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multilateral framework of trade liberalization, is considered a strategic and
cconomic priority.

2 The Telecommunications sector: a Few Introductory Points

2.1 Service providers X manufacturers

Besides being a major and rather specific sector within the constellation thy
makes up the scrvices side of any modern cconomy, tclcFommunication activities
bear a very complex, close and dynamic relationship with many manufacturing
scctors. Without cables, optical fibres, modems, satellites, antennas, digital and
analog commuting ccntres, amplificrs, mobile phones, different kinds of receivers,
chips and specialized workstations there is no (tcle)communication.

Any analysis of the subject must, first of all, bear in mind that one is always
dealing with a two-sided question in which the dichotomy service providers x
equipment manufactarers is quite often a false one, the former being a natural -
even vertical, in the technical sense — extension of the latter. This dynamic
relationship acquires more dramatic shades at present, given the rocketing
technological competition in the sector. This makes for the simultancous existence
of distinct modes and/or cquipments for providing the same service, and also, not
rarely, of slight variations within the same (broad) service.! Voice and fax
transmission are good examples of the varicty of modes and equipment: a given
customer can make calls either from a fixed or ccllular phone, he can also call from
a fast moving train or on board of an aircraft in a transatlantic flight; his faxes can
be sent cither from a standard machine (usually with voice facilities included) or
from his portable, coupled to a proper transmission network. As for the variations,
TV broadcasting services can be enjoyed either from the traditional, open channcls
portfolio, or from a cable services subscription or via satcllite. Any of these signals
can be watched in a large spectrum of receivers, ranging from a rather standard

onc to a wide-screen high-definition set, not forgetting the mini and micro SCts
and the home computer screen.

MOI,C(_J"cr’ an important change in the service providers’ side has added more
compe 0.0 o =
pnpno.n among manufacturers. Within  the (state) monopoly situation
revailing i : : . ,
p § In most countries until recently, most big manufacturers enjoyed a very

comfortabl iti 2 . . .
: ¢ position, secured by a sizeable number of stable contracts with th¢
official services provider.

have considerably sh Pl'lyatlzation and deregulation in the telecoms market
between mwm?f y shaken this starus qio increasing the degree of competition
anuracturers, Thougl o
markets for these same m ufg.1 both waves have, at the same time, opened ne¥
anufacturers, competition has undoubtedly increased.

S i
' Roughly

appxoxun.ning a situation of mono C cCOompetitiol 1 e
U p iti .
3 OllS[lL COn '\l tition w lhln tllc SCT ‘i"L il |

Brozil, Mercosser and the Free Trade Aren of the Amieriens






New World Information and Communication Order — NWICO, set of.’f a series of
crises within the UN. The first openly opposed the functnonalxst view of
international organisations, and in the large dcbate which C}lsucd from thig
supported - though usually in a veiled way = the NWICO. A conflict started then 5t
UNESCO, triggered by some NWICO positions, backed by the stro'ng'ally. As 3
result, the United Kingdom and the us quit UNESCO at the bcgmmng_ of the
eighties. Mcanwhile, both Japan and the \_)Vcstcr'n European economies had
recovered from the post-war depression mnl-ang wah the US, at 'the Cl.lc'i of the
cighties, the famous Triad where the main mtcmatlom[.economlc decisions are
made. This all meant that, by the mid eightics, it was evident at least for the us
that the ITU forum, though still a major negotiating arena for telecommunications
(specially as regards the technical issues), was ne.lthcr fully .convemcnt nor
sufficient any more. The reason was twofold: discussions often risked to become
too political, contaminated by the overall UN crisis, and the economic issues had
become too big. New rules and a new forum were urgently needed.

Under this light, from the historical Modification of Final Judgement (M £))* by
Judge Greene, in 1982, to the US pressure to include and sustain the discussion on
services in the Uruguay Round, particularly telecommunications which has links
with most of the others, and, finally, to the very active and adamant role it played
in the subsequent meetings of the WTO’s Negotiating Group on Basic
Telecommunications ~ NGBT, till its final resolution on June 1997, lics the double
objective of securing and increasing an undeniable competitive advantage -
provided by the pioncering liberalization experience — and of moving to an
economic forum like the WTO, discussions which were becoming either too
technical or too political. This does not mean that the ITU has not a strategic role

any more. In 1992, it granted to the multinationals of the sector the right to have
members in its Council.,

This political cconomy dimension manifcsted itself not only in the search for
new international organisations to house the telecoms dcbate. The greater and
much more competitive supply of services spurred by the US liberalization and the
fast pace of technological innovation, started to put pressure on the national
governments, 1o pry open their respective markets. One way to achieve this was by
bxcakmg the existing state monopcly. It must be stressed that this is not
necessarily the single solution available. However, most — but not all — national
operators, facing sometimes the vagarics of annual budgets and fiscal policics

As widely known, the MF] ended 1f i
\ he ’ i i ican and
Telogranh Company - ATBer 1o Justice Department's prosccution against the American an

AP quired at&t to divest itsel i e ations
giving rise to the appearance of f from its local exchange oper: )

Companics (RKOGs) the seven independent Regional (or “Baby™) Bell Opcmting
16 e
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3. The NAFTA Chapter On Telecommunications: @ Prelude

The rather lengthy text of the NAFTA may serve, in the case of
telecommunications, as an initial likely model of what might be aimed at in the
FTAA negotiations. Indeed, being also a free trade agreement pushed by the US, in
which there exists a technological imbalance between the partnets, the solutions
arrived at are a good signal of the intentions of the main advocate of the FTAA. Of
course, given the very special Mcexican-US relationship, some of them are specific
to it, being unimaginable in a broader Latin-American context. However, we
sustain that most of the main points raised below are uscful guidelines for the

future negotiations.

Services in general are the subject of chapter 12 of the agreement, while
telecoms receive separate treatment in the next chapter 13.

3.1 NAFTA’s chapter 12: Cross-Border trade in services

The services chapter in the NAFTA, with thirteen Articles® and scveral Annexes,
is conceptually poorer than the WTO’s GATS — General Agreement on Trade in
Services, though, it must be said, some concepts which apply to services as well as
goods are treated in other chapters of the Free Trade Agreement. In spite of this,
the principles of national treatment and most favoured nation are clearly stated in
Arricles 1202 and 1203. Moreover, the GATS solution of parties’ schedules, listing,
by sector, its commitments to “liberalize quantitative restrictions, licensing
requirements, performance requirements or other non-discriminatory measures
related to the cross-border provision of service” was adopted. However, some
sectors are already specifically treated in the Annexes to the text; the most detailed
one being professional services, dealt with in Annex 1210 three sections.”

The chapter is very careful in two issues. The first is called Reservations (Article
12_0(?) and refers to the maintenance, prompt renewal and amendment of any
existing measure, non-conforming to the text of the agreement, at the federal, state
or province and local government level. There is also the device of the parties’
schedules for listing — down to the level of state or province — these measurcs, and
an cr?dc:_wour, i'n Article 1207, to progressive liberalize those related to
quantitative restrictions. The overall fecling - taking scrvices as a whole — is of
much care in terms of not forcing too strongly the wave of liberalization. As we

shall s 1 ic1
ee below, thu?gs .become much more explicit, and less compromising in the
casc of telecommunications.

The last Arti i 4 1 i cerm
e ICIC, as usual m '[hC text Of [hc NAEF ‘A, 1S SOlCly concery cd Witl\ del'lnitions
Y, 5C ions A -~ SCOPL‘ and CO\ ¥ 1 —' lcn YOI ”)
y -amcl{ sccCnio 4 erage, B - o '
: . ot - g N Forugn chﬂl COI'ISU](Z\I]{S, nnd C I L
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services”. Further down, Article 1304 is entirely devoted to standards-related
measures, and though starting with a liberalizing tone in 1ts paragraph 1, includes
in the next paragraph the proviso:

“2. A Party may require approval for the attachment to the public
telecommunications transport nctwork of terminal or other cquipmcnt' that is not
authorized, provided that the criteria for such approval arc consistent with
paragraph 17;

and, three paragraphs after, states:

“6. No later than one year after the datc of entry into force of this Agreement,
each Party shall adopt, as part of its conformity assessment procedures, provisions
necessary to accept the test results from laboratories or testing facilities in the
territory of another Party for tests performed in accordance with the accepting
Party’s standards-related measures and procedures”.

These three examples clearly show the concerns of the cquipment
manufacturers. The first two allow for some technical protectionism of existing
technologies — which can be more or less reasonable depending on the situation -,
while the last one helps in breaking a well-known non-tariff barrier.

As a companion to the last example, paragraph 3(b) of the same article, states
that each party shall ensure that “private leased circuits are available on a flat-rate
pricing basis™. Flat-rate pricing charges on the basis of a fixed charge per period of
rime, regardless of the amount of usage, it is less economically efficient than other
criteria like non-linear pricing, for instance, and benefits large scale
operators/users. Coupling this with the provisions in (b) and (c) of paragraph 2,
Article 1303 (Conditions for the Provision of Enhanced or Value-added Services),
according to which a Party shall not require a person providing enhanced or value-

added scrvices to cost-justify its rates or file a tariff, a bias in favour of the more
developed market is clear.

. The principle of transparency is present in various articles — be it as regards
licensing or conformity assessment procedures — and, stressing the importance of

the chapter, Article 1307 disposes that in the event of any inconsistency betwcen

chapter 13 provisions and those in any other chapter, the former prevail.

4. The US Objectives

It is only natural that, as the most advanced nation in telecommunications, the
us fights f?r a com‘plctcly liberalized world telecoms market. This reveals i)tsclf
qult? lclcauy in va.rlous international performances, such as its key role in the
NGRT/WTO and in the further proposal of an Information Technology
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As any highly performing and competitive agent would do, the US objectives,
in a macro vicw, are to reproduce these competition conditions in the forcign
markets, in order to fully exploit its accumulated knowledge and experience in
living with and even shaping its very dynamics.

5. Services and Telecommunications in the MERCOSUR and South America:
a Brief Overview

In the South Amecrican context, two cxpericnces are outstanding: Chile and
Venczucla. Chile began by establishing a sophisticated and well structured
regulatory framework and only afterwards, backed by this legal architectuue,
implemented a privatization cum liberalization programme. The Compania de
Telecomunicaciones de Chile = CTC was then acquired by TelefSnica de Espasia and,
though still (and inevitably) presenting some problems, the whole transition can
be considered a success. CTC has consistently been one of the most performing
Chilean companics. Results referring to the first quarter of this year indicate an
increasc of 24.8 per cent in its operating figures (with respect to the same period

in 1997), and one of 15.2 per cent in installed service lines. Net profits were on
the order of USS$ 28.2 million.

Venczucla has practically chosen the opposite road. The state monopoly was
privatized by the end of 1991, before the establishment of the regulatory
framework. However, privatization rules were cleverly designed. Given the great
regional inequalities, cross-subsidisation between international and local calls was
maintained - in a decreasing proportion - for a period of nine years. Morcover,
though the new private operator kept the monopoly of fixed telephony, free
competition was open for all the remaining services and related cquipment. The
privatization auction procured USS 1.9 billion to the government, and control was
acquired by GTE of the US (with 40 per cent), having the employees retained 11
per cent of the shares. By the cnd of 1993, the new operator had fully complicd
with all the targets related to service improvement and the contractual
requirements on global investment, infra-structure and capital replacement. In
November 1996, the employees acquired an additional 9 per cent, and the
government got rid of the remaining 40 per cent it still had in control.

For the three Spanish speaking MERCOSUR members, the situation is less
positive. In an ambitious privatization move, in 1989, Argentina divided the
country into two regions which ended up in the hands of consortia led by
Telefonica de Espafia and France Telecom, respectively. The duopoly however
presented problems, not the least duc to difficultics in the relations between the
two  operators.  Confirming  the exceptional character of the Venezuelan
experiment, the fact that privatization came before the establishment of the
regulatory framework — which only last year started to have a more defined
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structurc — has been a major source of misunderstandings and inefficiencies.
Notwithstanding, this has not deterred private Argentincan providers to adopt an
aggressive policy in the Brazilian and Chilcan markets. Firms like ImpSat
Corporation (25 per cent owned by Telecom It:\ly)s and Multicanal are alrecady
well positioned in the first country. The former establishes and explores private
communication lines berween big clicnts. Tt counts on its network of more than
five thousand terminals already installed in business offices all over Latin America’
to artract the large companics operating in any of the two countries. It has also
cntered, in Brazil, in the Internct business. The latter cstablished in Campinas
vCTv Cabo (49 per cent Multicanal/Grupo Clarin, 20 per cent Organizagdes
Globo) in order to explore in the rich interior of S3o Paulo state the blooming
cable TV market.

The Argentinean market is also very active in the arca of cellular phones, which
grew in 150 per cent during the year 1997. In the great Buenos Aires region, four
operators compcte: Miniphone (owned in cqual parts by the two members of the
duopoly), Bell South, Motorola and Movicom (from the Macri group). The two
opecrators have their own cellular companics operating in the remaining areas in
the North (Tclecom) and South (Tclefénica) of the country. From 1999, both will
start to face competition also in the arca of fixed tclephony.

In Uruguay, the state opcrator Antcl, through a big contract signed with
Sicmens (of Germany), moved to a completely digital network recently. Legal
amendments were — and some still are — negotiated in Congress to allow Antel to
establish international alliances and become, at least in a South American
dimension, an international player. This has been accompanicd by an ambitious
investment programme of around US$ 700 million in five years; a figure which
must be evaluated taking into account the size of the counuy. No further changes
in the structure of the sector seem to be under consideration.

In Paraguay, the situation is less clear, a very low quality still prevailing in the
long distance connections. In spitc of this, US and European providers and
manufacturers arc fairly active in the country, cither cstablishing a prescnce or
settling in a more concrete basis to operate, from there, in the MERCOSUR arca. At
their side, Telecom Personal the cellular operator in the North of Argentina,
owned by Franee Telecom, acquired an important share in Cable Insignia S.A,
which is able to provide personal telecoms services and operate a band B cellular

system.

¥ Formerly Stet (of Ttaly).
®  Beyond Argentina, Colombia, Venezuch, Equador and Mexico, as well as telcports in Miami;
links are via satcllites.
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Table 1 gives an idea of the state of foreign ownership of the main operators
present in selected South American countries. At the sidc' of GT? and BellSouth
from the US, there is a very significant presence of the main providers from three
Mecditerranean countries. Spain, in particular, has a remarkable prcs_cncc in the
main carriers of the MERCOSUR member (Argentina) and of one associate (Chile);
Iraly appearing in the other (Bolivia).

TABLE 1: Presence of Foreign Operators in the Main Privatized
Carriers in Selected South American Countries (percentage of
ownership between brackets)

[ . Origin of Opcrator
Countrics
\ Spain France Iraly us
‘ Argentina Telefénica de Argentina | Telecom Argentina | Telecom Argentina | Movicom (65%)”,
(25%) (19,5%) Tcléfonos del
Interior (23%)* ¥,
CT! Movil**
Bolivia - - Entel Bolivia -
(50%)
Chile Telee. de Chile (43%) - Entel Chile (20%) | BellSouth
Comunicacioncs*
Peru Telefénica de Peru - = Tele 2000 (58,7%)
(31,5%)
Venczucla Teléfonos de Venczucla - - Teleel Celular®
(6,5%) Teléfonos de

Venezucla (51%)**
Notes: 2) The forcign operators arce Telefénica de Espafia (Spain), France Telecom (France), Telecom ITralia (Iraly),
*BellSouth and **GTE (both from the US). b) The absence of brackets in the US column means thar the foreign
operator has toral control of the rclated company:.

The foreign penetration displayed in Table 1s hould be no wonder. South
American countries are considered one of the most promising world markets in
telecoms. In 1997, the Latin-American market was of around US$ 20 billion, and
according to forecasts by Lucent Technologies, it will double by 2001. Its yearly
growth rate is now at 20 per cent, while that in Asia is at 16 per cent. Table 2
shows the teledensity for the main South American countries, comparing it with
the US and European (average) ones, Prospects are double: if for the top four

there is room ff)r doubling the density, for the other countries, ratcs are below 110
per cent, showing the huge potential for increase.
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TABLE 3: MERCOSUR, SGT1: Selected Negotiating Lines
and/or Working Parties

Comissions*
Postal Services(8)
Radio Comunicatons(17)
#3- cellular telephony
#8- personal communication systems
#12- management of the radioelectrical spectrum in the MERCOSUR arca
#14- sarcllite systems
Radio Diffusion(11)
#1-UHF-TV agreement
#72- agreement on the distribution of multipoint, multichannel TV signals
#11- agreement on the distribution of multipoint, multichannel local TV signals
Public Telecomunications Systems(9)
#1- compilation of existing legislation and taritf structures
#2- procedures for equipment cerrification

#3- procedures for accrediting telecomunications equipment laboratorics in
the MERCOSUR arca

#8- harmonization of interconnection criteria

* Tortal number of corresponding lines or parties berween brackers
Source: ANATEL

By this ume also, Uruguay and Paraguay have expressed their intention to
present somcthing. If no sudden changes or major problems occur, by 2000,
harmonization and liberalization of the Southern Cone telecomunications sector —

at least ar a level similar to the one in the WTO annexes — will start to become a
reality.

6. The Brazilian Environment

Brazil, the biggest country in Latin America, seems highly qualified as a

significant case study of a national situation. Morcover, the country’s huge
telecoms market was effectively privatized this year.

Before auctioning i ider i
. et g its consxdfzxa_blc assets in the sector, the government created 2
chz atl(zxy ?r ys ANATEL — Agéncin Nacional de Telecommnicagies, which is going to
¢ the key official « i oy i i i
y official agent, with powers to set prices, technical standards and service

targets, 'dc51gn ta}'lffs, and issuc all provisions regarding the establishing and
supervision of a fair competitive environment in the sector
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In 1996, Congress approved Law 9.525/96, sctting general guidelines op
mobile telephony, limited services, use of satellites as carriers and opening the
public network for the provision of value added scrvices. As regards the first, the
spectrum was divided into two parts — Bands A and B -, the first being already ag
the time exploited by the (then) state operators, while the second would be offered
to private operators in the near future. The Law also prepares the ground for the
further privatization of Band A services, by creating scparate companies to deliver
these scervices. Limited services for the use of third parties are permitted, on a
renewable ten years basis, to Brazilian companies fully cstablished in the country.
As regards the use of satcllites, a distinction is made whether the cquipment
occupics orbital positions officially notified by Brazil (informally, a “Brazilian”
satellite) or not. Concessions, in the first case, on a renewable fifteen years basis,

are a prerogative of Brazilian firms, and were automatically assured to the
incumbent, EMBRATEL.

In the end of 1996, the government submitted a substantial project
containing the major new law on telecommunications. This project contemplated
the creation of the official regulator, the Agencia Nacional de Telecomunicagbes
— anatel, and described in reasonable detail policies and concessions for several
key services. The law was finally approved during the following year. A full
analysis of its content and implications is outside the scope of this work; the
important point to be stressed is that this rather complex new structure has been

on for hardly a year, there being no sufficient time to allow for a balanced
judgement of its pros and cons.

At the same time that the discussions on the General Law took place in
Congress, Brazil was presenting in Geneva its Schedule of Specific Commitments,
and the related List of Article IT Exemptions to figure in the Fourth Protocol to
the General Agreement on Trade in Services, namely that on telecommunications
services. The “Brazilian offer”, taken with respect to the other ones, was fairly
encompassing and quite generous. The negotiators tried to conform it to the main
lines of the (then) draft of the General Law, and made some explicit gestures to
signal an open position. Regarding the percentage of foreign capital allowed in the
companies using segment facilities of “Brazilian” satellites, for instance, the 49 per
cent restriction will be abolished as fvom July 20, 1999. The commitments and
exceptions — now deposited at the WTO - were sent to Congress in December
1997, for ratifying, what has not occurred yet. The great changes which took place

since then are already demanding an update, and greater conformity to the new
regulations, which is in progress.
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The auction finally became a reality on July 29, as planned, and was considereq
a success by the government, which eventually fetched USS_ 22.05? billion, a sy,
64 per cent above the set minimum. Table 4 shows the main acquirers, by type of
operation and region/company.

TABLE 4: The July 29, 1998 Telecoms Sell: Foreign Acquirers,

by Region/Company and Type of Service

\

Spain

Portugal

Traly

BellCanada & Telesystem

| Fixed Tclephony

| Tele Norte-Leste

Tele Centro-Sul

X

| crT

'\
‘ Tcle Sdo Paulo
\
| Mobilc Telephony (Band A)

| Telesp

rTclcSudcs‘rc

l&k‘mig

\ TeleSul

TeleCentro-Ocste

TcleNorte

TeleLeste

TeleNordeste

X

To the information in Table 4 it should be added that BellSouth has a
significant participation in the Band B mobile nctwork, and that EMBRATEL, the
important long-distance exchange carricr was acquired by MCI. The presence of the
Mcditerranean operators is — as in Table 1 — very significant, with Portugal

replacing France.

If many points of the “jumbo auction” can be the subject of criticism, it is not
fair to rank it - given the many constraints which were at stake — as a bad
outcome. What matters now is to adequartely face the great challenges OpCﬂCd by
this dramatic change in the Brazilian telecommunications environment. Among

them, we find the following particularly important:

- the regulatory agency, ANATEL, will now begin to be really tested. There isa
consensus that the period ranging from 18 to 60 months after the auction,
f‘oughly the first five years of the new system, will be obliged to demonstrate
its ability to perform its “carrot and stick” duties. In partticular, the two

problems bclow deserve separate mention;

the interconnection question: though the normative set for it has beett

already delivered, it is widelly known that here lies one of the most delicat¢
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TABLE 5: Brazil:-Trade Balance for Telecommunications EQuipment
(US$ millions, tor selected years)

1993 1995 1997

IMPORTS 576,6 1360,1 27402

Parts and components 170,9 4183 6 ]L e
ERB & ccliular phones 147,3 375,8 8912

—]
Commuting centrals 1469 354 803.6
Cables & other ducts 62 1345 3155
Others 40,5 77,5 1139

EXPORTS 147.8 1304 2894 o

ﬁarts and components 89 114 19L
| ERB & cellular phones 34 42 928
Commuting centrals 294 25,1 100 .4
Cables & other ducts 941 84,5 60,7
Others 12 52 16
| DEFICIT 4198 11229,7 2450 8

Source:Secex/Decex

7. Possible Outcomes: Costs and Benefits

As pledged in the previous sections of this paper, perhaps a most possible
outcome - if negotiations go on as scheduled — is an agreement in the fashion of
NAFTA’s chapter 13. Combining it with liberalization in the goods trade, this
means that special advantages will be created for US providers and manufacturers.
The pressure they exert to model the markets according to the US environment
will then, in the whole MERCOSUR arca, be much greater than at present. This
may begin even before the signing of the agreement, if the pace of negotiations
will point with reasonable certainty to such an outcome.

The increased pressure from US telecoms companies will impact as well as
divert efforts to harmonize the existing regulatory systems, in order to create 2
fully liberalized market in telecommunications ~ in the spirit of the Asuncién
Treaty, that is, within a common market perspective and not that of a free trade arca —
among .§'1ER.COSU11 members  and  associatcs.  Such  harmonisation cum
liberalization is already a tremendous task, eventually leading to the existence of a

single, supranational telecoms regulator, that will become much more difficult = if
not aborted ~ in a FTAA cnvironment.

It might be thought however that this loss of a decper telecoms services
mtegration within the MERCOSUR and associatcs would be compcnsatcd by
significant economic and cfficiency gains from the FTAA. Thre

! s ¢ points indicate that
very likely this is not the case.
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liberalization. This means an additional and unnecessary stre§s = in the sepge
coined by Lafer (1998) - on the MERCOSUR group that, given their limiteq

technical and diplomatic staff knowledge in telecoms, will certainly weaken thej;
clout in the multilateral arena.

The third point bears a more technical character. The c'xtc.nt of the recent
changes in the sector in South America, and notably in Brazil, is so huge that 4
horizon of five to ten years will be needed to fully mastcr. the new reality,
Technical questions of all sorts regarding ANATEL activities will pop up almost
every weck, and a transition dynamics will also take place among the new players,
Changes in the composition of the consortia owning the fixed and mobile
operators are already expected in the near future. Moreover, the functioning of the
Comissido de Arbitragem e Intcrconexiio will require a series of adjustments and
corrections before reaching a normal operating mode. Pricc dynamics are also an
unknown. In a country with the social disparities of Brazil, and — to a lesser extent
— also in Argentina and Paraguay, universal service and the pricing of basic services

are crucial issues. There are no evidences yet that the improvements in these
questions - initially announced when the privatization programme was launched -
will actually happen in the near futurc. The US evidence on this is not very
encouraging, clear advantages having surely been created only for the larger users.
Of course, this outcome is conditioned by the price systems allowed. All this
shows that telecoms will already be, per se, a very turbulent sector in the coming
years, demanding carcful management and supervision. Opening the FTAA door
might result in an one-way importing of solutions, modes of behaviour, legal and
competitive structures that are not fit to the South American reality. Last but not
least in this same vein, there is the question of foreign direct investment. Tables 1
and 2 clearly show that US as well as EU capital are competing in the sector. It is

important to continue to attract at least these two sources, keeping similar level
playing fields for them.

. Beyond these three points, there is a further area where the answer does not fall
in the affirmative either. Indeed, it could be raised that the FTAA would facilitate
market access in the US and Canada for the MERCOSUR (indigenous) telecoms
com;?:mies. This is not the case. Actually, but for negligible (in value) exceptions,
we ¥1sk to claim that there are no providers or manufacturers, of MERCOSUR
origin, which are competitive in the US and Canada telecoms markets. As is well
known, MERCOSUR commercial interests in (non-Spanish) North-America are
closFly related to its contentienx with those countries, and are concentrated in
chtllcs and leather goods, the agricultural and food prgccssmg sectors, as well as
in sc!ectcd manufactures as shoes, steel & steel goods and a fcv:/ kinds of
macl'u.ncry. incn that Central America is 3 market traditionally protected =
explicitly or implicitly — by the USs, if there are any “American” prospects of market
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grounded on facts. A more gradual liberalization policy could 'bc., for instance,
justificd by the need to finance the universal system b'ut this ISSUC Was not
broached in the paper. The author’s argument that US equipment Sl}pl?llcx's would
greatly benefit from an opening up of the MERCOSUR and th:.lt this is somchow
undesirable, does not scem reasonable. The big players in Brazil are not US firms:
Ericsson, Pirclli, Alcatel, Nortel and Furukawa. The entry in the market of us
firms is to be welcomed. Brazilian consumers would benefit from this.

Consumecrs, by the way, were left out of the analysis. I believe that the analysis
of the impact on residential and commercial consumers should be a major element
in an article which suggests that a liberalization # [z NAFTA would be against the
interests of MERCOSUR countries.

I believe that the Brazilian experience will be fundamentally important for a
proper understanding of the ways to be followed by MERCOSUR in liberalizing the
sector. The author’s views on the privatization process in Brazil are not very

positive. I disagree from this asscssment and contrast in the table below our
differing views on the matter.

The arguments presented by the author do not support his hypothesis that a
NAFTA type agreement for MERCOSUR would be to the disadvantage to its
members. The author should revise his analysis so as to include:

(1) what 1s thought in MERCOSUR concerning services in the context of the
Montevideo Protocol;

(i) what are the differences between the NAFTA agreement and the present
realitics in MERCOSUR. Based on his paper, it appcars to be no difference
between NAFTA type policies and present Brazilian practices;

(i) identification of the great players in MERCOSUR and who arc their

potential competitors. Assessment of what could they gain or lose with NAFTA
type policies.

I would not be surprised if the author reached opposite conclusions after such
an analysis.
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OPENNESS AND EFFICIENCY IN BRAZILIAN BANKING
Afonso S. Bevilaqua and Eduardo Loyo

1. Introduction

INCE FREE TRADE IN SERVICES made its way into the diplomatic agenda for
Sthc Uruguay Round, Brazil has engaged, ot otherwise rcs?sted insistent calling
to engage, in service negotiations at the multﬂat(?lfll or regional levels. Laclf of
enthusiasm on the part of Brazil was not surprising, on account of the little
promisc of gains it saw from increased market access ﬂbl'Oﬂ.d) and its fear of an
onslaught on domestic markets — still very closed — by pl-ov1dcr§ {fom, deygloped
countries. These concerns were especially strong regarding financial services.

In the last few years, however, foreign firms were permitted to make substantial
inroads into the Brazilian financial services market. That penetration was neither of
the size nor of the shape one would have predicted from the Brazilian stance in
recent and ongoing negotiations, or from the few specific commitments made by
Brazil in the arca. Whatever foreign entry, there was basically amounted to
unilateral liberalization not included in formal exchanges of concessions.

Within other thematic trade ncgotiation agendas, interesting trade-offs may call
for sophisticated strategic considerations. In agriculture, for instance, each country
must factor in the cffects of liberalization elsewhere on the equilibrium in
worldwide markets for different commodities; of which it may be either a nct
importer or a net exporter. In the case of financial services, it is generally accepted
that market shares cverywhere will be redistributed in favor of providers from
developed countries, and that developing countries, unless they manage to
exchange liberalization in services for concessions in other areas, will have to be
content with gains they would equally obtain by liberalizing unilaterally.

AJs'o, countries with little interest in non-discriminatory liberalization may still
see gains in (or be prepared to face the burden of) liberalization within a regional
group. That may again lcad to interesting choices between non-discriminatory
liberalization and several possible regional combines. But regional preferences arc
enforceable only if all participants maintain a similar level of protection against the

ouside world or mlc§ of origin are in place to prevent more open members from
serving as a transshipment route into more closed

_ . ment: ones. Regarding financial
services, neither condition is fulfi

lled by the regional integration initiatives in
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which Brazil participates, making regional liberalization tantamount to non-
discriminatory liberalization.

Because financial scrvices lend themselves relatively little to  cconomic
strategizing in sclf-containcd negotiations, and because past concessions made by
Brazil were a very poor predictor of upcoming liberalization moves, we shall pay
less attention to formal trade diplomacy than to the actual effects of the observed
unilateral liberalization. Section 2 briefly reviews the relevant facts in support of
that option. In scction 3, we examine the theoretical case for unilateral
liberalization in financial services, and identify one benefit that is both most
promising and rclatively easicr to quantify, namely gains in cost cfficiency in
financial intermediation. We then proceed to measure the progress made in that
respect in the last few years.

We concentrate on the banking market rather than financial services in greater
generality. Given the universal banking system adopted in Brazil, and the fact that
the Brazilian economy relies very heavily on financial intermediation through
banks, that is already quite comprchensive. Banking has also been the sector with
the highest profile in terms of rccent market opening. It must be recognized,
however, that other financial services may show cven more dynamism in the future
- for instance, it is generally reckoned that Brazil is considerably underinsured.

2. Negotiations and Liberalization

By 1995, forcign participation in the Brazilian banking market was largely what
it had been for the entire preceding decade. Foreign banks operated in Brazil
cither through capitalized branches or as locally incorporated subsidiaries
(sometimes, under both formats). Foreign financial institutions also held minority
stakes in banks controlled by nationals, so imparting their international credibility
to the local association and enjoying more authority over its operation than
warranted by their capital share. Together, all those banks with strong tics to
forcign capital accounted for about 15% of total assets in the banking system, and
about 30% of asscts of private banks [Bevilaqua, 1996]. Forcign banks
concentrated in some market niches, such as international finance and high-end
retail banking, or were the consumer finance arms of auto makers. As a result, they
had only 4% of the bank branches in the country. Total forcign investment in the
Brazilian banking system was close to TUSS 2 billion, of which Japan held 24%, the
US 23%, France 13%, the UK 11%, and Germany 8% [Bevilaqua, 1996}.

In terms of foreign participation in total banking asscts, Bmzil.did not compare
all too unfavorably to Argentina, with 15% in 1994, to Chile, with 24% in 1996,
or to post-NAFTA Mcxico, with 20% in 1996.(_ﬁgurcs are from Dob;on and
Jacquet, 1998). In terms of market contestability, however, the regime was

extremely closed — much more so than in these other countries. Basically, new
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foreign banks were not permitted  tO establish in 'Braz:.l unless specifical]
authorized by a presidential decrec. The same was rcq%ur'cd for any expansion of
foreign participation, directly or indirectly, mn ls)cally. mcorpomtcd_ bn‘nkS. There
was no indication of willingness to grant such discretionary authorizations in any
substantial scale. Central Bank authorization was also required for e
establishment of new branches of any existing bank, and that was used to scverely
limit the expansion of foreign banks.

The latest Brazilian schedule of commitments in financial services under GATS
contains few substantive concessions.!® Limitations on market access and national
treatment were left unbound for most sectors and modes of supply. Some of the
fow exceptions mercly confirmed a long established status quo, like the
commitment to no limitations on cross-border supply of freight insurance on
exports. Others related to auxiliary services like actuarial, consultancy and survey
services in insurance, which shall not suffer any limitation. There is otherwise no
commitment whatsoever relating to consumption abroad or cross-border supply of
financial services. Commercial presence generally requires the discrerionary, case-
by-case executive authorization to conduct business; marginal cxceptions are
insurance brokerage, clearing services for sccuritics and derivatives, and over-the-
counter securities trading. The exccutive authorization may impose ad hoc
conditions and limits, including restrictions on branching. Reinsurance and work
accidenr insurance remain public monopolies, and Brazil only made a quite
indefinite promise to “undertake commitments” in these arcas once Congress
passed legislation already proposed by the executive lifting these monopolics. As a
more palpable promise, and perhaps the most substantive item in the whole
schedule, “forcign persons may participate in the privatization of public sector

financial institutions and in each case commercial presence will be granted” (our
emphasis).

GATS schedules that merely freeze the status quo in financial scrvices are the rule
rather than the exception (Sorsa 1997, Dobson and Jacquet 1998). Even those

hz.wc.bccn sometimes welcomed as a progress for preventing policy from cver
shpping backwards (WTo 1997). In the Brazilian schedule, however, the executive

authorization for commercial presence is so arbitrary that no operative lower

bound is creared. The notable exception is the rather firm commitment to allow

foreign acquisition of public sector banks being privatized. That is in line with the
apparent prionity  accorded by the Brazilian

parent, government to maximizing
privatization revenucs over competing

policy objectives.
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Argentinean legistation — and threatened to revert to a zeto tolerance policy if
Brazil did not take liberalization steps as well (Bevilaqua 1996). The only
publicized response by Brazilian authoritics was to grant a similzuIy marging|
preference to MERCOSUR INVEStOTS, allowed to acquire s.takcs in Brazilian banks
without collecting the “toll” — acquisition of “negative assets” of financiy
institutions under Central Bank intervention — required from other foreigners whq
wish to establish in Brazil.'> So far, banks originating in MERCOSUR made ng
major acquisition in Brazil.

There is, in principle, a possibility of imposing “rules of origin of capital” on
providers of financial scrvices. GATS in general precludes that type of
discrimination in regional commercial integtation agreements, but using access to

a member of the regional agreement mercly as a stepping stone towards another is
not covered.

A scrvice supplier of any other member that is a juridical person constituted
under the laws of a party to an agreement [of regional integration ] shall be entitled
to treatment granted under such agreement, provided that it cngages in substantive

business aperations in the territory of the partics to such agreement (Article V, paragraph
6, our emphasis).

Furthermore, in the case of regional agreements “involving only developing
countries, more favorable treatment may be granted to juridical persons owned or

controlled by natural persons of the parties to such an agreement” (Article v,
paragraph 3).

It is extremely unlikely that such provisions could help resolve the financial
services stalemate within MERCOSUR (they clearly have no bearing on an eventual
FTAA). First, enforceability of preferences based on the origin of control is debatable.
Compared to rules of origin for goods, it may even be casier to recognize the
ultimate origin of controllers of financial institutions who wish to take advantage
of their international corporate identity, but it may be hard to characterize that in
legal statutes. Sccond, from the point of view of Brazil’s partners in MERCOSUR,
whose financial systems have much deeper penctration of foreign investment, such

¥ “Banco de Galicia may participate in BCN Barclays this month”, Gazera Mercantil OnlinG,
6/19/97; “Authorization for Galicia’s participation published toda’y“ Gazeta Mevcantil Invest
News, 10/14/97. Banca de Galicia acquired the 23% stake of Bmzilian, bank BCN in Banco BCN
Barclays, a long-established association with Barclays Plc., for a reported amount of USS 27
million. “Brazil’s BCN sells stake in BCN Barclays”, Renters I-‘,inancial Service, 12/20/96. To have an

idca ] e
of the magnitude of the preference accorded to Banco de Galicia, French Société Générale
was at the time paying a “toll” ’

80% more than Galicia® y Of about US$ 4.8 million in connection to a transaction valued at

i Or} 1;11 alicia’s acquisition. “Société Générale to take control of Banco Sogeral”, Gaz!?

e il Online, 3/.2_1/97. Incidentally, note that Banco de Galicia is locally-owned Argentineat
ank and not a subsidiary of a foreign bank,
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smaller Banco Excel. According to the Brazilian finan;c minister, Hspc w
allowed to step in “because there simply was no_ ot.hcr'insgtution capaplc of dojp
50”22 Political circles kept debating the financial intricacics of the l?anloUt - who
would pay how much, to whom, for what, and when - but prot(-':ctlon.ist Protests
were muted as local bankers were themsclves eager to get past lingering feays of

systemic crisis. But it was widely acknowledged that competition would be turned
on a full notch.?

Other forcign acquisitions of Brazilian retail banks, ranging f1.'om quite sound
to outright insolvent, soon followed. Banco Santal'idm'" of Spain first acquireq
control of Banco Geral do Comércio, a smaller retail institution (assets of US$ 1)
billion and a nerwork of 77 branches). A few months later, it took over the larger
Banco Norocste (US$ 5.4 billion in total assets and 150 branches).** Through
Banco Interatlintico, a preexisting local association with Crédit Agricole of France
and Brazilian investors, it opcrated in wholesale markets, Banco Espirito Santo of
Portugal acquired control of retailer Banco Boavista (total asscts of ncarly US$ 4
billion). Boavista had negative net worth and was under threat of intervention by
the Central Bank.?® Banco Bandeirantes (total assets ncar US$ 5 billion), also in
difficultics, was sold to the Portuguese Caixa Geral de Depdsitos, which had long
operated a very small subsidiary in Brazil.26 Banco Sudameris (total asscts USS 6.4
billion), a Brazilian retail bank ultimatcly controlled by Banca Commerciale
Traliana, was authorized to take over Banco América do Sul (total assets USS 3.4
billion, and Fuji Bank as a minority stakcholder) and to expand their combined
networks to 500 branches.”” Banco Bilbao Vizcaya of Spain acquired control of
Banco Excel Econ6mico (total assets US$ 10 billion), which was itself having
difficulty in digesting its earlier takeover of Banco Econdmico.?® Lloyds Bank,
which operated in Brazil both with a branch and with a locally incorporated
subsidiary, and in addition to that held a 50% stake in Banco Multiplic, was

“HSBC was the only bank capable of raking over Bamerindus®, Gaszeta Mercantil Invest News,
11/6/97.
3

“HSKC wants to be the biggest bank in Brazil”, Gazeta Mercantil Online, 3/27/97; “HSBC redraws

Brazil banking landscape™, Renters Financial Service, 4/1/97.
xu

“Banco Santander gains foothold in Beanil”, Enropean Banker, 3/24/97; “Santander acquires
control of Noroeste”, Gazeta Mercantil Online, 10/31/97.

“« £ H
uESplr}[O Santo to stay with 34% of Banco Boavista”, Gazcta Mercantil Tnvest News, 9/2/97;
Boavista Interatlintico 1o receive RS 120 million”

Boavista | : » Gazeta Mercantil Invest News, 9/3/97; “Banco
oavista had negative net worth™, Gazeta Mercantil Online 9/4/97
: .
« . .
A CMN authorizes CIG to purchase Bandeirantes”, Gazeta Mercanl Invese News, 1/28/98.
Decree authorizes increase of forcign capital™

2 «“Yilbao Vizeaya to inject § 1.5 billion

7/30/98.

> Gazeta Mercantil vest News, 7/14/98.

into Excel, says Mauch”, Gazeta Mercantil Invest NOws,
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As a resule of all that activity, and a number o?f smaller transactiong not
mentioned here, forcign participation increased to %1 % of tOtoﬂl bfmk assets, and g
39% of total asscts of private banks (up from‘15/o 'and 30/0, respectively).32 y,
particular, foreign banks made great progress n thcu. participation at the top of
the bank ranking, Most importantly, there was a c.]uahmtlv‘c .chgngc of out'look in
terms of market contestability — which will remain even if it 1s now decided to
slow down forcign entry.

The absence of US banks among the forcigners 1'cccntl¥ cntm;'ing or expanding
in Brazil is noteworthy. BankBoston and Citibank are oldtimers in the high end of
the Brazilian retail market, but did not take part in the recent wave of acquisitions,
Instead, they have just obtained authorization to open 20 new b‘ranches cach
(Bank Boston alrcady had 36 and Citibank 22).** The only substantla! new entry
was by NationsBank, which made a US$ 50 million deal for a controlling stake in
Banco Liberal - very far from the largest positions secured by European banks. It
has been argued that deregulation of the US banking market and the ensuing
consolidation frenzy left little “appetite” for new ventures in emerging markets.*
Apparendly, European financial integration did not have similar effects, as some of
the European banks making acquisitions in Brazil were also engaged in truc
shopping sprecs all around Latin America.*

Neither the extent nor the direction of such foreign entry would ever have been
forecasted from Brazil’s position in formal negotiations about trade in financial
services. Even after the first signs that Brazil might soften its stance through case-
by-case authorizations, most eventual entry was cxpected to occur in the wholesale
end of the market or in investment banking activitics that could be performed out
of mere representative offices (Bevilaqua 1996).3” These were the least politically
sensitive segments of the market, and the object of the avowed interest of potcntiﬂl

Accqrdmg to balanc’c sheets of 12/97. Gazeta Mercantil - Balango Anual 1998. In the meantime,
Br.mlmr? Banco Itat took over the local subsidiary of Crédit Lyonnais, Banco Francés ¢ Brasilciro
(then with assets at USS 2.9 billion). “Itati completes purchase of Banco Francés ¢ Brasileiro™,
Gazeta Mercantil Online, 4/2/96.

3B wenang i L.

:C,:::t.\lnr:nkcs decisions on Santander, Ciribank and BankBoston”, Gazeta Mercantsl Invest Nows,
5/28/98.

EAF 4

orcigners flock to prab a : i Cquisiti il

s 3’ g share: foreign acquisition of Brazilian banks”, The Banker, 3/98.
Fusdo ¢ confusao” (interview

B with Henrigue Meirelles, CEO of BankBoston), I:tolf, 4/22/98.
New World ventures”, The Banker

financicros en Argentina, Brasil Chi} 10/96; “WBV y Santander también compran activgs
is il el . . . io

Econonuista, 11 14/94: "1»1:51; C keeps l'c’ Ivcf‘cl-\lcla, C,o]ombm, Panamad, Pert y Pucrto Rico”, _’;’l

) - 3 1 Latin- 1 L . - .

“Banks look 1o Latin America, P Latn-American drive”, Reuters Business Report, 5/30/97;

‘ huge gr 1l i i ign i L |
s auge growth potential is attracting foreign interest”, Financial
7 s‘ 'l H H

imilar predictions were made for the

banks are drooling?, Busisess Weck, 9/ 13%’;“&'&.1 market upon formation of NAITA. “The gring®
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the official bank of the state of Pernambuco (Bandepe), and ABN Amro pp,.
qualified side by side with Bradesco and Mcridional.f". That bank (as MOSt othey
state banks) is not a very attractive business proposition as a first stcp.mto the
Brazilian market (not the case of ABN Amro), because its branch network is heavil
concentrated away from the major financial centers. The next true test of foreign
interest in the privatization process will be the sale of Banespa (the state bank of
Sdo Paulo), scheduled for early next year.

3. Why Liberalize?

As mentioned in the introduction, it is generally believed that comparative
advantage in the provision of financial services lies with developed countries, and
that countries like Brazil have very little to gain from market access abroad. It has
been suggested that Brazil should attempt to condition liberalization of financial
services on concessions it sought in areas of its own interest. Possible links with
agricultural trade with the Ewropean Union have becen mentioned; “in the past,
foreign debt negotiations were also a candidate (Abreu and Fléres 1990). Brazil
ended by relinquishing any such opportunity with its staunch resistance to formal

concessions in financial services, followed by the unilateral, de facto about-face
described above.

The change of heart among Brazilian authorities may have been sparked by the
prospect of short-term benefits such as the capital inflows associated with bank
takeovers or the foreign contribution in the bailout of problematic banks. The
Central Bank collected nearly US$ 250 million in tolls from foreign entrants — to
which one should add what it saved on institutions that would have required a
bailout had they not been so keenly taken over by foreign investors eager to set
foot in the Brazilian market.*? The capital inflows associated with the takeovers
may have been more valuable - at recent junctures, at lcast as a signal — than that
fiscal contribution. Yet, any such immediate benefit is likely to be dominated by
permanent effects that openness may have on the domestic financial market.

We are therefore led back to the gains from unilateral liberalization of trade in
services. Studies advocating liberalization have stressed such arguments (Dobson

e

E:m%c :,“Guzem Mereansil ininc, 6/5/98; “CLC lists confirms three participants in Bemge auction
on a)” s Gazeta Mevcantil Invest Nows, 9/14/98; “Only Brazilian groups will dispute Bemge
aucrion”, Gazeta Mercantil Online, 9/14/98;

i “BC authorizes C Bemg -k control to
[tal”, Gazeta Mercantil Online, 9/18/98. transfer of Bemge stock
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“Fgrci.gn capital could play a part in Bande
“List of pre-qualified for Ran

pe auction”, Gazeta Mercantil Invest News, 8/14/98;
8/27/98.

A . o
“epe auction being announced”, Gazeta Mercantil Invest News
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130 vai hmitar a entrada de bancos estrangeiros”, O Globo 7/12/98
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and Jacquet 1998, for instance), for lack of much else to say to most of the
recalcitrant rcadership. Some of these arguments mix liberalization of trade in
services with liberalization of the capital account. The latter indecd facilitates cross-
border trade in financial services, but our main interest herc is the effect of
allowing foreign commercial presence without changing the capital account
regime. That seems more applicable to the Brazilian casc.

Focusing on commercial presence in banking, the following are the main
arguments in support of liberalization, even unilateral:

1. Classical gains from trade: unilateral specialization along the lines of
comparative advantage, as dictated by the external prices faced by a small country,
tends to make that country better off. But there may be less room for that type of
gain in financial scrvices than in trade in goods. This is not to say that countries do
not differ cnough in endowments and tcchnology for large comparative
advantages to arise in financial services, which may in fact explain the observed
pattern of cross-border trade in the sector (Moshirian 1994). The problem is that
many financial services are not tradeable across borders, cither for technological
reasons or due to legal restrictions to capital mobility. In many lines of scrvice, the
bulk of the value must be added locally. Trade through commercial presence will
tap on local resources and be relatively less conducive to reallocation along the
lines of comparative advantage. On the other hand, many financial services that are
tradcable across borders, and likely to remain so under the Brazilian regime for the
capital account, already benefit from a relatively liberal environment (international
interbank lending, for instance). Technological progress tends to enhance cross-
border tradeability of valuc-added even in services that require commercial
presence, but geographical segmentation of retail banking, for instance, remains
strong cven in liberalized markets like Europe (WTO 1997).

2. Less mavket power: the extra competition of foreign providers would reduce
market power and bring the economy closer to the competitive equilibritun, with
higher output and lower prices for financial services. Of course, some of what
consumers gain, produccrs lose in the form of reduced profits. Estimatcs of the net
welfare gain for the entirc country associated with reduced market power in
financial services usually yield small numbers (Rhoades 1982, Berger and Hannan
1998). Furthermore, when analyzing forcign entry, one must deduct from thosc
(to arrive at a welfare computation at the country level) the monopoly rents that
will accrue to foreign entrants — since market power is unlikcly to disappear
altogether.

3. Lower prices: this sort of argument stresses the gains to consumers in spite of
the losses suffered by producers. The movement in prices and profit margins may
be considerable even if the net welfare gains are small from a partial equilibrium
perspective. Reduction of prices for financial services has been considerable in
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Europe since the single market (WTO 1997). Claessens, -Dcmirgﬁg-Kunt and
Huizinga (1998) find evidence, in a large panel of banks u.i 80 C.O_unFries, that
profit margins are reduced by foreign penetration. {\t t'hc p:.lrtlal cq@hbnmn leve],
however, the argument demands some distributive justification, which may wel| pa
warranted but should be made explicit.

4. Genoral Equilibritm Spillovers: prices of financial §cwiccs are a cost of
production everywhere in the economy, and also a transaction cost for buyers of
goods and services. Reduction of thesc prices woxvﬂd be an across ic board
incentive to both supply and demand, and therc might be vfm?lfarc gains in the
resulting increase in equilibrium output. This calls for an ambitious CGE exercise
that falls outside the scope of this paper.

5. Lower Costs: foreign entrants might have lower costs, either because they
seek cost minimization more actively or thanks to economies of scale and scope
from their global activities. Their mere presence would reduce the average cost of
financial intermediation. It might also trigger cost saving efforts by domestic
firms. Many explanations cxist for why firms in imperfectly competitive markets
leave cost saving opportunities unexploited in the first place, including departures
from profit maximization in favor of other managerial objectives. They would
catch up on cost savings once that becomes a matter of survival. Aggregate costs
would be driven further down by their efforts or otherwise by their demisc,
making way for the expansion of cost efficient firms. Several economists have
suggested that cost incfficiencies harbored by monopoly power might be quite
high (Scherer 1970) - an order of magnitude higher than the welfare loss due to
market power itself. Estimates recently produced by Berger and Hannan (1998),
based on comparison of local banking markets in the US with different degrees of
concentration, point in the same direction. In connection with foreign entry,

Claessens, Demirgiig-Kunt and Huizinga (1998) do find reduction of overhead
costs, although the effect is small and not very significant (statistically).

6. Better allocation of credit: it is often claimed that credit assessment is the
Achilles’ heel of Brazilian banks, otherwise very advanced in trading and in
customer service. That would be the legacy of many years of high inflation, when
bank§ devoted ']css to credit concession and more to treasury operations, relying
hcavll).r on the inflationary float on their deposits. Their credit policy would focus
excessively on guatantees (endorsements or collateral) and give scant attention to
the prospects of the project being financed. These featurcs obviously distort credit
allocation, making it conform less with marginal capital efficiency patterns.

Foreign i i i i
gn banks could contribure by importing their supcrior credit asscssment
methods. Mcasurement of these cffects

s % , even after the fact, is very difficult — lct
alone prediction, , Is very di
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ions. In :
payment awaits abundant and cheap telephone connectio short, mere

opening of the banking market promises no dramatic improvements in this arey
beyond its possible contribution to reduce bank cos

In the next section, we try to measurc the c.ost reduction effect described iy
rem 5. We concentrate on that becausc it is €asicr to measure than t.hc cffects in
items 3, 4, 6 or 7, perhaps more substantial than Fhosc n l’ox 2, ;nd mstrumental
for progress in 8. Moreover, notc that lower prices are expected to follow from
lower costs even if market power is not reduced at all. Mm‘shalhan surpl}ls expands
both by the reduction of the social cost of p.roducuon and by ic increase in
equilibrium ourput. If onc believes the effects in 2, 3 or 4 to be important, one
should be very interested in cost cutting. It may after all hold the best chan.ce of
lower prices in the case of Brazil: since new cntrants mercly took over existing
banks, and some consolidation is also under way, the net effects on market power
may be disappointing.

4. Measuring Cost Inefficiency

Here we attempt to measure how much progress has been made in reducing
banking costs since the domestic market started to open up to foreign entry. We
shall be concerned only with costs that rcpresent absorption of real resources in
the production of banking services — mainly personnel and administrative
expenses. These — as opposed to intcrest payments, say, which are also an

expenditure from the bank’s point of view — represent the actual social cost of
financial intermediation.

The thorny question in measuring cost inefficiency, usually defined as a ratio
costsfourput, is the choice of a meaningful measure of output. Some studics
interpret the ratio costs/income as a measure of inefficiency in financial services
(WTO 1997). Bankers engaged in cost saving programs secm to target this sort of
ratio as well.® Income may not be a good proxy for output in this context: if unit

costs are falling, prices are likely to be falling as well; but prices are equal to
mcomc/output, and 5o the ratio costs/income will underestimate the gains in cost
efficiency.

Some other studies measure incfficiency
(Claessens, Demirgtic-Kunt and Huizinga 199
measure of output either. First, not all assets
permanent assets, which are not a liability
even assets that do represent financial tr

by the ratio costs/total asscts
8). Total assets arc not a good
epresent a financial transaction —
of anyone elsc’s, clearly do not. Sccond,
weight, dollar for dollar, in a mmsﬂll.SaCtions should. R Sﬂﬂ.]:l
i sy Thérc LT asure -of thc. social value of. financia

reainly more financial service content in a dollar

—_—

—
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“Queda do juro obrj iénci
iga bancos a buscar eficineia”, Gazetn Mereantil 8/12/98.
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W » unbalanced (it does not include all banks at all dates) and containg
7, t{ 4 . A . - ) )

h(r)u C;,Zrl\cg rvations. We can afford to significantly cstimate fewer parameterg
only obse : ‘

than the typical efficiency study of US banking, where the sampl.c SIZCS are typically
y ar:h d?oisands“ Keeping in mind the need to economize on degrees of
in the S

freedom, we run the following regression:
logo = 3, logL + By 10g(D + Ap)+ Bs 10g(S + As)+ By logT
+a,,! (mar) +a jm,I ( jun)+ @l (set)-i- & oo ! (dec)

+yn+ot+e

where:

¢ = salaries, benefits and administrative expenses
L = total loans

D = demand deposits

§ = savings accounts (“cadernetas de poupanga™)
T = time deposits

I(mar) = dummy variable for first quarter

I(jun) = dummy variable for second quarter
I{set) = dummy variable for third quarter

I(dec) = dummy variable for fourth quarter

n = number of pre-stabilization quarters included in income statement
t = time, in quarters

Because we believe that some banks should be persistently more efficient than
9thcrs, and .dm efficiency across the sample should improve with the passage of
ume, we might be inclined to estimate 2 panel data model with fixed time and
!)ank cffgcts That is not Practical given the size of our sample. The time trend
mcludcd.m the rcgmssxon‘ls a parsimonious though imperfect attempt to account
for the time effects. That is im ; ;

PUtagt for removing correlation berween the error

* A fine example is DeYoung

. and Hasan (1907y
conrains 16,282 observations, (1997), w

ho:
Many Le

otl pandl of 5435 banks over four years
ICrs are surveyed by Berger and Humphrey (1997).
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at least in part) the lack of fit of 5 cost

. ) o will obviously taint the results. ThaF Is indeed 4
function, gross 1msspcc1ﬁcatlo§:{ \; lof e it R frontiers, and .
generic Fl'lt.lClSlTl to (:?Cd 1\C’C;i)t’c:.atcure has been to choose ﬂcxib}c fgnctional f.‘Orms
pragmatic responsc A popular choice is the translog, which involves lincar,
fc‘;)l:'\ctlll?:tizoaslt]dﬁi?;?scf;;'oducpt E)garithmic terms in the chlaxlat(C)iry \su'l'ablcs.. That

0 T the number of parameters to be estimate and, in our case,
substantm-lly lnct:n:ifz fit of the regression a whole lot. The reason is that some of

' rov g ) A e
i?liscl;gaﬂfow variables (namely, demand a_nd sav1l1lgs ldCEO?zi)taz;lni ‘Silzer ’Ichry
close to zero (for non-retail banks) or otherwise very high ( 01111 re ank g Tm
much variability is not reflected in the I'Cgl‘.cs§§1ld,. and the result =9 }3?0.1 1ti h_c
parameters 4, and Ay are an alternative ﬂf.:XIblllZ‘athn of the functiona doun that is
parsimonious and helps address that specific feat}n'f: of thc. dat.a — they dampen th
variability in the corresponding log terms by shifting thcn'. arguments t-o a region
where the log function is less steep. That 1.11:1].<cs. the regression nonlinear, tfm NLS
is casy to implement because nonlincarity is limited to those two parameters.

Because our measure of inefficiency 15 (

Tdeally, our cost measure should also include an imputed rent on facilities and
* ? 3 . . .

equipment owned by the bank. We refrain from making such an imputation
because we only know the book value of permanent assets in use by the banks,

which is not likely to reflect the truc economic value of the buildings they occupy
and the equipment they operate.

There are two other corrections that are often suggested as desirable but, for
lack of data, scldom performed. The first is a correction by some index of
concentration of loans and deposits. Everything else equal, dealing with a larger
number of customers costs more and should count as more service output. The
other is a correction for quality of service, which could be based on customer
satisfaction dara if those were available. Everything elsc equal, higher quality
service is likely to cost more and should also count as more service output. We are
unable to correct for cither cffect, and can only offer both as caveats for the
interpretation of owr results. Note however that, in strict cross sectional
comparisons, the quality and dispersion effects might run in opposite directions
and even cancel each other, with high quality banks serving a very sclective
clientcle and mass banks offering lower service quality.

A further question to confront ;
tanking conglomerates. Insofar
consolidated statements should giv

s that of financial statement consolidation i.n
as these arc operationally integrated, their
" ¢ better measures of cost and service supply. In
particular, consolidation would typically have the advantage of bringing into the
picture leasing opcrations, which are usually concentrated in a sp cci:lizcd affiliate
og,thc bank. However, consolidation, acco.rding to Brazilian law, involves many
adjusuments thar are undesirable for our purposes, such as netting out deposits
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held in the bank by non-financial affiliates, or adding in the personnel and
administrative expenses of such affiliates, or consolidating participations in
independently operating banks. To avoid all that, we generally restrict attention to
non-consolidated statements. We make a couple of exceptions for financial groups
still organized along the commercial bank-investment bank-savings and loans lines,
casc in which non-consolidated statements have very litde economic meaning.*’
Foreign banks operating in Brazil both as a branch and as a locally incorporated
subsidiary are considered jointly (by the simple sum of the relevant accounts in
their financial statements).

Estimation by NLS yields:

loge = O l98]ogL+ 0 266]0g(D +65878\+0 278100(S+ 37941+ 0.217logT

(3308) /  (0045) O\ (3509) /  (0.026)

+0.263 I(mar) + 0321 ](1un)+0 321 I(set)+0. 291 I(dec)

(0.280) (0276

—0.060n-0.020t + &

(0.040) (0.006)

where the numbers in parcntheses are the standard deviations computed from
the associated Gauss-Newton regression (Davidson and MacKinnon 1993). The
paramcter estimates are sensible but are not of much interest in their own right.
We are ultimately intcrested in the associated measures of incfficiency. It is only
worth noting that the time trend has a negative sign, indicating gains in efficiency
as time passcs.

In order to display the results in an organized fashion, we classify the banks in
the sample in scven groups. The first three groups include private retail banks with
extensive branch networks, classificd according to total loans into “large”, “mid-
sized”, and “small”. The fourth category, “public sector”, includes Banco do Brasil
and the state banks. The fifth and sixth groups include non-retail banks, which
operate mostly out of a main office (and perhaps a few regional offices), and
typically do not accept demand or savings deposits from the public at large. Those
are considered “foreign” if they arc an intcgral subsidiary of a forcign bank;
otherwise, they are grouped as “domestic> (cven if they have foreign
participation). In the seventh category we gather the high-end retail banks: full
service banks targeting a sclective clientele and having a much smaller branch

7 These arc Banco Real and Besc.
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ize. Figures 1 to 7
network than a regular retail bank of the same sxTC Fig e sh_ow the
percentage inefticiencies — that is, 100x (% — 1) — of the seven categories, with each

t=4
bank individually labeled.

oest retail banks, Bradesco and Teat, made 3 [of of
N?m ﬁ}'St d]'i::stlif t\c\’fst)lclzr%cc;t ;i::xs Bctx\;mn 941V and 98.11, Bradesco
Prog“’fss 3 dml' d from 1% to —40%, and Itad’s from 17% to —31%,. During
llleﬁCIC'nCY cc gchradcsco was more cfficient than Itatl.*® Unibanco starteq off
:l;fa;ifl;:: \fr)cclll]:t ’—10%, made some hcnc!way during thcbﬁrs-tb year B(:\ll tmlllc ]9W i
39% in 95.IV), but then worsened considerably upon absor lf]g anco : acional
in carly 1996 (all time high 12%).* It has now (?S.H.) recovered most of the lost
.ound and reached 9% again, but in the meantime it fell farl behind thc_ leaders.
%ll:)cml::ss‘complctc data for Banco Real show it apparcn.tly stationed at ?mtc good
indices (between -20% and -31%) from .95.IV uncil 970.IV. Bameunldus was
curiously the most efficient of the pack in 94.W (-13 A)),. bcc:‘x'mc l;]e nggsct
inefficient by 95.IV (10%), and regained leadership after restructuring by :
(—47% in 97.IV). The mean of the group in 94.IV (excluding Real) was 2%, and

went down to ~40% in 98.1 (extrapolating for Real and Bamerindus with their
97.1V levels).

Among the mid-sized retail banks, Noroeste has been a persistent
underperformer, and made very little net progress (started at 19% and endcdfat
16%). That performance is also worse than that of any of thc. large bnnk.?. Sa rl:x1
was the best of its group in 94.1V (-33%), but showed a serious worsening (a
time high 30%), and has not yet managed to recover entircly (-15% m 94 1V).
The remainder of the group did pretty well over the whole period: berween 94.1(}7
and 97.1V, Sudameris improved from ~15% to —38%, BCN improved from ~24%
to ~30%, and Excel worsened from -31% to —20% (the latter, due to its troubled
acquisition of Banco Econdmico, through a much bumpier road). Overall, the

group made much less progress than the large banks: while they (excluding
Noroeste) were ahead in 94.1V, that is no longer the case.

Among the small retail banks, América do Sul, BMB and Mercantil Finasa forl}’
a very homogencous group, both in terms of the overall level of efficiency and i
terms of progress made: they ranged from -20% to -26% in 94.1V, and from =
33% 10 ~37% in 98.I1. Their performance is thercfore very similar to that of BCN
in the mid-sized group. Bandcirantes started off much worse at 8%, and ended
with little progress at —4%. Boavista started together with the lcading grovpP
Comparison of simple ratios of costs to income w

4 ther
ould have ranked Bradesco and Itat the O o
way round, at least in 97,1V, “( Jueda do juro obriga bancos a buscar cficiéncia”™, Gazera Mercantth
8/12/98. b

LL]

W . . - Wi i ic or
Th:fr worsening was also captured by simple ratios of costs to total assets. “Productivity indices
Unibanco and Bandeirantes affected”

, Gazeta Mercanti! Online, 7/28/97.
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(—23%), but it is now more than half way closer to Bandeirantes (~14%). Like the
mid-sized banks, this group also started ahcad but made less progress than the
large banks.

The public sector banks are a very interesting case. Compared to the former
groups, they were typically a disgrace in 94.1V (with the exception of Bancstes):
Banco do Brasil was 32% incfficient, Banrisul 38%, and Banespa 57%. But they
staged a remarkable comeback: by 97.1V, that same threesome was down to —
25%, -29% and —1%, respectively, and improving. In the meantime, for instance,
Banco do Brasil had even become considerably more efficient than Banco Itay,
which caught up again towards the end of the period. Banespa naturally performs
worse among the public sector banks because its private loan portfolio (the
measurc of loans we used in its case) remained compressed by the huge borrowing
requircments of the state of $3o Paulo.*

The non-retail bank categories, both domestic and foreign, arc bimodal and
dispersed, cach with a very efficient and a very inefficient group of banks. The
most incfficient are much worse than the worst retail banks already examined,
including those in the public sector. On the other hand, the most efficient non-
retail banks are the most efficient in the whole sample. Bimodality is especially
clear and dispersion is especially high among the forcign banks. The temporal
evolution among non-retail banks is varicd. The best in the foreign group have
relatively flat  trajectories, while the underperformers show  substantial
improvement until 96.1V, and then turn back up. The data for the domestic group
is more fragmented and true temporal regularities are more difficult to identify.
The two long series available show already inefficient BCSP getting worse, and
alrcady efficient BBA getting better.

Finally, the high end retail banks also display a lot of dispersion. In 94.1V,
some of these were among the most extreme cascs of incfficiency in the entire
sample: Citibank had 102% and Banco Cidade 149%. Banco Cidade had
improved considerably by 95.IV, but made comparativcly little progress since then
and remains very inefficient. Citibank’s improvement was more persistent, and by
97.1V it ncarly matched the good performance of Banco Francés e Brasileiro
(—27% versus —28%); the latter had started at a much better position (1% in
94.1V). BankBoston has become more inefficient since 96.IV, when it was in great
shape at —36% - its latest rcading is —16% (98.1I).

S Bancspa loaned to the public sector 2.6 times what it loaned to the private sector in 94.1V, 3.8
times in 95.1V, and 5.2 times in 96.I1V. In 98.1V, that proportion was back where 1t stood for the
othier state banks in the sample, around 6%, after restructuring supported by the federal
government. It reached 41% for Banco do Brasil in 94.1V, bur has declined considerably since
then: 12% i 95.1V, 5% in 96.1V, and 7% in 97 IV.
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5. Conclusions

The estimates above indicate that Brazil gaix_lcd considerable terrain since 1994
in terms of bank efficiency. The most impressive progress has bcc‘n made‘ by the
public sector banks, the largest retail banks, and. some lngl?-cnd retailers. Mid-sizeq
and small retail banks and a number of domestic non-ret'ful banks have a.l.so shown
improvement, albeit less dramatic, with respect to thcu"a]reafiy superior initig
performance. The “representative” bank captured by the time trend is abour 209,
more efficient now than it was in the end of 1994.

That overall tendency to improvement turned out to be very robust to 5
number of changes in the specification of the cost function or in the mctl*.nod of
estimation, although such changes may alter somewhat the efficiency ranking of
individual banks and their respective mcasures of progress. It confirms well
publicized results obtained with simpler measures of cfficiency, such as cost/assets

or cost/income ratios, although those again tend to rank banks and their progress
. . 51
in a different way.

Our findings do lend strong support to the ‘quict life hypothesis® of
unexploited cost savings that come to the forec once market conditions turn
adverse. Bur onec must resist the temptation to attribute all the observed
improvement to foreign entry. Another dramatic change in market conditions
preceded the current wave of foreign entry, namely the sudden disinflation of mid-
1994. Elimination of the inflationary float cut deep into bank profitability, and it
would be a natural reaction of banks to seek cost savings even if the domestic
market were to remain closed. In turn, the substantial forcign entry that started in
1996, but only gained momentum in 1997 and 1998, may be too rccent to
account for much of the efficiency gains alrcady observed. Its cffects could have

radiated backwards had agents been able to see it coming. But the story told in
section 2 makes that hypothesis quite unlikely.

In any case, there is abundant anecdotal evidence of cost cutting cfforts induced
by the new macroeconomic scenario but intensificd by the added foreign
competition. A recent news article, drawing on information obtained directly from
baanS, describes in the following terms the managerial mechanism of transmission:
foreign entrants would impose the cfficiency standards they have back home on
the newly acquired Brazilian subsiaiaries, and domestic banks would try t©
emulate these new competitors. 2 Even if that is too recent a phenomenon O
R ijor our results, it certainly indicates that banks feel that they still have
p%cnty pt slack on which to work to improve cfficiency. For many banks, the
dispcrsion found in our sample ~ even within each scparate class of banks WC

S u 20
1 Bancos buscam padrio Internacional de cficiéncia”, Gazeta Mercantil 8/12/98
Ibid. , |
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FIGURE 4: Public Sector Banks

Brazil, Mercosur and the Free Trade Avc of the Americnd




FIGURE 5: Domestic Non Retail Banks

FIGURE 6: Foreign Non Retail Banks
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FIGURE 7: High End Retail Banks
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Comments by Robert Deviin

It should be stated at the outset that I am not an expert on the Braziligy,
banking sector. Nevertheless I find the papCl’.S position 1n faVOF of financiy)
liberalization attractive and particularly the idea that forcign entrants cqp
contribute to lower costs of financial intermediation through the competition the
generate. 1 personally witnessed this effect in_Chilc. The cmPiriCal results of the
paper are suggestive of similar effects in Brazil. In sum, on its own gromds the
paper is nicely done and highlights the important issuc of competition and the
costs of financial intermediation.

My main reservation about the paper is the absence of a discussion of the
special systemic risks of financial liberalization, which are not found in the goods

sector. This is an important problem that should condition any financial
liberalization strategy.

The discussion of financial liberalization frequently makes a leap from the
theory of the welfare gains of free trade in goods to analogous gains from free

trade in financial services. This has serious shortcomings. The financial sector is
different and quite specific in its dynamics.

Selling loans is not equivalent to selling cornflakes. When a good is sold, the
exchange is a simultaneous one of money for a product. The value of the trade is
discernable at the outset. In contrast, when a loan is marketed by a bank, payment
is in the future and hence uncertainty affects the value of the trade.

The banking industry is noted for having significant economies of scale. Hence,
marker forces naturally drive banks to increasing market shares. If left to their own

devices, market forces in banking will evolve into a structure of concentration,
oligopoly and the quiet market life of high margins.

New entrants to the banking sector can destabilize an oligopolistic equilibrium.
New entrants can set off a wave of competition for marker shares. The
CO“’PFﬂfi01l will drive down costs, but also the price of the loans. Price can indeed
be drlvc‘n. below costs when risk is taken into account. In an expanding and highly
RS market even prudent lenders have trouble resisting an excessive
comp?cssxon of prices because: (1) the lender is not sure what the risk adjuSth
price is (uncertainty), but (ii) is sure that if it does not lend to defend and increast
market share it can be left behind market developments and absorbed by a mote

aggressiv : "
ﬁiincs?ll‘c (?fﬂd perhaps imprudent) lender. Thus, unfettered competition 11
C T -
1ai services can lead to credit pyramiding, bubbles and systemic crisis. 5

This is developed in more derail j i .
ail in R. Devlin, D ; ica: ;
the Story, Princeton University Press, l989‘., e S !
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Comments by Mario Marconini

The paper is very good, dealing .with the rcccnt.(andd stgl ;umrltint) .Brazilian
banking liberalization and the inefficiency costs associate f“l;l lki hg n Br?zil_
The paper also reviews the main argu_ments n sup:‘portd o fan n% l1bcrallzatxon’
focussing especially on the commercial presence. Mo eo sup.p y”.'The Pifper
deals relatively lictle with the matter of trade negotiations and regional Integration,
In fact, considering the theme of the conference, that could be the wcake§t aspect
of the work. The paper is perhaps good enough to allow the rc.adcr to infer the
implications of its arguments and conclusions. ¥f that was not the intention, then it
should be revised to clarify what those implications are.

The description of the liberalization process is very complete and illsttrative. In
particular, it successfully draws the borders between the prudential ;'md the
market-opening phases of the process, identifying the sale of Bz_mco Bamerindus in
March 1997 to HSBC when “protecionism protests were (still) muted, as local

bankers were themselves eager to get past lingering fears of systemic crisis” — as the
relevant turning point of said process.

The paper concludes that foreign entry may have been too recent to account for
the overall 20% gains in efficiency experienced by the Brazilian banking sector
since much of that efficiency clearly can be attributed to the stabilization of the
economy in general and, in particular, to the elimination of the inflationary float.
At worst, the reader is left therefore with the notion that it is too early to know
whether liberalization is “good” or “bad™. At best, the reader would deduct that,
for the reasons reviewed regarding unilateral liberalization in section 3, a
continued liberalizing effort would prove positive in the future given, on one
hand, the greater competition in the market and, on the other, more localized
benefits such as lower prices for services and, feasibly, a better allocation of credit.
What the reader does not necessarily learn from reading the paper is a clear sens¢
of how Brazil should proceed strategically in future trade negotiations — global,
hemispheric or sub-regional,

Reference is made to the need for rules of origin in trade agreements and 10
GATS Article V.6, which deals with

: ; juridical persons in member countries of an
integration agreement.

There are five comments in that respect:

1. Paragraph 6 of Article V was included in the GATS Agreement as a result of
a proposal from Canada who was especially concerned with “triangulat”
ﬁn.al?cml establishment in the N AFTA region — in particular, Japanese banks
gammg access to Canada th"ough the United States Th’c proViSiO“ was
included, therefore, to avoid “mailbox” or “pape'r” companies from
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after the HSBC take-over, when foreign acquisitior.ls were no longer I.imitcd to
ailing banks. In addition, the section sheds some light on the equally Importap,
distinctions between the commitments a country lll.ak.CS ufmdct the Wro 4, q
market realities. Thus, the Brazilian offer was minimal in relation to the entry ang
establishment of new banks or the acquisition by foragncx:s of nationa] banks
merely referring to the case-by-case, discretionary executive au‘tho_rization t(;
conduct business for commercial presence as per the National Constitution. On the
other hand, regarding public institutions, thf-: ‘Brazi!ian scthlulc? qunlnittcd the
government to allow foreign persons to partxqp?tc in the pl:lVthlZthlOI] of public
sector financial institutions and to grant commercial presence in those cases. As the
paper recognizcs, most of the recent liberalization in Brazil wa.s .pI‘CFisely through
the acquisition of existing private institutions whereas participation in public
institutions — admittedly, the “crown jewel” of the Brazilian offer - wag
“sidestepped altogether”. Therefore, even if the Brazilian offer did not create 3
“operative lower bound” since it left entry, establishment and foreign acquisition
as discretionary as ever in the schedule, in practice that made no difference
whatsoever and the Brazilian authorities pushed on with unilateral liberalization.
Where an operative lower bound was indeed set in the schedule (for public banks),
that had no effect on the market either. All this says something about the operative

usefulness of agreements such as the GATS as gaugers of market openness around
the world.

In the context of the Uruguay Round of multilateral trade negotiations, the
assumption made that Brazil “relinquished an opportunity with its staunch
resistance to formal concessions in financial services...” in the Uruguay Round is
rather naive. There is absolutely no conceivable context within which this
assumption could fit the realities of the Round. Brazil could not have influenced
the overall bargaining across sectors by having a more positive attitude in financial
scwicc.s. It certainly would not change a comma or a semicolon in the negotiations
on aguiculture had it had a more forth-coming position in financial services. Why?
Sunpl)' becausc the Brazilian financial market was not that important in the
negotiations. In fact, nothing could have stopped the “song-and-dance” berwecn

Americans :}11d Europeans on agriculture. Even within the services ncgotiﬁtions
themselves it would be difficulr to argue that the

: . Brazilian position on financial
services mattered that much since most of the focu

s was, up to the final deal last

car i icti
y f, on cast and Southcast Asian restrictions on banking. In fact, thc last
restricuon to hold back the ne

according to which existin

gotiations was the Malaysian divestment provision
incorporate locally by

g forcign insurance branches were required 0

Ts
/yune 1998 and to respect a maxim - - cent
i " - . um celling of 51 per ¢
on foreign sharcholding. The United States had, in the end, to swaioylow it.

/
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Reference is made under “more stability” to the fact that “imported stability is
stronger if market opening is managed so as to select entrants of good extraction”
and that this related broadly with the attitude of Brazilian authoritics regarding
recent market opening in Brazil. An ancillary argument in this context is that
countries differ in their capacities to assimilate foreign entrants, given different
levels of market efficiency and regulatory discipline across countries. An extension
of the same argument might cnentually lead to the conclusion that non
discriminatory liberalization across countries is anathema to orderly restructuring
of the financial sector and that sclective entry is in fact a fundamental requirement
and not an option among many, in particular for countrics whose financial sector
is undergoing significant transitions as is the case with Brazil.

Brazil’s financial sector will continue to be the subject of trade negortiations in
the short, medium and long-term. In that context, some dates are especially
relevant: the year 2009 for the end of the intra-zone liberalization of services trade
among MERCOSUR countries (assuming that Congress ratifies the Montevideo
Protocol and it enters into force in 1999); the year 2005 for the end of the FTAA
negotiations; and, the year 2000 for the possible start of the next round of WTO
trade ncgotiations. Considering the dates, it is clear that there will be continuous
need to re-evaluate financial priorities for Brazil via-a-vis the rest of the world.
One can also safely assume that plenty cross-brecding and fertilization will occur
across global, hemispheric and sub-regional concerns. At a minimum, Brazil will
have to decide what its unilateral stance means when translated into differing
contexts. Some strategy will therefore be necessary.

Perhaps the most “urgent” demand is the one relating to the WTO. After all, the
fact is that Brazil may need to begin at least reacting (since “pro-acting” in
multilateral trade negotiations does not secm to inspire many Brazilian
government officials) soon to what major trading partners want once again in
services trade negotiations.

Up until now, negotiations on financial services have been essentially, of a
legitimizing nature. In other words, only now that the financial authorities have
indeed scaled the agrecment which was earmarked for the end of the Uruguay
Round in 1993, can onc say that financial servrces are legitimately a part of the
new multilateral trading system — WTO et al. During the round, the hessitation by
major financial powers to include financial services as just another sector under the
package of results was abundantly clear. So much so, that the negotiations had to
continue beyond the multilaceral agenda, only to reach anticlimaxes repeatedly and
at great cost to the credibility of the WTO.

Ironic as it may be, now that financial scrvices have been “legitimized” into the
world trading system, the world itself has changed significantly, bringing to the
surface nothing less than a full-fledged debate on the whims and flaws of financial

Brazil, Mercosur and the Free Trade Avea of the Americas 75



—

regulation. It is now clear that further rounds of llberjahzatnon, un11k§ the Umguay
Round, will have to address important issucs 1-.c1atmg . prudential regulatiop,
During the round, the subject was avoidt.:d with passion, undcr. the commgy,
perception that there was not enough time In the wo'rl.d for countries to agree op
such measures. That perception may have to bg revisited, were a new round
start poking at the currendy battered ﬁnal?aa! sys‘tcm. lCould one say thy
investment banking, for example, starting with its b'ctz n.om: — the hedge fupqg
(offshore, unregulated and wild), should be treated just like any 9ther financig]
service from a systemic point of view? If not, thW .coulfi one envisage the neyw
round of negotiations without dealing at lcast ancillarily with the matter?

To consider what the WTO might do in dealing with negotiations in financia]
services is important because the institution may once again serve as a guide to
sub-regional and other integration cfforts. For MERCOSUR that would be
important although it would be wrong to say that the sub-regional block does not
already have plenty to do (God and Brazil willing, of course). Both the
‘Montevideo Protocol as well as the continurng deliberations of the SGT-4 (Sub-
‘g-roup 4 on Financial Affairs) could, if some closer thought were ginen to them,
produce some important advances on the prudential area and even on the freeing
of certain financial activities through harmonization and/or recognition of certain

norms and practices of sub-regional relevance. For the FTAA, the influence of
revewed talks at the WTO will be crucial.

Given that FTAA talks so far seem to evolve as if the real world did not exist at
all (no authority to negotiate by the hemispheric “hegemon”; financial crisis,
emerging trading wars and other assorted disasters), it would be very salurary to

have some guidance from the forum which at least should deal with the whole
world when it scts its eyes on something,
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FREE TRADE ARRANGEMENTS IN THE AMERICAS: QUID FOR AGRICULTURE?!

Dominique van der Mensbrugghe and Ramiro Guerrero

1. Introduction

HE URUGUAY ROUND AGREEMENT (UR), currently being implemented, was

much more difficult to achieve than had initially been anticipated.
Agriculture, which by and large had been ignored in previous trade rounds was
made an integral part of the UR negotiations, and it turned out to be a major
stumbling block in obtaining a consensus among countrics, particularly between
the two largest blocks — North America and Europe. These latter two regions had
seen an incrcasing level of agricultural protection during most of the late 1980s
and carly 1990s as they both competed to maintain or increase their share of the
global markets. While the final agreement was hailed as a significant achievement,
most analysts would concede that it probably provided less reform than was
anticipated, particularly in the area of agriculture. No doubt the UR provides a
positive stepping stone for future achievements as it has led to a decline in non-
tariff barricrs, and an increase in the transparency of agricultural trade.

The UR did not occur in a policy vacuum. During the period of negotiation
and implementation, the world has witnessed a — perhaps unparalleled - unilateral
decline in tariffs among developing countries. There is no single explanation for
this phenomenon, though certainly conditionality, as well as contagion played
important roles. Another parallel movement, and one that is not always perccived
as benignly as unilateral liberalization, is the increase in regional trade agrecments.
In the Western Hemisphere, both MERCOSUR and NAFTA are products of the
1990s, the first creating a free trade zone among Argentina, Brazil, Paraguay and
Uruguay, and the second creating the huge free trade zone between the three
North American countrics. Both of these two free trade agreements include a
number of exempted sectors, many related ro agriculture.

With few exceptions, the creation of MERCOSUR is considered a huge success
for the four signing countries. Trade among the four has increased dramatically

The views expressed in the paper are those of the authors and do not necessarily reflect those of
the OECD nor of any of its Member Countrics governments. The authors acknowledge the
signficant assistance of Christophe Complainville in the preparation of the scenarios and tables,
and helpful comments and suggestions from Marcelo de Pava Abreu, Anténio Salazar Brandio,
Gervasio Casto de Rezende, and Ratl Hinojosa-Ojeda. Send correspondence to OECD
Development Centre, 94 rue Chardon-Lagache, 75016 Paris, France, email: Dominique.
Menshrugahe@oced.org, web home page: www.oecd.org.

2 Onec cavcat to this increasing transparency is the potential for backeracking since in many
cascs, countries have sct upper limits on tariffs which are considerably higher than currencly
apphed taniffs.
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and its success is also associated with the ability of th§ rcg_ion to stabilize the
macroeconomic environment, p:u’ticulnrly the taming of mﬂamon and a reduction
in the volatlity of the exchange rate. Two other countrics are now assOciate
members — Bolivia and Chile.

The success of NAFTA has been more one-sided. Canada and the United States
had signed a free trade agreement catlicr in the 1980s, and even before then were
closely linked together cconomically. Mexico for most of the century had followeg
a very different pattern of development from Canada and the US so that its joining
of its northern members in a free trade area was a much greater structural shock,
The relative size of Mexico also made it unavoidable that the creation of NarTa
would have a much greater impact in Mexico. There is little doubt that this has
proven to be true, even if it is sometimes difficult to judge the impact of NaFTa
given some of the other shocks which have hit Mexico over the last four yeats.

The parallclism between, on the one hand, global multi-lateral necgotiations
and, on the other hand, progress towards regional integration, is likely to continue
in the near future. The World Trade Organization (WTO) Ministerial Meeting - to
be held in 1999 — is likely to set the agenda for a furure trade round, though its
precise outline is yct to be determined. One option has been the so-called
Millennium Round with a potential target deadline of 2003. At the same time,
regional agrcements are being actively discussed and in some cases negotiated. The
APEC ministers have been busy with sectoral negotiations, and hemispheric talks in
the Americas are progressing. What agreements actually occur in the Americas are
far from being determined. Options include expanding both MERCOSUR and

NAFTA, while President Clinton has proposed a hemispheric-wide free trade area
known as the Free Trade Area of the Americas (FTAA).

This paper provides a preliminary exploration of some of the potential
consequences of two possible hemispheric free trade areas (FTAs). The first is an
efolllsi011 of MERCOSUR to the rest of Central and South America. We have
dc51gnatcd this as Frec Trade in Latin America (FTLA). The second is 2
hemispheric wide FTA, along the lines of President Clinton’s FTAA proposal, and
designated with the same acronym.

The focus of the paper is on the a

S gricultural impacts of both FTAs, even though
it is likely that any ¢

. ventual agreement will include exemptions, many of which arc
HETE 0 be In the agricultural sectors. The next section of the paper discusses K¢y
tﬁrucnd% i agricultural trade barriers and policies in the main markets of the
w;\;rx\\’::rskO\rc:) fthc lgst decade. This' discussion is based on surveys and rCﬂCCt.s ?

ty of sources. The following section, Section 111, provides an overvieW

of the darabase used ; i

rab ¢d in the quantitativ io0.”
P € 'C § 'AS tlon

describes the nature of the e o e

olicy sh ovi itati l[
the two trade scenarios Thii is f)(,)ll ocks and provides a quantitative assessmet
owced by a concluding section.
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and falling real exchange rates for most countries (Valdés, 1996). A Curren,
account deficit of the order of 2.5% of GDP and capital inflows the order of 359
of GDP were registered in Latin America up to 1997. Recently, world wide
financial disturbances have affected the region with devaluation pressures. Tp,
possibility of abrupt devaluation and adjustments to changing internation,
conditions raise doubts as to the success achieved in the way of greater
macroeconomic stability.

Many countries are still vulnerable to pressure groups favoring policy reversy|
and seeking to reestablish protectionism. However, the obligations acquired in the
various trade agreements reduce this risk and render credible the claim that the
policy changes are irreversible. As an example, during Mexico’s devaluation of

1994, taxes on imports were not increased in order to help achieve external
balance.

Trade

One of the main features of economic policy reform in the region has been the
liberalization of trade. Moreover, agricultural trade has not been an exception to
this trend, as it had traditionally been. Most countries have engaged in a process of
replacing non-tariff basriers to trade with tariffs or tariff-quotas; many had done so
unilaterally before the UR agreement required them to do so. Also in the direction
of greater transparency in trade policies, tariff structures have been greatly
simplified, reducing the number of applicable tariffs. Import and export licensing,

as well as specific product trade prohibitions have been greatly reduced or
climinated. Trade within the free trade areas is bound to be duty free.

Either as a unilateral initiative, or as a result of trade agreements, the level of
applied tariffs has decreased steadily. Most countries have committed to further
reduce tariffs and eliminate quota schedules under the various trade agreements.
Country average tariff rates have fallen from 35-60% to 10-15% within a decade.

Coxjnmon external tariffs for the Andean group have fallen by half in the samc
period (de Janvry et al, 1997).

Chile’s early reforms set an uniform tariff rate of 11% for nearly all products,
and the common external tariff rates for MERCOSUR were set at 8-10% for most
agrlculFura] products. These levels are low by international standards. Mexicos
trade liberalization implied decreasing the overall trade weighted average tarl

from 13% to 6% between 1986 and | ‘ '
' and 1987. T - 'ts cover .
permits fell from 35% to 9% B Toms N e e o

between 1985 and 19 EPPR o e nder
the Uruguay Round Agreem 93. Mexico’s commitment

‘ : ent is to reduce tariffs by 24% by 2004, while unde”
NAFTA all agricultural and food trade will be duty frce E)y 2088.y ,
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Moreover, this system has a dubious status before the WTO (Josling, 1997), and

has been found to be inefficient, according to World Bank estimates (]anvxy et a),
1997).

One salient feature of the tariff structure as it emerges from the reforms s ¢y,
agricultural products face lower tariffs than processed products. This means thy
there still is discrimination against agriculture.

The main features of the development of trade policies in North America ay¢
the ratification of the Uruguay Round Agreement, and the creation of NAFTA.
Canada has shown a decreasing utilization of border measures (tariffs and quotas)
to protect local production. The share of market price support (which includes
border measures) in support fell from 45% to 35% between 1985 and 1996. A
notable exception to decreasing support in Canada is the dairy and poultry meat
sectors. In the USA, border measures account for a decreasing part of producer
support, which has itself decreased as a percentage of output value. Nonetheless,
the USA continues to use tariffs and/or quotas for beef, sugar, milk and other dairy

products. The USA and Canada continue to subsidize exports of some products,
mainly in the dairy and sugar sectors.

Product and Input Markets

Trade duties, licenses and quotas are not the only instruments of economic
policy to have been modified under the reforms. Other areas of agricultural policy
like producer price support, consumer price ceilings and input subsidies have been
largely reduced or eliminated. This process has often implied profound
institurional reorganizations, with large state owned enterprises and public
agencies being downsized, liquidated or privatized. The private sector is deemed to

play an increasingly important role in supplying the services formerly provided by
these organizations.

Up undl the 1980% producer price support measures often coexisted with
consumer and retail price controls and subsidies. These policies were often carried

out by Pubhc agencies directly involved in distribution, commercialization and
International trade.

In B.razﬂ, ic minimum  price program (MPP), run by the Commission for
Production Financing’ (CFP),

A i ) (50, was the most irlnportant element of agl'i_a_‘km.al

: option of sclling their ourput to CEP at a minimud
guaranteed price, or borrowing against the minimum price value of the stored
commodity for future sale elsewhere, Hence, in addition to market support, the

Specialized agenci ; .
es provided pr; . - . i
cocoa). Price support for cerrain commodities (e.g. sugar, coffee, wheat,
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CFP provided the service of risk management. In Mexico, CONASUPO'® guaranteed
minimum prices to producers for twelve main agricultural products. It purchased
directly from farmers, and is share in marketed production was significant
(ranging from 20% to 60% for maize and beans between 1965 and 1988) (OECD,
1997a).

On the consumer side, there were “cheap food policies” which were often
focused on a few products. In Brazil, milk, as well as other products, were kept
low by means of price freezes, controls on marketing margins, and permitting the
entry of subsidized imports (OECD, 1997c¢). In Mexico, a broad range of products
was covered by consumer subsidies, which took the form of price ceilings and sales
by CONASUPO at a price below purchase price. Marketing subsidies were also
granted.

With the reforms, these programs werc reduced or eliminated. In 1988, Brazil
moved towards replacing the price support scheme by a band system operated by
means of accumulating and releasing stocks. In 1993, scarce funds led to the
climination of the program and to the almost complete dercgulation of agricultural
markets, though wheat and other cereals continued to be supported. The
marketing boards for the main products were climinated.

In Mexico, CONASUPO stopped buying most products at guaranteed prices in
1989. As transitional measures, a special agency was created in order to help
develop a private commercialization network, and a system of “concerted prices”"!
between sellers and buyers was established. Special support was given to maize and
beans, given their importance in the Mexican diet. As a consequence of NAFTA,
this support is being phased-out and replaced by a program of direct payments to
producers (PROCAMPO). On the consumer side, price ceilings were eliminated, and
in 1995, subsidized consumption remained for only three items: maize, tortilla
and milk. Given their importance in the diet, they will continue, albeit targeted to
the low-income scctors.

Reduced producer and consumer support has meant sharp reductions in
government spending in agriculture. In Brazil, during Collor de Melo’s
administration, government spending on agriculture (including programs
managed by statc owned companies) decreased by 50% in real terms (OECD,
1997c¢). In Mexico, expenditures for market price support dropped from USS 674
to USS$ 253 million berween 1989 and 1995. Expenditures for consumer subsidies
dropped from USS$ 1,173 to USS$ 678 million in the same period.

10

National Basic Foods Company created in 1965.

Y Concerted prices had been phased out by 1995.
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Reduction of support to agriculture has al'so taken‘ placcdvia‘thc }”Cducdon or
climination of subsidies to inputs. The Pl}b‘hC ABENCIEs an firms in §hargc of
distribution of agricultural inputs at submd@({d pl'l§65m11a"c bgcn .llqmc_late.d or
privatized, or have withered. Rcducqlg SUbSldlCS'Stlclll‘l. ate an increase in Inpuyt
price, while reduced import tariffs act in the Opposite RIECHCH

Support policies in agriculture arc cspcci:.llly. impo;'-mnt i.ndthc c-ontcxt of trade
agreements. A producer price support within a fre¢ trade :n.ca, .causcs the
supporting government to bear thc costs of §upport tQ partner couptly’s
producers. On the other hand, sub51dlch p{'oductlon b}f one country constitutes
unfair competition for the neighbors. Within MERCOSUR, cfforts were made o
arrive at concrete commitments On SUpport Mmeasures, though no agreement wag
reached and member countries arc only bound by WTO regulations on AMs.'? I
the case of Mexico, NAFTA has urged its members to move towafds non-distortive
support measures, like the direct payments of PROCAMPO in Mexico.

The USA has traditionally used non-recourse loans and deficiency payments to
provide support to farmers, (essentially by means of a minimum guaranteed price).
However, the reforms introduced by the FAIR'® Act (1996) reduce the distortions
induced by producer support. Payments are no longer linked to prices, as the
deficiency payments have been replaced by the “production flexibility contract
payments”. The loan rates were also modified, and they are assumed to be sct

lower than the market rates, so they will not act as a price support mechanism
(OECD, 1997b).

Other programs such as the Export Enhancement Program (EEP), and the GSM
(export credit guarantee) remain after the FAIR Act. A special program for
subsidizing dairy product exports exists, and the subsidy levels are sct to the
maximum levels compatible with the UR Agreement. The US government also has
subsidized food programs for low-income households and schoois.

Canada’s agricultural policies have included price and income suppor L
transportation subsidics, credit and marketing. For wheat and bariey, the Canadian

Wheat Board (Cw) controls prices and exports in the main producing regions:
The gross revenue insurance plan (

: GRIP) provided crop insurance, with 2
compensation for low prices - thus constituting a form of price support
Significant  expenditures were allocated to the grain m'ansporﬁation subsidy
g‘."!GTA). With the reforms, the GRIP was abandoned, though a non-distortionary
isurance program (NISA) remains. The transportation subsidy was climinated I°
1995, and direct payments 1o farmers were offered as compcnéation.“ There have
Aggregate Measure of Supporr.

n

13

Federal Agricultural Improv

" ement and Reform.

These compensation Payments had ended by 1997
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. . : i ility in the indi
relatively more important. Brazil shows very high volatility th§ indicators, 3 X
) _ . 17 with the general tendency (i.e. Bragzj
protection pattern inconsistent  with gene " * P2 shoy,
. . —— is i rt to the fa X

negative protection for importables). This 15 due 1n pa ct that, for certaiy
= . . i rears and an exporter in otherg, 18

products, Brazil was an importer in some yea Xp: hers. ' They,

was international price volatility as well.

Chile had no taxes for exportables and had positive prf)tec-tion for importable
PSEs follow NRDs closely, which reflects the high rclat-xvc importance of price.
related transfers. There is a decreasing trend in protection. Similarly, Colomb,
shows a declining positive level of support, With. non-price n'm1sfc1-s becoming
relatively less important. Ecuador shows an incrcasu}g lc.vcl .of taxation of exports,
which is reflected by increasing negative protection indicators. Paraguay had
decreasing negative protection — due to reduced taxation —, while Uruguay shows
a slight trend to increasing taxation.

TABLE 1: Aggregate Measures of Agricultural Protection in Latin America™
(percent)

1985-1989 | 1985-1990 | 1991-1991 | 1991-1992 1993 1993
NRP? PSE NRP PSE NRP PSE
Argentina -21.2 -26.6 -5.8 -4 0.9 33
Brazil 1.7 -34 -9.5 -5.8 18.7 na.
Chile 13.5 13.7 15.3 10 13 na
Colombia 26.3 13.7 18.1 12.1 13.3 na.
Ecuador® 3 -18. -6.9 -18.4 -12.4 -50.7 |
Paraguay -25.7 422 35 -26.5 -15.5 na._
Uruguay® -5.3 -12.5 -12.1 -20.7 -8.4 -16
Source: Valdés, 1996.

“ .o . 1
Althoug}; some externalities, such as volatile world prices, contributed to this inconsistencys o
a i g . X .

PE:‘“S t .M‘thc main causes were: i) that in those years Brazil was sclf-sufficient in certatn
products, it is unclear whether the unport or export parity should have been used as referenc

oint i * gov i i ' ’
points, and i) the fany government interventions that existed in cach commodity market
complicated the analysis considerably”. (Valdés, 1996 pp- 41-42)
Gervisio cation) 1
=t Castro de Rezende (personal communication) points out that this might have been the

or corn, fi i ; ice i .
o, for which the Fog price 1s used as reference, although Brazil is usually an importer
Calculations are based on a small

group of selected | . ods for cach
country. Commoditics considered P ed importable and/or exportable go

are dlﬂClcnt f()r CaCh countr ) . o tl‘
B I q cnt; C n t ﬂ
(T i
The NRP is Ca]CUIa(Cd uSng tanifl e Ul\ﬂl n S, Whl h ) lgh dl Cr hOlll nomln‘ll

non-competirive ] .
petinive markers, budget-financed price support or other distortions.
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The agricultural protection levels observed in Latin America contrast wiy, the
high levels observed in the OECD countrics. Average PSEs for the O.ECD Countrieg
have ranged betwcen 35% and 45% over the last decade, th(.)ugl'lx wnth.a dCClining
trend. Two points should be stressed wiFh respect to protection in Latu_i Americy
First, the existence of export taxes on major tradC(.i crops s, frorp the' point of viey,
of the producer, symmetric to an import subsidy. T'hcsc distortions could be
important and their effects should be analyzed fu.rther in futur(? rc§carcl1. Sccond,
the major role played by the real exchangc.ratc. in the determination of the sign
and magpnitude of protection should be highlighted. I.n the current context of
global financial disturbances, this variable can play a major role — more importan
than tariffs - in explaining observed effective protection.

Table 3 shows PSE data for Mexico, as calculated by the OECD.** Total psg
shows great volatility, which largely reflects macroeconomic disturbances. Total
pse, as well as pse expressed as percentage of output value shows an upward trend
sharply interrupted with the December 1994 devaluation. With the devaluation,
border prices expressed in local currency increased greatly, and reached levels
higher than domestic prices. In this case price support (an important component
of PSE) became negative. Excluding this shock, the upward trend in total PSE and
in percentage terms is clear. We also observe the decreasing importance of input
subsidies, which accounted for 78 percent of total support in 1988 and account for
only 4.2 percent in 1997. Direct payments, which were negligible in 1988,
become increasingly important, and account for 33.4 percent of total support in

1997. Market price support — accounts for nearly half of total support — tends to
increase its share of total support.

Canada (Table 3) shows a decreasing trend in total and percentage PSE in the
last decade. Support given by regional governments accounts for a significant
share of expenditures. Reliance on market support (and hence border measures)
declines in the last three years. The United States (Table 3) also shows 2
decreasing level of support for agriculture. Percentage PSE falls from 23 percent of
output value in 1988 to 16 percent in 1997. The relative importance of market
support is stable, with market price support accounting for 40 to 50 percent of
total support.

\\
)

—

OECD's calculario .

OECD performs :alzlc};l:.’)d d'"?"s from Valdés’, so the data arc not comparable. Notably, iy
1 10ns using a standard b cas « for @

4 a undle ame

countries for whicl, calculations are done of produats, which is the s
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TABLE 3: Aggregate PSEs in North America

Unit

1990 1991 1992 1993 1994 1995 1996 1997
Mexico
9 Net total PSE MNSmn {10368.0 [12039.7 [15128.6 [17505.0 [17592.2 711 | 93252 19277.2
11 Net percentage PSE % 288 28.8 322 35.7 335 0.1 85 16.2
12 Net roral PSE in USS USSnm | 3649.8 3983.5 | 4888.1 | 5619.4 | 5191.6 -11.1 1226.9 2430.9
13 Market price supp- as % of tot P'SE % §53.0 81.1 78.6 76.9 50.8 | -117404 10.2 53.2
14 Dircct payments as % of total PSE % 0.0 a9 5.3 25 25.9 | 68125 60.1 234
15 Reduc. of input cost as % of tot PSE| % 43.1 13.6 11.0 154 186 | 36140 135 42
16 Ganeral scrvices as % of roaal PSE % 3.2 38 44 4.5 40 [ 10408 10.3 5.8
17 Suh national as % of taral PSE % 0.7 0.5 0.6 0.6 0.7 173.1 13 0.6
18 Orher subsidy as % of toral PSE % 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Canadn
9 Net rotal PSE CSmn 8204.0 | 8486.0 |} 7071.0 | 6167.0 5210.0 5400.0 | 51780 +4335.0
11 Nct pereentage PSE % 45.0 4.0 37.0 1.0 25.0 220 22.0 20.0
12 Ncr rotal PSE in USS USSmn | 7030.0 | 74(04.0 | 5849.0 | 4780.0 | 3815.0| 3934.0 | 3797.0 3135.0
13 Market price supp. as % of rat PSE % 53.0 40.0 43.0 50.0 510 340 350 48.0
14 Direce payments as % of total PSE % 14.0 30.0 23.0 14.0 130 25.0 230 14.0
15 Reduc. of input cost as % of tor PSE H 2.0 1.0 20 1.0 1.0 1.0 1.0 1.0
16 General services as % of rotal PSE % 8.0 8.0 9.0 10.0 12.0 1.0 12.0 110
17 Sub national as % of total PSF. % 23.0 21.0 23.0 24.0 23.0 24.0 25.0 26.0
18 Ocher subsidy as % of roral PSE % 100.0 100.0 100.0 100.0 100.0 95.0 96.0 1040.0
United States
9 Net total PSE USSmn |28117.0 |24841.0 (260820 |27657.0 |25307.0 | 173440 [22614.0 | 22791.0
11 Net pereencage PSE % 230 210 21.0 23.0 19.0 13.0 15.0 16.0
12 Net rotal PSE in USS USSmn |28117.0 | 24841.0 [26082.0 |27657.0 [25307.0 | 17344.0 | 226140 22791.0
13 Market price supp. as % of ot ISE % 50.0 49.0 47.0 49.0 48.0 460 46.0 420
14 Dircct payments as % of woral PSE % 25.0 220 26.0 23.0 240 9.0 20.0 24.0
15 Redue, of input cose as % of tot PSE[ % 7.0 6.0 5.0 7.0 4.0 10.0 7.0 7.0
16 General services as % af weal PSE % 110 13.0 13.0 12.0 150 22.0 17.0 17.0
17 Sub narional as % of toral PSE % 7.0 7.0 7.0 7.0 7.0 11.0 9.0 9.0
18 Orther subsidy as % of rotal PSE 2.0 20 2.0 1.0 1.0 20 2.0 20

Sourcc: OECD (1998a).

3. Trade in the Americas

This section discusses the basic features of the trading system in the Americas,
including a description of measured trade flows and tariff barriers. The discussion
relies on Version 4 of the GTAP database, which is the basis of the general

equilibrium mode! used to undertake the policy simulations.

25

% The Global Trade Analysis Program (GTAP), is an international consortium of trade economists
hosted in the Department of Agricultural Economics at Purdue University. Members of the

consortium include representatives from academia,
international organizations. The main p
Social Accounting Matrix (SAM
year and includes 45 country/regional groupings an

national and sub-national governments, and
roduct of the consortium is a globally consistent world
). The current version of the database, Version 4, has a 1995 base
d 50 cconomic activitics. Sec Annex B for

details on the regional and scctoral aggregation used for this paper. For more details on GTAP, see
Hertel (1997), or visit the GTAP web site at htep://www.agecon.purduc.cdu/gtap/.
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Regional Trade Patterns

Table 4 summarizes the main 1995 export flows for the two aggregate regiong
in the Americas — Central and South America (CSAM), and Canada, Mexico, and
the United States (NAFTA).26 Total exports from NAFTA are some US$ 1,000py, in
1995, more than 5 times the value of exports from CSAM of some US$ 186y, 27
The following points highlight some of the features of the export markets for gy,
TWO regions.

TABLE 4: Summary of Export Flows in 1995

(percent)
Central and South America NAFTA
Share | NAFTA | CSAM | OOECD [ OROW | Share | NAFTA | CSAM |OOECD| OROW
| Whear 0.6 0.0 77.7 03 220 0.9 5.3 12.0 177 650
| Other cereal grains 05 24| 416 15.1 40.3 09| 121 75| 478 a2
| Ontsects 1] 5] 128 72.6 10.1 07| 136 21| 668 175
Cane and beet sugar 1.7 17.6 0.6 15.0 60.8 0.0 0.0 14.5 2.9 82.6
Other crops 2.6 295 10.0 53.6 6.9 16| 318 5.5 368 | 260
Cartle and sheep 0.1 2.8 93.7 1.6 1.9 02| 859 0.6 12.0 14
Raw milk 0.0 0.0
Other animal products 0.3 7.3 20.4 61.7 10.6 0.3 21.8 3] 54.3 20.8
Beef products 1.2 153 18.3 58.7 7.7 05| 215 45 644 9.7
Other meat products 0.6 30 16.6 43.1 37.3 04 26.9 R 225 36.2
Dairy products 02 6.6 88.0 1.6 38 0.1 25.6 14.6 219 379
Refined sugar 2.0 154 11.2 16.0 57.3 0.1( 469 15.2 219 [ 161 ]
{ Vegerabie il 20 2.6 19.7 175 59.1 02| 272 9.0 146 | 491
Other processed foods 8.9 16.6 18.6 514 13.4 24| 322 70| 425| 184
Textile and apparc] ] 7.8 615 17.7 14.5 6.3 25 45.6 18.8 23.2 123
Zx‘i\c mdus:nt poods \l 27.6 222 263 38.6 124 | 220 49 77| 334 147‘21
ther manufacrunng 9.7 258 455 19.9 2.9 238 45.2 5.8 319 :
Encrgy | u3l s70| 306| 108 6| 34| 6| 72| 198 :_:z
{ Construction 00| 96| 188 285 431 0.0 9.1 97| s60| 252
| Serves 1571 17| 10| si0|  208| 08| 167 38| e23| 172
;om | woe] 272 231 356 141 | 1000| 383 62| 387 | 168

. = 202
otes: 1. The percentages under the columns labeled Share represent the commodity structurc of exports for the
WO aggregate regions. Henee the Jargest export share of CSAM is basic industrial goods, with @

28 percent share, while NAFTA's largest share is other manufacturing, representing a share of total cxport
of 42.8 percent. >

2. The other columns represent the destination of the sector.
other processed foeds are imported by
OROW, with the remaining being intra-r

SAM'S
al exports. For cxample, 16.6 percent of CSAY
NAFTA, 51.4 percent by the rest of the OECD, 13.4 pereent id
cgional exports.

% .
All regional and sec ati
toral abbrev i i
. o ' 1ations are described in the Annex.
All values are expressed in 1995 Us do|

lars unless staced otherwise,
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NAFTA’s exports are dominated by three sectors — basic industrial goods (22
percent), other manufacturing (43 percent), and services (21 percent). None of
the other sectors even attains a 4 percent share. Tortal agricultural exports have
only a 4.6 percent share, and if processed foods are included, the food export share
reaches 8.4 percent. The addition of apparel and textile, somewhat dependent on
agriculturc, would push the overall agriculture and downstream exports to 10.8
percent.

The two largest geographical markets for NAFTA’s exports are itself (i.c.
intra-regional trade), and the rest of the oecd, roughly balanced between 38
and 39 pecreent respectively. ROW represents an additional market of 17
percent. The balance, a relatively small 6.2 percent represents exports to
CSAM, a market worth roughly USS 62bn.

In relative terms for NAFTA, CSAM rcpresents only a significant market
(defined as 10 percent or more) in five sectors — wheat, sugar, dairy
products, textile and apparel, and construction. In absolute terms, only
wheat and textile and apparel matter, exports of the other goods being
negligible.

In absolute terms for NAFTA, the largest markets in CSAM (defined as
USS$ 5bn or more) are textile and apparel, basic industrial goods, other
manufacturing, and services.

CSAM’s exports are more balanced across scctors than in NAFTA, to some
extent reflecting greater reliance on primary commodities and their closely
linked downstream processes. Agricultural exports represent a 13 percent
share, dominated by exports of other crops (fruits and vegetables, coffee,
etc.). Food processing is another 15 percent, and textile and apparel has an
8 percent share. Encrgy, another basically primary commodity, has an 11
percent share. Other important sectors include basic industrial goods (28
percent), other manufacturing (10 percent), and services (16 percent).

csAM has a relatively well-balanced export share with respect to its various
trading partners. Intra-regional trade represents some 23 percent of total
exports, with NAFTA, OOECD, and OROW representing respectively 27, 36,
and 14 percent.

In relative terms, NAFTA represents a significant market for CSAM (defined
as greater than 30 percent) in other crops (30 percent), textile and apparel
(62 percent), and energy (57 percent).

The largest market for CSAM’s agriculture is OOECD. Almost 50 percent of
CSAM’s agriculture is exported to OOECD, with NAFTA and intra-rcgional
trade having an agricultural export market share of 23 percent and 15

Brazil, Mercosur and the Free Trade Avea of the Americas



percent. Adding food processing slightly modifies these pereentages, sine,
there is a relatively higher share of processed foods exported to Row.

« TIn absolute terms for CSAM, the largest markets in NAFTA (defineq %
US$ 5bn or more) are other crops, other food processing, textile ]
apparel, basic industries, other manufacturing, and energy. The tota] valye
of agricultural exports to NAFTA barely exceeds US$ Sbn. Intra-regiony
agricultural exports are Jower totaling only US§ 3.6bn. The largest intry.

regional markets in CSAM are processed foods, basic industrial goods, othe,
manufacturing and energy.

Tmports are simply the reverse side of exports. In aggregate NAFTA’s imports
are some USS 1,090 leading to a US$ 90bn trade deficit in 1995. CSAM’s imports
total USS 206bn for a trade deficit of some USS 20bn. Table 5 summarizes the
main structure of imports for both CSAM and NAFTA. The following points
highlight some of the main features of the import structure.

The regional import shares roughly match the regional export shares indicating
that there are no major regional trade deficits. There is one glaring exception for
NAFTA. Its trade deficit with ROW is some US§ 76bn representing some 45
percent of its exports to ROW. NAFTA has a positive trade balance with CSAM of
about USS 12bn. CSAM, on the other hand, has a deficit with all regions, and the

largest imbalance in relative terms (as a percentage of regional exports) is with
NAFTA.

NAFTA imports basic industrial goods (20 percent), other manufacturing

(47 percent), and services (15 percent). Imports of energy and textile and
appare] also exceed 6 percent each.

The only sectors where CSAM has a significant market share in NAFTA ar¢
sugar, with a 60 percent share, refined sugar (44 percent), and other crops

with a 31 percent share. Other sectors exceeding a 10 percent market share
include processed foods, textile and apparel and energy.

Intr.'a-rcglonal imports dominate many sectors in NAFTA including most of
agriculture, and basic industrial goods.

CSAM imports bas.ic industrial goods (24 percent), other manufacturing (36
percent), and services (16 percent).
NAFTA has a dominant market share

percent), other cereals (61 percent)
percent), ,

percent),

in the CSAM region in wheat (50

oil seeds (35 percent), other meats (34

textle and apparel (37 percent), basic industrial goods (34
and other manufacruring (33 percent).

; —
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the difference between FOB prices and CIF. prices, 1.C. IMpOIts evaluated ¢ worlq
prices. The final wedge is the bilateral tariff ratgs\vlnch converts the CIF impoy
price into a tariff inclusive domestic import price.

Table 6 summarizes? the tariff rates for thcwtwo aggregate regions CSAM gyq
NAFTA, with respect to their trading partners. These are the tariffs applied i,
csaM and NAFTA. The following points highlight some of the key points in these
tables.

TABLE 6: Applied Tariffs: Central and South America (CSAM) and NAFTA
(percent)

Average Import Tariffs by Origin CSAM Awverage Impore Tarifls by Origil\m
r NAFTA | CSAM | OOECD | OROW | Average NAFTA | CSAM | OOECD | OROW Average
| Wheat 2.1 9.9 13| oo s2| o9 - 0.0 N o
Other cereal grains 0.0 0.0 0.0 0.0 0.0 3.1 0.0 0.0 0.0 30
Oil seeds 1.5 8.8 77 0.0 9.7 0.0 0.0 0.0 0.0 00
Cane and bee sugar 0.0 54 0.0 — 5.1 — 57.0 8.2 60.0 47.3
Other qops 9.3 9.7 8.8 8.8 9.3 1.7 2.2 5.0 2.8 2.4
Cartle and sheep 0.0 80 0.0 — 7.2 0.0 0.0 0.0 0.0 0.0
Raw milk - — - - . —_ — — - -
Other animal products 54 8.6 37 5.1 6.3 0.7 13 42 03 1.6
Beef products 64 12.2 4.7 — 9.9 0.0 0.0 0.0 0.0 0.0
Other meat proshices 6.7 4.8 5.8 11.6 5.8 22 0.0 1.9 1.2 21
Dairy products 9.0 39 7.8 0.0 6.9 165 464 42.5 57.3 3646 |
Refined supar 15.6 19.1 7.5 — 18.0 34.8 57.1 23.8 58.6 46.0
Vegerable oils 9.2 14.2 89 64 122 0.0 0.0 0.0 0.0 00
Other processed fools 12.6 12.2 14.9 4.0 12.7 33 1.9 14.2 1.8 6.5
Textile and apparc] 206 15.5 16.2 159 17.6 0.0 10.6 10.9 11.8 TR
Basic industrial goods B.S 10.1 9.7 89 9.2 0.0 1.5 4.0 3.5 19
| Other manufacruring 12,1 15.2 144 | 140 | 140 0.0 15 2.1 2.2 17
Encrgy 8.0 114 76 | 184 | 123 0.0 1.1 3.0 1.2 10
Consenuction 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00
Services 00 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 08
[ Average w1l we | w1 | 9a| w2 o1 42 3.1 s | 23
Notes: Averages arc w =

eighted by trade shares. Import ratiffs exclude import subsidics.

u .
All values in i
il el _the GT;\P datab:fxsc are based in US$ 1995, therefore there is no conversion of wade
ocal prices using a nominal exchange rate
Pl = '
Since the b ' .
S ,;a]::;, ,2:;: c;f;(:he G'FM’ data basc is 1995, these data need not exactly coincide it
s i \u;d in the previous section, which goes up to 1993 in most A
- ‘},mc arc_m: ;snlo icy simulation export taxes and import subsidics are not gong © e
consiscent with the vajo‘;"‘":cal{\ T‘:;blc 6. Nonetheless, the information in GTAP is broadl
1on description of
gl ; p trade policies
he tzble also highli i i ‘
ghlights the tariffs faced by Intra-regional exporters in the Americas.
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Since trade agrecements do not address cither export taxes or import
subsidics, these will not be shocked in the policy simulation. In order to
highlight only those policy instruments that will be shocked in the
alternative policy scenarios, we only show positive import tariffs and
negative export taxes (i.c. export subsidies).

The tariffs shown are trade weighed averages. For a given country, the
absence of imports of certain good may cause it to have a zero tariff.¥
Moreover, this country will have no weight as regional trade-weighted
averages are calculated. In order to examinc more closely the base year
distortions to trade without the biases of regional aggregation, we have
included this information for each country individually in Annex C.

Tariffs applicd in the Americas arc highly differentiated by both commodity
as well as be region of origin. Part of the regional differentiation can
certainly be attributed to the commodity composition of the import bundle.
For example, the other manufacturing product from the United States could
be clectronic equipment, such as computers and peripherals, whereas
imports from the rest of the OECD could perhaps be motor vchicles. For
sectors with broad commodity coverage, one would anticipate a wider range
of regionally differentiated import tariffs, assuming the import composition
differs from one region of origin to another. Nonctheless, for the more
narrowly defined commodities, particularly those in agriculture, therce is a
degree of regional variation reflecting presumably preferential trading
arrangements and/or region-specific protection.

Central and South American countries tend to have higher rariffs for
industrial goods, and for processed agricultural commodities (vegetable oils,
refined sugar, other processed foods). For certain products, (cane and beet
sugar, refined sugar, wheat, cattle and sheep, other animal products, beef
products, vegetable oils) they have higher rariffs for imports coming from
other Central and South American countries, than for imports coming from
other regions. This could reflect cither a compositional impact, or could
reflect macroeconomic effects, such as the broad dollarization of trade in the
Amecricas. However, on average across sectors, applicd rariffs are broadly the
same for all regions of origin.

Therc are no major export subsidies in Central and South America, with
other meat products being the exception.

3}

In the casc of total absence of trade we have replaced the tariffs with a dash. However, a net
exporter of a (narrowly defined) good can also have imports of the same good, in which case one can
expect applied tanfls to be low or zero. For example, Argentina, which is a net exporter of wheat,
imports small quantitics (duty frec) from Canada, and has thus a zcro tarifl, instead of a dash.
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« Tariffs in the NAETA region tend to be lower on average than in csam With
a few exceptions. Of coursc, trade in the NAFTA region has largely been
liberalized. Industrial tariffs among the OECD countries have come dowp
significantly after successive trade negotiation rounds, though the average
may obscure high peak tariffs.

o In agriculture, NAFTA imposes essentially high tariffs on sugar and dairy
products.* Other relatively high tariffs (by NAFTA’S.OWn standards) are
present in the textle and apparel, and the food p.ro.ccssmg scctors. All other
industrial tariffs are low. On average, NAFTA exhibits much lower tariffs for
imports coming from other NAFTA countries, which reflects the degree of
implementation of the agreement reached by 1995. Across other regions,
protection is fairly uniform on average, though at the commodity level there
are important regional differences for cane and beet sugar and other
processed foods.

. Export subsidies by NAFTA are concentrated on a few goods (cane and beet
sugar, dairy products and refined sugar). However, their levels are high and,
as pointed out in the previous section, are kept at the maximum levels
compatible with the UR Agreement on Agriculture.

In summary, tariffs in the CSAM region are higher than in the NAFTA region.
CSAM, for agricultural products, tends to have higher tariffs on hemispheric trade
than on trade with the rest of the world, and tends to have higher tariffs for
processed goods than for primary goods. The removal of tariffs within the CSAM
region should lead to a degree of regional re-structuring of both agricultural and
industrial production. It might also be trade diverting given the relatively higher
levels of intra-regional tariffs compared to tariffs on imports from the rest of the
world. Save for sugar, food processing, and textile and apparel, free trade in the

Americas will probably only have minor impacts on the NAFTA economies, given
that they already have low tariffs for most other goods.

n

; :
Note that agricultural policies in NAFTA, particularly =

towards price and income support, and no ) in the US and Mexico have becn ﬁ:m;hnx

these are average tarifis. If import 5’h~1 gty pards Bordes measureh {\]so o nall.

For cxamplei fe e prnh;b,'m,c‘ res are smal.l or.zcro, the average tariff will similarly be st i'ng

tariffs from aJa;;ancsc SAM :V" tariffs on rice imports which are therefore zcro. Dcduc .
i generate a zero tariff level (as well as a zero propensity 10 jmport
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countr.es

TABLE 7: Applied Export Subsidies: Central and South America (CSAM) and

NAFTA
(percent)
Average Impore Tarifls by Origin NAFTA Awerage Export Subsidies by Destination CSAM

NAFTA | CSAM |OOECD | OROW | Awrage | NAFTA | CSAM | OOECD | OROW | Awverage
Wheat — 0.0 0.0 0.0 0.0 -0.7 -1.2 -1.2 -1.3 -1.2
Other cereal grains 0.0 0.0 0.0 0.0 0.0 -0.1 0.0 0.0 0.0 0.0
Off seeds 0.0 4.7 09 -0.6 1.3 0.0 0.0 0.0 0.0 0.0
Canc and beer sugar 0.0 0.0 0.0 0.0 0.0 - -14.9 0.0 -27.4 -248
Other crops 0.1 0.0 0.3 -0.2 -0.2 0.0 0.0 0.0 0.0 0.0
Cattle and sheep 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Raw milk — — — — — - — —_ —_ —
Other animal products 0.0 0.0 0.0 0.0 0.0 34 -1.0 -2.0 2.3 2.3
Beef produces -2.0 -0.7 -6 -3.3 -2.8 0.0 0.0 0.0 0.0 0.0
Other mear producrs 92 -R9 -11.2 -11.3 -10.8 -2.5 -1.6 24 -1.9 2.5
Dairy products 0.0 0.0 0.0 0.0 0.0 -36.5 -364 -362 -35.7 -36.1
Refined supar 0.2 0.0 13 0.0 0.2 204 -338 -20.9 =276 -24.2
Vegerable oils 0.0 -0.5 0.2 0.0 -0.1 0.0 0.0 00 0.0 0.0
Other processed foods -0.1 -0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Textile and apparel -0.1 L5 -0.8 2.7 0.6 0.0 0.0 0.0 0.0 0.0
Basic mdustrial goods 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0
Other manufacouring 0.0 0.0 0.0 0.0 0.0 [R)] 0.0 0.0 0.0 0.0
Encrgy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Canstruction 0.0 0.0 0.0 00 a0 .0 0.0 0.0 0.0 0.0
Services 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Average -0.1 -0.2 -0.3 0.3 0.2 -0.1 -0.2 -0.1 0.2 0.1

Notes: 1. Averages arc weighted by trade shares. Export subsidies exclude export taxes.

4. Policy Simulations and Results

A standard tool in modern trade policy analysis is the so-called applied general
equilibrium (AGE) model.*® To investigate the impacts of trade policies in the
Americas we have constructed a model referred to as the Framework for
Integrated Economic Simulation of Trade in the Americas, also known as the
FIESTA modcl. An overview of the main features of the model is provided in

Anncx B.*

The model is recursive dynamic with a base year of 1995 and it is solved
forward to the year 2010. We will not provide significant derails about the

M There are scveral overviews of AGE models. Sce for cxample Shoven and Whalley (1984), Shoven

and Whalley (1992), Dervis, de Melo, a

nd Robinson (1985), and Hertel (1997). For AGE

models specifically applied to agriculture, sce Burniaux and van der Mensbrugghe (1994), and
Parikh ct al. (1988). For AGE models and trade, see Frangois and Reinert (1997).
¥ For a complete and derailed description of the model equartions and specification, sce the
document “Model Specification for FIESTA™, available from the authors upon request.
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hat the reference simulation rel;
reference simulation.” It suffices to Say d SR €S on
. - n. labor, and productivity growth, with Capity
“guess-estimares” of popLath d’ by gross national savings * As in m,
' rmine : ost
accumulation endogenously dete EC s ;

AGE exercises key Smcomc and substitution clasticitics are mmoscd, and these,
combined with the base year SAM arc used to calibrate the remaining parameters of
I d ] :
the model. Most of these parameters arc held fixed tlnoughout. the 15-year time
horizon.¥” All base year price distortions, 1.c. taxes -a1.1d Fubsndxcs are constant
throughout the reference simulation, implying th:ltl pOfIJClC; n tt}}:c' y;ar 2010 ?CﬂCCt

i i i i also fixed at their base year
thelr levels in 199538 Finally, foreign savings ar§ als y evels.
Due to the balance of payments closure rule, this fixes the aggregate trade balance
for each region, though the structure of trade is allowed to vary.

Table 8 provides a broad overview of the reference scenario, including
snapshot of the macroeconomic aggregates for the base year, 1995, and the final
simulation year, 2010, plus the imputed annual average growt'h rates. I.Jnder t}}e
assumptions of the reference scenario, there would be some sl-lght catching up in
per capitn incomes between the OECD and non-OECD economies, though the gap
would remain significant. The wealthiest Latin-American country (measured in
terms of per capita income at 1995 market exchange rates) is Argentina. Its average
income is about 28 percent of the average income in the US. In 2010, the parity
index would increase to about 36. In the base year, the three NAFTA countries
account for some 85 percent of hemispheric output, with just over 50 percent of
the population. Over the fifteen year time horizon of the simulation, NAFTA's share
in output would decline to 81 percent, and its population share drops to 49

percent. The global increase in trade somewhat outpaces the increase in GDP, 3.5
percent for trade compared to 3.1 percent for GDP.

35 1 a
These are available from the authors.
'I'h.crc 1S no autonomous shift parameter for land supply
price movements using a constant-clasticity funcrion.
There are several i
exce 1 .
nature of capital dye p;ll°ns.. I’"ﬂuc“lon parameters are re-calibrated to reflect the changing
i <L fo the vintage capitaj specification. Similarly
e year 1o reflect base year income elasticities (I,
alibration, the extended lincar -
urility function),

It simply adjusts to contemporancous
7

: . rc-
consumption paramecters arc o

expendi 1 the absence of this latrer fC
penditure system would converge towards a Cobb-Douglas

al balance is fixed (at It
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TABLE 8: Summary of Business-as-Usual Scenario (figures in billion of Us$
1995 unless otherwise stated) Aggregate Statistics in Base Year (1995)

GDP ac | Populanon | Labor Capical Export | Import | GDP per Gpr Population Parity J
marker price (a) force stock volume | volume | capira(b) share(c) share(c) indcx(d)J
USA 7,126 271 | 4219 15,837 718 883 26315 25.2 4.7 100.0
CAN 574 29 293 1,380 199 180 19,533 2.0 0.5 74.2
MEX 279 91 79 673 84 71 3,064 10 1.6 11.6
ARG 257 25 127 555 P2 24 7,392 0.9 0.6 28.1
BRA 713 159 290 2,136 54 66 4,483 2.5 2.8 17.0
ANDEAN 231 100 80 581 45 49 2312 0.8 1.8 8.8
CAM 85 63 34 217 38 47 1,361 0.3 1.1 5.2
RSAM 88 23 27 21 25 29 3,743 0.3 04 14.2
EUR 8,956 482 5,580 27,800 2,515 2,561 18,572 316 8.5 70.6
ROECD 5,948 191 3,126 21,067 702 676 31,076 21.0 a4 118.1
EASIA 1,703 1,669 42 4,098 771 776 1,020 6.0 29.3 a9
ROW 2,352 2,592 997 7,320 488 528 908 8.3 45.4 34
TOTAL 28314 5,706 | 15494 81,875 5,662 5,890 4,962 100 100 18.9
Aggregate statistics in final ycar (2010)
GDPar | Population | Labor Capiral Eaport Import | GDI' per Ghe Population Parity
market price, (a) force stuck volume volunie | capira(b) share(c) share(c) index(d)
USA 10413 203 | 4,884 26,259 1,125 | 1453 34,353 233 4.4 100.0
CAN 852 33 335 2,356 292 280 25,824 1.9 0.5 75.2
MEX §59 13 107 1,002 152 12} 4,952 1.3 1.6 144
ARG 506 41 158 727 -+ 42 12,201 1.1 0.6 355
BRA 1,423 190 373 3,248 105 112 7497 3.2 2.7 218
ANDEAN 413 129 112 1,023 81 Rl 3,212 0.9 1.9 9.3
CAM 166 ]1 48 332 74 78 2,035 04 1.2 5.9
RSM 190 29 a5 418 54 53 6,561 U4 0.4 19.1
EUR 12,888 486 5,662 39,820 3,641 3916 26534 289 7.0 77.2
ROXCD K519 202 3,133 36,593 1,070 1,207 42,183 19.1 29 122.7
EASIA 4,157 1911 783 12,526 1,871 1.579 2,176 9.3 276 6.3
ROW 4,521 3,393 1,399 11,529 927 894 1,332 10.1 +9.1 39
TOTAL 44,607 6911 17,020 135832 9436 9816 6,458 100.0 100.0 1R.8
Average percent annual growth rate (1995-2010, percent)
GDPat | Populadon | Labor Capiral Export Import | GDP per GDP lopulanon Parity
marker price {a) force stock wlume volume | capita(b) sharc(c) share(c) index(d)
USA 2.6 [HR] 1.0 34 30 34 1.8 -1.& 04 0.0
CAN 27 0.8 0ne 3.6 26 EXY 1.9 -0.1 LiX{} 0.9
MEX 47 1.4 20 27 4.1 3.6 33 0.3 0.0 2.8
ARG 4.6 1.2 14 L& 4.3 .8 34 0.2 0.0 7.4
BRA 4.7 1.2 1.7 2.8 1.6 X 35 0.7 0.0 1.8
ANDEAN 39 1.7 22 3.8 a9 34 22 0.1 0.1 0.6
CAM 4.5 1.8 22 29 +.5 34 2.7 0.l 0.1 0.8
RSM 53 14 1.7 4.7 5.3 4.1 ER] 0.1 0.0 19
EUR 2.5 0.0 0.1 24 2.5 2.9 2.4 -2.7 <14 6.7
ROECD 2.4 0.4 0.0 3.7 29 39 2.1 -1.9 0.4 +.6
EASIA 61 09 1.3 7.7 6.1 4.8 5.2 3.3 -1.6 25
ROW +.5 1.8 23 N 44 3.6 2.6 18 37 4
il 1.3 0.6 34 a5 A5 1.8 0.0 0.0 -0.1
s: {2} Population in millions.
(b) GDF por capita in USS 1995.
() Gp and population shares are pereentages of world average.
(d) Panty index is the ratio of regional per capiza income with respect to the US average, i.c. Us=100.
(c) Staunstics in the last three columns represent the differences berween 2010 and 1995.
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Policy shocks are evaluated in com.parisc?n to the rcfel'e(;ifcfh Sln:jtllatlop_ Since the
simulations are dynamic, the evaluation pl.CkS up so;nc. i the ylglamxc effects of
changes in trade policies, for example t_hC impacts o g}cath CafPlt accumulatioy,
and changes in the composition of Fapltal. Th.c dyl?amxc gamj g;)n; .trade tend tq
be significantly greater than the simple stauc gams to trade. fnce the final
reduction in tariffs only occurs in the year 2'010 _(seg below), the results do po,
reflect the final steady-state gains from trade liberalization.

This paper reports the results of two, perhaps ratheru‘ si_mplistic, trade
liberalization scenarios concerning the Americas. The first scenario is an attempt to
assess the impacts of setting up 2 free trac.1c area among the five central apg
southern American countries/regions (excluding Mexico). The second extends the
free trade to the entire hemisphere, i.e. tariffs between all eight countries ang
regions in the Western Hemisphere. This latter .smmlatlon 1s intended to
investigate the proposed Free Trade Arca of the Americas (FTAA).

The term simplistic is used for several reasons. First, any free trade agreement is
typically associated with transition periods, exemptions, and other measures, by-
products of political tradeoffs intended to make the agreement widely acceptable.
Second, trade barriers in the model arc only represented as ad valorem tariffs,
ignoring the multitude of other non-tariff barriers which are implemented in most
of the countries concerned in this study, for example the milk and sugar quotas in
North America. Third, in this version of the paper, we make no attempt to assess
the secondary effects of free trade agreements. These effects could easily dominate
the more traditional static welfare gains associated with the removal of trade
barriers. These other effects include gains to be realized from scale economies,
changes in forcign direct investment, and investment induced technological
change. Results have shown that in the case of NAFTA, the largest economic

benefits which accrued to Mexico have come from a rapid increase in foreign
direct investment,

The removal of the trade restrictions is done in an uniform fashion, both
tcmgorally and across sectors. Starting in 2000, al (positive) tariffs and export
subsidics are reduced lincarly to a zero level by the year 2010.* The first
simulation is designated as Free Trade in Latin America (FTLA).*' This involves the

Sinc i ing, i i
¢ :hc. rno.dcl 1s not forward looking, it most likely misjudges the adjustment process towards ®
new equilibrium. Models wi

1 . . " e tgn
aodisolle, ith forward looking behavior are significantly more difficult t©© destg!

%0
The proposed FTAA assumes a

. . ard
10 achieve. The US Con . target of 2005. We are implicitly assuming this target “f‘” be l“(;o
50 before 1999, requci f:s s not given the President fast-track authority and is unlikely ©

exemptions are certain o hth t;m(;: :Vailablc berween negoriations and implementation. Secon
¢ ncluded in any agreement. fi : > duction-
. nt, furthe » final redu
' Excluding Mexico, & » further postponing any fi
106
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The structural impacts on the regions _outsid.c of the FTLA are minor., Exports "
a few commodities increase, particularly n agucu]tur.c, but t:hc:: 111c1‘ca§es are smgj|
There is a somewhat greater Impact on imports. This most .llkcly arses from e
increase in trade prices for some of the relevant con'nnoditlcs as the removy] of
tariffs leads to greater demand and hence greater prices. Thesc.changcs in trade
structure have virtually no impact on cxt.crnal output. There is a small rise j,
NAFTA sugar output, and a 0.3 percent increase in the output of oil sceds i,
Europc.

Trade relations

The ETLA simulation shows unambiguously that there 1s trade creation and
trade diversion. Intra-regional trade would increase some USS 13.3bn, though
overall imports would increase by only US$ 12.6bn, in other words, imports from
the rest of the world would decline by about US$ 740 million. The FTLA would
have minor impacts on trade relations among the extcrnal regions.

Free Trade Area of the Americas

Aggregate Impacts

Free Trade in the Americas would modify substantially the aggregate impacts
for the regions in Central and South America, with relatively minor impacts for
the countries in NAFTA (see Table 9). The small welfare gains and losses in CSAM
turn into relatively sizable welfare losses in most of the region, and the once
substantial gain in Argentina is reduced to a small gain of 0.1 percent. Once again,
the key explanatory variable is the deterioration in the terms of trade. For Brazil,
ANDEAN, CAM, and RSM, the terms of trade loss are respectively 1.1, 0.8, 1.0, and
1.2 percent. The increase in the terms of trade for Argentina is only 0.6 percent
compared to 1.5 percent in the FTLA scenario.* The broader removal of tariffs
leads to an overall increase in world demand for a number of commodities. In
large part, these commodities, on net, are being imported by the countries in
CSAM and exported on net by the NAFTA countries. There is a rather marked

increase in the volume of exports and imports compared to the FTLA simulation-
The impacts on the non-hemispheric regions are negligible.

-_—
i :
Note that Table 8 indicates the ;
the mcasures are not consisteny

' - §iNCE
mportance of reporting several different measures of welfare 1
CSAM regions, welfare, as meag

- : g 5 e
ut (Ij"ba" regions, real GDP increases, even though in four of
e f kst s .. 5
y Hicksian Equivalent Variation declines.
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structural Impacts

The remov:':l of trade barric_rs in NAFTA provides a rich market for agricultural
exports from its southern neighbors. Whereas FTLA provided some structural
changes in local trade relations, there is a more pronounced shift in agricultural
exports from the CSAM region, presumably towards the north, i.c. trade barriers in
NAFTA arc currently impeding agricultural exports from the South. Exports of
sugar increase the most, followed by other crops and other animal products.

Agricultural imports into NAFTA do increase ~ wheat (except in Canada), other
cercals, sugar, other crops, and other animal products. The net changes on
agricultural output in NAFTA are not very pronounced, sugar being the main
exception.

The removal of trade barricrs in processed foods and in apparel and textile
provides a significant boost for the exports of these commodities from CSAM
towards the North, though in the case of processed foods, there is an increase in
two-way trade.

Trade Relations

The ftaa is even more trade diverting than the FTLA. Trade with the rest of the
OECD and the other non-hemispheric countries could decline by up to
USS$ 1.8bn, while intra-regional trade (both CSAM and NAFTA), could climb by
some USS 33bn.

(Note that Annex A contains a few sensitivity simulations with respect to the
trade elasticities for both the FTLA and FTAA simulations.)
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5. Conclusion

The simulations reported in this paper would lcfld to conclude that regiong
free trade arrangements in the Americas arc unlikely to produce significyp,
macroeconomic impacts, at least as captured by the snrp[.)lc removal of impoy,
tariffs and export subsidics. This is not an altogctl‘ler surprising result as it has beey,
demonstrated in many other studics of regional integration, notably those relateq
to the NAFTA accord. In most neoclassical AGE models, the simple adding up of
the Harberger triangles, related to the inefficiency losses from trade measures, dq
not lead to significant gains. Adding in some of the dynamic gains from trade
reform, as partially captured by the FIESTA model, leads to some additiong]
benefit.¥ But, as proven by other studies, the main dynamic gains from trade
reform emanate from increased foreign investment and/or trade and investment
related increases in productivity. It has also been shown that market structure
matters. Incorporating scale economies and imperfect competition  could
significantly alter the macrocconomic results. Finally, one should note that the
framework used to capture trade measures in this paper only partially reflects the
truc trade regime which includes many other distortionary policies.

The somewhat small numbers, however, also reflect another reality. Over the
past decade we have witnessed significant trade reform of all three types:
unilateral, regional trade agrcements, and a global agreement. Protectionism has
decreased dramatically in virtually all of the countries in the Western Hemisphere.
This is onc reason why trade negotiations have focused increasingly on non-

traditional trade policies such as competition policy, labor and environmental
regulations, tax harmonization, etc.

The structural implications of free trade areas in the Americas are more
consequential than the aggregate implications. While protectionism has declined in
many countries over the last decade, there are still some prohibitive tariffs in
certain sectors, particularly in agriculture, but also in manufacturing in the
SouthFl'n American countries. In terms of the FTLA scenario — fice trade in Latin
America -, the impacts on the composition of output are not remarkable. In onlya
h'jmdffﬂ of sectors is output likely to change by more than 2.5 percent in cither
direction, for example wheat in Argentina and Brazil, and other manufacturing:
—lrhc impacts on trade are more significant with increases in two-way trade. Ths
P e by e i e i of icosn - T T

iulary T sonm 1 ¢ r hemuspheric free trade are more 1MpO! ) 1’
par y ¢y agricwtural sectors such as wheat, sugar, and to 2 Jesse

.
45

Even in the context of the sty
undcr(:stima[ing the |

full eliminatien only

) ) . be
nple recursive-dynamics of the FIESTA model, we M@ l.

o, g ic oaing < ] i gt E
& run dynamic gains since the tariff reductions arc phased in, With thel
occurmn

) b in the final s . 3 namic
gaas are likely to be greater |g ¢ final simulation year, i.e. 2010. The steady-statC dy
g than those reported.
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opportunity cost of negotiating these agrcc'mcnts is high. Most of the countries iy,
the Americas would have more to gain from global tl'aC_iC_ reform, Perhapg
particularly in the ficld of agriculture, where OECD trade POIICI_CS are particulyy]

distortive. Even in the absence of global or regional agreements, it has been showp
empirically, as well as in practice, that unilaFcrall trad.c ref:orm could still generyge
significant bencfits. As Chile has sh_oWﬂ, uniform ml'lff_57 n ﬂﬂfi of themselves are
capable of producing 2 rationalization of the trade regime which have had direc
economic benefits, as well as the harder to x'neasurc bcncﬁts of reduced trade,
transport, and administrative costs of a streamlined trade regime.
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Abbreviations

ALADI Asociacién Latinoamericana de Integracién.

APEC Asia-Pacific Economic Co-operation.

Andean Group Formed by Bolivia, Colombia, Ecuador, Peru, and Venezuela,

BaU Business-as-usual. Acronym used to describe reference

(or baseline) scenario, in the absence of changes in trade and
agricultural policies.

Billion or bn  Equivalent to one-thousand million (or 10°).

CACM Formed by countries of Central America.
CARICOM Formed by countries of the Caribbean.
CSAM Central and South America.

ERP Effective rate of protection.

FTA Free trade agreement.

FTAA Free Trade Area of the Americas.

FTLA Free Trade in Latin America.

Group of ThreeAssociation of Colombia, Mexico and Venezucla.
GTAP Global Trade Analysis Program.

MERCOSUR  Common market formed by Argentina, Brazil, Paraguay, and
Uruguay. Bolivia and Chile are associate members.

NAFTA North American Free Trade Area formed by Canada, Mexico and
the United States.

NRP Nominal rate of protection.

OECD Organization for Economic Co-operation and Development.
(Web home page: htep://www.occd.01g)-

PSE Producer subsidy equivalent. A measure of trade protection.

Row Rest of the World.

SAM Social Accounting Matrix.

UR Uruguay Round. Multilateral trade agrecment.

wTO World Trade Organization.

j 12/
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Annex A: Sensitivity Analysis

Among all of the clasticities included in GE models, trade rcform SCenarios tepg

to be most sensitive to the trade elasticities. The FIESTA model includes four ser of
trade clasticities — two scts of Armington clasticities dctcrmining the
substitutability of the demand for goods across regions of origin, and two sets of
CET eclasticities determining the flexibility of supply of goods across regions of
destination. The lack of econometric validation of the trade elasticities forceg the
policy analyst to imposc a sct of values, to a large extent based on consensus ranges
found in the literature. The increasing use of global models has made the selectiop
more difficult, as the number of countries and sectors multiplies. For the FigsT
model, we have chosen a very simple sct of reference elasticities. First, it is assumed
that the clasticities are uniform across all regions. Second, it is assumed that the
elasticities are uniform across types of elasticities. Hence, the top and second level
Armington elasticities are the same, and they are the same with the top and second
level CET elasticities. The following table provides the reference values, as well as
the values for the sensitivity simulations.

Scctor Reference Armington Shock CET Shock
Import Export Import Export Import Export
Wheat 3.0 3.0 4.5 3.0 3.0 L
Other cereal graing 30 3.0 45 3.0 3.0 o
Qil seeds 3.0 30 45 3.0 3.0 L .=
Cane and beet sugar 3.0 3.0 45 3.0 30 L
Other craps 2.0 20 3.0 2.0 2.0 s _{
Cattle and sheep 25 25 38 25 25 o el
Raw milk 25 25 3.8 2.5 25 ®
Other animal products 2.0 2.0 3.0 2.0 20 :ji_._-‘
Beef products 2.0 2.0 3.0 2.0 2.0 ____0_0_——-
Other meat products 20 20 3.0 20 2.0 __:’_,_.-
Dairy products 20 20 3.0 2.0 T
Refined sugar 30 3. A =
Vegetable oils 2.0 2.2 :Z ;2 z((: —-__j:—
Other processed foods 20 2.0 3.0 20 2.0 __-:3-"’
Textile and apparcl 3.0 3.0 30 3.0 3.0 3'0/
Basic industrial goods 2.5 25 25 2.5 2.5 N js,-’
Other manufacruring 25 25 25 25 25 = ’__?;E_/
Encrgy 20 20 2.0 2.0 2.0 ___#32/
Construction 1.0 1.0 1.0 1.0 1.0 =y ____,_,l..o/'
Senaces 2.0 20 20 2:0 2.0 —JB/
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The Armington sensitivity experiment therefore suggests that the leye]
Armington elasticity will most likely only .ha\tc a negligible effect on the aggregate
impacts from trade reform, but could significantly alter the structura] Chanch
generated by reform. Since the model does not adcquately reflect the Costs of
structural transition, implementation of any agli'c‘ex‘ncnt would need to focus op
these costs, particularly if the assumed trade elasticities are assumed to be toq low,

Of the

Removal of the CET

The second type of sensitivity analysis was to remove the CET specification for
the allocation of domestic production across regions of destination (including the
home market). The removal of the CET makes suppliers more nimble, i.c. they can
switch the supply of outpur without friction to the market with the highest return,

Similar to the raising of the Armington elasticity, the aggregate impacts of the
CET removal are not dramatic (see Table A-5). Overall trade increases, but the net
effects on other aggregate variables is slight. The structural results again provide

much more contrast. It is worth pointing out that the impacts on the other
sectors, i.e. other than agriculture and food, is slight.
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Annex B: The FIESTA Model

The AGE model named Framework for Integrate ic Si -
Trade in the Americas, otherwise known as the F%EST;\l I\I?IZ::nilslca Sllrs[;l: Uo?ﬂ(?f
region, mujt.i-s'cct(‘)r, .dynamic applied general cquilibrium, mogcl_“ ’g;obt:lli
cconomic activity is disaggregated across 12 country/region groupings, and 20
economic sectors (see Tables B-1 and B-2 for details). The broad,rcgional
groupings include five OECD blocks — Canada (CAN), the United States (UsA)
Mexico (MEX), Europe (EUR), and the rest of the OgcD (ROECD). The emphasis,
of this model is on Latin America which is similarly divided into five blocks (aside
from Mexico) — Central America and the Caribbean (CAM), the Andean Pact
(ANDEAN), Argentina (ARG), Brazil (BRA), and the rest of South America (RSM).
The remainder of the world is split into two large aggregates — East Asia (EASIA),
and the rest of the world (ROW).

The primary focus of this version of the model is on agriculture, and the
sectoral aggregation reflects the major mutually traded agricultural commodities,
largely ignoring tropical products such as fruits, coffee, and cocoa. Of the total of
twenty sectors, eight are raw agricultural commodities — wheat (WHT), other
cercal grains (GRO), oil seeds (OSD), raw sugar (both cane and beet, C_B), other
crops (OCR), cattle and sheep (CTL), other animal products and wool (OAP), and
raw milk (RMK). The current version of the model has the food processing sector
disaggregated into six sectors — becef and sheep products (BovMeat), other meat
products (OthMeat), dairy products (MilkProd), refined sugar (RefSug),
vegetable oils (VOL), and all other (OthFoodPr). All other sectors are aggregated
into six groupings — energy (NRG), textile and apparel (TextApp), basic indugry
(BasInd), other manufacturing (OthManu), Construction (Construc), and services
(Service).
of the data and the
1996, 1997, 1998,
hrough factor
ctivity.

The final key dimension of the model is time. The base y.car
mode] is 1995. The model is solved in subsequent years in
2001, 2004, 2007, and 2010. The time periods are linked together et
growth (labor/land) and accumulation (capital), and changes in produ
main characteristics of

The remainder of this appendix outlines bricfly the
f the modd.

Supply, demand, the dynamics and the policy instruments 0

—_—
i g iaux and van der
The FIESTA model is a dircct descendant of the RUNS Madcl d(su:A Bclcl)r]:nll;[c nd van e
Mensbrugghe), and the OEC LINKAGE Model (sce .oscmr_ll;j?_). “Mm]clpspmﬁmion ed
description of pIESTA'S equations and specification 1S provided In
FlES'['A”) available from the authors upon request.
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Supply, Demand and Foreign Trade

Production

There are twenty producing scctors in FIESTA. E%ght SECtors concerp the
production of agricultural goods: wheat, other cereal grains, oil seeds, SUAT, Othey
crops, livestock, other meats, and milk. Food processing is divided into six sectors
The remaining sectors are broad aggregates of the rest of the economy: GDCrgy.
textile and apparel, basic industry, other manufacturing, construction, and ScrviccS?

All sectors are assumed to operate under constant returns to scale and cost
optimization. Production in cach sector is modeled by a scries of nested cpg
production functions which are intended to represent the different substitutioy
and complementarity relations across the various inputs in each sector. There are

material inputs which generate the input/output table, as well as factor inputs
representing value added.

Three different production archetypes are defined in the model - crops,
livestock, and all other goods and services. The CES nests of the three archetypes
are graphically depicted in Figures B-1 through B-3. Within cach production
archetype, sectors will be differentiated by different input combinations (share
parameters) and different substitution elasticitics. The former are largely
determined by base year data, and the latter are given values by the modeler.

The key feature of the crop production structure is the substitution between
intensive cropping versus extensive cropping, i.c. between fertilizer and land (scc
Figure B-1).*’ Livestock production captures the important role played by feed
versus land, i.e. between ranch- versus range-fed production (see Figure 13-2).4"1
Production in the other sectors more closely matches the more traditional role of

capital/labor substitution, with encrgy introduced as an additional factor of
production (see Figure B-3).

In cach pcrigd, the supply of primary factors — capital and labor — is usually
predetermined.™ However, the supply of land is assumed to be sensitive t©O the

contemporaneous price of land. Land is assumed to be partially mobile 2SS
agricultural sectors,

' The model includes adjustment rigidities. An important fearure 15 dlj
e : . e
distinction between old and new capital goods. In addition, capital is assumed ©

" In the original GTAP data set

Fubbcr, and plastics, In the
industry sector(BasInd).

Feed is represented by

- . ) ) . . n]CﬁlS)
» the fertilizer sector is identified with the crop scctor, 1.¢- Chl‘" pasic
aggregated version of the data fertilizer is identified with ©

ey three agricultural commodities: wheat, other grains, and oil seeds. s
apital supply i iod ; . : meht
P PPly in cach period is somewhat influenced by the level of contemporancous investt

A=
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berween their export prices. This sP‘f_CiﬁC?tion of implor ts — common}
as the Armington® specification - implics .th.at cach lcg};n faccs: a
sloping demand curve for its exports. The Aunmgtgn specification is i
using -two CES nests. At thc top ncst, domestic .agcxan choose th'c Optima
combination of the domestic good and an aggregate import good consistent iy,
the agent’s preference function. At the second nest, age-nts' Optimally allocage
demand for the aggregate import good across the range of trading partneys,

Y referreq to
downwarg.
Mplemengeq

The bilateral supply of exports is specified in Parallcl fashion using a nesting of
constant-clasticity-of-transformation (CET) functions. At the top nest, domestic
supplicrs optimally allocate aggregate supply across the domestic mar!«:t an.d the
aggregate export market. At the second nest, aggregate export supply is Optimally
allocated across each trading region as a function of relative prices.

Trade measures are fully bilateral and include both export and import
taxes/subsidies. Trade and transport margins are also included, therefore world
prices reflect the difference between FOB and CIF pricing.

Prices

The FIESTA model is fully homogeneous in prices, i.e. only relative prices are
solved for. The price of a single good, or of a basket of goods, is arbitrarily cho§cn
as the anchor to the price system. The price (index) of OECD manufacturing
exports has been chosen as the numéraire, and is set to 1 in the base year and all
subsequent years. From the point of view of the model specification, this has an
impact on the evaluation of international investment flows. They are c'valuatcd
with respect to the price of the numéraire good. Therefore, one way to interpret

the forcign investment flows is as the quantity of foreign saving which will buy the
average bundle of OECD manufacturing exports.

Dynamic Features and Calibration

. . . -~ spructure as
The current version of FIESTA has a simple recursive dynamic structure
- . - PR ns
agents are assumed to be myopic and to base their decisions on static c:\pcctatlo(.)
. oL " . o ) ces:
about prices and quantities. Dynamics in FIESTA originate from three sources

. . - .. ey 1 i Of
accumulation of productive capital; (ii) the putty/semi-putty specification
technology; and (iii) productivity changes 3

Capital Accumulation

. . . . rrent
In the aggregate, the basic capital accumulation function equates the cut

. . » . . o 1 rog
capital stock to the depreciated stock inherited from the previous per iod plus gmy
. 1 i l <
investment. However, at the sectoral level, the specific accumulation funcuons

52

See Armingron, 1969,
- ] :
* Unlike some previous versio

rce
: : " rcsou
depleti ns of the model, this version of the model docs not have
epletion module for fossil fuels,

s
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differ because the demand for (old and new) capital can ‘be less tt

dcpreciated stock of old capital. In this case, the sector contracts Zs\fcr tmn IEC
releasing old capital goods. Consequently, in cach period, the n‘cw capital 3}15 :
available to expanding industries is equal to the sum c’)f disinvcsc(cz ‘capilt[:tla{i{r:

contracting industries plus total saving generated by the economy.
b

consistent witl
the closure rule of the model. 3

The Putty/Semi-putty Specification

The sgbstitution possibilities among production factors are assumed to be
higher w1.th the new tha.n with the old capital vintages - technology has a
putty/semi-putty specification. Hence, when a shock to relative prices occurs (e.g.
tariff removal), the demands for production factors adjust gradually to the long-
run optimum because the substitution effects are delayed over time. The
adjustment path depends on the values of the short-run clasticities of substitution
and the replacement rate of capital. As the latter determines the pace at which new
vintages are installed, the larger is the volume of new investment, the greater the
possibility to achieve the long-run total amount of substitution among production
factors.

Dynamic Calibration

The model is calibrated on exogenous growth rates of population, GDP per
capita, and an autonomous energy cfficiency improvement in energy usc (known
as the AEEI factor). In the reference scenario, the dynamics are calibrated in each
region by imposing the assumption of a balance growth path. This implies that
capital/labor ratio (in efficiency units) is held constant.>

5 . - o capital and labor
* In the reference scenario, two cquations arc used 10 “calibrate™ the aggregate capital

i ion i i ing real GDP. In
productivity parameters. The first equation Is the growth ratc cquation ldctemnm g i
i i is Fixed. therefore this equation can be thouzht of as
the reference simulation, the growth rate is fixed, th
ini ; i i 1d equation defines the capital/labor
determining onc of the productivity parameters. The sccond eque L e o
i 1 i i < il o
ratio in cfficiency units. In the reference simularion, this ratio is again lm[;os othlr nmducn“rm
% 2 X .
value), and therefore this cquation can be thought of as determining r';‘cl i [:.‘P,'mmabo[-
Parameter. In policy simulations, both the rate of

growth of real GDP, as W
i fvity arc €xXogenous.
ratio are endogenous, and the capital and labor productivity parameers ar 2
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TABLE B-1: Regional Concordance of the FIESTA Model

1 CAN Canada (CAN) oo S
2 USA United States of America (UsA)
3 MEX Mexico (MEX)
4 CAM Central America
Anguilla, Antigna & Barbuda, Aruba, Babamas, Barbados, Belize, British Virgin Islands, Cayman J; e

Costa Rica, Cuba, Dominica, Dominican Republic, EL Salvador, Grenada, Guatemala, Haiti, Hiop .
Jamaica, Montserrat, Netherlands Antilles, Nicaragua, Panama, St. Kitts & Nevis, St. Lucia, St Vincm,t
and the Grenadines, Trinidad & Tobago, Turk and Caicos Islands (CAM)

5 ANDEAN Andean Pact
Venezucla (VEN), Columbia (COL), Bolivia, Ecuador, Pevu (RAP)

6 ARG Argentina (ARG)
7 BRA Brazil (BRA)
8 RSM Rest of South America

Chile (CHL), Uruguay (URU), Guyana, Paraguay, Suriname (RSM)

9 EUR Europe
United Kingdom (GBR), Germany (DEU), Denmark (DNK), Sweden (SWE), Finland (FIN), Austria,
Belginm, France, Greeee, Ircland, Italy, Luxembourg, Netherlands, Portugal, Spain (REU), Iccland,

Licchtenstein, Norway, Switzerland (EFT), Bulgaria, Czech Republic, Hungary, Poland, Romania, Slovakia,
Slovenia (CEA)

10 ROECD Rest of the OECD
Australia (AUS), Korea (KOR), New Zealand (NZL), Japan (JPN)

11 EASIA East Asia

The People’s Republic of China (CHN), Hong Kong (HKG), Indonesia (IDN), Malaysia (MTS), Philippines
(PHL), Singapore (SGP), Thailand (THA), Chinese Taipei (TWN)

12 ROW Rest of the World

Armenia, Azerbaijan, Belarus, Estonia, Georgia, Kazakhstan, Kyrgyz Republic, Laia, Lithuania,
Moldova, Russian Federation, Tajikistan, Turkmenistan, Ulraine, Usgbekistan (¥sU), Turkey (TUR),
Balrain, Iran, Irag, Ivacl, Jordan, Kinwait, Lebanon, Oman, Qatar, Saudi Arvabin, Syvian Arab Republic,
United Arab Emurates, Yemen Arab Republic (RME), Morocco (MAR), Algeria, Egypt; Libya, Tunisia
(RNE), Viet Nam: (VNM), India (IND), Sri Lanka (1.KA), Bangladesh, Bhutan, Maldives, Nepal, P akistan,
Sri Lanka (RAS), Botswana, Lesotlo, Namibia, Sonth Afiica, Swaziland (SAF), Angola, Malawi, Mauritins
Mozambigue, Tanzania, Zambia, Zimbabwe (RSA), Benin, Burkina Faso, Burundi, Cameroon, Cape
Verde, Central Afvican Republic, Chad, Comoros, Republic of the Congo, Democratic Republic of the Conge
(formerly Zaive), Céte d'Ivoire, Dyibouti, Equatovial Guinea, Eritrea, Ethiopia, Gabon, Gambit, Ghana,
Guinea, Guinea-Bissau, Kenya, Liberia, Madagascar, Mali, Mauritania, Niger, Nigeria, Rwands, 540
Tome & Principe, Scncgal, Seyebelles Islands, Sicrra Leone, Somalia, Sudan, Togo, Ugands, (RS9
A:[.g.bani.\"tan,. Albania, Andorra, Bermuda, Bosnia and Herzegoving, Brunci, Cantbodia, Croatin, Cﬂ”w},
Fiji, Kivibati, Laos, Macedonia [former Yugoday Republic of], Malta, Mongolia, Myanmar, Nauri, Nort

- g > a
Kovea, Pr-zpua N.ew Guinea, San Marino, Solonon Islands, Tongn, Tuvaly, Vanuati, Western Sao%
TYugoslavia [Serbia and Montenegro] (ROW)

Notes: 1.Regional sub-agpregates are:
CSAM Argenting, Brazil, Central Ameri
: 5 R merica, Andean Pact, and res ori
NAFTA Canada, Mexico and the United States ’ oIS
OOECH Europe and the rest of the 0kcp
OROW East Asia and the rest of the World

s
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TABLE B-2: Sectoral Concordance of the FIESTA Model

1 WHT Wheat (WHT)
2 GRO Other cercal grains (Gro)
308D Oil seeds (osp)
4c8 Sugar cane and beet (c_n)
5 OCR Other crops
Paddy rice (PDR), vegetables and fiuits (V_F), plant-bascd Sibers (PER), other erops (OCR)
6 CTL Bovine cattle, sheep and goats, horses (CT7,)
7 RMK Raw milk (rRuK)
8 OAP Other animal products and wool

Other animal products (OAP), ywool (WOL)

9 BovMcat Bovine meat products (CMT)
10 OthMeat Other meat products (OMT)
11 MilkProd Dairy products (MIL)

12 RefSug Refined sugar (SGR)

13 voL Vegerable oils and fats (vOL)

14 OcthFoodPr  Other processed foods
Fisheries (FSH), processed vice (PCR), other food products (ofl), bevernges and tobacco products (3_T)

15 NRG Energy
Conl (CoOL), crude petroleum (OIL), natural gas production (GAS), refined oil (P_C), electricity (ELT),
gns manufncture and distribution (GDT)

16 TextApp Textile, apparcl, leather, and footwear
Textile (TEX), Apparel (App), leather products (1.5£4)

17 BasInd Basic industries
Forestry (FOR), minerals (OMN), wood products (LUM), pulp and paper (PPr), non-metal mineral
products (NMM), fervous metals (1_5), other mctals (NEM), mietal products (rmr), chemical, vubber,
plastic products (Crp)

18 OthMan Other mantfacturing

Motor vehicles and parts (MVH), other transport equipment (OTN), clectronic cquipment (ELE), other
machingry and equipment (OME), other manufactures (OME)

19 Constr Construction
Construction (cns)

20 Service Private and public services " _
Trade and transport (T _T), other private services (osp), watcr distribution ( WTR), other public sevvices

(0s6), dwellings (DwE)
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KLEFF: Capital, labor, energy, land and fertilizer composite good
KEFF: Capital, energy land and fertilizer composite good

KEF: Capital, energy and land composite good

Fert: Aggregate fertilizer bundle®

E: Aggregate cnergy bundle

KF: Capital and land bundle

K, Lyand F:  Capital, labor and land

XAp:

. . . N d
Armington demand for intermediate goods (other than fertilizer an
energy)

The domestic component of intermediate demand

The imported componcnt of intermediate demand

. . . e . . H 1 tl1crs
Note(s): 1) The following production elasticitics are differentiated by capiral vintage, the o
are vintage independent: «*, o, o% and o',

XDp:
XMp:

" ) h the
In the current version of the bundle, there is a s

: I . iated wit
c : ingle fertilizer input, which is assoc1at
chemicals sector in GTAP,

ygﬁ'ﬂ”
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FIGURE B-2: Production Nesting in the Livestock Sectors

.

Xp: Output (by vintage)

KLEFF: Capital, labor, energy, land and feed composite good

TFD: Land, and feed composite good

KEL: Capital, energy and labor composite good

Feed: Aggregate feed bundle

KE: Capital and energy bundle

£ Aggregate energy bundle

K L and F:  Capital, labor and land

XAp: Armington demand for intermediate goods (other than fertilizer and
encrgy)

XDp: The domestic component of intermediate demand

Xp: The imported component of intermediatc demand

Notes: 1) The following production eclasticitics arc differentiated by capital vintage, the athers

are vintage indcpendent: ¥, of, and o,
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KLEF: Capital, labor, energy and sector-specific factor composite good
KEF: Capital, energy and sector-specific factor composite good

KF: Capital and sector-specific factor composite good

E: Aggregate cnergy bundle

K, L, and F:  Capital, labor and sector-specific factor®®

XAp: Armington demand for intermediate goods (other than fertilizer and

energy)
The domestic component of intermediate demand

The imported component of intermediate demand

T e . . - e . . M 1
1\on..s. 1) The following production clasticities are differentiated by capiral vintage, the RO
are vintage independent: oF, o' and o,

XDp:
XMp:

——

56 1 H
The sector-specific factor includes for example natural resources
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Annex C: Base Year Trade Barriers
Table C- 1: 1995 Import Tariffs and Export Subsidies - Argentina
Table C-2: 1995 Import Tariffs and Export Subsidies — Brazil
Table C-3: 1995 Import Tariffs and Export Subsidies — Canada
Table C-4: 1995 Import Tariffs and Export Subsidies — Mexico
Table C-5: 1995 Import Tariffs and Export Subsidies — USA
Table C-6: 1995 Import Tariffs and Export Subsidics — Andean Group
Table C-7: 1995 Import Tariffs and Export Subsidies — Rest of South America
Table C-8: 1995 Import Tariffs and Export Subsidies — Central America

-_—
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TABLE C-1: 1995 Import Tariffs and Export Subsidies — Argentina

Import earifls (%) Export sateidics (%
By NAFTA | CSAM | 0OECD | oKow | Awrag | Narma cs*,\.\; 0 onl_':s . :
Wheat = 0.0 - — — 20 — m -0 : OROW | Average
“[Other cereal geains 0.0 0.0 0.0 — 0.0 00 0'0 - iy 5
= Y o0 ™ — — - 0.0 0.0 0.0 04)
I Cane and bect sugar — 18.2 — — 182 00 0‘0 . 00 0
Ocber <rops 25 7.1 4.7 57 62 0.0 o:o o; ::?; 22
Catde :\‘m] sheep 0.0 0.0 — - 0.0 0.0 0.0 0.0 0.0 o:o
Raw milk — —_ _ — — e _ _
_9_(h|:r animal products 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 (); 0—0
Beef products 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0 0.0 0.0
_Other meat produces 0.0 39 4.2 — 39 0.0 0.0 0.0 0.0 0.0
Dairy prexhucts 16.0 144 16.3 —_ 15.7 0.0 0.0 0.0 0.0 0.0
Refined sugar — 15.8 0.0 — 155 0.0 0.0 0.0 — 0.0
Vegeuble oils 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00
Otlier processed foods 158 132{ 137] 18] 17| oo 0.0 00| 00| 00
Textile and apparel 17.7 18.1 17.9 19.1 18.3 0.0 0.0 0.0 0.0 0.0
Bassc industnal goods 105 10.1 101 11.5 10.3 0.0 0.0 0.0 0.0 0.0
Other manufacturing 8.5 134 10.3 125 10.6 0.0 -0.1 0.0 0.0 0.0
Energy 35 63 39| 222 77| 00 0.0 oo oo 0o
Conseruction 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Scrvices 0.0 0.0 00 0.0 00 0.0 0.0 0.0 0.0 0.0
Average 74 10.0 8.2 10.5 8.7 0.0 0.0 0.0 0.0 0.0

Notes: 1. Source: GTAP. Averages are weighted by trade shares. Caleulations exclude impore subsidics and export taxes.

TABLE C-2: 1995 Import Tariffs and Export Subsidies — Brazil

N e Al
Otes: L.Source: GTAP. Averages are weighted by trade shares. Cale

ulati

Brazil, Mercosir and the Free Trads Aren of the Americas

Imporr rariffs (%) Export subsidics (%)
SAFTA | Csam | OOECD | orow | Average | NAFTA | GsaM | OOFCD | OROW j Average
Wheat 12.2 122 122 — 12.2 — — - - -
Other cereal grains 0.0 0.0 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0
Oil sceds 8.0 7.7 8.0 - 7.8 0.0 0.0 0.0 0.0 0.0
— 0.0 0.0 — 0.0 00 0.0 0.0 0.0 0.0
Other crops 62 7.8 7.7 8.6 7.9 0.0 0.0 0.0 0.0 0.0
Cantle and sheep 00 | 137 0.0 12.4 - - - =
Raw milk a— = — e —_ -_ —_ —
Other ammal products 0.0 13.3 26 6.6 0.0 0.0 0.0 0.0 0.0
Beef products 19.8 19.8 0.0 19.7 121 1.7 -12.8 -128 -12.7
T Othice mear produces. 20.0 15.8 16.3 21.6 185 BIKY 12.8 128 123 -12.8
Dairy products 0.0 0.0 0.0 0.0 0.0 0.0 = = 00
Refined supar 0.0 0.0 27 0.0 0.0 0.0 22 2:)1
_\'Mlils 00 . 96 _— 0.0 0.0 g:)) 0:0 U-'n
Other processed foods +7 20 | 109 5.6 00 | 0ol O T o0
20 e 14 102 2 = 0.2 82 —2_2— 0‘0 (1:0
Basic industria 9.1 7.2 8.1 0. 5 : g
 Other mmul‘lnjmg::f 22? 25.1 21.2 19.8 211 0.0 0.0 0.0 0.2 33
ncrgy : Tl T St o | oo | oo 00| 01 ——
& = =1 0.0 00 00 | 00
Consteuction -z 0.0 0.0 0.0 0.0 - |
e —1 0.0 0.0 0.0 0.0
Services 0.0 0.0 0.0 0.0 __“_"’_%_‘: 0'2__ s o3 |
Average 115 118 135 1ns | __]2—5-‘-‘ = d-c mmmhcs and CxXport Laxes.
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TABLE C-3: 1995 Import Tariffs and Export Subsidies - Canada

Jmpare tariffs (%) Expere subsidies (%)
NAFTA | Csav | ookcp | OrOW A\tr::;(c) NAP‘:’)'\Z C‘-A;’o 00“‘;‘:__ OROW | Avergge
= - : 0. : -0.3 -03
Whext o — - —1 oo 02 0.0 X T —
Other cercal grams 0.0 - — 50 7% 0.0 0.0 0.0 \()0 —
Oil seeds . 22 7'3 73 7.2 — — 0.0 = (0).0
Canc and beet sugar — “'n Ojﬁ 0.1 0.3 0.0 0.0 0.0 \0()‘ "\:
Other aaps o3 : 0 — 0.0 0.0 0.0 0.0 Y TS
Cattle and sheep 0.0 _ o - - — S = _ \(!2
Lt m'“j' - 00 - 0.0 0.0 0.0 5.4 0.0 -5.5 Sa|  aal
Other animal produsts YR . 0.0 0.0 0.0 0.0 00| oo
B s __ - =~ | Wb s7| 5| 38| 55| w8l ag
Other mear products i — 61 88.9 86.2 46.3 -46.3 ~46.3 6.3 6.3
Dy product 8611) 6.6 7:2 5.3 6.9 -0.8 0.0 -6.8 0.0 ~6:ﬁ
R'l‘-ﬁllul I‘“B"I: :n _ 0.0 0.0 0.0 0.0 0.0 0.0 OF 0.0
:)::a:r;::ml fouds 820 19] 47) 14| 4S5 09 0.0 20 00} oo
18.1 1.2 0.0 0.0 0.0 0.0 00
Textile and apparcl 0.0 1s.0 Le4l,
Basic industrial goods 00| 14| sa 18 13 0.0 00 00 L APL
Orther manufacturing 0.0 1.9 4.4 25 0.9 0.0 0.0 0.0 0.0 U.()ﬁ
Encrgy 0.0 5.1 8.3 85 5.9 0.0 0.0 0.0 0.0 00
Construction — — 0.0 - 0.0 - — - - -
Services 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Average 0.2 3. 4.7 6.2 1.6 -0.1 0.3 -0.1 0.3 0.1
Notes: 1. Source: GTAT. Averages are weighted by trade shares. Calculations exclude import subsidies and export raxes.
TABLE C-4: 1995 Import Tariffs and Export Subsidies — Mexico
Linport tariffs (%) Exporc subsidies (%)
NAXTA | CSAM | OOECD | OROW | Awverage [ NAFTA | csam | ookcp | orow | Average
Wheat 0.0 - = — 0.0 _ 0.0 0.0 00| 00
Other cercal grains 5.0 — 00 = 19 0.0 0.0 — 47| 40
Ol seats 00| oo 0.0 — 0.0 0.0 0.0 0.0 =] .00
Canc and beet sugar — 0.0 — — 0.0 - 0.0 — u.n __._0—0—
Other arops 5.7 7.0 9.9 5.7 6.0 0.0 0.0 0.0 0.0 ___g-%
Cartle and sheep 0.0 — 0.0 — 0.0 0.0 — . = -
Raw milk — - — — — — e — =
Orher animal products 3.2 0.0 0.0 0.0 2.6 0.0 o 0.0 vd _____::—g—
Bef produces 0.4 0.0 0.0 = 0.0 0.0 = 0.0 = ___’OE-
Orther meat products 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 _,.0;0-
Dairy produces 00| oo 0.0 — 0.0 0.0 0.0 - —
Refined sugar 00 0.0 0.0 — 0.0 0.0 0.0 0.0 0.0 0-0
Vegrable olly 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0 "___-——-0—'0'
Other processed foods 10.5 154 16.8 15.8 124 0.0 0.0 0.0 n,().___‘_o'F
Toxtile and apparel 00| 1s| 62| 1a3 | 34 0.0 00 0.0 T
Basic industrial goods 0.0 74 10.2 ]lhg 2.5 0.0 0.0 0.0 0.0 __—__3.0—
Other manufacruring 0.0 101 ﬁll(; a3 ' " 50 i __j‘_’_ 0.0
Encrgy 0.0 6] 22| 1o 06 0.0 0.0 0.0 e -
Construction 0.0 ol ool = -
Senics 0.0 ‘2%\?}: 2: ::1) 0 0_0 0.0 ﬁ:—_ﬁ
Average 0.3 =) ‘9'1 . ' - : ()40 0"",0/0
: ' . 117 2.8 0.0 X8
Notes: 1. Source: GTAr Averages are weighred

[ t LAXCS
by trade shares, Caleulations exclude import subsidics and expor!

e
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TABLE C-5: 1995 Import Tariffs and Export Subsidies - USA

Imporc tariffs (%) E
NAFTA | CSAM | OOKGD | 0ROW | Average | v ———pcsubsidies () ]
. T BC | NAVTA | CSAM | QOECH | OROW | Averape
Wheat : = 0.0 - 1.7 1.7 — %
Soer cereal grains 0.0 0. : d7f A7) ag) a7
Orher cereal grams - .0 0.0 0.0 a0 0.0 0.0 0.0 I ol
O secds 00 0.0 0.0 0.0 0.0 00 : — 00 .0p
R st . - o.a 0.0 00 0.0
Canc and heee sugar - 63.8 679 63.8 63.9 — 9.0 -
19 23 i r A — -39.0 -39.0
Other crops . = 5.7 an 27 0.0 0.0
Caule and sheep 0.0 0.0 0.0 0.0 . ' — = =
“artle and . : ) X
- 0.0 0.0 0.0 0.0 0.0 w0
Raw milk - o - —_ - = —
Other animal products 0.3 15 48 n.a I ETI R T ET
Reel products 0.0 0.0 00 0.0 0.0 0.0 0.0 a0 0.0 0.0
Other meat products 18 00 17 14 1.7 -7 1.2 7| 7 7
Dairy products 522 524 51.8 518 518 <341 -34.1 3401 341 -7-4-1
Refined sugar 638 638 63.8 63.8 633 -39.0 -39.0 -390 -39.0 -39.0
Vegerablc oils 0.0 0.0 0.0 a0 00 0.0 0.0 0.0 0.0 0.0
Other processed foods 1.2 1.6 15.6 18 6.7 0.0 0.0 0.0 0.0 0.0
Textile and nppan:l 0.0 10.5 10.1 11.2 99 0.0 0.0 0.0 0.0 0.0
Basic industrial goods 0.0 1.0 35 3.2 20 0.0 0.0 0.0 0.0 040
Other manufacouring 040 0.7 27 19 18 0.0 0.0 040 0.0 0.0
Encrgy 0.0 1.0 14 08 0.6 0.0 0.0 0.0 0.0 0.0
Construction —_ — on 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Services 0.0 0.0 0.0 0.0 00 00 0.0 0.0 0.0 0.0
Average 0.1 4.2 24 a5 24 -0.1 -0.2 0.0 -0.2 0.1

Notes: 1. Souree: GTAP. Averages areweighted by trade shares. Calculations exclude import subsidics and export taxes.

TABLE C-6: 1995 Import Tariffs and Export Subsidies - Andean Group

Import ranifls (%) Exporc subsidics (%)

NAFTA CSAM OOECD OROW A\T.‘r.lgc NAFTA CSAM O0OFCh OROW .—\u:mgc
Wheat 0.0 0.0 00 0.0 0.0 - - - - -
Other cereal grains 0.0 0.0 0.0 04 0.0 — 0.0 0.0 — 0.0
| Oil sceds 14.1 11.5 — — 125 0.0 0.0 0.0 0.0 0.0
Cane and beet sugar 0.0 14 — - 1.4 00 0o 0.0 0.0 0.0
Other ¢rops 7.2 119 9.6 7.2 95 0.3 0.0 0.3 -0.5 0.3
| Cactle and sheep 0.0 a5 00 - 2.6 0.0 0.n — - 0.0
Raw milk = A — - -— — - - - —
Other animal producrs 7.0 85 6.6 0.0 7.7 0.0 a0 0.0 0.0 0.0
Beef products 59 4.1 0.0 o 54 0.0 0.0 00 0.0 0.0
Other mear products 5.7 30 00 00 3.8 — 0.0 0.0 = 0.0
Dairy products 181 172 180 00| 179 - 0.0 = = 00
| Refined sugar 144 184 0.0 — 18.0 0.0 0.0 040 0.0 2 0
Vegeaable oils 15.1 19.0 19.8 16.0 184 0.0 0.0 0.0 - ”-(l:
Orher processed foods 134 137|184 4] 14s| oo| ool oo :::: .
Textike and apparcl 184 o9l 1zo| 190 176] -0 0.3 "’: 0'0 =
 Hasic industrial goods 8.3 1.0 10.9 10.8 99 0.0 0.0 __::lT ovo ot
| Other manufacruring 128 132 14.1 4o} 134} 07 ::: 0.0 nln 0.0
gy 8. 17.1 8.0 63| 142 0.0 e B T1 BT
rugion L — no| o8, —— o0l oo| oo 00
Services 0.0 0.0 0.0 0 ‘U__L': 3% T T 0.0 0.0
Verage 55 9. o0 1 L

l\;\&t - = = \Tr:;lcmr\r.\cludc illlp(-)rT\\l—l‘)idlC.\' and export taxes.

e SO

otest 1. Source: GTAP. Averages are weighted by rade sl
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TABLE C-7: 1995 Import Ta

riffs and Export Subsidies — Rest of South Americq

— Tmport il (%) Export subsidics (%) e
P——————_ = . J 3 T
e “eomt | ookco | oRow | Average | NAFTA | ciam | 00k | [ onow | m
e = =] ool = e[ TR
Wt 00 0.0 - 0.0 0.0 00 0.0 0.0 ~
o ; : - 2 0
O analgins L = T mna 0.0 84 K6| 85 -
| i — i J - 8.3
Oil sewds .——1—77 e = 124 0.0 0.0 0.0 = =
Cane and bect sugat —— e 9s| 101 1.2 0.0 0.1 23 05 -
e 9.7] . — -1.1
Orher s L =l = 0.9 00 0.0 £y 0.0 —
—— =, 09 . 00
Cartle and shop L _ s —_ —_ - i 39
Raw nulk = ——l;:— <0 00 97 0.0 0.0 0.0 00 ﬂ
Other animal producs hisj : ; s 0.0 0.0 —
—R:'f—mducl\ oo 6.9 .0 = e . - 00 0.0 0.0
r > 5.8 5.5 7.1 0.0 5.8 0.0 0.0 0.0 0.0 00
Other meat produdes o
e 68| 166 18.1 0.0 17.4 0.0 0.0 — = P
3 UL
Daig poncoc 0 T 164 67 0.0 6.7 =
ol 179 0. -6.4
Refims Lt > 00| 12 0.0 5.8 59
Vegetahle ails 10.9 114 120 ™ v ” — 0 5.3
Other procosed foods 153 15.5 185 10.1 6. : 2 c -a -0). -0.1 0.3
Tomile and apparel 103|170 12.8 129 13.6 4.3 -10.3 7.0 -12.0 T
Basic industrial goods 10.2 10.8 10.9 11.0 10.7 -0.1 0.3 -0.1 0.0 -1
Qther manulacruring 07| 124 117 11.2 1.4 0.0 0.0 0.0 0.0 00
Fnargy ns| 171 135 23.0 17.7 0.0 0.0 0.0 — 0.0
Comstruction - — 0.0 0.0 0.0 — _ —_ 0.0 u.o
Senices 0.0 0.0 0.0 0.0 0.0 0.0 -0.1 0.0 0.0 0.0
Avenage 8.8 11.8 9.7 87 99 -0.4 -1.1 -0.5 -0.7 07
Notes: 1. Source: GTAT. Averages are weighted by trade shares. Calculations exclude import subsidies and export taxes.
TABLE C-8: 1995 Import Tariffs and Export Subsidies — Central America
Imporr tanffs (%) Export subsidics (%)
NAFTA CSAM | OOFCD OROW :\\\:.r:lgc NAFTA CSAM QOECD OROW | Awvrage
Wheat 00 0.0 0.0 - 0.0 - 0.0 — — 0.0
Orher cercal s 0| oo a0l o0 00 = 0.0 - - L
(?ﬂ sonde 108 5.6 = 0.0 9.7 0.0 0.0 00 0.0 0.0
e 20 bt suge 0] oo - =] eo| oo 0.0 0.0 0o oo
Orher or s - - .
o ‘:“h 13.0 157 154 174 14.1 0.0 0.0 0.0 0.0 0.0
lic and 4 Ll“\ 0.0 00 ) 0 0
r—— 0.0 — 0.0 0.0 -
Other animal Produts — = = = — 0.0
——— 1
P —— a1} 8.2 0.0 0.0 0.0 0.0 -
Other mess pondos —— 5.3 0.0 0.0 0.0 - "‘—'ff
Dy producs — 5.3 0.0 0.0 0.0 o L
Refinal sugar —_ | Ws4 0.0 0.0 0.0 0.0 00
Vepetante ails — 23.1 0.0 0.0 0.0 0.0 00
Ot prisid o 102 0.0 0.0 0.0 0.0 00
Tatik and appayel 15.6 0.0 0.0 0.0 0.0 Dﬁ
Hasic inducrrif g 0.0 00
gonds 0.0 0.0 0.0 -
[ — e
Other g — 00|
T 100 0.0 0.0 00
F -
0"" e — 1 72 0.0 0.0 0.0 0.0
MY Tion ) 0.0 0.0 0.0 0.0
\'—\' 4 g i
: —_— 0.0
Notes 1. Sayre vy 3 0.0 0.0 0.0
s 84 | 0.0 0.0 0.0
7SIy, Calculations exclude import subsidies and export EANES:
— -____/
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regional aggregation is ‘an unnatural one. Givep -
COSUR in the region, it would make MOre sense to have gy
importance of ME];ics s one of the aggregates. This will facilitate the
MERCOSUR Co?lhcsc cariffs. For example, T am puzzled by the fﬁCt'th N
WIdCl'Stand’;‘g: an import subsidy of 10.4% from CSAM countries vrhep e
¢et sugar hav idy’ots
[;{ERCS{)SUR common external iff is 16%.
1 - is the linear reduction to zero of positive tariff
-periment In the paper 1S of 1
i 12010. Two free trade areas are considered:
during the period 2000 until 2010.
o

c.On Table 6 the

Free Trade in Latin America (FTLA). In this case, all positive tariffs among

Lw:' n-American countries are climinated (Mexico is included in the NAFTA
atin-

region) by the year 2010.

Free Trade in the Americas (FTAA). Includes Canada, Mexico and the United
States.

This experiment is not in the spirit of wh:.1t is likely to t.akc place duri-ng the
negotiations. By removing only positive tariffs, the experiment allows import
subsidies to remain in place after the creation of the free trade area. If these arc not
eliminated, the scope for gain by some countries will be much less. For example,
NAFTA has an import subsidy of 11.8% for oilseeds imported from NAFTA
countries (Table 6 of the paper). For imports of the Central and South American
countries the subsidy is only 4.3%. Clearly not removing this subsidy will reduce

the scope for oil seed exports, say from Argentina and Brazil, into NAFTA countries
and reduce a priori the attractiveness of FTAA.

One of the important aspects of the existence of various studies such as this is
thar they allow us to identify common patterns in the results and to spot those
areas where the results are not entirely consistent. The common patterns are uscful
in pointing out the nature of the cffects being analyzed and comprise the part that
should interest the most to policy makers and ncgotiators. The diverging results
requite further rescarch and is the job of the academic community to understand
why they are different.

I would have liked to compare the re . : A0,
sults aper and those of Bra
Valis, Lopes, Sowza ¢ Rib / in this paper an

Vil ciro on the impacts of FTAA on Brazil. The analysis was
ased on the GTAP (see Hertel) model,
But thj i :
prcwiousthls tOmparison cannot be casily made. In our paper we have et
1c' -
A cl;lg;vof (tjhc ISTAP database, mmely the 1994 version, while ’IE:ltC:
an der iro i o8t
protection dara ensbrugghe and Guerreiro is the most recent one

s therefae. . OB .
prior to Mg therefore quite different since the base year there Was ey
4 MERCOSUR and the unilateral

€ experiment j

) his
n our pa trade reform of Brazil. Because of t.m;
Paper was done in two steps: first we simulated the creatt

I R N

—

“/.
. s
Brazil pm evcosur and the Eree Trade Aren thlyz Amer*







y Gervasio Castro de Rezende

ts to make. The first is related to the contepg of
Brazil. The second is on the limitations of the

Comments b

T have two scts of commcn
scction 2, especially on ‘data on
model to asscss regional integration.

On section 2 my comments are the following;:

) R . ) fLo .

1. I do not believe that “jiberalization of trade” is “one of the main features of
rericalrural policy reforms”, since it is 2 .pohcy in 1ts?lf and affected ag.rlq-ﬂtuml
nBlicv but without being a part of agricultural policy. The authors indircctly
recoenize this when they note the inconsistency between “support policies” ang

o
“trade agreements”;

2. Tt should be noted that the price band system was not in fact adopted.
Morcover, it is not correct to say that in 1993 there was a “complete deregulation
of agriculrural markets”. In 1995, for instance; the government financed the
stockpiling (EGF) of more than 5 million tons of maize and 1.6 million tons of
rice; even soya had its commercialization strongly supported by the government.
On the other hand, the authors left aside the drastic changes in agricultural policy
which occurred from 1996 onwards;

3. In relation to US policy, the authors referred only to the FAIR Act (1996),
without emphasizing, among other important features, that the relevant price
from the point of view of decision-making by the US farmer in relation to sowing,
is the market price itself and not the guaranteed prices. In the new situation,
adjustment of total world supply to price variation will be much faster as a

conscquence of the swifter US reaction and markets shall be generally more
volatile.

4. Itis asserted that “interest rate controls and concessions are no longer used”,

bur this is not true in the'case of Brazil.
Dufi.cs:T:; \2Ecmaltn$eria;§)§f :Pgof?CtiolP‘for l}razhil in table 2 arc rather stra.n;g]f-
protected in 1994! Bur the tfcc)rs:ré 19{?‘9’ DI 1bsu1d S(_)ya appears . highty
Sy asc is that of maize: it is highly subsidized (j«lt a
) in the whole 1985/95 period; this is cerrainly

i ch reaches a peak of 67.5%
ue to the f; 1¢ pri |
act that domestic Price was compared to FOB export Pl'iccs as Brazil
T1t1s an importer.

WEre a maize exporter when in fac

The limitati

consequence o? :}?CO;?;-:S g 9f the I}1odcl for analysis of trade intcgration ar¢

North South). The ris mo::lg a dircct descendant of the RUNS (Rural Urban

amalyze the libcraliT\ﬁn; Was created in the OECD Development Centre to
280 of agricultural tade then under discussion in B¢

Uruguay Ro
Y Round of mylr; i
Multilateraj trade hegotiations in the GATT. This explains why
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the model was very disaggregated in the agricultural sector and too

agggregated in
the casc of other scctors.

In the analysis of trade integration it is important to gauge the impact on g
~ctors as there would certainly be losers and winners, The authors note thar “the
scct:lf would tend to export more agricultural 80ods to the North, in exchange for
SOU— 1industrial goods.” It would be necessary to disaggregate more the industrial
e hich has only two subsectors in the FIESTA model: “hagjc industrial
scctor”(Wd “other manufacturing”), to adequately assess sectoral resistance to the
gooss Oi:]c should also not criticize the FTAA initiative based on the assessment of
i};rAAi;npact on a spc?iﬁc _industrial sector as done, for instance, for
teleccommunications in this seminar.

fel
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TECHNOLOGICAI. CHANGE AND MODERN!ZATION
IN THE MERCOSUR AUTOMOTIVE INDUSTRY

. ¥ ustavo Lugones and Fernan .
Paulo Bustos Tigre, Mariano Laplane, G g do Portq

1. Introduction

i HE DEVELOPMENT OF THE automotive industry in MERCOSUR countrics is
T being strongly Stimu]atcd by the agrccmcnts on market umﬁcanon th\VCCrl
the bloc’; members. MERCOSUR s a consumer l.ﬂfll'kct of more than 200 million
people, with an estimated GDP of over US$ 1 trillion and a high income-elasticity
of demand. The establishment of MERCOSUR gave risc not only' to intra-
subregional rade growth but also to a marked increase in investment and output
in thcbautomotivc sector, a sector in which the main world markets are saturated.
In the 1990s, investment in this sector in MERCOSUR will reach almost
USS 25.000 million, while the production of vehicles grew from 650,000 in 1990
to 2.2 million in 1997.

Tt should be noted that such a performance is not solcly attributable to the
MERCOSUR frec trade agreements, but also to macroeconomic factors and to
recovery in the markets. Macroeconomic stability, particularly of exchange and
interest rates, has decisively affected vehicle trade, investment and consumption.
The “boom” of 1994-1997 has now been interrupted by the balance of payments
problems confronting mainly Brazil, and by the consequent devaluation of the
Real in January 1999. The performance of the macroeconomic variables also
affects the institutional framework, which hampers the cconomic integration
process. Despite the progress made, the sub-region continues to display significant

rcgulatory asymmetries and the establishment of a common automotive regime
still requires substantial efforts at harmonization.

This article secks to analyze the effects of the sub-regional agreements OD

Y . 3 . 1
MERCOSUR’s member countrics, with particular reference to the adding of value,
trade creation and diversion,

the bencfits to consumers, and the regional

regul i i : .
Scioatory dli'culms' The main analyses and findings on MERCOSUR’s automotive
I, A4S Wi i
s el as 1ts key future challenges, are summarized in the context of the
ategies adopred by multination

reorganization of the international alr Cdoml-mnics’ .thmOIOgical change, an(.iA stl 112
placed on the need to harmoni e et AS to ﬂ_‘c Chﬂllcngcg, sncs.

% the regulatory distortions stemming from
n the four countries, and the question of extrd’
fa growing trade deficit.

existing incentives and subsidics
MERCOSUR trade in the context o

ﬁ\
This and folloy,

ing three sectoral
papers we . . 1
l f¢ presented only in a summary form in the seminar.
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1d technological model involves very close CoOperatioy,

titive at : ‘ :
The ncw compe liers. This entai :
benween assembly companics and their direct supp Is a process of

o s engineering” so as to cut thc. SUEPYY. pcriod_ an('i f0 sharc
simultancot < with the supplicts of parts. Simultancous engineering copsigys
(‘lC\'C_*O'E“_“C“tl coiasks involved in producing new models between the central aueg
Z:,Sl[‘;:lllc]f:ll: the supplicrs. The pattern of'. production tcnd-s to, be based on long.
rcrm‘ relationships, joint production pln.nm'ng,_ the auto f'ulms concentration op
desion tasks (with an attendant deverticalization of the plant), and the use of
modaular assembly techniques (dcmfmd for con.q?lctc systems and‘ sub-assemblics),
Supply nerworks tend to be P)'I:“""dal) CO'“P“SWg S.ucccss?r-c Str alta composcd of
an increasing number of suppliers that are more distant from the central aueo
COMPANICS.

The most immediate supplicrs take responsibility for sctting up the systems and
for coordinating the provision of sub-assemblies anc_i parts pl-oylded by‘thosc i
the lower layers of the structure. The circle of direct supplicrs consists of a
relatively small number of companics linked to the auto firms or to vmy.lnrgc
independent companies that have enough financial and technological 'capaaty to
engage in simultaneous engincering and to join in heir clients’ internationalization
su;tggy. This trend also translates into a growing concentration and trans-
nationalization (through acquisitions, mergers or ncw revenucs) of the auto parts
industry in the various producer markets. A significant repercussion of this process
for the MERCOSUR countrics is the concentration of auto parts production in a
small number of transnational companies, to the detriment of traditional Brazilian

and Argentine supplicrs. The local companies generally lack the necessary financial
and technological capacity to become global.

In the 1990s, developing countrics were the main targets for investment by
auto companics and producers of parts. The Japancse companies continugd
1-nvcsting mainly in Asia, while the Americans and Europeans concentrated thglr
investments in Latin America and the European periphery. Production capacity 1n
thF Asian and Latin-American countries will have doubled by 2000 if compared to
m!d»dccn.dc figurcs. MERCOSUR has become a significant arcna  for global
oligopolistic competition in this industry. For European firms, the region is an

oligop ompeti . .
; scpnal base for their survival strategy. For American companics, it 1S the second
oreign market after Eurg

ool e pe. Supplicrs of parts tend to follow this trend, and t©
ow their clients to the pew locations.

3.The Regulatory and M 3
Impact on g S acroeconomic Framework in MERCOSUR and s

The performance of the

. \AER N are H blC
combination of cXOgCnnus‘ COSUR auto industry was facilitated by a favor?

fﬁ‘c . . - ent
actors. Changes in the macrocconomic ¢nviron
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countr.es

y applying differential tariffs to the imports brought in

m\"CSU'l'lcn was Plon . - H o 111
by ‘|||.‘( auroe (.()lllp(ullcs. In BIale, C main st <d0ptcd Was a

special tax regime for production of a lo“:'-pric§ ve.hiclf: (a standard car), which
coincided with a program of relative trade libcr?lxz-at1.0n in the other categories. Ag
of 1995, this system Was replaced by one sx,mlm to‘ that usefi in Argcntina,
although with higher tariff levels. The su'b-rcglo.nal-a.glccfments. lef:ogmzcd these
national norms and complemented them with the liberalization of intra-zone trade,

The national regulatory regimes will expire at the end of 1999, and should be
replaced by a common MERCOSUR regime that is still under discussion. Some
clements of the future common regime have been fixed and are unlikely to be
changed. Prominent among these are:

« complete liberalization of intra-subregional trade (climination of trade
compensation mechan isms);

. common external tariff of 35% for vehicles;

« climination of the preferential tariffs on imports (currently granted in Brazil
and Argentina in proportion to exports);

« minimum 60% content of sub-regional parts.

The common external tariff level for parts and inputs, and the minimum
content of national parts, are still to be defined. This also applies to the imposition
of wariffs or the use of other compensation instruments for intra-zone trade in
products manufactured in plants that receive subsidies or state transfers.

There are also greater unknowns, One is the furure of the parts sector, and
particularly the precise nature of the division of labor among the countrics of the
sub-r(?gion. This issue is very sensitive to the decisions that will bc made on
cffccuvg protection levels for the automotive sector, and on the required levels of
s.ub-rchonn} and (eventually) national content in production. The other unknown
is the SllStal}'l&bili[)i of the industry in the sub-region (particularly as regards the
level of forcign capital in the sector) when the current regulations no longer apply-

Ir:\sgmﬂ words, there are doubts about the level of trade deficit that can be
absorbed by cach partner in the face of 1

especially high and growing level of imports,

0[: arts. 11 .
parts. We will return to these matters in the next section.

4. Structure and Performance of the Industry in MERCOSUR

The in ;
il cmcr;%rc:m;? (.f ;:rc c‘harl;cts of the four MERCOSUR countrics has cntj“til.cd
MERCOSUR is simu]r:mr:gusis}] Tegioml marker with a peculiar characteristic:
France and the Ui K;nmi( an 1n.1portant “cmerging markee” ( compﬂl'ﬂblc to
and Spain), and an imDOT‘;n)rn:: greater than that of Iraly, South Korca, Canada
comparable to that of §gy, 1‘1( cmerging producer” (with an installed capacity
1 orea, Spain and Canada). It differs from these Jatter
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mainly in its lower export coefficient, which is similar ta

. . lar i
such as China and India. g¢ national markets

The Jl].dUStlY hac‘i similar or 151 U.] b(?tll A.l'gC.Htan and Brazil: it began in the
1950s with the first wave of internationalization of Us and Europc
companics. Most of these were established in one country or bnrl-,-:olofggi al;to
the domestic market. They developed very differendy in the 19_765 : inpAr cxc1ct .
output fell because of the stagnation of the domestic market and. the fagilm'cm;;‘
atteimpts at export promotion; in Brazil, output increased five-fold and the
companics modernized their facilitics. In the 1980s, industrial activity declined in
both countrics, and the differences in size persisted. In Argentina, after a brief
period of opening to imports, some companics (GM, Chrysler, Fiat, Peugeort,
Citroen) closed their plants or transferred them to local licensees.

Toward the end of the 1980s, after more than 30 years of ups and downs in
local production and of gradual decline from international standards, output levels
were similar to those at the outset in Argentina and to those of 1970 in Brazil.
Overall, some 600,000 vchicles were being produced, there was severe
backwardness in product and process technology, and national content was almost
100%. The change in macrocconomic conditions in the 1990s spurred demand
while the new sectoral regulations expanded and modified the supply profile. By
1997, Argentine output stood at almost 500,000 vehicles and Brazilian production
was around 1.8 million. Sub-regional output is thus about 5% of the world total.

GRAPH 1: Internal Automobile Market in Brazil and Argentina 1960-1997

—————
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TABLE 1: MERCOSUR: production, Sales and Foreign Trade of Vehicles, 199¢

sy - W Internal marker Tmports Exports
q)unmrn 312910 376,109 161,002 109,04]
Argenting i | 173079 224,008 296273 |
ot ] 24,959 24,959 0
%'______——21)—{—_—_— 28,804 28,504 3553
T_m;‘_‘\mmg,w 2,160,663 438,773 408,867

Sourcc: ANFAVEA. DProscntation NEIT/IE/UNICAMP.

The number of vehicles sold in the sub-region in 19?6 placed MERCOSUR in
sixth place in the world ranking of markets, after the United Statcs' (.15.4 million
units), Japan (7.0 million), Germany (3.7 million), France (2.5 million) and the
United K"mgdom (2.2 million). In that year, MERCOSUR’s car market surpassed
that of Traly (1.8 million), South Korca (1.6 million), Canada (1.2 million) and
Spain (1.1 million).

In the ranking of produccrs, MERCOSUR was in eighth place after the United
States (11.8 million units), Japan (10.3 million), Germany (4.8 million), France
(3.5 million), South Korea (2.8 million), Spain (2.4 million) and Canada (2.4

million). MERCOSUR ranked higher than Italy (1.5 million), China (1.4 million)
and Mexico (1.2 million).

The potential size of the market, the performance of demand in recent years
and the crearion of an enlarged market, prompted a strategic change in automotive
firms’ decisions on MERCOSUR. It is estimated that by the end of this decade,
about USS 20 to 25 billion (divided 4 to 1 between Brazil and Argentina) will
bavc been invested in the sub-regional industry, and that there will be a total
1n§tallcd production capacity of between 3.5 and 4 million units a year. In line
with world trends, the sub-regional industry will also have a significant level of
excess S\']ppl)’ unless there is a substantial increase in extra-MERCOSUR exports Of
greater internal demand. Neither circumstance seems very likely given the current
income profile and production costs.

The firms already installed in the s
Morcover, companies that had previo
firms installed in only
gto 1994) of adaptin
installed capaciry, a5

ub-region were joined by Asian newcomers.
usly withdrawn from Argentina returned and
one country opened plants in the other. After a first stage
] g\:,iuth; g;"’“’d‘ O:fl demand by exploiting and rationalizixjg
Investment projects were gcarcd)ml::rz lmp.rOvcmc.nts to prevent bortlenccks,
to produce new models for simultan o msta!latlon of state of the art p]fm‘ts
consumption centers. These €ous or near-simultaneous launch in the mait

r0j : ) S
complementarity that bcncﬁrpﬁriccts fca_tu’c Intra-subregional specialization and
program. om the instruments of the economic integration
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Argentina they are not normally beyond the lower level of the optimal range) je, ds
gcn t

o -
10 2 smaller relative degree of automation in SOMe Stag

It 15 much easier to get a brand new vehic.lc. C?onc are thc. long dClays i
delivery and the imposition of surchargcs or .pnrtlcul:u 1110dc¥s? while the financin
" buyers compare favorably with those for other consumcr durables.
plans oﬂ;rcjc: c briccs have been disinclined to fall, and there are still significan,
‘:i\ffstt(r)culinlas wiﬁ regard to international averages, the upgrad?ng of modc'ls means
that accessorics, which five or six years ago wcre reserved for luxury vehicles, can
now be obtained for substantially less outlay.

Changes in the product and in the auto companies’ logic of product%on also
redefine the production standards in thc. parts sector. On the onc hand, in some
cases the products themsclves are modified and tend to be df:\{clopcd as sub-
assemblics. On the other, there is in gencral a sharp increase in demands on
quality, scale, costs and delivery times. In this rcgard., parts firms that supply
vehicle manufacturers on an international scale have decisive advantages over local
suppliers, in as much as they might alrcady have made and supplied to the
corporation the parts nceded for new models. This largely explains the entry of
new foreign direct investment (FDI) into the parts sector, often through a
deliberate process whereby the assembly companies “import” suppliers.

The global trend to reduce the number of suppliers and to broaden the
mechanisms of technological cooperation parallels the preference for putting
together sub-assemblics in new plants. The terminals opt, in strict order, for global
suppliers, joint ventures with international firms or local parts makers that produce
under some international license. This constrains the local suppliers’ possibi]itics
for technological development and imperils their very survival. It is important to
note Fh“ the national regimes have not included specific instruments to develop
suppliers, with the exception of the sub-regional content requirements.

5. International Trade and the Role of MERCOSUR in the Sector’s
Development

MERCOSUR’s vehicle exports have tri

led relati average. This is
the result of a cen-fold and scvep. f pled relative to the 1980s average

e Id increase in the volumes exported respectively
by As ; p

SUbP:ng(f::‘a iﬁkgr‘:fua)'hsmcc 1?91, anc_i of the doubling of Brazilian sales. The
underlying this Pcrfom:ls o ca g destination of exports and the main factor
N e aumn:.on;s. In 1997, intra-subregional trade stood at almost WO
development reflects the ir " anc between the member countries. SuChn :
companies in MER 1tegration and COmplcmcntm'ity strategics adopth oy

COSUR, whj i o
Reoste, which have sub-regionally specialized their facilitics: ¢
port cocflicient s aroung 20%

flucruatior f aril with anti-cyclical
1S, and exc ok p or Brazil, with an
) CCdS 30/0 in Al'ng:lna, )





Antm.il

——
crall cconomic grow th

and o .
will eater into force in 2000,

rariff of 35% and 2 60% minimun ¢

had slowed; third, a common automotiye
favoring internal production with a commop
ontent of locally-acquired components

rcgimc
CXterny)
Such a

¢ incentives to import in Brazil, which facili,

imi ren
I 1inates some cull : . '
licy clim ies interested in producing locally.

{cs thc
reduction of rariffs for compan

TABLE 4: MERCOSUR Vehicles Imports by Three-year Periods

(in US$ thousands)

Couniry —l'—c;;i 11986-1988 | Period H 1991-1993 | Period 111 1994-1996 Annual variation * =
e 765,66+ 267,926 7,950,579 26.9%
Brail 2,646,651 4,101,238 13,081,670 20.0%
Paragay 92785 314639 563,840 246%
Uriguay 23324 627,288 832,226 18.2%
Mr.n.conm 3796174 9,311,091 22,428,315 22.1%
Growth in the period - 145% 141%

Sources DATAINTAL, ANFAVEA
* average annual geometric rate beoveen 1986 and 1996

TABLE 5: Share of Vehicle Imports in Total MERCOSUR Importts,
by Three-year Periods

(in US$ millions)
Ttem Period § 1986-1988 | Period 11 1991-1993 | Period 111 1994-1996 Annual variation *
Vehick imports (a) 3,796,174 9,311,091 22.428,315 22.1%
Total imports (b) 69,113,007 118,552,311 220,429,800 14.2%
| Share (41 5.49% 7.85% 10.17%

Source: DATAINTAL and ANFAVE:R

" average anial geometric rate berween 1986 and 1996

The fact that imports grew

. a 1 1 n
. more than exports led to a progressive deterioratio
A tth . A prog
the sub-region’s automotiv

P ¢ trade balance in the three periods analyzed (Table
»- MERCOSUR's trade balance of USS 4,200 million in the first pcriod became 2

deficit of USS 8.900 milline - .
although grow t}; 0;) million in the latrer period. Argentina’s deficit was bigger

Brazil, export growt‘lix}z\?;ts M pons, (2756) vias, mors balancsdé;
respectively), promptin s much greater than import growth (20% an h;
Urtguay, as in Arggntig a) fe\'ersﬂ of the sector’s traditional trade balancc.s%)
were more balanced 1y 13, export growth (15% a year) and import growth a

0t still enlarged the overall deficit.
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TABLE 6: MERCOSUR Automotive Trade Balance by Three-year Periods
(in US$ thousands)

[’m“}' 1986-1988 1991-1993 1994-1996 Annual variation *
Argentina (418,304) (3,044,047) (4,365,177) 23.79%
o 4,926,139 4,412,647 (3,470,956)

Paraguy (92,785) (216,768) (556,232) -24.5%

[Orugeay (194,166) (505,184) (554,979) -19.0%

R REaSUR 4,220,884 548,962 (8,047,344) )

—
Source: DATAINTAL, ANFAVEA
* average annual geometric rate between 1986 and 1996

The deficit in the automotive scctor accounted for almost 70% of the sub-
region’s total trade deficit (Table 7). This owes most to the situation in Argentina,
where the automotive sector’s trade deficit represented 90% of the total trade
deficit in the latter three-year period. The search for greater equilibrium has been
the keynote of ongoing discussions to definc a new common policy. Argentina
advocates maintaining a minimum local content of 60%, of which half should be
from the country itself. Brazil argues for less local content, without discriminating
against the MERCOSUR country in which the components originate.

TABLE 7: Contribution of the Automotive Sector to the Trade Deficit
in the Period 1994-96 (in US$ thousands)

Tremy/Country Argentina Brazil Paraguay Uruguay MFERCOSUR
Total exports 60,606 137,504 2,679 6,416 207,505
Total impots 65,466 138,405 7,785 8,773 220,429
Ralance /Deficit (1) (4.860) 601 (5,106) (2,357) (12,924)
Batance /Deficit of the scetor (2) (4,365) (3,471) (556) (555) (8,947)
Share 2/1 89.84% 10 8% 23.5% 69.2%

Source. DATAINTAL, ANEAVEA

The sub-regional trade of MERCOSUR’S automotive scctor grew from less .than
9% in 1986 to almost 58% in 1996. This growth reflects thcl sub-rcglpnal
of the companics operating in the bloc, which cff?ctwcly
Brazil, Argentina and Uruguay. Outside the
sub-region, exports are still not growing_signif'lcanr.ly. Exporm t? Eurgpc glrc\,v
almost 25% in absolutc terms in the period 198_6-1996,.maunly lcﬂcctxqg Fiat’s
exports to Italy. Sales to the rest of Latin Amcrica remained stagnant, sincc the
North American Free Trade Agreement (NAFTA) madc trade less attractive among

cconomic blocs.

integration strategy
specialized their industrial units 10
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otive Exports from the MERCOSUR Countrieg

inati Autom
TABLE 8: Destination of " d Uruguay) in US$ thousandss

ina, Brazil, Paraguay d
(Argentina, Brazl, 7=

Year MERCOSUR Furope (mlm";:;“h"‘;;;;ggsum Others g
—_E;HT__W—- 921202 224,924 o
sz T 18.74 58 32 1455 B

o [ _amsol__|  7Sen 1,430,190 311,683 T
—T a1 |  ¥% 52.97 1153 =
T_—W 243753 1,221.174 123014 ey oo
. 1934 10.21 36.28 65 —
T ees | 2847485 368,860 981,194 682,104 4,879,643
% 5835 755 20.10 1297 =

Source: Argenting, Paraguay and Uruguay: ”"T"!‘f'rf‘“ . Y-

Brazil: AnJa'rin Estatistico da Indismia Automobilistica Brnsﬂcera—.-\NF.-\\ EA .

\'ot-:'.le cxportdata include products grouped in vehicles, engines and components, and exclude agricultural vehicles,
) . \

This emphasis on sub-regional specialization in .vchic.1c exports has been viewed
by some analysts as a demonstration of trade diversion and, thercfore, of the
dangers of constructing MERCOSUR as a sub-regional “fortress”. The conventional
indicators suggest that there is a trade diversion cffect in the category of vehicles in
Brazil, and of auto parts in Argentina. Inversely, there would be trade creation in
automobiles in Argentina and in auto parts in Brazil. Analysis of these trends
should consider the fact that, unlike the 1980s, the sector is now developing in a

semi-open economy and with internationally acceptable standards of production
and technology.

It can be said that before the establishment of MERCOSUR, the countries that
are now members, developed under conditions of a closed economy (particularly
Argentina and Brazil, and especially in the automotive sector) and, therefore, that
the marked increase in the income-clasticity of imports stems from the process of
cconomic Qpcning. While the time comparison is not significant, comparison of
the trends in imports from various sources offers some points for analysis (Table
9)- .F‘” Argentina, in the case of passenger vehicles (the main trade category of
;’:hld@s), the income-clasticity of extra-MERCOSUR imports is more than 50%
wehicdes and auro p;m . a n.c_t lc:c:mon of wade in this category. In uu t?s’
indicate possible trade divcrs;gcfncm, by conirast th_c corrc'spo_ndlng estm?a

n. In the case of Brazil, the indicators suggest 2

trade diversion cff .

cct for automabiles il ) o
and utility vehicle . o lessen as

1994 and, on the oth ty vehicles that tends t

er hand : : i is
larter period. » @ net trade creation effect in auto parts during th

T i 5
heoretically, significant levels of

P :
8100 ~ in as much a5 j¢ points to the

a”d COIllplClllCll[.lH[\, ang

| probability of stratcgics of specializato!
a . . - -
OWs exploitation of economies of scale and SCOP®
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suggest efficiency gains. that can offsct the results of trade diversion, Ip ;

MERCOSUR trade, especially trade between Argenting ang gy al the significans
ategorics of the automouve sector show high indices of im:‘ﬁ-indmn-il;‘ tl;:a:;t
(Table 10). For automobiles, trucks, uilitics and auro parts, the indicator gr, .
throughout the 1990s and stands at around 80% for Argentina and 905 OEV :
Brazil. This is in line Wit.h the trends already mentioned as tegards the eﬂ':ctisr
integration of the sub-regional industry. ;

Obviously, measuring intra-industrial trade s Very scnsitive to the degree of
aggregation that is used to define the product/sector. Table 12 presents estimates
for Argentine trade between 1992 and 1997 a¢ the level of homogencous products
of the automotive sector. There is a high and growing level of intra-industrial
trade in the categorics of medium gasoline automobiles, pick-ups and medium
utility vehicles, as well as in the categorics of gear boxes, axles and transmission
systems, and brakes and scrvo-brakes. A comparison of the unit values of exports
and imports suggests that, in the casc of auromobiles, since 1995 there has been a
strategy of trade in similar products (horizontal differentiation), while in light
tucks and utilities, the trend in the same period has been towards vertical
differentiation (Table 11). For auto parts, both trends are evident according to the
product type.
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Automotive Industry Trade Creation

2 R- i
TABLE 9: MERCOSU |asticity of Demand (ED)'

and Diversion Income-é

781 781
781 Bzl Argentina
MERCOSUR T 90-96
Intra-zonc 16.39 Intra-zone 45.30 Intra-zone
Total 10.78 Total 14.17 Total
Extra-zonc 9.54 Extra-zonc 11.33 Extra-zone
782 782 782
MERCOSUR Brazil Argentina
90-96 90-96
Intra-zone 13.51 Intra-zone 18.70 Intra-zone
Total 7.72 Toral 7.75 Total
Extra-zone 6.27 Extra-zonc 5.63 Extra-zone
784 784 784
MERCOSUR Brazil Argentina
90-96 90-96 1990-96
Intra-zone 415 Intra-zone 4.48 Intra-zonc 3.44
Toral 299 Total 3.23 Total 2.36
Extra-zone 2.60 Extra-zonc 2.99 Extra-zonc 1.99
Ei=mifyi

Mi: growth rate of the imports of industry j
Yi: growth rate of the gross domestic product of country i
Souree: authors® presentation based on DATAINTAL
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TABLE 11: ARGENTINA - Automotive industry Intra-industrial

. e ]
Trade (CCI)

,-—d_—_‘ 4
—] 1992 1993 1994 1995 1996 1997
/
—’__
781
- 15.66 +.87 37.15 74.74 76.16 78.46
i 3 296 6.93 0.80
§70332 436 503 ’ 794
782
870421 195 62.62 67.72 76.47 67.85 79.73
7 .
870431 0.02 63.14 90.82 73.39 68.85 27.89
783
870210 18.37 416 17.11 41.86 37.78 S6.42
784
§7084090 93.72 67.96 76.37 61.67 74.05 8115
$7085090 4428 73.35 63.09 55.42 45.60 42.95
87083900 £2.75 62.77 50.42 72.03 74.12 50.86
87087090 21.58 4202 37.16 39.70 20.13 14.93
CCi=(1-IMij-Xijl/(Mij+ Xi))] * 100 ; Mij: merchandise imports grouped under activity i by country j;
[1-IMi-Xiji/ (M) ] ports groupe ty 1by Y)
Xij: merchandise exports grouped under activity i by country
Source: authors’ presentation hased on data from INDEC, Argentina.
TABLE 12: ARGENTINA - Automotive Industry Intra-industrial
Trade and Product Ditferentiation (IDj)’
1992 1993 1994 1995 1996 1997
5
2703-3 0.012 0.643 0612 0.822 0.807 0.875
70332
7 0.709 1.264 0.665 0.892 0.973 0.900
870421 s
0.754 0.992 1.101 1.207 1541 1.530
870431 0.957 1176
. 1.307 1.178 1.279 0.872
870210 0.00
! 1357 1.234 4242 3.295 0.985
87084090 0.950 1.161 - =
87085090 0.726 0979 0 1.118 1.132 1308
87083900 0257 0'325 0.999 0.838 0876 1.004
87087090 0.956 1‘029 S 0.245 0.439 0.339
= o = —_ 1.002 7
o) = UVXUVSS] OV wit vl of sapors o s et gt o
d 4 = . . S5 Y .
1Or's presentation based on data from lNl)[l)-‘.C. I‘:;I\‘nll-::. Spilvabuc of importsial REdyct
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TABLE 13: MERCOSUR - Automotive Industry Revealed Comparative

B
Advantages (Cj)
MERCOSUR Brazil Argentina

osition] 1986-88 | 1991-93 | 1994.96 | Posicion | 1986-88 | 1991-93 [ 1994-96 | Posirion [ 1986-88 | 199193 | 1994-96
781 0.7506 0.2880 0.3054 781 0.9298 | 0.3231 0.2498 781 0.0896 | 0.1876 | 0.4319
782 0.0150 1.0839 1.4396 782 0.0096 1.3599 | 1.3608 782 | 0.0350 | 0.2962 1.6189
783 0 3.20642 1.4596 783 0 { 3.2228 1.4010 783 0 | 0.1183 |13.3068
784 0.7883 1.4461 1.8219 784 0.6832 1.1526 1,376} 784 | 03877 | 0.8376 1.0135
786 0.2706 0.3869 0.5646 786 | 0.1761 0.3480 | 0.5191 786 | 0.3485 [ 0.1109 | 0.1033
Ci=(Xji/Xjw)/(Xji/Xwr)

Xij: cxports of product/branch /sector j by country i

Xjw: world exports of product j

Xit: total exports of country )

Xwr: toral world exports

Source: authors’ presentation based on DATAINTAL
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-+ geators should be supplcmgu@ W.ith Othcrs_ 1 chated to cig |
oy gk s and of industrial installations. Indeed, .the ,SUbStannal
g7 P“’d”cl‘é y and in the upgrading and modernization of the
En PTOd‘-‘CF [CCh“O‘ ggu: 1990s reveals marked mcrcas.cs in sectoral efficieney
e p::qt::tcly nor completely reflected in  trade performanc,
that arc neither :

nges

[IcheanQR- : cosUR’s intra-scctoral trade is intense. Significan
As was said carh.cr, M;Rin  particular sub-region — in as mucl‘l as it points to
levels of intra-industrial tf: z of‘ spccializatioh and complementarity, .and allows
the probability of SthCDlefscqle and scope — suggests cfficiency gains that can
exploiution of ccononlﬂzs (Ziivc;sion. In intra-MERCOSUR trade, especially trade
offsct the rcsulrs‘ of U:i ; razil, all the significant catcgorics of the automotive
benween Argc'nnna ;{1 req;iné indices of intra-industrial trade. At the sa‘m<': til?xc,
scctor show high an ”;:1 £0111pa1-ati\rc advantages and intcrnational_SPCC'aI'Z“UQ“
the mdmfo.rys %i\s,zf;;x;mnts in Argentina and Brazil: the 1'c!ativc dlsaqVQITtagc In
;i;?;gg?;c:‘iz declining, and an advantage in auto parts is being consolidated.

It can be said that the reactivation of sub-regional dcmangl .was l'\ :cic:s?;r)lf]llf"
insufficient condition to foster the dC\lflelopmcnttU?:t 'll:v;cttl:fé;yt t ;Iaowcvcr,gd])c
n cconomies of scale, as well as to attrs . _
S;g;ilzftcir;;oin the sub-region of the global stratcgies :\doptrcdf b.y ti;gnvi)l}lillfz
manufacrurers required that further progress be made on the forma .
customs union, to which end the agreements of Ouro Preto were finally sign "
December 1994. The formal and real consolidation of MERCOSUR made it an ares

ined i ' i ics increasingl
of gradual and sustained integration for which the auto companics increasingly
compete in a recessive international sectoral cnvironment.

N . ies by the
Additionally, the promotional benefits granted to the auro companies Dy

. . - . ) . Ay hC cost
regulatory systems and incentives policics of Brazil and Argentina lowered t
and risk of investment. Secn with hindsight

, and in light of the rcsults within
MERCOSUR,

. : ) i ially those
it 15 probable that such stimuli were redundant, espccially

it . . trade
applied in the second half of the 1990s. However, it is cvident that the
compensation  requirements  and access

development of simultancous activities in
adoption of sub-regional strategies of special

. . - . thc
to preferential tariffs favored o’
Argentina and Brazil, as .wcll as
ization and complementarity.
6. Challenges and Prospects

By the end of the centur

been made, and the MERC
Important p}

hase of rengy
In the sub-region. T

¥, most of the investment in new facilities will L’“;’::
OSUR automotive industry will have Col,np ICtCch;t)'
ating, expanding and integrating its productive cap: the
mdustry has made great strides in overcoming

g
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rechnological backwardness accumulated in the 1980s, and today has d
oqe o y» ¢ A
pr oducts and facilities that are adapted to the Jocal market ! moden

The main question regarding the sector’s future concerns the cxtent hi
the recent dynamism can be maintained. Future growth will clearly dcl ‘ ntg w 1lch
inter-play of macroeconomic factors and their cffects on economic 1€1d n:\)tl'l Clcl
sectoral policies. In light of the external vulncmbility of the ‘sub-rc li(:)n?
cconomics, the automotive industry will be a prime “targee” for govenin ; i
intervention. The need to generate a trade surplus tends to put strong pressure on
the automotive industry to increase exports and/or reduce imports. Devaluation
higher interest rates and credit restrictions, which aim to reduce domcstic’
consumption or attract foreign investment, tend to have very marked cffects on
the vehicle industry.

To a large extent, the development of macroeconomic variables is beyond the
control of the companies in the sector. Such factors scrve as external determinants
for the assembly firms. Given the importance of the industry and its effects on
output and employment in other scctors, as well as its direct and indircct influence
on the tradc balance and its capacity to arttract foreign financing, it can be arguced
that the strategies of the assembly companies also condition the development of
the macroeconomic variables. To the extent that the companies are alrcady solidly
integrated sub-regionally in terms of trade and production, their performance
affects and is affected by macroeconomic conditions in the MERCOSUR members.
Devising a common scctoral policy that can harmonize the interests of the
MERCOSUR countries in the scctor is thercfore an inescapable challenge. To date,
the establishment of a MERCOSUR Automotive Regime has been hindered mainly
by differences among the governments as to the use of nationally-produced auto
spares and the incentives offered for the installation of new factories.

In this context, it is important to note that MERCOSUR’S status as an :cmCl'gf“g
producer” depends to a large extent on its strengthening its rol'e as an “cmerging
market.” Most of the vehicles produced in MERCOSUR arc sold in ['hc sub-rcglon'al
market. In other words, growth of the sub-regional domestic marker will
condition the maintenance of a modern and sub-regionally intcgrated basc for the
production of vchicles in MERCOSUR. In particular, growth of the Bmlemg ma.rszt
is crucial for the profitability of the investments that the assembly companies have

made in the region.

.. . a1 sumer credit and
Sustaining growth in the domestic market will depend on const

on overcoming the external constraint imposed by the S‘?Ct,m; sshole td;glcg;clz
other words, the growth of the scctor will only be viable if it does no b Pﬁnt
greater burden on the external accounts of the MERCOSUR Co%m[;;s‘c thc‘ir
condition indicates that the assembly C0111})nllics.11111§t be aI?IT :(?\'éilscof. o
&xtra-subregional exports significantly, s0 as to offsct furure high ¢
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de the sub-region. In view ?f the sub-regional patter, o

- +he sector, the accession of new countries to MERCOSUR or the oy,
flows in the sector, with the main consumer countries of South Americy
el agrcc;lclgtfndor) are the most cffective short-term means of A
Venczuela mtcmcol;ilcs and components. The conclusion of such accords b
;\CES:;S b?:inal;mupcrcd by the difficultics involved in devising the MERCOSLS
Automotive Regime.

of parts from outs! £ trade

clusioy
(Chilc,

Increasing sub-regional output and/or exports of parts is essential if the g o

D o il i - : .
is to expand without compromising the extcrnal accounts. Resolving the growiy
wrade deficit in parts secems to condition the formulation of a MERcosyp
Automotive Regime.

Paradoxically, the competitive performance of the parts sector was quite
positive in the 1980s, when some companies with Brazilian capital were able to
place their products in developed country markets and successfully undertook the
internationalization of production and the development of technology. In the
1990s, the growth of the assembly companies prompted an intense process of
reorganization in the MERCOSUR parts sector, accompanied by strong

concentration and denationalization. This process is recent, and its cffects on the
sector’s future should be better assessed.

One unconfirmed hypothesis is that this process will in the furure reduce the
sector’s trade deficit. Whatever the outcome of the entry of new parts producers,
and of the denationalization of the scctor, the differences among the MERCOSUR
governments over intra-subregional trade in parts, center on the distribution of the
bloc’s deficit in such trade. The forcign trade indicators presented above show that
Brazil’s intra-subregional exports partly attenuate the extra-subregional deficit. In

the {\rgcntmc case, the intra-subregional deficit adds to the extra-subregional
deficit; on the other hand, part of the deficit is offset by exports of automobiles t0
the Brazilian market,

The way in which the supply of a
have a significant impact on .rl;c sus
the sectoral policy comm
could be an assembly ind
by sub-regional partn
py sources ourside

uto parts is finally structured will undoubredly
. tainability of the model of production and on
itments made at the MERCOSUR level. In theory, th‘_:rc
ustry which puts together parts and components Sup 1
ers (satisfying the “sub-regional content requirements”) a-nd
the bloc, I other words, and as an example, the Argcnnqc
el o th.c recent Uruguayan cxpcriCnCT.]Iizqnls
stemming from Supply costs, and the CUrrm.g? 95 eyo rcasons: O'nc 'tCC?J lo,
gl oY A, e c?thcr political, concerning the distribunion
e 8 the varioyg sub-regional actors
Should be upndeyy; .
reflece comPCfiti‘ZC"GSS_l :Sﬁd:}::(:l;n'cli‘l:]cﬂ OWs in the automotive sector do not 01}1)’

. .. 11CS
strategic decisions made by the comp!
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arc also a very important factor, since intra-firm trade accounts for

ortion part of the total. It is worth noting that the s
qeither national assembly firms (unlike South K
pm-mcrships bc}wccn national companics and foreign assembly companies (as do
China and India). Hence, the growth of sales and of the production of vé;ﬂclcs
and components in MERCOSUR depends on the strategics that the international
asscmbly companies cstablish for their affiliates in the sub-region. In that‘scnsc
MERCOSUR is a peculiarity: it is the only emerging sub-regional market in whict;
Europcan asscmbly companics are better positioned than their US and Japancse
competitors. It is worth highlighting the fact that the presence of Us companies in
MERCOSUR is through their European affiliates.

a significant
MERCOSUR countries have
orea and Malaysia), nor

Under current conditions, given the difficultics facing Japanese assembly
companies in Asia and the significance of their interest in the US market, it scems
unlikely that they will attempt to wrest the leadership from the European
companies. The financial weakness of the Korean groups following the crisis of
October 1998 also suggests that their initiatives in the sub-region will be limited.
The performance of the industry in the coming years will therefore depend heavily
on-the strategy that the lcading Europecan asscmbly companics adopt in
MERCOSUR, and on the role that they assign to their local affiliates in their world-
wide corporate business. The adoption of stratcgies of specialization, and the
intcgration of local affiliates into the international development and production of
automobiles and components (as long as such strategies are compatible with the
external account balance and favor market expansion), are fundamental if
MERCOSUR is to be consolidated as an emerging producer of automabilcs.

In the absence of such stratcgies and of the policics that prompt thcm,'gl_'O\\’th
might be short-lived — as happened in Argentina in the 1960s and in Brn.le in the
1970s. The interruption of growth will affect the profitability of Flnc affiliates :'md
will create problems similar to those of the 1980s, when the industry rapidly
became obsolete despite the investment made at the end of the 1970s.

It should bc recalled that the reactivation of the domestic market, tl.1c
modernization of products and the construction of new faccon:ics .tlmt occmrgd in
the 1990s brought a high fiscal cost. The MERCOSUR automouve mdmfly :fl_ll(l))’w
fiscal incentives from national, statc and local govcrmnc.nts. The return - thSC
fiscal resources, in terms of the sector generating profits, jobs and forcign 1.cscnfs,
hinges on their performance in the coming ycars. lealt pcrfo_rmmicc, o ::l:[lé
depends on MERCOSUR’s capacity to devise mcans.of mtcrvcntxon‘ .r}:lt] p:?;ong
SWstainable  sectoral growth strategics which stimulate cgmpgn:: :
companics and which do not involve the granting of redundant incenuives.

-
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prODUCTION AND TRADE IN DAIRY PRODUCTS IN MERCOSUR
Marin Beatriz Nofal and John Wilkinson

| MERCOSUR in the World

production

T HE EUROPEAN UNION (EU) is the world’s leading producer of dairy products
Scveral regions occupy sccond place, depending on the specific product
concerned.

In 1996, the EU accounted for 40.2% of total powdered whole milk
production. Oceania ranked second with 19.8% (New Zcaland, with 14.8%, is the
single largest producer in the world, together with China). MERCOSUR was in
third place with 17.1%: Brazil was the fourth largest (with 9.8%, behind France)
and Argentina the sixth (with 7.4%, behind Germany). NAFTA produced just 2.9%
of the total (with the United States accounting for 2.7% and Canada 0.2%).

In 1996, the EU accounted for 39.3% of powdered skimmed milk production
(Germany 13% and France 12.1%). NAFTA was the sccond most important
producer with 19.1% (the share of the United States, the single largest producer,
increased to 16%) and Occania the third, with 14.3% (cqually divided betwcen
New Zealand and Australia). MERCOSUR, with 3.5%, is one of the world’s
smallest producers (Brazil 2.1% and Argentina 1.4%), bchind Asia (Japan 6.6%),
the former Soviet Union (Russia 6%) and Eastern Europe (Poland 4%).

The EU is also the world’s largest producer of cheese, with 47.4% of total
world production. NAFTA is in second place with 33.1% (the United Stnch
accounts for 27.4% and is the world’s leading produccr). MERCOSUR i.s in third
place with 6.4% (Brazil 3.3% and Argentina 3.1%). Oceania produces just =
of the world toral.

International trade
(New Zealand and Australia)

The main exporters of dairy products are Occania .
s been excellent,

and the EU. In recent ycars, Occania’s cxport performance ha gl
growing by far more than the rather sluggish world average, while the bl{ m3o/
ground. MERCOSUR’s share of the world dairy scctor 1S very f“o‘ic‘sl')l i Ir,(i)s‘)
although it is increasing. Argentina is the most important cxpO”Ljrkm tl:cstciii ch;
worth noting that Argentine exports of powdered whole mil ‘ [;L%IQW Pl
world’s fastest growth between 1993 and 1997, Beoveen L2 lk g

50 became onc of the world’s lcading importcrs of powdcred wholce milk.
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2 international Trade Policy in the Dairy Sector

International trade policy and the WTO

The dairy sector 1s still protcctcd by hig!l mrifjf and 1.1011-tariff barricrs, which
restricts access to the markets of the leading pto?uccx countries (the Eu, the
United Statcs and Canaday). MosF producer c(‘)llnl'_l ies have also 5‘.1P'P0rtcd theic
dairy scctors with direct and indirect product.xon and export subsidics (thl‘ough
fiscal and financial incentives), SUPpOIt prices and 'c'omplcmcntary support
regulations (quOtas)- Protection nnc'i '[?romotlo? policies ha\{c been applied
throughout the value chain, from lth initial stage in the countryside to the higher
processing stage and concluding with marketing and export.

In reducing production and export subsidies, GATT’s Uruguay Round marked
the first major step to limit and channel the range of distortions affecting the
SECIOr in MOSt countries.

Prospects for international trade policy

The leading producer countries are, on the whole, fulfilling the terms of the
Uruguay Round, although discipline has slackened somewhat since the fall in the
Asian markets. The debate is, instead, focusing on other areas that are obstructing
trade, such as technical barriers and sanitary and phytosanitary matters.

The liberalization of trade in dairy products is on the agenda, and progress is
being made, although much work still needs to be done. This is mainly because of
the persistence of serious obstacles to trade in the EU and, to a lesser degree, in the
United States, which have traditionally protected their agricultural sectors and
associated manufaceures. In the short term, the measures agreed by GATT give the
MERCOSUR countries greater access to the EU and Us domestic markets,
P““C_‘Pan)' in the ‘chccsc sector. In the medium term — perhaps during the next
o e e Mo oo ol progres it i
might only be possible 1y thm dairy produ.ct:s, although cogmplctc liberalizatio

¢ long term. Willingness to negotiate and to open VP

the sector wi iti 8
cach will dcpcnfi on the political cconomic conditions existing at the time 1
country or bloc involved in the process

MERCOSUR: External Trade Policy

MERCOSUR’s
the climination
United States,
the
ME;

siti : . .
Position on internationg] trade opening, market dercgulation and

of subsidics i |
Tl bsidics is clearly more advanced than that of the EU and e
icre has also been 5

MERCOSUR member X process of greater unilateral opening among
crs during the 199Qs. The bargaining position of the

RCOSUR countries in :
trics - §
10 nternational negotiations will be strengthened as the blo¢
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increasingly adopts a common posture and as the dai

i L SCCtor is ir in wi
ging agricultural negotiations. v cluded in wider-

ran

3. Changes in the Macroeconomic Situation and in the Se

framework in the 1990s ctoral Regulatory

In the 1990s, three main factors =~ national, sub-regional and international —
helped to expand and transform the dairy sector in the MERCOSUR countrics. At a
national level, the stabilization and structural reform processes introduced b th;:
four countrics led to a marked increase in domestic demand for dairy productz and
a significant restructuring and increase in  production. Second, the sub-
regionalization of the dairy market led to a previously incxistent correlation
between economies of scale and competition. All the participating actors, old and
new, now include the sub-regional market in their planning. Third, the agrecments
reached in the Uruguay Round led the MERCOSUR countrics, at the time, to
expect an improvement in the mternational environment for exports to markets
outside the bloc. The prospects were highly favorable in this respect, especially
since export subsidics were effectively reduced in the main producer countries as a
result of GATT discipline, while international prices incrcased. Some of the
investment in the MERCOSUR countries (Argentina and Uruguay) over recent
years was therefore partly carried out on the assumption that a proportion of the
increase in production (because of a rise in installed capacity) would go to the
international market.

Although the expectations of EU and US compliance on subsidy reductions
proved to be correct, their dairy sectors are so highly protected that the
international export cnvironment remains as restricted as ever. The difﬁcu!t
international financial situation after 1997 has only served to cxacerbate th'ls
problem, since this has led to a return to protectionist tendencics and to a certain
relaxation in international discipline on subsidics.

4. Changes in the MERCOSUR Dairy Indrustry in the 1990s

_ . imilar in that much
Of the four countries under study, Brazil and Paraguay arc s IT rh'\;nlm
of their milk supply originates from small, non-specialized agua;l.;l:: Pmd .o
Al ) 3 " tal roductio
This is in contrast to Uruguay and Argentina, where spcq‘lth P,O Eoroe
. - i { \
Predominates. Average production levels are therefore low 1n the ©

5 . s egulated milk
countries, the genetic base is not specialized and the informal, un ghOlc
I - 5 as a whole.
Scctor plays a key rolc in the industrial organization of the sector as a

) : .pendent on imports

The Brazilian and Paraguayan milk scctors are hlg_lﬂ}’ o mld,L depend oiochc,
. . . 0 > o

While the Uruguayan and Argentine milk industrics mcu,nsnll\o) ]dP axticularly

export market — above all the MERCOSUR sub-regional market and p

iy
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The dairy chains of cach of the four MERCOSUR countries are therefore

e be seen from the following table:

heterogeneous, as can

TABLE 1: Profile of M

ilk Production in the MERCOSUR Countries in 1995

Descrprion Brazil Argentina Urugnuay Paraguay
ill 7,500 mill 1,200 mill

Milk novdienian {liers/day) 17,400 mit . mi 430‘0&
N \'hm!'milkcn\\s 19 mill 2.38 mill 348,000 517,000
Numb
Tiendprection (e conycar) 200 LI 2280 1850
Number of producers 1.2 mill 22,000 8,000 1 42’000
Consumer price of milk 0.65 0.75 0.55 -
Producer price of milk(USS$/liter) 0.25 0.19 0.17 023
Consumption por capita (literfyear) 125 190 238 56
Tmparts (tons/year) 461,000 730 300 2,400
Exports (tons/vear) 0 100,000 80,000 0
Availability (lter/per capitajyear) 94 230 384 17

Source: Revista Gloria Rural, Dec. 97 and Indiistria Laticinios, Scp 1996. Presencation by the authors.

Brazil

After the opening of the sub-regional and global economies in the 1990s, the

Brazilian dairy sector changed dramatically as domestic controls, in place since the
late 1940s, were dismantled.

The 1990s were marked by three distinct periods. At the end of 1991, the
sector was deregulated in the midst of recession. This created serious frictions
benween different actors in the chain. From 1994, the Real Plan led to an
immediate redistribution of tax in favor of the popular scctors and to renewed
growth. Dairy consumption expanded rapidly (12% in 1995 and 8% in 1996),
allowing the significant growth in domestic production to be reconciled with high
l'c\'cls of imports. In 1995, MERCOSUR accounted for 43% of Brazilian butter
imports by volume, 36% of powdered milk and 16% of cheese. In 1996, these
}t)ht‘.rccntagcs were 65% for butter, 37% for powdered milk and 56% for cheese. At

actors in the chain - domestic production ¥s:

imports, cooperatives vs e . e
- multinationals. speciali diversified
. cialized dairie . small div
producers, formal vs. info > Sp d dairies vs. s

rmal sector. Thy L o] drive
oy 3 ou - 1C1PA
behind the transformaion, ghout the decade, the princip

g > s continued to be the - aditional fresh
milk markets with those for long life FUSAEEEEEIORIDCItE
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o the second largest company in Fhe sector. In response to the fa] iy ;
becoming the - market, Nestlé expanded into the long life market and, througy,
P““'fi‘fr_cd mqk I?]alcd ,ir_s presence in the ice cream and chocolate Sector. The
acquisitions, m?;a:RCOwR’S trade integration process, therefore, coincided With
consohd:;ililn; c;f the dominant position of those multinational companies with 5
a streng

presence in the other countries of the region.

The Brazilian dairy industry Is, _thcrcforc, 'undcrgoing a widc-rang'm

- following the rapid deregulation at the start of the 1990,
e T i ' hannels for raw material, T;
both internally and in 1ts rclatloqs with thc_supply chani ' ] rial. This
restructuring is taking place within a changing macroccononluc vauon';mnt: from
“stagnation” to rapid growth, followed more fCCC_nd.Y byas OTV own, bc growth
of the industry by segment is highly uncven — ra_pxd n some areas, slow in othc.rs B
and is taking place in an environment open o IMpoOrts. In .thc 1994-1997 period,
all prices in the sector remained below 1.nﬂat101.1. T!nc mdustry.h_as cxpand.ed
because of economic growth in a context of high mcom(?—elasncxty for dairy
products and the redistribution of market spaces — bctwcc.tn informal anq fo.rmal
sectors, sub-regional and national companies, cooperatives and multinational
companies. MERCOSUR’s impact can be seen at all levels: it has had an effect on
market competition for finished products (long life milk, butter), on sha_pmg
investment decisions in the powdered milk and cheese sectors, and on prompting a

. . . . . <«
greater level of organization of the actors in the chain, as exemplified by the “S0S
Leite” movement.

Argenting

While the dairy sector in Uruguay in the 1980s was characterized .by
comprehensive international specialization, during that same period the Argentine
milk sector underwent 3 transition (which was almost complete by the mid-1990s)
from relative sclf»sufﬁcicncy to comprchensive international specialization.

A number of factors distinguish the structure
from that of Brazil, The informal sector is minim
parts of the cheese sector which, as
activities. Productivi

of the Argentine dairy indust.ry
al, mainly exercising influence 1o

i Brazil, is quite backward relative to .othcr
. uvity, quality, concentration and proximity to raw matcrlal_iﬂl
increase th.c fficiency of the Argentine milk industry, as does the gcogmphlcal
ZlosncCl}trai?on Of, demand. The Structure and income lévcls of the population ate
Pﬂi)licslll%:rl;vc;?zc;:. eSpect to the strong penctration of industrialized products,

In the carly
over the last 20
and N

1 : "
990s, the three leading companies, cach with a stable presenc
years, were § :

, ancor, a cooperativ c tional company>
estié, a multinationa]. ’ l ¢, Mastellone, a na
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ver, the transformations in the 1990s and the
Howe k;:ts (above all MERCOSUR), as wey] as the ¢
export mﬂ:rc also changing the traditiong] profile of
P ?tt(:lrjl:i’cd a wave of new investment,
SEmMUE

growing importance of
hanges in consumption
the sector, which hag

In light of this recent rapid growth_ in the IArgentmc dfnxry sector,
tives, unlike their counterparts in Brazil, have also investeg o
coopcra )

increase capacity.

In Argentina, the contras't between t‘hc relative .sta!silil:y‘ of domestic
ion, with the exception of yoguwrt, and the rapid growth of new
e largely due to the increase in cxports generated by the creation of
investment, lSTthgC factors also help explain the investment decisions adopted by
——— tinational groups, with large investments in powdcred milk and
. larg? pt n forming one element of a sub-regional strategy triggered by the
chccsc-p lqductl? MERCOSUR. In addition to new investment gcarcq o the sub-
Con.mhdatloio in which national companies, cooperatives and n1MUn§ttonals are
fcgloml_ ol cg the leading companies are also committed to direct mvcstr{u'enc
cqzimtlllyc lz::zlt‘ilgn)of alli'l‘nccs in order to secure a greater presence in the Brazilian
and th ]
market for end products.

the regional
nsidcrably to
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: Argentina . .
;szfffanﬁé? the Main Dairy Indicators and Coefficients of Opening

powdered Milk (whole and skimmed)

86-88 91-93 T 9405

Production (tons) iy 4 170201
Toral consumption {tons)” 95,134 104,935 116,000
Per capita consumption(kg.jper capita.) 3.06 R 3.34
Exporss (ons) 8,844 13,657 59,639
Toral US$ cxports (thousands) 9,621 28,629 140,595

Average price (USS /kg.) a5 211 233\
Imports (tons) 1,849 22,307 9,322
Total USS imports (thousands) 1,827 38,042 16,884

Average price (USS /kg.) 1.19 1.71 ].BL
Exports / Production 9% 14% 359
Impons / Consumption 2% 21% 8%

Cheese (hard, semi-hard, soft and processed)
86-88 91-93 94-96
Production (tons) 263,489 208,505 383236
Toral consumption (tons)* 258,748 323,781 372,887
Per capita consumprion(kg, jper capita.) 8.33 9.72 10.74
Exports (tons) 7,916 5,572 12,536
Total USS cxports (thousands) 22,107 19,274 45,733
Average price (USS / kg.) 2.82 3.64 3.65
Imports (tons) 1,271 4,436 4,994
Total USS imports (thousands) 2,651 13,323 16,102
Average price (USS / kg.) 2.05 2.98 3.23
Exports / Production 3% 3% 3%
Imports / Consumption 0% 1% 1%
Yogurt (including cultured milk)

— 86-88 91-93 9496
;Z:r:z:sl;fx:::n (tons) * 2 22 : 98’6 13 222,91 :
Consumption per capita >(k ’ ] 134,370 197,298 223,655

R Cee i) | 4.32 5.92 6.44

Exports (tons) o

R —— 0 14 181

Impons (tons) J—

Expons / Production 0 107 1,157 |
Imports / Consuimpr; '\——‘9% 0% O—O/E-——'

Source: IS)ccrcmn' d““‘P“f’“ 0% 0% 1%
C:!]Culnr-ions, 3 de Agricultura, Ganaderfa P‘Hy Alilncntacién-sf\(‘!yt\ and FIEL (Argentina) and authors’
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Uruguay
Given the level of concentration and profile of its industrial Structur
is more like Denmark than its MERCOSUR partners. As

cooperative, Conaprole, dominates production and accounts
processing in the country and 85% of exports.

; ¢, Uruguay
in Denmark, one
for 80% of milk

Conaprole was largely responsible for a significant increase in milk production
from the mid-1970s onwards, as a result of which the share of milk in total
income from dairy products rose from an index of 100 in 1977 o 322 in 199;
while installed capacity increased from 100 to 229. :

The absence of multinational companies has been a notable feature of the
Uruguayan milk sector. Sm.cc this is no longer the casc, Conaprolc has Jaunched a
joint-venture with Bongrain, involving investment in a cheese processing plant
with a capacity of 170,000 liters per day.

As a cooperative, Conaprole faces the same challenges as the Brazilian
cooperatives (managerial professionalization, increasing resources, and adjusting to
an economy where brands dominate), and has therefore sought to associate itself
with the multinational company Bongrain, the world’s largest cheese producer.
Bongrain has a presence in threc MERCOSUR countries and a clear sub-regional
strategy that, promisingly, includes Chile.

As mentioned earlier, some 80% of Uruguayan exports go to the MERCOSUR
market, and 70% to Brazil. MERCOSUR is not only the principal market for the
traditional commodities of the dairy chain. The bloc is also becoming a key market
for the development of brand products, as is the case with long lifc milk cxp'orrs.
The alliance with Bongrain places Conaprole at the heart of a sgb-rcgnopal
restructuring of the cheese scctor, with a view to expanding to countrics ourside
the regional bloc.

Paraguay
sectors have

It was stated carlicr that the Brazilian and Paraguayan dairy :
ilk sector n

informal scctors of similar size. The industrialization of the m :
Paraguay, however, had its own particular dynamic bccausc’ 'of the per?T].l?c::]ch
of unprocesscd milk consumption, cven in the capital Asuncion. The .pre\zll ct i
this practice arose from the lack of refrigeration, both in the distribution c.xzuni.Z -
in most production sites. It thercfore hindered the dcchopn;anr lOf E’L)lbtt:]:;lll;cck
milk and led to idle industrial capacity, estimated at around 60 /o'. | :lbsa[cd 2 [hc’
Caused by the specific nature of demand in Paraguay, was cxacc

technical backwardness of milk production.
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significa.it

e s il

-« irs small size, the Paraguayan market 1s mceg{,;‘atc;j m. the dynamic "
ite 1 Y s \
el UR sub-regional market. It depends on powderzd milk imports from
the MERCOSd | uﬁ%rs trade pressures i1 the long life and yogurt sectorg. As fay
Argentina and alsO S 2 ' .
wg'mm ent is concerned, Parmalat’s presence complements the purchase of
vestm ; i - ] ) ; )
asgh .t from the Brazilian affiliate Tetrapak for setting up long life plants,
cqun’,C Dairy Industries, the fifth largest, has just concluded an agreemen %
arant b 4
Guara 1t anc? distribute products for the Argentine company Molfino Hnos g, A
represer ; e © comp: : .
Tl?c restructuring process, with the sub-rcgional integration process acting a5 4
talyst, is therefore now underway. According to a report by the Instityt,
catalyst, . it
. i 1 'malat became the second largest su :
Comunicacion y Arte (1CA), in 1998 Pmmal'_it bec : og pplier in
the capital and the third largest at national level, with 15.5% and 10.6%,
e 4 ' b . .
respectively. The three leading companics, Trébol, Lactolandia and Parmalat,
account for 85% of the domestic market.

5. The Development of the International Trade of the MERCOSUR Dairy
Sector, 1986-1996

Intra- and exira-bloc exporis and imports

The dairy trade of the MERCOSUR member countries has increased dramatically
in the decade under study,® especially with respect to intra-bloc trade.

MERCOSUR dairy exports increased from US$ 71 million in 1986-1988 to
USS 140 million in 1991-1993 (+96%) and USS$ 350 million in 1994-1996. In
value terms, exports in 1994-1996 grew by 151% compared with the previous
three years, and by 390% compared with 1986-1988. This growth in sales was

largely the result of intra-bloc dairy exports, which rose by 800% berween 1986-

1988 and 1994-1996, while extra-bloc sales increased by only 54% during the
same period.

The main export product in 1994-1996 was powdered milk, which generated

US.S 179 million, or 51% of total dairy exports with the highest rate of growth.
This product grew by 854%, between 1986-1988 and 1994-1996, moving from
second place in 1986-1988 (after cheese) to first place in 1994-1996. Intra-
MERCOSUR sales represented §

e 3 6% of powdered milk exports in 1994-1996, with
.xtra-MERCOSLm sales (lCCOllnting for 14%. Cheese was the second most
Important  export product

: in 1994-1996 S 95 million and
accountng for 27% of tota dairy exports, Lastes fan

The most impo

i rtant export l'Oducts fr o mal’kCtS
outside the bloc gre cheese, P f'om MERCOSUR countrics t

generating USS 27 million (45% of extra-bloc dairy

¥ .
This study examiy

ied the av
1992 and 1993, iy

¢ of tf 5. : R 1991,
3) 1994, 1995g and Jérgc;ﬂ"% year periods: 1) 1986, 1987 and 1988; 2)

198

ot e
Brazil, Mercosur and the Free Trade Area of the Amet






6. MERCOSUR'S impact on the Dairy Sector

MERCOSUR's Impact on the supply and Demand of Dairy Products

The dairy sector has been onc c?f the most receptive to the productive
crangformﬂtiéns that have taken Placc _m the sub-rcglonal cconomy, and to trade
integration in MERCOSUR. While high growth in pl‘Oductpm consumption,
investment and dairy exports in the 1?905 cannot be divorced from the
stabilization carricd out by member countrics, MER_COSUR.has played a key role,
being responsible for much of the strong growth registered in the above variables,

With respect to demand, the creation of MERCOSUR involved a widening of
the internal market for member countries, with access to a market of 200 million
consumers. The elimination of trade barriers meant that the increase in demand in
the sub-region, mainly in Brazil, could increasingly be met by competitive exports
from the member countries, which partly replaced exports previously subsidized
by the EU. This led to a fall in domestic prices in Brazil.

In terms of supply, the attractions of an cnlarged market in MERCOSUR, and
the significant comparative advantages in the sector, have generated substantial
foreign capital inflows. The creation of MERCOSUR led to greater competition in
cach country and at the sub-regional level. This competition led local and foreign
companies to invest heavily. These firms penetrated the sector through mergers
and associations with companics already established in the domestic markets of the
member countrics, evidence in many cases of clear sub-regionalization strategics.
In other instances, the process cntailed the first-time participation of new
multinational companies, and of investment funds interested in acquiring firms in
the sector bccagsﬁ: of its high potential for growth and for generating value-added.
Grcater competition stimulated an increase in investment and productivity, which
n tun led to a significant transformation in the MERCOSUR dairy sector, especially

in the i i talizati i
n th l?dustml, technology, specialization, scale, management, marketing and
distribution structures, .

The impact of MERCOSUR on investment

, and productivity has varied from
country to country, between the milk- ’ i

and according to the s groducing and the industrial. dairy SCCtor'sc,
stability has been more importa tf? g conccmcc.i. In Argentina, cconomi
in the milk-producing sector hn or the growth of investment and productivity
cconomic stability has also ]t ,ﬂn B dc"‘:lop.mcm of MERCOSUR. In Urugy:
although the country’s i P _g)cd = key part in expanding the domestic market,
establishmenr of Mep e Jertion o the international cconomy prior to -

A ayed an important role. In Brazil, and 0 2

OSUR has 3
ICSSCI' dcgrcc { aiso pl
in Para . ;
given milk producers a predominant

guay, MERCOSUR |
role, thereby lead; o o
Yy leading 10 4 significant fall (by 34%) in the producer price of milk
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factors, such as the scasonal and the climatic, Which

ion 1 ates other
qnation incorpora _
N a5 2 raw matcrial.

affect the production of milk

In eeneral, the prospects for the dai.ry sector at tl?e sub—rcgiongl and globa] leve]
in Lhcincdimﬁ and long term arc posm\_fc. The national com.pam(_-:S, :?s well as the
multinationals, have advanced greatly n terms of sub-rcglonah.zatlo_n, and the
dairy industry is one of the sectors that has integrated most rapidly in termg of

output and trade.

In the short term, however, the MERCOSUR countries will need to overcome
the crisis brought about by the devaluation of the real in Brazil, which occurreq
amid an international environment weakened by successive financial criges,
Commodity prices in international markets have fallen at the same time a5 5
slowdown in many of the dairy-consuming markets led to a reduction in demand
and to greater coinpctition between exporting countries. Protectionist measures
for the sector were increased in most countries, signaling a retreat from what was
agreed in GATT. Recession in the MERCOSUR countries is coinciding with the
devaluation in Brazil and the fall in domestic and sub-regional demand, as well as
with a worsencd financial environment marked by a lack of liquidity and an
increase in interest rates.

Regionalism and Patterns of Trade

MERCOSUR has been very important in the development of dairy trade between
mcr.nbcr countries. This has not, however, been at the expense of extra-sub-
rcglonal.imports and exports, nor has it aimed at diverting trade, increasing prices
or cicating other inefficiencies that might be generated by closed regionalism.
Indeed, the reverse has occurred. MERCOSUR has not only reduced protection
levels iIll the 1990s but, in terms of production and external trade, it is one of the
least distorted sub-regions in the world — free from subsidics, quotas, price
controls and other protectionist measures that affect the larger dai’ry producers in
the developed countrics. Since the establishment of MERCOSUR, there has also

been a notable increase ivi i o
; ¢ mcrease n productivity, which has resulted in a reduction in
producer and consumer prices.

MERCOSUR’s dairy : . . ;
Unigisy aod & fy scctor €oys comparative advantages — particularly 10
Prin:ipalllv?d;c & %ﬁ:t:m, IJBr:ml 18 now acquiring such advantagces. This 18

Ry ' the secto g . . . .

trade pattern is well esrah; iglcatcr sub-regional orientation. In this respect, the
tegionally to nearby conrcrr o LI i @ world-wide tendency to export SU”
of daiey produne in;ug in view of the natural barriers affecting the transport
dairy products with hié—‘-\c]ra\—grla ;ow unit value, and the perishable nature of s0™°

¢ AGGE . q )
0 markets outside the gyp.re Li \’all]uc (for example, cheese). MERCOSUR C}‘Pcnlts
¢ sud-regior . . -

1993 and 1994-1996), 46 havcg : ! N also increased (by 38% berween 199(y
mports from extra-sub-regional markets (by 65%
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ducts, mainly powdcrcd milk, where quality levels are already comparable With
pl'O ucts,

international standards. '

In the short term, the MERCO'SUR'daixy s_c:ctor is faFmg-a n}lmbcr of in_’POI‘tant
challenecs related to the devaluation 1n 'B.razﬂ and tl.u: 'mtcTnat.lonal ﬁnz_mcml Crisis,
liieh r’has led to increased competition, IOW-CI mtcmatlonal. prices and ,
strengthening of protcctionist_ mcasm:cs on the part of 1?1.ost COl]ntl'l?_S that h-ave an
impact on the sector. Tough mtcl-natnon?l markeF conditions make it very difficult
for cither Argentina or Uruguay to redirect their exports .towards third markets,
These difficulties have been exacerbated by the slowdown' in growth and the sta
of a recession in the domestic markets of these t.wo countries. I?omcstic demand ip
Brazil, which is the principal market .dcstinanon 'for .All'gcntfnc and Ul'llguayan
exports, is expected to fall significantly in 1999. This .w111 invariably lead to a fall in
demand for Argentine and Uruguayan imports owing to the devaluation of the
real and, more importantly, to the recession.

Given the existing international market environment, Argentina and Uruguay
will find it difficult to diversify their export markets, which are at present
excessively concentrated in Brazil. On the one hand, the purchasing markets in
Asia (and cven in Russia) have contracted significantly, a situation that is likely to
persist for some time (at least 12 or 18 months). On the other hand, the markets
of the main developed countries, the EU and the United States (and cven Canada),
are practically closed to dairy imports, except for those covered by GATT Uruguay
Round commitments. These countries are also partly watcring down their
commitments to reduce export subsidies, as agreed during the Uruguay Round,
making it additionally difficult for MERCOSUR countries to export to third markets
(for example, Mexico, the Caribbean countrics or Africa).

BmZ!_l aims to become self-sufficient in supplying its domestic market. If its
production continucs to increase at a steady

i pace, consumption will also increase.
Given low

L JOW per capita consumption, it is also expected that dairy consumption will
stcadnl:\~ rise, as the power to puichase these products increases, whether through
“:?ﬁ;c inereases or a relative fall in prices. BraziPs aim of becoming self-sufficient
‘c;clm ;cd?cx;? on .whcthcr _thc cxpansion? in productivity outpaccs increases m

 Wworth noting that Brazil has the same scasonal cycle of milk

production a5 A i ! ‘
oo oo A0Benuna and Uruguay. If Brazil succeeds in becoming self-
suiticient it will force he other

X . MERCOSUR countri ~ net exporters 0
markets outside the sub-region. ESIES tosbecomn) P

A particul ;

ar medium- o § . .
concerns the arbirraoe . t? ‘ong-term challenge facing the Argentine dairy sectol
arises from the opcon-iof vestock and pasture for different rural products. ThiS
: PHING Of new interpar: ] ince

Argentina recengly recoli%cr* international markets for meat cxports !
with "“CCimtion,'ch.r-,-,' i the starus of country free of foot-and-mouth discase

-y LNC Pl-oﬁtabllity and ProduCtiVity Of Argcntinc IﬂCﬂt Wi
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One of the most important challenges _f“d“g the .M ERCOSQR dairy sector is to
o ies outside the sub-region. The increase in productivity and
export 10 cyoungccnt years, with quality standards increasingly reaching the levels
c!?;c;n;);?t‘ Zrc,:mding countrics, demonstrates that there is scope for Competing
o 2
internationally.

The future of the international da.iry m.ark.ct s prgmisiﬂg in the mcqium R
long term, since dcmanq and PrOdUC’UO“ will mcmascrl.n a num.bcx.of regions. In
werms of trade, the regions that will bencfit most from an increase in worlg
demand for dairy products will be those that can producc.at the lowest cost angd
are able to export without the usc of subsidies. Il-'l'thls respect, MERCOSUR
exporters, mainly Argentina and Uruguay, are well positioned internationally.

In the furure, the dairy marker will be much more diverse in terms of products
and packaging. It will not be a market for products sold anonymously in bulk, but
will rather consist of a range of specialized products, designed to satisfy the nceds
of increasingly demanding consumers world-wide. In line with international
trends, the MERCOSUR dairy industry is increasing the sophistication and variety of
the products that it offers.

The multilateral liberalization of the dairy trade is on the agenda and is making
progress, but much work still needs to be done. This will take some time to
achieve, mainly because of trade barriers in the countries of the EU and, to a lesser
degree, in the United States and Canada. These countries have traditionally offered
high levels of protection too their agricultural and associated manufactures sectors.
In the short term, the measures agreed at the GATT Uruguay Round will afford the
MERCOSUR countries greater access to the EU and US internal markets, particularly
for cheese. Substantial progress in liberalizing the international dairy trade in the
WTO may be possible in the medium term, perhaps during the next multilateral

ne.gotiations of the Millennium Round, However, transparent global competition
will probably only be possible in the long term.

The . L o e
4 bloc'should _focus its efforts on negotiating the elimination of restrictuve
ro(;ircsdto ?tcmanonal trade, as well as of subsidics for exports and dairy
lrahc mcn(:;c rade promotion campaigns should also be organized; for example,
;,mmmpr counrmcs, cither individually or as a bloc, should establish 2
“OSUR stamp for use j Tete w ) L
T Siare cou',dp pla\}lS;n'malkcm with potentially large demand, such as ASI_;
developing these trade important supportive and complementary role 1
B aae py R A i
play a key role and « promotion campaigns, although the private sector Wou
"oordination at the MERCOSUR level would also be desirable:
der to climi
Mimate . a8
DS in interna the aforementioned obstacles to free access, as well
tonal markets, the role of exter L olving the
UR public secror 4 » ti¢ role of external negotations VO i
a bloc is essential. MERCOSUR’S main intcrest
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ers. On the other hand, the climinatio.n_ of export financing in intra-syp,

tes 25 is also stipulated in the Decision, woul.d put an end - in jpy,
s — to the business of financial arbitrage berwcen domegsr
r imports (and also for exports).

produc
regional salcs, .
MERCOSUR operation
and foreign intercst rates fo

Enforcing Decision CMC 10{94 v.vogld also Pc a st.cp in th‘c right direction
since it would eliminate distortions 1n intra-regional tla-dc, Wl_uch can affect the
efficient allocation of resources. It would also creatc incentives to ba§c these
advantages on the relative productivity and competitiveness of the domestic macyq
and microeconomic environment.

8. Conclusions and Recommendations

In the 1990s, three factors have had a fundamental impact on the dairy sectors
in Argentina, Brazil, Paraguay and Uruguay. Two of these factors are associared
with the sub-region, while the third is external. The sub-regional factors are, first,
the stabilization and structural cconomic reform carried out in these countries and,
second, the sub-regional integration process. The latter, together with the
simultaneous process of unilateral opening, led to the creation of open regionalism
in MERCOSUR. It is worth noting that the impact of sub-regional trade
liberalization and the non-discriminatory reduction of tariff and non-tarift trade
barriers was felt in both the Argentine and Brazilian dairy sectors as early as 1986-
1987. The third factor was the agreement reached in the Uruguay Round. This led
to a reduction in EU and US production and export subsidies — which, in turn,
resulted in a significant fall in European powdered milk and butter surpluscs — and
to the dismanting of the central planning bodices in the former Sovict Union,

which had 2 significant impact on international purchases and on the butter
surplus.

These three factors had a significant an
demand stiucture of

entering a new
eventually

d positive effect on the supply and
MERCOSUR’s dairy sector. The international dairy scctor is
phasc of greater discipline in terms of subsidies, which will
I lead t© a reduction in international trade barriers. In this new phase,
competitiveness is the key factor for success. The MERCOSUR dairy industry,

especially | ot ; .
mgrkct,h In Argentina and Uruguay, is thercfore well positioned in iee global

In terms of ¢ ;
¢mand, the stabilizat ' . . Jed
on o SUR I¢
on the ope hand, to processes carried out in MERCO )

an increase in purchas; TS
i L n in
member countrics; thi purchasing power and consumptio

On the other hand rhs prompted an increase in the demand for dairy products:
) 0c creation of MERCOSUR implicd a widening of the internal

un ~ ] _
The climination of trad U[l,m) 'Wlth access to a market of 200 million consumcrs:
¢ barriers therefore meant thar growing demand in the

N

—
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region, particularly in Brazil, was increasingly being mer hu
from the member countries, partially substituting subsidizedlE

In terms of supply, the stabilization, external opening, and |
dercgulation processes, on the one hand, and the development c;gf, wEII:C internal
the other, helped boost competition in each of the member CO’LlnthiCS OjUR by
sub-regional level. At the same time, the above factors created the cond?? atr;;h X
enabled this compctition to be cffected through heavy investment from ll(c))cn'lsl a ::
forcign companics. These firms positioned themsclves in the sector dl‘l‘OIilnh
mergers and associations with companies already established in the mcmbgcr
countries’ domestic markets. In many cases, there was evidence that a clear sub-
rcgional strategy had been adopted. In other cases, this process led to the entry of
new muitinational companies and investment funds interested in making
acquisitions in the sector because of its potential for growth and for generating
valuc-added. Greater competition stimulated an increase in investment and
productivity which, in turn, led to a significant transformation in the MERCOSUR
dairy sector, especially in the industrial, technology, specialization, scale,
management, marketing and distribution structures.

[ele)

competitive exports
U cxports.

In general, the prospects for the dairy scctor at the sub-regional and global level
in the medium- and long-term are positive. National and multinational companies
have advanced gready in terms of sub-regionalization, and the dairy industry is one
of the scctors that has integrated most rapidly in terms of output and trade.

In the short term, however, the dairy scctors in the MERCOSUR member
countries face numerous threats following the intcrnational financial crisis,
specifically the fall in international commodity prices and in world demand. This
has increased both the level of competition between exporting countrics and the
risk of greater protectionism in the sector. It may also force conm'trics to backtrack
on GATT-agreed subsidy reductions. In the domestic and sub-regional context, the

MERCOSUR countries have been affected by the strong devaluation and recession

in Brazil, and the consequent fall in demand, as well as by a'dctcnomuon in
cater shortage of credit and moncy, as

financial conditions, which has led to a gr
well as to an increase in interest rates.

These factors have affected the four MERCOSUR member

degrecs, as was also the case during the 1980s.
ry market from the early 1990s onwards

marked the end of 40 years of statc regulation whicl?, il? contmfst 0 the ]l?lt:zog;:
and North American models, impeded the modernization o.f .?rmmg.rﬂlSt A jus}
sector thus consists of more than onc million rural Prwucc';’.m-lc O:;:d 8,000 in
over 20,000 in Argentina, where production. i.s half that QF m[f:l-;(;my i; o
Ul'Uguay, accounting for 5% of total Brazilian production. Tata5H

countries to varying

In Brazil, the liberalization of the dai

e
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similar to Brazil, whi
production i Uruguay.

cre 140,000 producers account for less than hoyf the

itive environment transformed the indus.trial proﬁle. of the
The new comPCt_l well as the relative position of the leading companies, The
Brazilian qu’scctOhﬂzl, affected, leading initially to the sale of regiong]
cooperatives Were b )- c‘cntl 4 tf)t large dairics. The main beneficiaries — the
cooperatives and, more r¢ mzl’lltancously strengthened their control over the
multinational compa;l(f: ;sistioncd themselves in neighboring countries, taking
dgma;i:;";? il\l;cetgzzgr::pﬁical benefits of the enlarged market.
advantag

From 1994 onwards, the stabilization anfi subsequent growtl} .of th;: cconony
iallv increased domestic demand. This le_d to a recom_posmox.l o the a.CtorS
beSfﬁﬂUa ') d helped soften the impact of imports, which were Increasingly
m.t}_‘C c'hﬂminmlhc :'lERCOSUR countries. New lines of investment (for long life
:;{%l:n;:()‘ndgucﬁon) and the modernization of inst.allationi o:ombilrcxicdt v:;the stt;?l?sg
productivity growth in specific parts of the chain (bulking, co 7 .s ;ccf - no;
larger herds and increased yield per cow). Consequently, consumer p

move in line with inflation, and prices for raw materials fell by 40% between
1994-1997.

Today there is evidence of self-sufficiency in the sector, which .is bcgu'mu']gdto
prepare itsclf for competition in the international markets where mitk quaht).' 1s :;
main priority. The cooperatives that survived the turbulcna:: of the 1990s are .no”d
Testructuring, notably through management profcssionahzatlpn, ql'gnlulzatxon.f
flexibility and the creation of new partmer relationships. There is a hlgh degree o.
heterogencity in the different parts of the scctor, the result of changcs. in consumcr
patterns and the sub-regional restructuring of MERCOSUR’s productive base. Thi
principal actors in the sector are also demonstrating a higher degree 0
coordination, which is evidence of “patternization” and predictability in the supply
of raw materials.

In Argentina, dairy production incr.
accounted for 12% of toral
d:ﬁry

cased by 50% in the 1990s, while exports
production. Powdered milk and cheese were the maif

export products. The way in which the ranking of leading firms by
developed is evidence that ther

3 o - 1 1 o
I € 15 greater stability in the Argentine dairy sec ic
than in the Brazilian case, because of the relative stability of domcst
. X a
consumption. The development of domestic consumption has becn marked by
retun to the levels existing prior to the crisis of the carly 1990s, and by 2 SUO]}:%
. ’ t
: ; “onsumption. These factors, however, do not reflect b
‘mportant changes which ook Place as a result of the dynamism of the 1
. ' & companics have inves
f;flonal cooperatives are modcmizing and extend
C cooperative sector | ibiti
p tor s, therefore, nor exhibiting

. . ile the
leadin ted heavily in plants, “rhll(.: tis
. . M H 1 o '
ing their existing installat! djor
the same signs of crisis an
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vironment. Conaprole entered into @ joint venture with Bongrain, the leagy,
cn: . T . . R

heese  producer since Uruguayan milk is a key Palt of its Sle-l'CgIOna[
5 4 ' As a result of these multiple pressures ang new

izatl ategy.
reorganization Sratcg resu ;
: ow itself restructuring.

it is n
opportunities, Conaprole is

The Paraguayan dairy sector failed to industr‘inlizc, givcn the predominance of
unprocessed mitk consumption, even in the cap-ltal.. With the growth qf the long
life sector, boosted by the entrance of the mulunat_lonal Parma-lat, the Industry s
now restructuring through new investment by lcad'mg companies such as Trébol,
Lactolandia and Parmalat. The Iatter is now the third lafgcst dairy company. The
sector is strongly integrated in MERCOSUR through the import of powdered mijlk
from Argentina. The modernization of the consumer market and the growing
importance of value-added products is reflected in the agreement between Guarani
dairy industries, the fifth largest company, and Argentina’s Molfino Hnos. S.A. to
market the latter’s products in Paraguay.

Argentina and Uruguay account for most intra- and extra-bloc exports, while
Brazil absorbs most intra- and extra-MERCOSUR imports. Despite being the fifth
largest world dairy producer, Brazil has become the driving force behind
MERCOSUR’s international trade in dairy products. Brazil imported an average of
USS 471 million worth of dairy products in 1994-1996, about half of which
originated from outside the bloc. The strong dynamism of the MERCOSUR dairy
sector berween 1991-1993 and 1994-1996 was the result of increases in Argentine
and Uruguayan exports to Brazil, in conjunction with a rise in extra-sub-regional
imports to MERCOSUR, principally to Brazil, and subsequently to Argentina. Given
that at the international level there is restricted access to the markets of the main
producing and exporting countries (the United States and the EU ), and because of
the fall in demand from Asian countries (and Russia) following the financial crisis,

Ar.gcntinc and Uruguayan dairy exports ~ particularly powdered milk and long life
milk — are to some extent dependent on the Brazilian market.

scc::;n 1_SSUtCh:f crucial .importancc for the development of the MERCOSUR dairy
ris climination of non-tariff barriers for intra-bloc trade and the

establigh Foa .
iment and consolidation of the customs union. This requires compliance
the common external tariff, and the

wit 1 1
ith what is agreed, the Improvement of
k of discipline in this respect. The member countries must

elimination of the Jac
first comply wi isl =
N dm“i ;c l:lt_h Decision cmc 10/94 on limiting the use of temporary admission
as well as export financing for intra-bloc sales.
N MERCOS‘UR must integrate further
c sub-'rcglon to develop from trade i
Of key importance in th
be preceded by
Investment incentj

between 1999 and 2000, thereby enabling
s procciaies lmcgmtion to greater (.tcon.omic irftcgl‘?ti‘:‘;‘ci
2 Stge Of sorms nacrocc.on'omlc coordination, whljch s NO
ves. These issucs ; ng cooperation, and the harmonizationt
Particular, however, have provoked tensions

2]2 BN
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within MERCOSUR, especially since the devaluation in Braz
as quickly as possible to enswe the formulation of co
operative programs.

1, and must be resolved
ncrete agreements and

In futwre, the pattern of intra-MERCOSUR trade could change significandy ;

view of Brazil’s aspiration to become sclf-sufficient and, m 'Elfylof “cl‘mnﬂ)’ o
increasc its exporting role. As long as the trend towards incrcascdg lr(zfirunclz'to
continues, the MERCOSUR countries should find new markets for thciiz produl?tl.:
and transform themselves from sub-regional into global exporters. 7

MERCOSUR’s ability to export to countrics outside the region is one of the most
significant challenges facing the bloc’s dairy sector. The increases in productivity
and cfficiency achieved over recent years, as well as the rapid progress made in
improving quality to intcrnational standards, is evidence thar the sector is in 2
strong position to compcte internationally. The MERCOSUR dairy industry will
also bencfit if the sub-regional trend towards concentration and specialization is
accentuated. This is crcating a sub-regional market with few highly competitive
and quality—conscious competitors. The MERCOSUR countrics also  have
comparative advantages in milk production, in terms of the prices that the dairy
industry pays to the producer, which are among the lowest in the world. Producer
prices in Uruguay and Argentina are, in effect, only 2 or 3 cents higher than thosc
in Australia and New Zcaland, the most competitive countries in the world, while
prices in Brazil are slightly higher. The advantages in terms of the prices paid for
raw materials are, in any case, greater than in the EU or the United Statcs.

There arc, however, a number of other considerations, some of them very
important, that should be taken into account for the cven development of the
sector. These include the shortage of credit, and high interest rates, f.Ol' small- :'md
medium-sized businesses (especially in Argentina). A further aspect is tax evasion
in some parts of the primary production and processing chain, which results in
unfair competition for those who pay the corresponding taxes.

sector faces a number of important short term

5 . L . i . ion in Brazil
difficulties arising from the devaluation of the real and the FCCCSSI?,:}] in B ](;
. ] . . el H a fall 1 wor
together with the international financial crisis. This has led t? 4 ahesrand
L L i
demand for dairy products, greater compctition between exporting Countrics,

lower international prices.

As mentioned above, the dairy

i or
sy . : . : o more open than the EU
With respect to intcrnational trade, MERCOSUR 1S far more Ptcd e ks
the United States. It has also deregulated its markets and climina SSaes b
. " I 4
greater degrec. The bloc should thus focus 1tS cffonz %‘,’(S = C\'pOl‘; and
™ . PR 51d1C 2 ¢
climination of restrictive international trade barriers fll;d SS b.tc d States and EU).
dairy py P : or awries (the Lnt e
o e M3 roducer cout P
Iy production in the main p d: for example, the member

: ] . . o anize
Trade promotion campaigns should also be organi
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countrics, either individually or as a bloc, should cstrl‘l?llsl}r il .MERCOSUR stamp f,
markets with potentially large demand, such 1'15 ‘Ab'l:'l. 3 1$ 1st:lFe could play i
important supportive and complcmcprmy IOIL. I developing  thege trade
promotion campaigns although the private scctor \\.r?uld play a key role and
coordination at the MERCOSUR level would also be desirable,

The role of external negotiations involving the M ER‘COSU.R pu_bli.c sector qs 5
bloc is essential for eliminaring barriers to access nnd. dfstomons N internationg)
markers. With respect to mternational trade ncgotmrlons: MERCOSUR’s main
interest should be to strengthen the non-discriminatory multilateral svstem for the
reduction of trade barriers, and to propose a new multilateral negotiation in the
W70, The new “Millennium Round” of negortiations will probably begin around
2000. A nmumber of critical issucs for MERCOSUR, such as global trade
iperalization m the dairy and agricultwral/agroindustrial scctor, as well as the
climimtion of subsidics in the sector, will be difficult to resolve through trade
preference agreements with either the United States or the EU. The new WO
round will, therefore, be the most cffecrive discriminatory  mechanism for
continuing to reduce world-wide barriers and distortions thar affect global trade,
© advance in  the internacional  liberalization of the cairy and
sgricultural/agroindustrial sector, and to strengthen global disciplines to guarantee
market access, particularly to the large, developed cconomics.
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JABLE 4: Wworld Trade in Dairy Products - World Exports 1997

000 Metric Tonnes
o —

CHEESES

WHOLE M

———
SKIMMED P)M

R —"
S BUTTER TOTAL
OCEANIA 349 455 421 o —
e % 423 1.648
EOROPEAN UNION 471 541 282 225 1519
/——""—’- .
NORTH AMERICA : 55 1s ”r = —
ORMER SOVIET UNION 4 5 ” - =
-_ = A3 2
_E_\_S_’l ERN EUROPE 16 %0 e =
SOUTII AMERICA 20 57 16 : .
“WESTERN EUROPE 6l 3 —
—iNl)] A 8 s
J\Slf\ 4 4
"SOUTH ASIA . >
TOTAL 976 1.077 1.005 779 3.837
World Imports 1997
WHOLE M SKIMMFD PM RUTTER TOTAL
FORMER SOVIET UNION 60 60 278 198
NORTH AFRICA 115 125 50 290
SOUTH AMERICA 177 97 9 283
NORTH AMERICA 23 133 25 181
EUROPEAN UNION 4 62 91 157
ASIA 32 83 ] 116
EASTERN EUROIA 3 8 11
OCEANIA 2 2 4 8
5 5
SQUTH ASIA
4 4
EATERN EUROPA
0
INDIA
453
TOTAL 413 565 475 1.43

SOURCE: ¥AS, USDA (Foreign Agricultu

Brozil, Mercossuy and the Free Trade Area of the A1

JIC) Il

ral Service, US Department of Agriculmre).




TABLE 5: Dairy Exports of the MERCOSUR Countries,
Intra-2Zone and Extra-Zone

000 US$
Argentine Exports s 91.93 9496
DESTINATIOR 6.859 20759 15187
BRAZII. 8 18.699 26.742
PARAGUAY 3 131 932 )
URGGUAY P 39580 179371
MERCOSUR TOTAL 21050 17.443 34.169
EXTRA-MERCOSUR TOTAL = 53.817 210, 623\
WORLD TOTAL = e
Brazilian Exporis
DESTINATION 8683 2 9;)5 941-972 P
ARGENTINA s 6'77] 2:157
PARAGUAY ” 53 176
URUGUAY ” 7129 4.099
MERCOSUR TOTAL
EXTRA-MERCOSUR TOTAL 1.753 =0 il
WORLD TOTAL 1777 11.433 10.336
Paraguayan Exports
DESTINATION 86-88 91-93 94-96
ARGENTINA - _
HRAZIL. 78 22
URUGUAY . -
MERCOSUR TOTAL - 78 22
EXTRA-MERCOSUR TOTAL - 3
WORLD TOTAL - 78 22
Uruguayan Exports
DESTINATION 86-88 91.93 94-96
ARGENTINA 8.000 25.549 23.424
RRAZIL 17.248 23.438 82.825 |
PARAGUAY 1 128 208 |
MERCOSUR TOTAL. M5 19115 106.457
EXTRA-MERCOSUR TOTAL T 32.075 19.980
WORLD TOTAL 40775 71.190 126.437 |
MERCOSUR Countries Totq]
DESTINATION AT 86-88 o> 91.93 9496
32203 95.912 289.948
——f 3922 13821 60.386
67.757 | 136.518 347.417
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TABLE 6 Dairy imports of the MERCOSUR Coun
(a-Zone and Extra-Zone

tries,

Int
000 Us$
Argentine Imports
ORIGIN 86-88 ’-_\ —
—— 9B =5 | 9496
Vil —
- i 2d 2.084
PARAGUAY = 0 |
SUAY 7.648 -
URUGUA 27.352 18.052
\ERCOSUR TOTAL 7.0648 30352 20.136
CTRA-MERCOSUR TOTAL 2.94) : =
EXTRA-MERCO! 55.982 43.140
_:\-mun TOTAL 10.589 86.333 63.276
grazilian Imports
ORIGIN 86-88 91.93 9496
RCENTINA 7.458 24254 164746
PARAGUAY - 78 28
T 16.953 24.267 82014
MERCOSUR TOTAL 24.412 48 599 246.788
EXTRA-MERCOSUR TOTAL 106.851 106.924 224619
WORLD TOTAL 131.263 155.523 471,407
Paraguayan Imports
ORIGIN 86-88 9193 9496
ARGENTINA 20 3.630 13132
ARAZIIL 1 756 790
URUGUAY 124 85
MERCOSUR TOTAL. 21 4511 14.007
EXTRA-MERCOSUR TOTAL 519 1.389 766
|_WORLD TOTAL 540 5.900 L7704
Uruguayan Imports
=3 9496
ORIGIN 86-88 91-93 .
_ARGENTINA 22 155
BRAZIT, 1 186 177
[ —
PARAGUAY e
B 1.142
|_MERCOSUR TOTAI 22 34] o
| EXTRA-MERCOSUR TOTALL 415 S 5.030
W 1.161 -
| WORLD TOTAL 438
— P
| S
=
—
S
—

-
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£zCOSUR'S IMPACT ON THE DEVELOPMENT OF THE MACHINE ToQ SECTg
M

o] Chudnovsky and Fabio S. Erbe

Dani

1. Introduction -

HE CORE OF THIS ARTICLE CONCERNS the lolc‘ played by integration i e

nerformance of the mach.mc tools sector. Asscssgmg the Cffjccts of i“tcgratio,]
howclvcr‘ demands consideration of the technical P CC?I1F)IU1C Characteristic 0;'
the industry, the regulatory frmncworlf of the tegration process, and g,
evolution of the industry in the sub-region. ’ic firse fOU{' scctions very bricfly
address these issues, the fifth analyzes the effects of the integration progess i,
detail, and the final section briefly outlines the challenges and Prospects of the

machine tools industry (MTI) in MERCOSUR.

9 Technical and Economic Characteristics of the Machine Tools Industry

From the technological point of view, the MTI is a strategic sector in as much i
it is the heart of the capital goods industry and produces “machines thar make
machines”. This means that the MTI is a locus for accumulating and diffusing
technical progress throughout the whole cconomy.

One of the main structural features of the MTI is its heterogeneity, evident not
only at the level of products - there ar¢ more than 3,000 types of machine tools
(MT) covering a broad range in terms of performance, durability and price - but

also as regards the manufacturers, since small family firms coexist with large
business groups.

MT aie usually mass produced, and the process requires a large number of
qualified personnel (engineers and specialized operators). Economics of traning
arc therefore of particular importance. In most countries, MT are manufactured

using parts and spares that are bought from specialized supplicrs. In the 1970s the

techni i : . | ;
hhmcal basis of the industry, originally electro-mechanical, underwent a radical
thange as a resule of the in

G, which arose frop trloductic?n of electronic controls “(numcx:ic i(;);ltf;ili;
transformation prompt da technological amalg..qm.known as l]].CC:ItIOﬂ’l “'rlcdgc
required o progi pted, on the one hand, a significant change in the ‘Lno 4

Produce MT and, on the other, a relative increase in ccOROMIEs of sca :

Although th; techni | o
more \\:Jidc;-!s ";"f' technical basis has now matured, the usc of numeric S
read in | chi ' . :
: P MT for chip removal than in shaping machines.
he production of MT w.

mdpstrinlization (especially
Switzerland gng Iraly), 1n ¢
market and became ,thc m
South Korea, Taiwan gpg

)

4 concentrated in the countries that Jed in(c"“nnoﬁ
the United States and Germany and, nf[c.r (:l;[ry
'¢ Post-war period, Japan cntered the hea'y lﬂ-‘[ by
AN producer and world exporter, followed .h“i,“- in
more recently, China. In the West, and in partict
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United States, MT production suffered a sharp decline

the but managed

N . ) anaged to recover
from the cnd of the 1980s (sce Table 1 for data on i production 1gnd exports b
country)- 3

In MERCOSUR, only Argentina and Brazil have an since Pag
import all the MT they y sy and
Uruguay import a 1¢y consume. Nevertheless, as can be scen in Table 2
chere arc cnormous structural differences connected to the size of the Brazilian s
industry (BMT1) and the Argentine (AMT1), their degree of opening and their
regional orientation. T hese issues arc analyzed in detail below.

World-wide, icrc.nrc high indices of inwa-industrial trade in MT, while the
produccr countrics display a tendency to specialize in products with specific
characteristics (for example, Germany is known for its high-performance and
refatively costly machines). The leading producers therefore usually record high
indices in the export and import of products, except for Japan which imports
relatively few. International investment is much less than trade, although ir has
increased in large part because of Japanese expansion into the markets of the
United States and Western Europe. In MERCOSUR, Argentina’s import and export
indices exceed those of the leading countries, while in Brazil the mdices have
increased substantially in this decade (mainly imports). The Brazilian casc is also
notble for the marked presence in its M1 of the subsidiaries of forcign
companics.

The dvnamism of the MiT clearly depends on the development of industrial
im'csmlcﬁr, particulariv in - the  metal-mechs HC o secror (“’?fl_“” “'.hit'h ) the
automotive sector stands outj, and on the availaility and condiir s of Cl'Cdl[.r()
acquire capira! goods, as well as oonowage costs -.md. exchinge raws. The
governments of the countrics where the main MT nRBUECTLICES OPCRITe, np;lf‘f
frors the influcnce that they have on dynamism chrough thew :11;1C|'(?cc01101111-g
policics, intervene directly in the development of the indury by “E'PJ-‘"”:"‘C.TP‘?”_
promotion mechanisms, f‘vrnrufion AgaInst imports, credtr 1‘~”.d lf-‘:““ ”“CC_"J[N‘:_‘\":'\
production and  technological  developimenr, and - gonn it .’.AL«.LN.I:.III‘“
berveen smanufacturers. as \:'cll as berween 1n;umt'.1c',¢;;'us’ 11\{ l'H:“ w‘l“lu
note should be raken of sasGnyaL urir\\ f-llﬁlgi:\l\’.afaitd‘?nll:c "‘“mm, i ihe
thar cntered the industry after the Second ot Cg o protection that provailed

United Searcs ‘reostr. the relagvel high - e
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isms were also adopt i
imports rariff and exchange rate mechanism pted to Stimulage
2]

Imports.

u F:1)1Arszcntim, this profile was maintained thrqughout the post-war P_Criod ut
the end of the 1970s, when the AMTL Was decimated by a combmaFlo“ of low
rariffs and an overvalued cxchange ratc, couplgd o :m. ““d)’mm_lc domestjc
;nmkct. Despite the fact that protection mcc.hamsms were recstablished in the
1980s, their scope Was reduced by low grow.th in the (:lOI‘l'lCSth market and the lack
of competitive mechanisms for domesuc financing. In that context, the
Iiberalization of trade with Brazil from 1987 (the outcome of the bilatery)
agrecments of the previous ycar), was fundamental to the survival of the industry,

In the Brazilian case, the import-substitution regime remained in place until
1990: once the bilateral agreement was signed, Argentine machines began to enter
the marker, even though the regime of relative protection against imports from
third countries was retained. Until the end of the 1970s, the BMTI even enjoyed a
domestic internal market that was expanding and, after 1964, credit mechanisms
that benefited the salc of MT producrs.60

In the 1990s, the two countries’ development strategies began to converge,
especially when the stability plans were implemented in Argentina in 1991 and in
Brazil in 1993. Beyond monetary reform, both countries resorted to an exchange
rate “anchor” that provoked severe deficits in the current account, which entailed a
need for substantial funds in the capital account in order to maintain an even
balance of payments. In this context, imports of capital goods were seen as
strategic since, despite imposing a burden on the trade balance, in the long term
they must prompt an increase in the productivity of the economy, expanding
exports and fostering growth. The macroeconomic policies adopted in the two
countries, particularly the combination of an overvalued exchange rate with high
interest rates, provided a strong stimulus to MT imports. The tax burden on local
production and imports seemed to have an identical effect.

In i : . o , e .
” both economics, the incentives arising from macroeconomic policies Were
upled to a profound liberalization of capital goods imports and the climination

of non-tarj i i i | -

i rh‘alff :amcrs.’t}s regards the tariff regime, the Argentine system 1S more

1995 ur :] the Brazilian and tariff protection reached zero in the period 1993
< until negotiation of the

P MERCOSUR common external tariff (CET) radually
raised ie- ‘ > al tanff ( g
dr':;ic;; 't(i)n lg\% ™ March 1995 and 14% in August 1996. In Brazil, tariffs £l

Y e period 1990-1995,“1 a decline accclerated by ncgotiation of the

—

0 .
Malnly lhro%h
the FINAME st . ial
Development, gaps. AME, 3 subsidiary of the National Bank for Economic and S0¢i

For example, th v
Ple, the tanff on numeric control MT feli from 65% in 1990 to 17% in 1996.
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4. Development of the Two Industries

The Pre-Integration Stage

“The machine tools industrics of Argentina and Brazil have the same origin,
since both developed spontaneously in responsc to the stimulus that |q cal
production received as 2 result of restrictions on IMports. In both countries
production was begun by immigrants, 1.mmly .of Itahan‘orlgm; “I;‘ls.baScd on the
knowledge that they had acquirc_d 'm.thcu' countries ofl‘ origin; and was
supplemented with activities to repai, imitate an-d adapt the imported machines,
In both cases, the machines made were relatively simple.

The two industries grew in a similar manner until the second half of the 19505,
when the affiliates of foreign (mostly German) companies entered the BMTI (but
not the AMTI) to supply the automotive sector that was being established in Brazil
during that period, stimulated by incentives to substitute imports. These affiliates
of foreign firms produced their simplest models in Brazil, based on technology
provided by their parent companics. The large national firms, particularly the
leading manufacturer of lathes, faced the changes in demand and competition by
expanding their productive capacity and availed themselves of the agreements on
technology imports to modernize their product lines.

Despite differences in terms of the actors participating in the sector during the
1950s, both industries developed similarly until the end of the 1970s, when
Argentina introduced a profound program of trade liberalization in a context of
rcccss.ion. By contrast, the BMTI enjoyed protection against imports in a rapidly-
growing economy. Thereafter, the two industries followed very different paths.

With the opening to imports, the AMTPs output fell in 1979 and declined
sharply as 9f 1980. In 1982, 2,500 units were produced, nine times less than the
record set in 1973. Output by unit remained at very low levels until 1986. Until

the Opening to imports of 1977-1981, the AMTPs output went mainly to the
domestic market. Althoy

imports. th ; gh there was some displacement of local production by
b po in 1: e cst impact on the sector sprang from the fall in the demand that

°8" In 1378, since many MT users decided to discontinue production before the
opening to imports.

As well as supplying between 80%
(and around 60% by value), the Arge
export flows in 1974 and e

and 90% of apparent consumption by unit
T ntir}c industry began to gencrate significant
CXports went to the L;;:‘;::: 'ts maximum export value in 1980. Most of thlc
machines that competed ade Uatcclrlc'an market, consisting of relatively sxmpf
sources. Such machines Wl:r;:ant gﬂ";utfypc and quality with machincs from othicl:
Brazil. These CXPOITS, especially gt t}?:t}:rc: élscwhcre in the region, c-:xccpttl ’

gh level of demand in Mexico, part!y
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relative protection against imports, although such protection was justificq .

means of securing high trade surpluses to pay the foreign debe service, rathey &
' stiruting | jalization strategy.

as an import-subsututing industrializa gy

The Period of the Capital Goods Protocol (1987-1990)

In 1987, the Capital Goods Protocol to the Arg§ntinc-Brazilian integration
agreement came into effect; scveral types of MT were included. Although exports
to other destinations also increased, the Brazilian ma_rkct absorbed almost three
quarters of the value of Argentine exports 1n thc. pc'nod 1987.-198?.‘Th'c fall in
sales to the domestic market as a result of the decline in economic activity in 1988,
which worsened in 1989 and 1990, meant that exports acquired increasing weight
in Argentine MT production (see Table A-1). In turn, the incidence of imports in
apparent consumption was very significant throughour the 1980s. For the largest
imports, from 1987 on, the industrial promotion systems that allowed MT
imports to cnter free of the corresponding tariffs, and the concessional credit made
available by the Tralian and Spanish governments, clearly played an important role.
From 1988, imports of computerized numeric control MT acquired particular
significance, since they accounted for 80% of the consumption of such machines.

While output stagnated in the first half of the 1980s because of the contraction
of the domestic market and the decline in exports, in the period 1986-1990
exports became a key factor in the performance of the sector. Imports also grew,
though not at the same rate as exports. The increase in production from 1986 was
not only the resuke of greater demand, first in the domestic market and then in the
Brazilian market, but was also a reflection of a change in the type of MT being
manufacn'ucd. The most significant change was the greater portion of MT with
computerized numeric control in the value of output. Total value Pyoduced in
1985 (6.4%) grew 10 30.4% in 1989, and then fell to a quarter in 1990,
sigl?fl:::tt};&:‘:(;;;“\l:;::\i?z:? llu;ncriF control, the only ones that attainc.d 21
reached 86% in 1988 and l:lm‘r Izzg ‘;}Clﬂo.n g wh.osc cxpox:t coctficten
roductiviry i *r fell. There was a notable increase in the labor
productivity, the first in the sector for many vyear: : - use of installed
capacity and hence the attainm Y yea1s, oing to beteer use of 1

the composition of nment of certain economics of scale and the change 1D
Of production mentioned earlier

'm the period 1984-1988, Brazil
driven by exports and .

therl experienced limited economic growth, initially
111 \
Conscquently, :

domestic demang i pparent success of the Cruzado Plan.
reflected in the Verage g or machine toolg recovered markedly. This was
which was 2.4 times highc;l ah\'aluc of Brazilian output between 1986 and 1988,
recovery was due cxclusi\.‘clt,an the average i the thiee-year crisis period- This
accounted for barely 59 of to)t 1t0 sal?s i the domestic market. since exporss

7 sales in the three-year period. As L;SU’IU)’ happenss
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jmports rcac.tcd sgmcwhat later and began to grow in 1987
of the period, imports accounted for 24% of appye. In the fast two years
comparison with 9.5% in 1986 (sce Table B-1).66 Pparent consumption, in

This huge cxpansion of the Brazilian market favored 11
segments of the BMTI and led the medium-sized naé'“ t.\.lc
adopted 2 “subordination” strategy (Erber and Vermulr lorllz
with numeric control although without threatening th?’lmdg' :
produccd more complex and more expensive g00ds. In 198‘9 ugg c.o)mpamcs t'hac
of numeric control MT was equivalent to almost ten times th,c ;jzlls Producmon
reaching ncarly 44% of the industry’s sales. At the same G gz:z;g;lgut;:ut}

’ ent o

the Brazilian market opened the way to the entry of Argentine products, especiall
lathes with computerized numeric control. » especially

growth of all the
companics, which
3), to produce MT

This expansion cycle of the BMTI changed course in 1989 because of
macrocconomic difficultics and, from the following year, because of st‘ructur(')ll
reforms (prominent among which was the opening the BMTI to imports). chéc
in 1989 the production of machines fell 20% over the previous year, and in 1990
the fall was over 11%. Total exports, although growing, continued to account for
only a small share of output (7.6% in 1989-1990). Despite the crisis, imports
.cror;;inucd to grow and represented 31% of apparcnt consumption in 1989-90 (sec

able B-1).

The Performance of the AMTI in the 1990s

The sector was very weak in its technological and managerial capacities as a
result of the opening to imports in the late-1970s and the crisis of the 1980s.
Although access to the Brazilian market at the end of the last decade opened new
possibilitics, it was insufficient for the sector to reversc its scrious structural
weaknesses, which were mainly evident in the failure to upgrade equipment and
processing and product technologics, as well as in the lack of financial and
managerial resources for modernization. In these circumstances, the bias of
¢conomic policy in the 1990s and the govcrnmcnt’s attitude towards the demands
of the sector formed a very unfavorable backdrop for the scctor’s development
and, as a logical consequence, existing structural weaknesses deepened.

As regards local MT production, Table A-1 reveals a Ficclmmg trend mf t.::c
1990s; indecd, in 1996 it reached a low of USS 24 million. Vthlc part of the

hysical volumc also

decline in the valuc of outputr was due to lower prices, p

R . | l
Jinc in the Argentine Case. In the

a dividing
s ad - degree of

"
T 1odici ; . a =
¢ periodicity cstablished by the Protocol acted  focring the d brorcit

a situarion did not arise,

Brazili
Azilian case, by contrast, such :
o : wdustry and trade.

Importance thar each country assigns to the MT it

s

Braz; ,
“2il, Mercosur and the Free Trade Area of the Americas




T o

d result of the closing of busincssc?.(’? In 1997 thcr.c Was 4 slighy
contracted as 3 ¢ but it is too soon to be optimistic about a possible reveysy| of
rcw@ddﬂl;ﬁip “r,oduc:ion of parts and components for all MT has osciliggeq
?1:03;;0;( the F:iccadc, with an avex_'agc vah-lc of Ql‘omlfdf_U.Sl$> 6.5 milliop in
;onsmnt dollars. The different trends 1n the production of finis 1cd'MT and parts
seem to suggest that the manufacturers of parts and components P.lO'dLICC fo'r the
used national MT replacement market and/or that some manufacturers of finished
MT are also producing parts.

The fall in output promPth a severe contraction in cm'ployl?)cnt. In 1988,
1,870 people were employed in the sector. Some 1,256 remained in 1991 and by
1997 this figure had fallen to just 763. For the MOSt part, Operators were let go,
but a relatively large number of technical and professional jobs were also lost (20%
of the total in 1991 and 1997). As employment declined more than output, labor
productivity in the scctor increased by 19% (in constant dollars) between 1991
and 1997, well below the index for all manufacturing industry, where growth was
of the order of 58%.% The increase in labor productivity indicates that labor costs
do not have a major impact on Argentine manufacturers when it comes to
producing quality MT, despite business claims to that effect.

The outpur of MT with computerized numeric control performed better than
that of conventional MT, since it came to account for almost half of total
production. Lathes with computerized numeric control were the main product,
although there was also increased production of machining centers. Although the
index of import penetration of MT with computerized numeric control has been
almost as high as that for all MT, local production has been better able to resist
import pressure because of the strategy pursued by the Promecor firm, which
made the company the local leader in that catcgor)r.(’g As to the composition of the
output of conventional MT, there was a relative fall in the output of boring
machines, conventional lathes and milling cutters. While conventional lathes were
manufactured by several companies in low volumes as a survival strategy, Fresar,
h L.hat h_a s reached an agreement with a leading Brazilian company, has been
prominent in the production of milling machines,
0‘-‘-1':‘1'::!5.5ﬁjl;li.iomgllgl;:lg;:;nﬁ:?du;tgn- has rctaincc.i .its relative .wcight in total M(;I‘
and the Del Piano and Riy :‘ 1S3, two traditional ﬁm_1s in Dthc sector, clos¢ .,
IS HNCgro companies are very pessimistic about the future

o

o~ pped compiling statistics in units as it did in the past.

emploges i e ial Suwcy_, which defines productivity as the physical outptt el

o g mdustLry. Given the methodological differences benween the 0
ustsimply be taken as an order of magnitude.

™M company

e as a resule of the closing of the [talian firm Mandcll,
rom a local

group (sce Chudnovsky et al [1992]).
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of the business,’* the remaining manufacturer iRrospl =
well. Detailed study reveals that while severa] manufacty s performe
others opted  to work exclusively on repairing

i mporth MT, a few other firms managed to con;i

restructuring their activities and sceking “niches”

: d relatively
cturers decided ro close and

maintaining and marketing
nue with the Mt production
e that enable them to cc;mpcte. ,
Productivity improvements have brought down the prices of the MT
manufactured by these firms (by between 15% and 209 n recent 7
cfforts to improve quality have given risc to a betrer after-sales service ly)c afs?, wii
gcncral indiffcrence of users to local production, the difficulties that ;on:zp’:)ts ,[h :
have experienced with imported MT have to some degree enhanced the advmm) CCFS
of resorting to Argentine MT manufacturcrs. A study of three manuf:;cu;rgcr:
(Eresar, Iturrospe and Promecor) showed that they compete reasonably well with
imported MT in terms of quality, since they have adopted the same criteria as their
counterparts that kept their plants open: they drastically cut the number of
employees, rationalized output to the maximum (which included sub-contracting
some activities), and sought greater vertical and national disintegration. The
restructuring process has been substantial, and the difference from many of their
counterparts is that they have not discontinued higher added value production
lincs, nor have they devoted themselves to MT repairs or the production of parts.

In sum, firms that had a chancc to accumulate technological capacitics over
time have pursued technological self-reliance by imitating models cxhibited at
international fairs. As far as possible they have maintained their design
departments and usc computer assisted design. They have reccived technical aid
from supplicrs of MT units with computerized numeric contro! but, unlike ic
leading Brazilian firms, they have not deemed it necessary to rcsort to foreign
partners in technological matters. Except for Fresar, they have not sought
commercial agreements that give them access to foreign markets or enable them Fo
sell imported MT in the Argentine market. The disinclination to reach commercial
or technological cooperation accords illustrates a more gcn(_:r:d feature of small anc:
medium Argentine firms: their mistrust of the contribution that their potentia
partners could make, and the fear of being absorbed by them.

i ¢ of MT cxports in
Under thes itions it is not surprising that the sharc 0 :
¢ conditions p £ revealed comparative

Argentina’s total exports fell, and that the indncnﬂtor ) S Sueinir i it
advantages declined between the periods 1991-1.990. and 1394-nd.c Sl
Surprising that MT have a ncgative index of contribution to the n i
Table 3). Table A-2 shows that, after Brazil, the second most Imp

the conclusions
ision of its own

ar hc COI“PJ", werc mnterve AW al I begimnin Of the 19905‘
C ana l’ 9 jt C cd‘(t\c 4 /4

pr I‘dHO\’SL\ ct (li. nt recent § ) p? Y
esent y, l I lye most r¢ ntervicw the com any's v
as sO PCSS mistic that !hcl’L‘ scemced h.”lL IOI)C for the finn.
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of Latin America. Of the industrialized countries, only the

ination was the rest
destinatio export matket.

impor as an
United States had any importance as

The weight of imports in apparent co.nsmnption of MT,. which was alywq S
relatively high in the Argentine case, grew 1n thc. 1990‘3, ;}nd in 1993-1997 stood
at about 90%. As shown in Table A-1, tot'al MT imports in constant dollars grew
by more than 20% in 1994-1996 relative to 1991-1993, r.ca(:hmg a record
USS 146 million in 1996. Unlike the gcn.cral category (_)f capital go.ods) whose
imports increased 37% in current dollars in 1997, MT 1mp9rts dc?c!mcd in the
latter ycar?' Imports have not only been favgred by tariff policies and the
exchange rate. Credits from the supplying countries have allso been a key factor in
inducing local clients to acquire imported MT of higher ufnt value. Spain and Italy
offer very favorable financing for the purchase of their MT. Additionally, the
reduced country risk means that practically all supplying countries are able to
finance their MT exports to the Argentine market.

As regards the composition of imports, MT with computerized numeric control
have grown from a third of all imports in 1991-1993 to 48% of the total in 1997.
Prominent among these were lathes and machining centers, while milling
machines have lost relative weight in recent years. Unlike in Brazil, presses have a
smaller relative weight in Argentine imports. By contrast, warping and shearing
machines are increasingly important in import indices. Argentine imports come
largely from Germany, Spain, Italy and the United States, with Brazil having had
an outstanding role. Japan has also been a significant, albeit relatively smaller
supplier, if onc considers that a part of the imports from United States are
produced by affiliates of Japanese companies in the country. Taiwan’s share of
Argentine imports has been growing, and in 1997 surpassed imports from Spain
and the Japan. Imports from China have also increased their share in recent years.

~ After strong growth in 1991 and 1992, followed by a decline in recent years,
imports of parts and components for MT

to the situation in finished MT. Thi
are basically re

have seen sustained growth — in contrast
s trend seems to suggest that the imported parts
i s pfla;cpments for imported MT. However, there are some differences

'8ins of hinished MT imports and parts. The United States, Germany and

Italy are the maj i
A © man suppliers of parts, and Brazils role in this area is more
prominent than in finished machines.

—

n
The fact thar im
s of .
corresponding rarigo @ apital goods grew
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The Performance of the BMTI in the 1990s

In the 1990s, the output figures” for the pmTy do .

industry managed to overcome the decline that began i
antil 1992. Growth revived in 1993 and reached an exe
csult of the economic growth of the country in the prey;
Ehc second semester of 1995, a contraction Zf cconoiziccv l;)clgvz’tcyart‘r'ﬁtslthcdsﬁart o
sharp decline in the value of the MT output (in 1996-1997 ¢he valu:: ofagc mt? a
93.5% over 1995). It should be noted that in 1995, the high point ofth:tgm df:ll
the value of output was still below that of the period 1986-1988 (Sec Tablcc;:i 16,
It is likely that part of the decline in the value of MT production is attributable to)a'
fal in prices caused by three factors: the low growth of internal demand as a result
of macrocconomic developments, the pressure exerted by imports, and efforts to
reorganize production.

ot reflect the fact that the
1 1989 and thae continued

eptional point in 1995, as a

As to MT imports in this period, the qualitative information gleaned from
interviews undertaken for this article and for carlier studies (Erber and Vermulm,
1993 and 1997) suggests that the companics producing MT modified their
processes to cut costs. Such modification included implementing quality and
productivity programs, rationalizing procedures, improving controls and making
organizational changes that consisted of reducing the administrative levels and
centralizing project activities. Some firms opted to establish just-in-time processes
and production cells, leading to a slight increase in the purchasc of parts and
components. Such qualirative data are confirmed by the indices made available by
the Associagio Brasileira da Industria de Mdquinas ¢ Equipamentos (ABIMAQ),
which show that between 1989 and 1993 the number of cmployces fell drasticatly,
even exceeding the decline in production, and did not recover even wh'cn output
recovered; the number of working hours thercfore grew. The salary mdc:.( also
dcclhl;;d in this period, and hence the growth of productivity led to a reduction of
costs.””

Furthermore, the fall in prices during the 1990s coincided with _:m 1ncrcas§ n
the complexity and unit valuc of the goods manufactured by the BMTI. 1'\c':orn :j
10 ABIMAQ estimates, in the period 1990-1994 the s!mrc of numeric "c;)C o
machines increased in both the total numbcer of machines and in the valu

e |
Cuni ced i zil, nor

' i » its produced in Brazil,

From 1992 on, there is no information available on the nunﬂnz olcu;ro"zntion o
on the number of units marketed internationally. Ngd.ncr 1's]rTcrm e i
Machines produced excepr for some cstimares that distinguish in an gz

s €

Machines from those for chip removal processcs:
1 . . .
" 1996, in a sample of 25 companics studied by
a E :
Pproximately 15% of their sales.

d
the ABIMAQ, Jabor costs represente
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onrout.”* Data from the companics show that th? complcmtx of numeric contro}
larhes sold in Brazil, as well of thosc cxported, glC\‘\-’ sul:.»stanuall)./ dn'F)ughout the
decade, cspecially in recent years. These tmnsfou'n?n]on; l;;vexc glv.cn greater
emphasis in the sector’s leading firms, many of wh-1c1 ha ' ecn certified unde,
norm 15O 9000. In the lcading ﬁFll.lS-, sub51dmr1'cs are clc}cuomc.ally connected tq
the parent company, even for activitics concerning machine projects. The leading
national firm, devoted to manufacturing mass-;.)rod.uccd mgchmes, conc.entrated its
production on a smaller number of lines, allowing 1t t(;SaCthVC economies of scope
and to manufacture its machines at international scale.

In sum, the available information Suggests that, despite the fact that_thc BMTI
experienced a difficult period in the 1990s, 1t was able to reacF by c.u.ttmg costs,
increasing productivity and offering more complex products. This positive reaction
came from the sector’s leading companies, the first to adopt the clectronic
paradigm in Brazil, taking advantage of the crisis of the early 1980s and bencﬁting
from economies of training and from relative protection against imports.
Companies that adopted this paradigm later, following a “subordination™ strategy
(Erber and Vermulm [1993]), faced enormous difficulties in this decade, as shown
by the fact that several had to close and others now offer their services to other
companies. Their failure is probably due to a combination of factors, notably
excessive diversification of their product lines, small scales for making mass-
produced goods and training constraints. Despite the innovations in processes and
organizations that sought to cut costs, such changes were not enough to offset the

high pricc/performance ratio of the machines that they manufactured, since they
had to face not only local competition but also imports.

The third group of companics in the Brazilian industry, consisting of small and
medium firms that manufacture conventional equipment, were apparently less
affcctcd. Of particular note are those firms that manufacture shaping machines,
since technological transformation in that area was less. This allowed them to
exploit the accumulated experience and benefit from economies of training.

l;dorcg\'cr, thcgr products went to undemanding market niches where competition

r - . . i i

thom imports is still ‘shght. Some of these companics found additional markets 10
¢ MERCOSUR and in other countries of Latin America.

The information on the movem
concentration and greater technolo

-_—
™ The share of numeric ¢

ent of exports confirms these trends of
gical complexity. After remaining almost

ontrol machines increased from 10% to 24% of the toral P"Od“CCd’ and
he value of output be

L PR tween 1990 and 1994, However, these percentages
Acsoding 10 o & A;’ Caution and seen simply as indicators of a trend.

B 3 rom : . /i
invoiced for approximaely nntes (1998), in the period 1995-1997 the Romi firm would have

1 300 co g ~
. L0 1, mputerized numer; ich is morc
han double the minimum |mcmationalpsc1]c meric control lathes per year, which is
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unch?ﬂged between 1986-1988 and 1993 the value rae Lot
44% berween 1993 and 1996. In 1991, there Wa;'apr KO exported increased

: - ; . turnin . e
expOIts; since the value of foreign sales increased byaliiog, 80%/ pont in Brazifian
wo-year period and the export coefficient more than doubleq ? over the previoys

S
ee Tahle R-1). In

the pcriod 1991-1994, ic cxport cocfficicnt was 17.59, Y ‘
previous four-year period. Exports then increased suésmntiallr\c,dag) 67% in the
) an, and the

expott coefficient of the period 1995-1997 rose to 19.5%. The ;

comparative advantages, and which is presented in Tablé 3 Zmdex that.rcﬂcCts
and increased between the periods 1991-1993 and 1994-19,960"1?10DCd Similady
Brazilian exports also changed substantially in the period l98§ 138 e
thirds of exports were lathes, most of them conventional H-o» ,0) e
exports of shaping machines incrcased tenfold relative to the- rcvi‘c/)e‘cr; " el
in the period 1995-1997 this category of products accounted l;or 53l;/s )cfal, oo
7% werc lathes and 8% werc machining centers and multiple static;)nomcxﬁpm:
The bulk of exports of shaping machines were special presses, made tcilC lzcs-
particularly for the automotive industry. Such machines rcéuire morcorch;
100,000 project man-hours, take a year to produce and cost more than USS 10
million. Exports of MT with numcric control, which accounted for 13.7% of total
exports of shavings removal machines in 1989, climbed to 31% in 1993 and to

75% in 1996.7¢

Tablc B-2 shows that most Brazilian MT exports went to the United States and
th.c Europcan Community (particularly Germany, home country of the companies
with affiliates in Brazil). In the former casc, during the period 1994-1996 there
was a predominance of presses (particularly special presscs) for the automotive
industry. In the latter case such machines tcams shared firse place with lathes (with
or without numeric control) and with machining centers. At the start of the
1990s, there was an increase in trade with MERCOSUR, and the sub-region became
the third most important destination for MT cxports. Brazilian MT cxports were
concentrated in a small number of companics, since in the period 1995-1997 the
fouf- main exporters provided over 70% of foreign sales, a share that grew in d?c
period 1991-1997. Of the cight biggest MT exporters berween 19?1 and 1997, s
were companies dedicated to MT production and two to automobile production-
Exports from the MT manufacturers went mainly O the developed countrics,

Particularly the United Statcs and Germany.

o d 1996
5 1993 an

The dara for 1989 were taken from Erber and Vermulm (1993), and those for
from Erber and Vermulm (1997).
For two years in this period, automobile fa
dc"c!c’Pi“g countries. These operations probably represent
Brazil; such opcrations arc intra-group and discontinuous.
fecently at the MERCOSUR level.

machinc tools t0

exporters of ;
ught 10

fer asscts used or bo
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ctories feature as large
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. logy presented above, only one of-' the six MT manufactyre
:ha?lfc)tl:::lyl gi:;;? E'?Po;gg; Socs ot feature mONg thcgé'z)dusTt;)f leaders that optcrcsl
for the electronic paradigm at th.t begnning 0'f the .1 Sl ‘lS company, ong of
those that adopted a “subordinaFlon” strategy, l]_h.JStlatCS the Exob!ems faced by i
7 e riatas entioned earlier. D(':sp.ltc their long .tradmon n th.e sector, in
which there was a dispute for leadership n the prosiucuon of conventional lathes,
it took a long time to adopt the electronic paradigm aqd to scek tCCh{1010gica1
ficensing. Hence, in the years between 1991 and 19?4, 1ts exports (which wen
mainly to the United States) concentrated on conventional lathes. Although there
was an increase in the number of numeric control lathes exported by the company
in 1995 and 1996 (to the point that they accounted for 50% of the totg]
exported), it was not enough to enable the company to resolve the problems it
faced in the domestic market, and the firm had to close in 1997.

Of the leading export companics, Romi, a manufacturer of lathes and
machining centers’® is the only national firm. The other four are either partly or
wholly foreign-owned. Three of them make complex products, generally to order,
such as transfer presses, machining centers and multiple station machines, while
the fourth produces numeric control or conventional lathes. For the foreign firms
that export products made to order, exporting is part of the international division
of labor within the group to which they belong. The most common strategy
consists of dividing tasks in terms of product lines. By virtue of this division, the
firm headquartered in Brazil is responsible for some lines, frequently the simplest
of the range offered by the group. This implics an “extroversion” of the division of
labor, evidence of the training carried out by the Brazilian affiliate that enables it
to export to industrialized countries. Another form of division of labor consists of
jownt production by the Brazilian affiliate or another company of the group. In this
case, cach company produces a part of the machine, with the Brazilian affiliate
‘::uaﬁl,y being responsible for the simplest components, and then all the parts of the

achine are assembled in the client's factory. This kind of division of labor is

achiev i : : ) T .
y h: 'c:‘i by integrating project and manufacturing activities, which in turn 1s
Viabie because of the telecommunication networ

% ’ _ ks. Irrespective of the technical
'tmu productive capacity of the Brazilian com
influenced by the level of

panies, the division of labor is
kind of market, rcl.a'tionshlin: g,f::: ¢ parent company’s production capacity. In this
the presence and the r.cchEi all X b.uYCrS arc particularly important, and both
dCtCrminams of the -C reputation of the parent company arc import'ﬂnt
International success of the company heaquartcrcd in Brazil.
For the

leading firms :
specific market niches, Th?a&]))rl(lzfiagc:u gmg mass products, the strategy is to occupy

tm basically exports automatic lathes without
”n

—

The Romi compan

: . Y also manyfy i
included in this study. Hctures special machines for plastics injection; they arc not

R S R
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qum eric control to Germany, where the parent com

- any js |
of support from a producer firm abroad, PR 15 locared, n the absence

the Brazilian
i : aziln  comp;

subsidarics dedicated to sales and technica assistance in Unir quy e

&l 3

L0 \,._;]tes and

Argentind, the company’s tWo main markets at the outser. Throughout th

this Brazilian firm boosted its exports of numeric control chhirf;cs e
. ’ - 1 . . d lnch ol

share of its cXpOIts gong to the United States, and diversified t)hc ased the

which it was active. markets in

Romi has recently entered into a partnership with a large i ;
machines manufacturer and has cstablished a trading and technolo i
through which both firms supplement their product lines and [i);:f?tm?my
cconomies of scale. This strategy has been successful, since the com anrrﬁm
substantially increased its salcs to the United Kingdom, where its forcigs pzrm:i
has its headquarters. This approach has also been adopted in MERCOSUR, where
the company opened a commercial affiliate in Argentina and cstabli)shcd a
company with an Argentine firm (Fresar), similar to the one established with the
European company. Romi exports cast products to MERCOSUR and a high-
precision system for punching centers that it sells to other mt manufacturers. Most
of the exports are undertaken with the support of BNDES credits.

It should be pointed out that Romi is an exceptional case among Brazilian MT
manufacturers, and even in Brazilian industry as a whole. The firm invests about
5% of its turnover in training and research, and for several decades has pursued a
consistent stratcgy of linking technological licensing with developments in the
company itself, from which have come several patents registered in the United
States. In the 1980s, it sct up modern productive facilities and a plant for
producing numeric controls. These controls arc used in the manufacture of
products sold in the Brazilian market, while exported products are sold with
international brand names and account for some 30% of MT turnover.

In line with the measures mentioned above, the opening of the market to
imports in the 1990s represented another “parting of t}m waters” for d'xc BMTI. g}
Previous decades, imports tended to be pro-cyclical. This means that, \.vud\]a g:[;scs
about a year, its share in apparent consumption increased 1n thc growth f?_ : =
and then declined in line with the fall in internal demand. Thc.unport cc‘;cf ‘mfhc
during the 19805 therefore fell from 45.7% in 1980 to 9.6% in 1986.]S Ot;.r[hdr
ommercial opening of that decade, imports grew in value and in ‘“;’i A
share of apparent consumption. Although they fell in the intense pe

[ thi ‘hine, increasing 10
- onrts of this type of machime,
e O AS%) 'f:cric.nlly cquivalent t0 those

. ) were p ) ;
entine market k(fj"?})mo“ 7595 of cxports with numeric
rhed :

ics of Larin
d Kingdom and severa

;" 1991, numeric control lathes represe
0% in 1997 Initially, exports to the Arg
8oing to United Statcs. In 1997, the US marker abso

control, and the firm was also cxporting to the Unite
Americy,

| countrs
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1991-1993 crisis (apparently retaining the same OITC-}Z’?M R rd?.ti V€ 10 domegyj.
g vered immediately and, In the latter three-year period, haye growy
salFS), they rfﬁ: despite fluctuations i internal demand. In 1997, 4 year of joy,
umntcrl::P:;(’)"‘ Sk {hcir share of consumption was around 52% (see Table p.1\
economic , 1),

impor ient “floor” rose from less th 0
Consequently, the impoIt coeffic an 10% of
apid

umption to about 30% in 1993. If there were to be a new phase of |
co(l)lrslomfi’c growth, it is hard to calculate the upper limit that it could reach. |y
eCl ] K ] ) ) g
should be stressed that, despite the enormous growth of exports, the contributioy

. 3 <t o N r NC ati\lc see Tablc3 ]
of MT to Brazil’s trade balance 15 increasingly neg ( )

Although the structure of Brazilian imports docs not display a concentration
similar to that of exports, which rcﬂccts the level ij devclopment of nationg)
supply, there have been some significant changes in the s.tructurc that are
analogous to the modifications in tslgc export profile. Comparing the threc-year
periods 1989-1991 and 1995-1997,” it is clcar that the share of presses, multiple
station machines and machining centers in total exports grew strongly. During this
period, the value for weight of imported machines rose, in keeping with the
changes in the structure, since presses (cspecially, those for the automotive
industry) and other classes are relatively more expensive machines. The same trend
toward importing more complex machinery is evidenced by the share of numeric
control machines in cuttings removal machines, which rose from 75.5% in 1993
to 83.5% in 1996. In the latter year, numeric control machines accounted for 90%
of the value of imported lathes, and 73% of imports were of the category that
includes, for example, grinding machines (Erber and Vermulm, 1997).

Table B-3 shows the origin of Brazilian MT imports in the period 1986-1997
and reveals the dominance of the most advanced countries, especially Germany,
the United States and Traly. This is a reflection of the composition of the Brazilian
aumfnotivc sector, which is dominated by firms from these three countries. The
relanvf:ly limited share of Japanese imports can be under-estimated because of
g‘fl?ﬂlllatlon, since one of the main suppliers of lathes from the United States is an
::ma.t ¢ of a Japanese firm established in the US market. Similarly, it is likely that
cnf\rjsilcgil(:::cnit hirow;h do.f imports. from SPai_n stems from fav.o'rabl.c ﬁna.nafl;ﬁ
subsmn,;gf_.ﬁy in t}zplcgs 0 ’“ Afgcnun:.\. Argentina’s share of Brathaq 1lnpf)ll’5‘

8; i 1997 this share and the composition of imports from

Argentim g

gentna alternated as 3 regyjt ) Fresar
i of the agree ctwec - Romi and

companies, greement between the R

In conclusio
the modiiond f:; rt]hc supcplLy of parts and spares should be briefly analyzed. Onf: of
3 rational respong o b BMTL has been it high degree of vertical integratio™
e p On against imports of finished products, parts an
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ts, and to the low level of development of th
Although the MT companies have “tertiarized”

nistrative services — for food and cleaning. for ox
2dministr g, for cxam_pk —~do n
: Ot scem to have

ven the samc 'dcgrc.c F)f “tertiarization” tq parts and ¢o .
henomenon, noticed in interviews and on factory visits . c‘;‘[;:)_nents. This
combination of two factors: on the one hand, a reliable “m:/ork OE, l‘mid by tl ¢
was not established and, on the other, the MT manufacturers lacl d?ecra S‘.IPPIICIS
for the facilities that they alrcady have. Neverthcless, the opcnin“m ot

g to imports scems
10 have affected the use of more complex parts and spares, which P

of these products is concentrated abroad, through purchascsml;;clisc‘;?r};ctgc ZUPS:Y
MT companics or through packages arranged by suppliers in Brazil that ian);n :
portion of those components. For some subsidiaries, purchases abroad are mad;
through the parcnt companies and therefore benefit from economics of scale.
Consequently, the national component of MT has fallen, especially in the case of
the more complex items. In line with what was mentioned earlier, the main
exporter of lathes kept its installations for making numeric controls to use them
for local salcs and to export products using international units. The international
trade in parts and accessorics® seems to complement the trade in finished
machines, corresponding to regional transactions for a somewhat insignificant part

of the total.

componen € network of Joca) suppliers.

2 significant pary of their

5.The Role of Integration in the Performance of the Sector

By the mid-1980s, the economic and political development of Argentina and
Brazil revealed similar characteristics born of their price stability plans (the A}lstrﬂl
and Cruzado plans, respectively), and the return to democracy in both countries. A
reflection of that economic and political convergence, the governments of the two
countries initiated the process of sub-rcgional intcgration through thc' Intggr?UOf;
and Economic Cooperation Program. In 1991, the aims arm.gcograpl?lcal limits d?
this process were expanded in the Treaty of Asuncion, whxc.h was s.lgncd b)"ona(l:
tWo countries and by Paraguay and Uruguay. The expansion . x.ntm-[;zg;\lvccn
trade in capital goods was onc of the prime objectives of the anO‘;“qOﬂz d by the
the Argentine and Brazilian representatives, and the first protocol sxgn critiOD
B0 countries in the framework of the Integration and e S

Program concentrated on such goods.

—_—————— - itions 84.36
= x ‘hincs in positt
" Products of the class “ { accessorics exclusively of mainy for nmhm;incs l':lm work with
as a 2 ) ac -4
1¢ class “parts and ¢ s includes parts for m and

. ' is cl in thi dy
t0 84.65.» However, it should be noted that this clas N thessc 1 dopted in this st ¥

materials such as woocd or cement (that is, they ar¢ "O(l arings and elecrronic
excludes components for general use, such as, motors, b
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The Capital Goods Protocol (1986-1990)

The Capital Goods Protocol ail,md to CStab]is(ljl B P?I:lial frcc(;- trade arca limigeg
1o such woods, excluding clectronic products an c?lp;t. g(l)g s made to order
The ncg;;tiation process finally ccntc_rcd on mCChal]lC.a mac un(l:\s,T “}a“Ufacture din
small quantitics, among which machine tools were p'lonm;c'nlt. atlpxml U'Cﬂtlngu
had to be applied to thosc goods on the common list, w.nc h cntmlcd_ exemption
from tariff and non-tariff barriers. Most of t.hc MT wcw: included in the firgt
common list of capital goods to be marketed with a zero tariff and free of any non-
tariff barricrs. As regards parts and componcnts_for MT, these only fcatur.cd on the
common list if they were for repair and maintenance purposcs (until the last
extension of July 1990 included them all).

With the signing of the Protocol, the paths of the two machine tools industries
were commercially linked. The total annual MT trade between the two countries
increased fifteen-fold in two years, giving risc to a large surplus for Argentina
(Erber, 1990). Although the inclusion of most MT on the common list prompted
serious fears among Argentine manufacturers, who were concerned at the larger
size and supposcdly greater competitiveness of Brazilian producers, several of the
leading firms believed that their products could compete satisfactorily in the
Brazilian market if the tariff and non-tariff restrictions were climinated.
Subscquent developments confirmed that Argentine manufacturers could indeed
enjoy significant commercial success in the Brazilian market, as reflected in the
balance of MT trade between the two countries. Trade was practically balanced in
1986* and by 1988 was substantially in favor of Argentina, which recorded a
swrplus of USS 21.6 million and brought the Argentine sharc of Brazil's MT
imports to nearly 15% in 1989. However, Argentine imports represented just 4%

of BraziPs apparent consumption in that year.

_ As regards the composition of
Argentine

MT exports to Brazil, lathes with computerized numeric control were
clearly prominent (reaching 40% of the value exported in 1988), as were
conventional lathes, milling cutters, presses and shearing machines.

, A series of conjunctwal and structural factors favored Argentina’s pcrformancc
in the Brazilia

i pcrio“c? T;;“l'g“;mo“g djc conjunctural factors, it should be stressed that
markedly, since the 1988 the internal demand for machines tool recovered
1988 2 4 i average value of annual Brazilian output in the period 1986-
A 8 1cs. greater [h:m.t‘hc average of the period 1981-1983. Th_ls
& ¢Xpansion of the Brazilian market, largely attributable to numeric

ik harmonizing specific policies, such as that of
acquisitions by starc com panics.
ght A

machines (Erber, 1990), Bentine surplus equivalent 1o USS 78,000, which 1s the price of 3

® 1In 1986 there was a sl
few
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control machines, opf:ncd the way for the entry of Argentine prod i

Jathes with compgtcnzcd numeric control. It is worth noting Sm F Ct'sxfzf oy
ariff barriers to imports from third countries were retained un;:lcrarl ko
which meant that until 1990 Argentine MT that had Brazilian ¢ ui\n: : PFOFOCOI,
1 STIONE competitive advantage over machines produced in othccltr coti?tts i e
conjunctural clement, the price factor of the Argentine machines sccmm& ;:\5 y
been particularly favorable at the beginning of the agreement’s im lcnfcto .
but its influence then declined. Beyond the abrupt fluctuations in the gxcha: t::nron1
(the cruzado-austral ratc was unfavorable for Argentine cxporters in 198% 1?:5
very favorable in 1989), structural differences affected price-setting. In 1)9;87
Argentine MT were sold at prices 20%-50% lower than those of machines made ir;
Brazil. This diffcrence sprang from the high prices with which Brazilian MT were
marketed, and from the structurally lower costs of Argentine production at the

time.

On the other hand, the average value of lathes with computerized numeric
control exported to Brazil was considerably higher than thosc of machines
exported to other destinations, such as Chile. The difference is partly cxplained by
the high unit value of computerized numeric control items imported from Brazil
for re-export. It should be pointed out that Brazil’s information tcchnology policy
imposed the use of controls produced in Brazil, which raised costs for both
Brazilian and Argentine manufacturers, forcing the latter to import computerized
numeric control items from Brazil.#* This implied that the margins of Brazilian
producers in some kinds of MT were quite high, given the scant compcetition
between them and, particularly, the scarcity of imports that competed with
national production in the Brazilian market. Although the bigger profit margins
{which often enabled significant investments to be made in cxpanc‘iing productive
capacity) cxplain part of the problem, other factors also cntcr.cd into play. Evcn
though Brazil had significant economies of scale in the production of scx)rcml kn?ds
of MT, such economies were partially croded by many m.anufacturqs CKCSS:;C
product diversification, the high level of national content in production and the
high degrece of vertical integration of production.
only were clectronic components such as
d in Brazil at priccs much higher than
Jectrical, hydraulic, and m.cchamcal
ty or faulty finishing. The

= « »
s during the bOIng':l 9f
ry to maintain

Elcctronic and

As regards parts and components, not
computcrized numeric controls produce
international prices, bur so too werc several ¢ .
components, in some cases with problems of quali
supply problems faced by Brazilian MT m?nufacml‘ﬂ
1986-1988 scrved to reinforce the perceptior
high levels of vertical integration - the classic accum

An inter-related trade berween the AMTI and the Brazilian clectronics indusrry

{Erber, 1990).

3 that it was necessd
plative process.

was thus created
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some lesser components Were also impon:tcd' by.Argen;tdma? anci the country’s
thercfore benefited from paying international prices although they
manufacrurers : ‘ffs — but within the levels of local content of
paid the corresponding. tartis ; £20% of the value of tt -
allowed by the Protocol (that is, a maximum ot 575 I i oo
be impor'tcd from third countries). In Arg