual treatment
internal rule consistency and consistency between rules and their im plementation. 1

Two technical points. The first refers to the distinction which js pointed out
between competition rulc.s_in Australia and New Zcaland in relation to market
power and dominant position. There is a controversy which is of a legal rather
than cconomic nature whether a dominant position diverges from a situation
where a firm is considered to have market power. In the European tradition, the
concept of dominant position is used while in the United States, perhaps under the
influcnce of cconomists, the concept of market power is used. Economists know
what market power is; they do not know what is a dominant position; lawyers
claim that there exists a difference. Dominant position perhaps even ineuitively,
refers to a substantial market share. Yes, but marker power also requires this, even
if in a very localized market. This controversy, if it can be called so, can be solved
in a rclatively simple way by rccognizing that the marker power, which is of
interest in antitrust legislation, is market power in a relevant market where there is
capacity to raisc priccs much above the level which would have been possible in a
segment of the market. I think that, technically, such difficulties can be solved and
for purposcs of economic and legal analysis, the two concepts can be considered as

identical.

The second specific comment is a doubt about table 2 which is extracted from a
1994 research and lists three anticompctitive clements which would be present in
antitrust cases in the US including mcrgers, horizontal restraints and vertical
restraines: asymmectric information, barriers to entry and market power. What
leaves me curious about this type of approach is that the three elements which are
considered to be, let us say, causes of anticompetitive problems arc in fact
characteristic of any markee situation which qualifies to be dealt with under
antitrust legislation. It is surprising that, for a couple of cascs, market pesser lm_s
not been identified as a relevant element. The same applics to market barriers: if
there were not such barriers, the market would be contested or ncarly so. ..A‘nd
finally, since asymmetrical information is an universal feature of the competitive
process, the author should recognize that it is absolutcly normal, from a

compcetition point of view, that competitive advantages arc protected by secrecy,
an antitrust

Patents or any other institutional instrument. It is difficult to scc how ical
. . ° . . ! l |
Sitwation can be classified according to a critcrion bascd on asymmctr
Information,
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