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TELECOMMUNICATIONS SYSTEMS, THE FTAA AND THE
MERCOSUR: ISSUES AND QUESTIONS

Rena-to G. Flores Jr.

1. Introduction

THE PRESSURE for NEGOTIATING a Frce Tradc Arca for thc Américas - FTAA
sccms to overlook the huge diversity of thc prospectivc members, dic

fundamental asymmetry of the US prcscnce, and thc varying degrees of common
intercsts, dcpending on the scctors and issucs at stake. Telecommunication
Services, a major and extremely peculiar representative of the Services group, is
particularly fít for illustrating die difficulty of achieving such an elusive integration.

This paper tries to demonstra te thc huge gap between FTAA’s and MERCOSUR’s
intercsts, and the main conscqucnces that may ensue, if a hasty negotiadon on
telecommunications takcs placc. To build the argument, wc begin by setting a
framework for analysis, based on a historical and political cconomy view of the
telecommunications Services evolution. Though necessarily sketchy, section 2
raises a fçw points that will orient thc main conclusions in the whole paper.
Section 3, discusses dic telccoms chaptcr of the NAFTA. The analysis is made In
contrasting it with the outeome of the World Tradc Organization - WT()
negotiations at dic Negotiating Group on Telecommunications. We think that thc
NAFFA chapter can be a good indicator of thc objcctives sponsorcd by thc main
driving force for die FTAA, dic US. To complcmcnt diis profile, a second part
broadens thc scopc of thc analysis by examining othcr evidences of die US tradc
policy on telccoms. A synthesis is then presented in section 4, considering thc
diffcrent directions on thc official policy that thc domestie sector might impose.
Thc purpose is to cxtract a probablc line of behaviour and the main goals of thc US
negotiators.

Section 5 changes the focus to South America, with particular emphasis on the
MERCOSUR. Thc pace of die sector negotiations is cxaniincd and a broad view of
dic main problems widiin the integration is drawn. This view is complementcd by
a deeper analysis of the Brazilian situation, taking into account some possiblc
scenarios that may evolve in its recently privatized environment.

Thc two branches are combined in section 7, wherc wc try to identify common
and conflicting intercsts. An economic analysis of possiblc gains under thc FTAA
outeome is performed, showing the costs of sclectcd decisions. Under this light,
the final section draws thc main conclusion of thc study and proposes a
negotiating strategy for thc MERCOSUR members. Thc conclusion assumes as a
working hypothesis that it is important to pursue the Southern Cone integration,
by the deepening and enlargemcnt of thc MERCOSUR proccss. This effort, within a 
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multilateral framcwork of tradc liberalization, is considcred a strategic and

economic priority.

2. The Telecommunications Sector: a Few Introductory Pomts

2.1 Service providers x manufacturers

Bcsidcs being a major and ratlier specific sector within the constellation that
makcs up the Services side of any modern cconomy, telecommiinication activities
bear a very complex, elose and dynamic relationship with many manufacturing
scctors. Without cables, optical fibres, modems, satellites, antcnnas, digital and
analog commuting centres, amplificrs, mobile phones, diffcient kinds of icceivers,
chips and specializcd workstations there is no (tclc)communication.

Any analysis of the subject must, First of all, bear in niind that one is always
dealing with a two-sided question in which the dichotomy Service providers x
equipmcnt manufacturers is quite often a false one, the former being a natural -
even vertical, in the technical sense - extension of the latter. This dynamic
relationship aequires more dramatic shades at present, given the rockcting
technological competition in the sector. This makcs for the simultaneous existcncc
of distinct modes and/or cquipments for providing the same Service, and also, not
rarely, of slight variations within the same (broad) Service.1 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 aireraft in a transatlantic flight; his faxes can
be sent either from a Standard machine (usually with voice facilities included) or
from his portablc, coupled to a proper transmission nctwork As for the variations,
TV broadeasting Services can be enjoyed either from the tradicional, open channcls
porrfolio, or from a cablc Services subscription or via satcllitc. Any of these signals
can be watched in a large spectrum of receivers, ranging from a rather Standard
one to a widc-screen high-definition set, not forgetting the mini and micro sets
and the home Computer screen.

Morcover, an important change in the Service providers’ side has addcd more
competition among manufacturers. Within the (state) monopoly situation
prexailing in most countries until recently, most big manufacturers enjoyed a veiy

orta^c position, secured by a sizcable number of stablc contracts with the
o icia senices providei. Privatization and dcregulation in the tclecoms niarket

e consi erably shaken this status quo increasing the degree of competition
mZTS ThOUe1’ b0th ™ « *0 sm,e time, opencd nc»

kets for these same manufacturers, competition has undoubtcdly incrcased.
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The combined effcct of the above forces is a doublc rearrangement in the sides
of the equipmcnt as well as Service providers. On one hand, diversity has allowed
for the appcarance of new, rather specialized and small producers, able to deliver a
(usually) sophisticated device, answering very specific and well defined nceds.
These technical boutíqncs, as fancy and innovative as their counterparts in the
biotech sector,2 have profited from the myriad of opportunities and problems
crcatcd with the opening of the markets - spccially the US one. Howcvcr, on the
other hand, the high coses of R&D among the big manufacturers, the fierccr
compctition and the need to keep up widi a tcchnologically leading, reasonably
diversified portfolio of produets, has stimulated a very intensive mergers and
aequisitions activity and the creation of (mega)alliances widiin the sector. It will be
no wonder if, in a not too distant future, die whole sector will evolve into a much
more conccntratcd structurc, of a distinct transnational character, as witnessed
now in the car industry.

2.2 A política! economy dimension

The sccond point is the historical, and very strong interrelationship of the
sector with an international political economy dimension. This has its origins in
the past century, when, in 1865, the ITU - International Telccommunication
Union was foundcd by some twenty Europcan countries.3 Given the key role of
telecommunications in die globalization of the economy - a phenomenon alrcady
in motion at die end of die nineteenth century - die founding of the ITU reflects
the (right) perccption of the main playcrs at the time of the importance of creating
an adequate international forum for conducting die technical, commercial and
diplomatic discussions raised by die telecoms opera tions. This is confirmed widi
the entrance, in 1908, of the United States. Though a latecomer, die US
immediatcly assumed an important position in the Union, charactcrised by
consistcnt and very strong cfforts to make its vicws prevail. Indced, from the end
of the Sccond World War to the late sixties, most analysts identify a period of a
Pax Americana in the international side of the sector, with the US dictating the
rules while most dcvelopcd nations were coping with the restructuring of their
cconomics, severely damaged in the war. The Union was actually absorbed by
the United Nations constellation, in 1947, though kccping a relative
independence: the General Assembly can recommend but not command or
imposc spccific tasks to it.

In the early seventies, some important changes took placc (sec, for instancc,
Lee, 1996). Two movements, the Movcmcnt of Non-Aligned Countries and die 

2 The famous backyard or “back of the university lab” genetic cnginecring firnis.

3 Brazil becamc a mctnbcr on July 4, 1877, abour rhirty ycars before rhc entrance of the United
States in 1908.
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New World Information and Communication Order NW1CO, set off a series of
crises within die UN. The First openly opposed thc functionahst vicw of
International organisations, and in thc largo debate which ensued from this
supported - though usually in a veiled way - die NWICO. A conflict started then at
UNESCO triggered by some NWICO positions, backed by the strong ally. As a
rcsult the United Kingdom and the tis quit UNESCO at the beginning of the
eighties. Meanwhile, botii Japan and die Western European economies had
recovered from the post-war depression making witii tlie US, at the end of thc
eighties, tlie famous Triad where thc main international economic decisions are
made. This all meant that, by the mid eighties, it was evident at Icast for tlie us
that tlie ITU fórum, though still a major negotiating arena for telecommunications
(specially as regards the technical issues), was neither fully convenient nor
sufficient any more. The reason was twofold: discussions often risked to becomc
too political, contaminated by tlie overall UN ciisis, and the economic issues had
become too big. New rules and a new fórum were urgcntly needed.

Under this light, from tlie historical Modification of Final Judgcment (MFJ)4 by
Judge Grecne, in 1982, to the US pressure to include and sustain tlie discussion on
Services in the Uruguay Round, particularly telecommunications which has links
with most of the odiers, and, finally, to the very active and adamant role it played
in tlie subsequent meetings of the WTO’s Negotiating Group on Basic
Telecommunications - NGBT, till its final resolution on June 1997, lies die double
objective of securing and increasing an undeniable competitive advantage -
provided by die pioneering liberalization experience - and of moving to an
economic fórum like die WTO, discussions which were becoming eidier too
technical or too political. This does not mean diat the 1TU has not a strategic role
any more. In 1992, it granted to the multinationals of die sector die right to have
members in its Council.

This political economy dimension manifested itself not only in die search for
new international organisations to house the telecoms debate. The greater and
much more competitive supply of Services spurred by die US liberalization and the
fast pace of technological innovatíon, started to put pressure on the national
governments, to pry open dieir respective markets. One way to achieve diis was by
bicaking thc existing state monopcly. It must be stressed that diis is not
necessanly the single solution available. Howevcr, most - but not all - national
operators, facing sometimes die vagaries of annual budgets and fiscal policies 

Telceranh Cndcd thc Departmcnfs prosecution against thc American and
SinTrt?oTy ‘ ■ k Je<1UÍrCd at&t tO dÍVCSt itsc,f from ^change operations,

Companies (RTO^PPCaranCC SCVC" ,ndcPcndc"' Regional (or “Baby”) Bell Opcratmg
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(spccially in the less developcd countries) - started to have difficulties in
accompanying the fast and multiple developments in the sector.

Early in 1982, the United Kingdom - on the basis of the British
Telecommunications Act of July 1981 - started a duopoly experiment, forcing the
incumbent, British Telecom, to allow for one competitor, Mercury.5 On January
1, 1998, the telecom Services market in the European Union was open to full
competition, notably in the sub-sectors of voice and infrastructure. Individual
membcrs have either privatized thcir State opcrators or werc forced to allow new
cntrants. In tlie same way, many countries in Asia and Latin America have already
radically changed the monolithic structure which prevailed for so long. This means
that in a littlc more than tcn ycars after actual prcssure for change had bcgun, the
world sccne had been drastically transformed. Notwithstanding, the main actors
are still hungry: national rcstrictions to the participation of foreign capital in the new
cntrants still cxist; tariff and non-tariff barriers, spccially technical standards and
protocols, still impede the free flow of telccoms equipmcnt; and the new domestic
regulations are many times not to thcir taste. Moreover, in the more technical arena,
the issue of compatibility and interconnection among tlie various standards, systems,
equipmcnt and access protocols has become a central point to thcm.

2.3 The main actors

Who are then thcsc main actors, continually pushing for institutional and
regulatory changes at the country levei, while running ahead of the established
agrccments in the international levei ? They must be found in two dimcnsions: a
national one - whcre a fcw countries lead the tcchnological developments and
display an aggrcssive international stance and a transnational one, with major
firms trying to control the world sccne in the sector.

It is worth singling out some kcy players.

It is perhaps worth singling out some kcy players. In the natioiTs side, after the
US, the not neccssarily homogenous EU group is surely important, followed by
Japan and Korea, two relevant Services and equipmcnt providers are US
multinationals, though among manufacturers, the “seven sisters”, Lucent, AI catei,
NEC, Ericsson, Motorola, Nortel and Siemens, with difterent gcographic origins,
stand out.

This duopoly ended only in 1996, when othcr compcritors werc allowed in the market. Mercury'
was initially a consortium of Cablc and VVirelcss, BP and Barclays Bank, and began by building an
optical fibre nctwork, alongsidc railway tracks.

Brazil, Mcrcosur and the Frcc Trade Arca of tbc Américas 17



3. The NAFTA Chapter On Telecommunications: a Prelude

The rather lengthy text of the NAFTA may serve, in thc 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 bctween the paitncis, the Solutions
arrived at are a good signal of the intentions of the main advocate of the F1AA. Of
course, given the very special Mexican-US relationship, some of them are specific
to it, being unimaginable in a broader Latin-American context. Howevei, we
sustain that most of the main points raised below are useful guidelines foi the
future negotiations.

Services in general are the subject of chapter 12 of the agieement, 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 Articles6 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 principies of national treatment and most favourcd nation are clearly stated in
Articles 1202 and 1203. Moreovcr, the GATS solution of parties’ schedules, listing,
by sector, its commitments to “liberalize quantitative restrictions, liccnsing
requirements, performance requirements or other non-discriminatory measures
related to the cross-bordcr 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.7

The chapter is very careful in two issues. The First is called Reservations (Article
1206) and refers to the maintenance, prompt renewal and amendment of any
existing measure, non-conforming to thc text of the agreement, at the federal, State
or province and local government levei. There is also the device of thc parties’
schedules for listing - down to the levei of State or province — these measures, and
an endeavour, in Article 1207, to progressive liberalize those related to
quantitative restrictions. The overall feeling - taking Services as a whole - is of
much caie in terms of not forcing too strongly the wave of liberalization. As we
shall see below, tliings become much more explicit, and less compromising in the
case of telecommunications.

7 The last Article, as usual in the text of the NAFTA, is solely concerned with definitions.

LiansÍg of Zgíers5™^ Lcgal Coilsuka'ltsI C - Tentporary
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The second worth mentioning issue is in Articlc 1211: Denial of Benefits.
Paragraphs 1 (a) and 2 open the possibility to deny dic libertics in die chapter to
entcrprises owncd or controllcd by a non-Party in thc cases when:

- the denying Party does not maintain diplomatic relations with the non-Party
or has imposcd restrictive measures against it that would be violated or
circumventcd by the activity in question (par. l(a));

- the cntcrprise has no substantial business activities in the tcrritory of any
Party (par. 2).

Beyond thc explicit fingcr of US forcign policy - it is difficult not to think of
the Hclms-Burton Act -, die sccond proviso contains a kind of rulcs of origin
restriction to trade in Services. Though very general, and in spite of the fact that
the burdcn of proving die statcmcnt is on thc denying partner (par. 3), it blocks
thc operation, in thc NAFTA territories, of “disguised forcign providers”. Bcing a
device in thc spirit of an antidumping clausc, it might then bc used as a
protcctionist tool, causing difficulties to forcign firms.

Summing up, the Services chapter is more specific than the GATS, though
somewhat poorer conccptually and containing, in principie, more protcctionist
loopholcs than thc WTO text.

3.2 Chapter 13: Telecommunications

Now thc levei of detail dcepcns, and thc reader has die fccling that someone
who knows exacdy wherc to go had a great influence on the fmal form of die ten
articles in dic chapter. In spite of all its spccificity, thc chapter does not mention
anydiing regarding satcllites and forcign owncrship of providers in the FTA area.
Though we ignore more clear cvidcnces on thc motives for these absences, it
might bc diat, as for die former, there was no concrctc challcnge to thc US
position, togethcr with no significant interests from the othcr two members. It
might also have bcen the case that thc US did not want to put on the table diis sub-
sector, where serious local interests compete between thcmsclvcs (Iridium, a
subsidiary of Motorola, Globalstar and Odyssey had, during the NGBT
negotiations, at the WTO, opposing positions widi respcct to Hughes and
Comsat). Thc lattcr scems to bc a more clcar evidcncc of the lack of motivation,
from the US, in changing thcir existing rules on thc subjcct.

For thosc who accept thc points raised in thc previous section, dic cmphasis dic
text puts on thc equipment side causes no wonder. In dic core Articlc 1302
(Access to and Use of Public Telecommunications Transport Networks and
Services), paragraph 7 (b) allows that thc conditions for acccss to and use of the
public transport nctworks include “a requirement to use specificd technical
interfaces, including interface protocols, for intcrconncction with such nctworks or 
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Services”. Further down, Article 1304 is entirely devoted to standards-related
measures, and though starting with a liberalizing tone in its paragraph 1, includes
in thc next paragraph the proviso:

“2. A Party may require approval for the attachment to the public
telecommunications transport network of terminal or other equipment that is not
authorized, providcd that the criteria for such approval are consistent with
paragraph 1”;

and, three paragraphs after, States:

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

These three examples clearly show the concerns of the equipment
manufacturers. The First two allow for some technical protectionism of existing
technologies - which can be more or less reasonable depcnding on the situation -,
whilc thc last one helps in breaking a wcll-known non-tariff barrier.

As a companion to the last example, paragraph 3(b) of the same article, States
that each party shall ensure tliat “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
time, rcgardless of the amount of usage, it is less economically efFicient than other
criteria like non-linear pricing, for instance, and benefits large scalc
operators/users. Coupling dais with tlie provisions in (b) and (c) of paragraph 2,
Article 1303 (Conditions for tiie Provision of Enhanced or Value-added Services),
according to which a Party shall not require a pcrson providing enhanced or value-
added Services to cost-justify its rates or file a tariff, a bias in favour of thc more
developcd market is clear.

The principie of transparency is present in various articles - be it as regards
licensing or conformity assessment procedures - and, stressing the importance of
the chaptei, Article 1307 disposes that in the event of any inconsistency between
chapter 13 provisions and those in any odier chapter, the former prevail.

4. The US Objectives

It is only natural that, as the most advanced nation in telecomnnmications, die
US ights for a completely liberalizcd world telecoms market. This reveals itself
NcinVwrr? m 'anous inteinational performances, such as its key role in the

anc m ie further proposal of an Information Technology
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Agreement - ITA, during the 1996 WTO Ministerial Conference, in its continued
powcr politics at the ITU, and in the careful writing of NAFTA’s chapter thirteen.

This çonspicuously active international role does not mean tliat the domestic
sector is a honaogenous and peaceful association of interests. Since the MFJ,
tensions between the RBOCs and the regulators, both at the federal and State leveis,
were great. In July 1994, roughly tcn years after the effcctive implementation of
tlae MFJ, four RBOCs filcd a motion before (agaiia!) Judge Greene to vacate the MFJ
in its entirety. The carriers submitted 47 affidavits from leading economic cxperts
in suppoit of their motion. Great chaiages in tlae legislation eventually took place in
1996 with an encompassing Telecommunications Act.

In a rathcr synthetic view, the central aina of the 1996 Act is to opcn the
USS lObn local telecoms market to competition. To encourage the RBOCs to allow
competitors in their home areas,the Act grants them the right to compete in the
long distance market. The catch, however, is that the Baby Bells mnst first “prove”
to the Federal Communications Commission - FCC (the federal regulator), and the
Justice Department, that their regional markets are open to competition. Despite
repeated applications for this, up to now no, none of them has yet met the 14-
point checklist containcd in section 271 of the Act that the FCC is legally required
to use to assess their eligibility.

Tcnsion also exists between the Federal Communications Commission - FCC,
the federal regulator, and the big operators and maiaufacturers. Due to the
dynamic US environnaent, the latter are usually ahead of the prevailing rules,
continually clashing with its restrictions and provisos. In the international scene,
they - more than the US Department of Trade (and the FCC itself) - opcnly favour
an aggressive bilateral approach, beiiag usually unsatisfied with the rulings and
timings akin to the multilateral opening of markets. These disputes pop up
sometimes even in tlae Geneva forunas.

From a more scientific perspective, the US is also a vciy important laboratory
for most developments in the sector. Focussing on the economic side, the majority
of the ideas and relevant practical expcriences on tlae pricing of telecoms Services
can bc found in the multiplicity of thcoretical and practical work triggered by tlae
decisions in tlae early cighties (sec Baunol and Sidak, 1994, and Mitchell and
Vogelsnag, 1996, for instance). This does not necessarily mean that tlae Solutions
in practice nowadays are the best ones. Many open questions remain on tlae ideal
choice of pricing Controls and schemes, and the conaplex issue of interconnection is
still a fertile research area. Indeed, most daat caia be said about tlae existing
Solutions is that they are a “best” of some order, given the US market dynamics
and competition conditions.
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As any highly performing and conipetitive agent would do, the US objectives,
in a macro vicw, are to reproduce thcse competition conditions in the foreign
markets, in order to fully cxploit its accumulatcd knowledgc and expeiience 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 American context, two cxpcricnccs are outstanding. Chile and
Venezuela. Chile bcgan by establishing a sophisticated and well stiuctuied
regulatory framework and only afterwards, backed by this legal aichitecturc,
implemcntcd a privatization cum liberalization progranune. The Compania dc
Tclecomunicaciones dc Chile — CTC was thcn acquired by Telefónica, dc Espana and,
though still (and inevitably) presenting some problems, the whole transition can
be considercd a success. CTC has consistendy bcen one of the most performing
Chilean companics. Rcsults referring to the First quarter of diis year indicate an
increase of 24.8 per cent in its operating figures (with rcspect to the same period
in 1997), and one of 15.2 per cent in installcd Service lines. Net profits were on
the order of USS 28.2 million.

Venezuela has practically chosen the opposite road. The State monopoly was
privatized by the end of 1991, before the cstablishmcnt 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. Morcovcr,
though the new private operator kept the monopoly of fixed telcphony, free
competition was open for all dic remaining Services and related cquipment. The
privatization auction procurcd USS 1.9 billion to the government, and control was
acquired by GTE of die US (with 40 per cent), having die employees rctained 11
per cent of dic shares. By dic end of 1993, die new operator had fully complied
with all die targets related to Service improvement and the contractual
requirements on global investment, infra-structure and capital replaccment. In
November 1996, die employees acquired an additional 9 per cent, and the
government got rid of dic remaining 40 per cent it still had in control.

For the diree Spanish spcaking 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
Telefónica de Espana and France Telecom, respectively. The duopoly however
piesented problems, not the least duc to diflicultics in the relations between the
two operators. Confirming the exceptional character of the Venezuelan
experiment, die fact that privatization carne before the establishmcnt of die
regulatory framework - which only last year started to have a more defined
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structurc - has bccn a major source of misundcrstandings and inefficiencies.
Notwithstanding, this has not deterrcd private Argcntincan providcrs to adopt an
aggrcssivc policy in dic Brazilian and Chilcan markets. Firms like ImpSat
Corporation (25 per cent owned by Telecom Italy)8 and Multicanal are already
well positioned in the First country. The former establishes and explores private
communication lines betvveen big clients. It counts on its nctwork of more than
five thousand terminais already installcd in business ofFiccs all over Latin America9
to attract the largc companies operating in any of the two countries. It has also
entered, in Brazil, in the Internet business. The lattcr established in Campinas
VCTV Cabo (49 per cent Multicanal/Grupo Clarín, 20 per cent Organizações
Globo) in order to explore in the rich interior of São Paulo State the blooming
cablc TV market.

The Argcntincan 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 compete: Miniphone (owned in equal parts by the two members of the
duopoly), Bell South, Motorola and Movicom (from the Macri group). The two
operators have thcir own cellular companies operating in the remaining areas in
the North (Telecom) and South (Telefónica) of the country. From 1999, both will
start to face competition also in the area of fixed telephony.

In Uruguay, the State operator Antcl, through a big contract signed with
Siemens (of Gcrmany), moved to a complctcly digital nctwork reccntly. Legal
amcndmcnts were - and some still are - negotiatcd in Congrcss to allow Antel to
establish international allianccs and becomc, at least in a South American
dimension, an international player. This has bcen accompanied by an ambitious
investment programme of around USS 700 million in five years; a figure which
must be evaluatcd taking into account the size of the country. No further changes
in the structurc of the sector seem to be under consideration.

In Paraguay, the situation is less clcar, a very low quality still prevailing in the
long distancc connections. In spitc of this, US and European providcrs and
manufacturers are fairly active in the country, either establishing a prescncc or
setding in a more concrete basis to operate, from there, in the MERCOSUR area. At
thcir side, Telecom Pcrsonal the cellular operator in dic North of Argentina,
owned by Francc Telecom y acquircd an important share in Cable Insígnia S.A,
which is able to provide pcrsonal tclecoms Services and operate a band B cellular
system.

K Formcrly Stct (of Italy).

9 Bcyond Argentina, Colombia, Venezuela, Equador and México, as well as releports in Miami;
links arc via satcllitcs.

Brazil, Mercosur and the Frcc Trade Area of thc Américas
        
            



Table 1 gives an idea of the State of foreign ownership of the main operators
present in selected South American countries. At the side of GTE and BellSouth
from the US, there is a very significant presence of the main providers fiom three
Mediterranean countries. Spain, in particular, has a remaikable presence in the
main carriers of tlie MERCOSUR member (Argentina) and of one associate (Chile);
Italy appearing in the other (Bolivia).

Notas: a) The foreign operators are Telefónica de Espana (Spain), France Telecom (France), Telecom Iralia (Italy),
•BellSouth and **GTE (both from the US). b) The absencc of brackets in the US column means that the foreign
operator has total control of the rclatcd company.

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

ownership between brackets) _______________
1 Countries Origin of Operator

Spain France Italy US

Argentina Telefónica de Argentina
(25%)

Telecom Argentina Telecom Argentina
(19,5%)

Movicom (65%)*,
Tcléfonos dcl
Interior (23%)**,
CTI Movil**

Bolivia - - Entel Bolivia
(50%)

-

Chile Tclcc. dc Chile (43%) - Entel Chile (20%) BellSouth
Comunicacioncs*

Peru Telefónica de Peru
(31,5%)

- - Tele 2000 (58,7%)

Venezuela Tclófonos dc Venezuela
(6,5%)

- Telcci Celular*,
Teléfonos dc
Venezuela (51%)**

The foreign penetration displayed in Table Is hould be no wonder. South
American countries are considered one of tire most promising world markets in
telccoms. In 1997, the Latin-American market was of around USS 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 for doubling the density, for the other countries, rates are bclow 110
per cent, showmg the huge potential for increase.
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“Data rcfcr to thc latest availablc figure in 1998.
Source: 1TU - World Tclccomunications Indicators, 1996.

TABLE 2: Telephone Lines - Fixed and Celular - per 100
Inhabitants in the Main South American Countries: 1996

Argentina 25
Bolivia 4,32
Brazil 13,4
Chile 15,59

Equador 7,33
Paraguay 3,56

Peru 5,99
Uruguay 28,01

5.2 The MERCOSUR Negotiations

On Dcccmbcr 15, 1997, thc Protocolo de Montevideo sobre el Comercio de Servidos
dcl Mcrcosur was signed. With thirty articlcs, heavily bascd on the GATS - the
devicc of the lists with the schedules of dic specific sectoral commitments was also
adopted herc -, though pushing somewhat further thc integration, in die lines of a
common market, the Protocol is a very reasonable framework for deepening trade
in Services within die Southern Cone. Under these guidelines, telecommunications
are the subject of the negociating n2 1, SGT1.

The SGT1 is divided into four commissions, dealing with postal Services, radio
Communications, radio diffusion and public telccommunication Services. They
conduct at present 44 negotiating lines or working parties; Table 3 shows a few
more relevant ones. Within such a complex task, it is only natural that negotiations
move on slowly and are sometimes stuck by rather spccific problcms. Orbital
positions, for instancc, are a contcntieux betwecn Argentina and Brazil, die former
having reccndy ccded to the US - in an unexpected move - its 85° posidon, class
KU. The whole trend is however positive and progress is evident in certain
questions. Examples are the trunldng line which will link Belo Horizonte (Brazil)
to Santiago (Chile), and dic First (recent) decisions on common standards for
equipment certification.

As regards die telccoms annex to die Protocolo de Montevideo, while
Argentina pushcd for a WTO-plus agreement, Uruguay and Paraguay have not
presented any offcrs. In June 1998, Brazil presented its WTO proposal.10 There are
hopes that, by die second semester of 1999 - after having updated its WTO offer
under the light of dic new legal dcvclopmcnts and recent changes in die sector
structure - Brazil will produce a more encompassing offer, likely to reach a
common denominator widi the Argentinean proposal.

10 Scc thc next section.
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TABLE 3: MERCOSUR, SGT1: Selected Negotiating Lines

and/or Working Parties-------------------- --- ~ --
Comissions*
Postal Scrvices(S)
Radio Comunications(17)
#3- ccllular telcphony

#8- personal communication systcms
#12- managcment ofthc radioelcctrical spcctrum in thc MERCOSUR arca

#14- satcllitc systcms

Radio Difhision(ll)
# 1 -UHF-TV agreemcnt
#2- agreemcnt on thc distribution of multipoinr, multichannel TV signals

#11- agreemcnt on thc distribution of multipoinr, multichannel local TV signals

Public Telecomunications Systems(9)
#1- compilation ofexisting legislation and tarifFstructures

#2- procedures for cquipment cerrification

#3- procedures for accrediting telecomunications cquipment laboratories in
the MERCOSUR arca

#8- hamionization of interconncction critcria

* Total number of correspondmg lines or parties bctwccn brackcts

Sourcc: ANATEL

 By this time also, Uruguay and Paraguay have expressed their intention to
present something. If no sudden changcs or major problems occur, by 2000,
harmonization and liberalization of the Southern Cone telecomunications sector -
at least at a levei 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 qualificd as a
significant case study of a national situation. Moreover, the country^ huge
tclecoms market was efFcctively privatized this year.

Bcfore auctioning its considerable assets in the sector, the government created a
regulatory body, ANATEL — Agencia Nacional de Telecomunicações^ which is goi^g
bc the key ofFicial agent, widi powers to set prices, technical standards and Service
taigets, design taiifFs, and issue all provisions regarding the establishing and
supcrvisíon of a fair compctitivc environment in the sector.
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6.1 The Legal Framework

Many different and complex events have pcoplcd thc road to thc July 1998
landmark auction in thc history of Brazilian tclecommunications. The legal
structure of the sector consisted, since 1962, in the Constituição Federal (the
Brazilian Chart), thc Código Brasileiro de Telecomunicações (the Brazilian
Tclecommunications Codc) and a series of ordinary laws rclatcd to Services not
mentioned in die Code, decrees and specific rulings issucd by the Ministry of
Communications. The Codc is actually Law 4.117/62, whosc approval took nine
long years of debate.

Thc 1988 Chart, in its Articlc 21, paragraphs XI and XII re-emphasized the
role of die Union in the exploration, directly or through govcmment controlled
companies^ of most tclecommunications Services. More specifically, it stated that:

i) telcphonc, tclcgraph, data transmission and other public tclecommunication
Services would be exploited by the Union, either directly or through concessions
to State companics (par. XI);

ii) information Services could bc exploited by private entities through the
public network (par. XI);

iii) radio, TV and other tclecommunication Services could be either directly
exploited by the Union or, through concession, authorization or permission by
private entities (par. XII).

An ambiguity is apparent on what are these “other public tclecommunication
Services” and to what extent do thcy differ from “other tclecommunication
Services”. Morcover, it is not clear how thc provision of information Services
through the public network would be ensured.

In August 1995, the Constitutional Amendmcnt n2 8 redefined the sector,
laying thc ground for the coming changes. In thc revised Article 21, “other
tclecommunication Services” disappearcd from paragraph XII, and a shorter
paragraph XI gave to thc Union the right to exploit tclecommunications Services
directly or through authorization, concession or permission. This right charactcrizes
what is usually callcd a mixed regime, in which both thc Union and die private
sector can exploit thc Services; being however clear the end of die State monopoly
on these Services.

Two things are also wordi mentioning as regards die Amendmcnt. First, it
announced that future legislation would deal with die organization of these
Services and die creation of a regulatory body. Second, combining (the revised)
Articles 21 and 22, it separates - in a somewhat arbitrary way - radio diffusion and
Communications from the bulk of telecoms Services.
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In 1996, Congrcss approved Law 9.525/96, setting general guidelines on
mobile telephony, limited Services, use of satellitcs as carriers and opening the
public network for the provision of value addcd Services. As regards the first, the
spectrum was dividcd into two parts - Bands A and B the first being already at
the time cxploitcd by the (then) State opcrators, while the second would be ofFercd
to private opcrators in the near future. The Law also prepares the ground for the
further privatization of Band A Services, by creating scpaiate companies to deliver
these Services. Limited Services for the use of third paities aie peimitted, on a
renewable ten years basis, to Brazilian companies fully established in the country.
As regards the use of satellitcs, a distinction is made whethei the equipment
occupies orbital positions officially notificd by Brazil (infoimally, a Biazilian”
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 governmcnt submitted a substantial project
containing the major new law on telecommunications. This project contemplated
the crcation of the official regulator, the Agencia Nacional de Telecomunicações
- anatei, and dcscribed in reasonable detail policies and concessions for several
key Services. The law was finally approved during the following year. A full
analysis of its contcnt 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 Commitmcnts,

     and the related List of Article II Excmptions to figure in the Fourth Protocol to
  the General Agrecment on Trade in Services, namely diat on telecommunications

Services. The “Brazilian offer”, taken with respect to die 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 tiie percentagc of foreign capital allowcd in the
companies using segment facilities of “Brazilian” satellitcs, for instance, the 49 per
cent restrienon will be abolished as ilom July 20, 1999. The commitments and
exceptions - now deposited at the WTO - were sent to Congrcss 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 die new
reguladons, which is in progress.
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6.2 The Recent Changes

The privatization design imposed a rather debatable segmentation of the
countr/s geographic space. Three “local operators” for fixed telephony - onc of
them, Tcle Norte-Lestc, encompassing an area ranging from most of the Amazon
region to the States of Minas Gerais and Rio de Janeiro, the lattcr with a
notoriously poor Service, were formed. Mobile systems will compete under a
duopoly (bands A and B) in ten regions - one of them including the whole
Amazon area but the State of Acre (namely “área 8”, encompassing the States of
Amazonas, Pará, Roraima, Amapá e Maranhão). The long distance and
international calls operator, EMBRATEL, was also privatized. Most of these
companies were creatcd a few months before tire selling, as local fixed telephony,
togcdier with cellular Communications, was - with a few exceptions - managed at
die State levei. Through a series of decrees and othcr legal measures,11 the
government rearranged the sector - prcviously under a federal holding, TELEBRÂS -,
separating, as different enterprises, mobile from fixed Communications, and
establishing the duopoly on cellular operations. The whole lot was valued at a base
price lower than US$ 13.5 billion, much less than the first expectations, as a result
of the shortage of investment money after the November 1997 Asian crisis.
Moreover, a progressive strategy was not adopted: all companies should be sold at
the same time. This turned the date finally set for the auction into a point
d’honneur, with the government vicwing its actual realization as a major signal to
the international investment community.

A long series of pressures, denials and concessions - at the same time that legal
cases against the privatization pourcd every week - occupicd the months from
April to July. Fearful of losing in the final hour, the government started to
progrcssively make concessions in key points. The percentage of foreign ownership
of voting capital - limited to 49 per cent according to the Constitution - was
eventually liberalized. Foreign operators also complained about the targets and
related timings for attaining universal Service, finally managing to change those
prcviously stipulatcd. Equipment manufacturers protested on die market shares to
be preserved for the domes tic manufacturers - a point on which there was already
disagreement bctween ANATEL and BNDES, the national development bank -, and
were succcssful in eliminating diem. While trying to improve the international
attractiveness of the auction conditions, the government fought a judicial batde to
hold a general meeting of TELEBRÂS shareholdcrs to approve the crucial splitting
of the holding diat would make the jumbo sell possible. Only on May 22, in die
third attempt, the meeting took place and the splitting was sanctioncd.

Starring with the above mentioned Law 9.295/96,
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The auction finally became a reality on July 29, as planned, and was considered
a succcss by the government, which evcntually fetched USS 22.057 billion, a suin
64 per cent above the set minimum. Tablc 4 shows the main acquirers, by typc of
operation and region/company.

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

by Region/Company and Type of Service _______

Spain Portugal Italy BclICanada & Tclc.systcm

| Fixcd Tclcphony

1 Telc Norte-Leste

| Tclc Centro-Sul X

Telc São Paulo X X

CRT X X
1 Mobile Tclcphony (Band A)

, , - - -
Telcsp X

TelcSudesrc X

Tclcmig X

TclcSul X

TclcCcntro-Ocstc

TclcNortc X

TclcLcstc X

TclcNordcstc X

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

If many points of the “jumbo auction” can bc the subject of criticism, it is not
fair to rank it - given the many constraints which were at stake - as a bad
outcomc. What mattcrs now is to adcquately face the great challenges opened by
this dramatic change in the Brazilian telecommunications environment. Among
tliem, we find the following particularly important:

- the rcgulatory agency, ANATEL, will now begin to be really tested. There is a
consensus that the period ranging from 18 to 60 months after the auction,
roughly die 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 separa te mention;

the intciconnection question: though die normativo set for it has bccn
alrcady delivercd, it is widclly known diat here lies onc of die most delicate
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and difFicult issues of a liberalized telecoms environment (sce, for instance,
Laffont et alil, 1998). Only after the full implcmcntation of the system, with
the newly privatized companies in normal operation, and facing the
competition of the “mirror opcrators”, what will actually start by carly
2000, will the real interconncction problems appear;

- the universal Service obligations: in Brazil this continues to be a main issuc;
according to a survcy by IBGE, in 1993, 80 per cent of the residential
telephone terminais in Service were in the hands of the upper (in family
incomc) 17 per cent families. Moreover, only 3 per cent of these terminais
were in the hands of class D and E families (the lower social classes). We do
not think that the “cellular boom” has substantially changed this situation.
Attainmcnt of the (minimal) universal Service goals put forward in the
privatization rules12 will depend on ANATEL’s clout on dic various servia
providers. International evidence shows that this is not an easy task, [OECD
1995]; in particular, the US evidence on welfare improvement of less
favoured customcrs is not very encouraging, clear advantages having surely
been created only for the largcr users [Higgins and Rubin, 1995 Mitchell
and Vogelsan, 1996];

- beyond the domestie competition context, there are important International
issues affccting the system. One good cxample is the satcllites sector, wherc
the US has a rathcr protcctionist stance, which sometimes manifests itsclf in
agressive positions, as the ones it has been taking in the discussions
regarding the privatization of the INMARSAT/INTELSAT system.13

Asidc these considerations, problem is looming in the equipment sector.

Tablc 5 shows the Brazilian trade balance for telecoms equipment. The
escalating trade déficit has reachcd approximately US$ 2.5 billion in 1997, with
Brazilian exports showing a reasonable increase only in the ERBs & cellular phones
and commuting centrais subsectors, where most items are goods only half
manufacturcd in the country. There is an evident increasing lack of
competitivencss that is not only due to the overvalued Real of the past few years.
In spite of some strategies proposed by BNDES to cope with this situation, Melo
and Gutierrez (1998), like the (domestie) manufacturing prospccts embodied in
the WLL - wircless local loop tcchnology, the governmcnt does not scem to have a
clear idea on this issue. Well beforc the Telebrás privatization, it has been
oscillating betwccn the pressures from (forcign) producers already established in
the country and thosc from the forcign exporters eager to reap the gains opened
by the new opcrators’ demand.

12 And which wcrc progrcssivcly softencd until the date of the auction, in july 998.

13 Sce also scction 4.
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Sourcc: Scccx/Dcccx

TABIE 5: BraziV.Trade Balance for Telecommunications Equipment

(US$ millions, for selected years) _______________

1993 1995 ____ 1997

IMPORTS 576,6 1360,1 __  2740,

Parts and components 170,9 418,3 616

ERB &. cellular phones 147,3 375,8 891,2"

Comniuting centrais 146,9 354 803,6

Cablcs & other duets 62 134,5 315,5

Others 40,5 77,5 113,9

EXPORTS 147,8 130,4 289,4

Parts and components 8,9 11,4 19,5

ERB & cellular phones 3,4 4,2 92,8

Commuting centrais 29,4 25,1 100,4

Cablcs & other duets 94,1 84,5 60,7

Others 12 5,2 16

DÉFICIT -419,8 -1229,7 -2450,8

7. Possible Outcomes: Costs and Benefits

As pledged in the previous sections of tliis paper, perhaps a most possible
outcome - if negotiations go on as scheduled - is an agreement in the fashion of
NAFPA’s chapter 13. Combining it with liberalization in the goods trade, this
means that spccial advantages will be created for US providers and manufactureis.
The pressure they exert to model the markets according to the US cnvironmcnt
will thcn, in the whole MERCOSUR arca, bc much greater than at present. This
may bcgin evcn beforc the signing of the agreement, if the pace of negotiations
will point with reasonable certainty to such an outcome.

The increascd pressure from US tclecoms companies will impact as well as
diveit effoits to harmonize the existing regulatory Systems, in order to create a
fully libcralizcd maiket in telecommunications — in the spirit of the Asunción
Treaty, that is, within a common markct pcrspcctivc and not that ofa frcc trade arca -
among MERCOSUR members and associatcs. Such harmonisation cum
libei alization is already a tremendous task, eventually leading to the existence of a
single, supranational tclecoms rcgulator, that will become much more difficult - if
not abortcd - in a FTAA cnvironmcnt.

It might bc thought however that this loss of a decper tclecoms Services
integration within the MERCOSUR and associatcs would be compensatcd by
sigmficant economic and cfficicncy gains from the FTAA. Threc points indicatc that
very likcly this is not the case.
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The first is the ongoing sectoral negotiations at die WTO. Taking for granted
die existence and continuation of MERCOSUR, from a multilateral vicwpoint, it is
much more advisable to pursue the progressive opening of die sector under the
WTO framework, dcepening and enlarging die schedules presented by the
MERCOSUR members. Instead of wasting energy in talks widi a manifold of
American countrics, whose net rcsult - whatever it might bc - will be biascd
towards the US companics in detriment of other, spccially European, competitors,
it is much more profitable and wiser to design a common MERCOSUR schedule to
be negotiated, in a concerted move of all members and associates, in the
multilateral Geneva forum. It might also not bc forgotten the possibility of the
Millennium Round, whose existence would reinforce this point.

The second argument relates specifically to the cquipmcnt sector. For countrics
with low compctitiveness in this industrial sector, as is the case in die MERCOSUR
block, the optimal policy is obviously to create an cnvironmcnt where all
competítive world playcrs have equal chances to aequire market shares. Special
facilitics to US manufacturcrs - to which will boil down die FTAA in this case - is a
suboptimal choicc. The multilateral option is again dominant here, particularly
bccausc the elose links bctween manufacturcrs and providers described in section
2. Ironically, the ITA, launched by the US in Decembcr 1996 - with the support of
die European Union, Canada and Japan - during the First WTO Ministerial
Confcrcncc, in Singapore, stands as a much better alternative. At diat dme, givcn
the great number of exceptions for information technology goods in die CET,
MERCOSUR members reniained outside the agreement. According to the prevailing
exceptions, by 2006, tariff harmonization in dais catcgory will lead to an average
tariff of 16 per ccnt. Considcring the changcs which already took place during the
Brazilian privatizanon, as wcll as diose in die A'gcntincan sector, a new look
should bc givcn to these items, taking also into account die progresses in the
implementation of the Common Externai Tariff. A conccrted adherence of the
MERCOSUR block to die ITA - negotiating, as best as possible, conccssions widi
the US, the EU and Japan - should dien be designed. We are conscious that this is
not an easy task; Brazilian manufacturcrs strongly oppose the ITA at present, and
MERCOSUR members must (first convince thcmsclves of, and dien) intelligcndy
use thcir bargaining powcr as a kcy to tclecoms cquipmcnt market.14 This task
could pcrhaps be made much easier - and makc more sense, as sustaincd by die
Brazilian Foreign OfFice - if negotiated under the umbrella of the Millennium
Round.

The two points above turn die FTAA negotiations on the sector, an unfortunate
diversion of scarce human and technical rcsources, that will lead to a sub-optimal
solution with respect to the common (MERCOSUR) pursue of a multilateral sector

M Scc end of sccrion 5.1.
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liberalization. This means an additional and unnecessary stress — in the sense
coined by Lafcr (1998) - on the MERCOSUR group that, given their limited
technical and diplomatic staff knowledge in telccoms, will certainly wcaken their
clout in the mui tila teral arena.

The third point bcars a more technical character. The cxtent of the rcccnt
changes in the sector in South America, and notably in Brazil, is so huge that a
horizon of five to ten years will be necded to fully mastei 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 consorcia owning the fixcd and mobile
operators are already cxpected in the near future. Moreover, the functioning of the
Comissão ãc Arbitragem e Jntcrconexão will require a series of adjustments and
corrections before reaching a normal operating mode. Price 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 whcn the privatization programme was launchcd -
will actually happen in the near future. The US evidence on this is not very
encouraging, clear advantages having surely been creatcd only for the larger users.
Of course, this outcome is conditioned by the price Systems allowed. All this
shows that telccoms will already bc, per sez a very turbulent sector in the coming
years, demanding careful management and supervision. Opcning the FTAA door
might result in an one-way importing of Solutions, modes of behaviour, legal and
compctitive 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 levei
playing fields for them.

Beyond these three points, there is a further area where the answer does not fali
in the afFirmative either. Indeed, it could be raised that the FTAA would facilita te
market access in the US and Canada for the MERCOSUR (indigenous) telccoms
companies. This is not the case. Actually, but for negligible (in value) exceptions,
wc nsk to claim that there are no providers or manufacturers, of MERCOSUR
ongin, which are compctitive in the US and Canada telccoms markets. As is well
known, MERCOSUR commercial interests in (non-Spanish) North-Amcrica are
closely relatcd to its contentiewc with those countries, and are concentrated in
textiles and leather goods, the agricultural and food processing scctors, as well as
in selected manufactures as shoes, stccl & Steel goods and a few kinds of
mac mery. iven that Central America is a market traditionally protected -
exphctdy or tmphc.dy - by the us, if títere are any “American” prospects of market

34
Brazil, Mcrcosurand the Free Traãe Area ofthcAniaicas



access for MERCOSUR’S telecoms providers and manufactureis, thcse lie in South
America, and for this, a ftaa is not needcd.

8. Conclusion: Timing and Strategies

Undcr the hypothesis that it is important to pursuc the MERCOSUR projcct,
within a multilatcral framework of tradc libcralization, diere are no gains, as
regards telecommunications Services, in engaging in the FTAA negotiations.
Indeed, the net outcome may even be costly and damaging to die MERCOSUR
intercsts.

It is important then to bricfly outiine a stratcgy in the case tfiat, for reasons
whose discussion are outside the purposcs of this tcxt, MERCOSUR is “forccd” to
cngage in die negotiations. We envisage two general principies and an action
guideline.

First of all, it must be left very clear that a position against a FTAA in telecoms
does not imply a disregard to the US experience and knowlcdgc in the sector -
quite on the contrary! As statcd in this report, it is in the US that a most valuablc
laboratory in the sector is found. This means diat the channels for information
exchange, and Icarning, are diose which should be pricd open- if neccssary - with
a crowbar. Whatever regards education, training, information and technology
exchange can and should be encouraged undcr an American co-operation
framework.

The sccond principie is dclaying. Brazil and MERCOSUR have bccn rcasonably
successful in cooling off the (intermittent) US integration ardour. The
understanding of 2005 as a “lowcr deadlinc” for ending negotiations, togedicr
with a future implementation calcndar of at least 15-20 ycars for any decision - as
the US will enforcc for all orange-juicc likc produets which are sensible to them -,
should be pushed through consistendy. Cohcrcnt govcrnmental support will be
crucial for diis.

Finally, a guideline must be used thoroughly, depending on how things turn
out. It is usually accepted that the US intentions in the FTAA are in terms of a WTO-
plus kind of agreement. In telecoms, a strong position should be hcld, in not
advancing one inch from tlic wro schcdules. For telecommunications, a FTAA, if
inevitable, should rcduce to the very words of the WTO language.
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Comments by Ana Novaes

The objetives of Professor Flôres’s paper are: (i) to shovv that it exists a sharp
discrcpancy between thc FTAA and diose of MERCOSUR; (ii) to shovv diat there are
no gains for MERCOSUR countries in a negotiation to liberalize the
telecommunications sector; (iii) to shovv that an agreement entailing liberalization
in die sector would be to the advantage of providers of telecommunications
Services and mamifacturers of equipment from die United States.

In this comment I will argue diat die author did not succeed in demonstrating
these points and diat an alternative approach would probably reverse his
conclusions.

The basic argument used in the article is that die US and the UK are ahead of
othcr countries in liberalizing their telecommunications sectors. The author bases
his argument on sectoral proposals in die context of NAFTA. According to the
author, thc NAFTA agreement, which is generic in relation to odicr Services, is
specific for telecommunications. He stresses three points of the NAFTA agreement:
(i) requirement that equipment be compatible widi the protocols covering
interconnection of die present network; (ii) diat NAFTA signatories have to accept
laboratory tests undcrtakcn in the territory of member countries; (iii) NAFTA
signatories have to assurc diat private circuits are available at a fixed rate,
independendy of use, favouring big scalc operators.

In my view, diese arguments do not warrant thc conclusion that a NAFTA type
negotiation leading towards liberalization would be detrimental to die in teres ts of
MERCOSUR. In die first place, diere is nodiing more reasonable than the
requirement that equipment supplicrs diat are willing to enter die market should
do so oftering equipment which is compatible widi die basis network to which
tiiey are going to be connectcd. This is, indeed, a requirement of the Brazilian
General Telecommunications Law. The second point reflects a reciprocity
treament and intends to avoid non-tariff barriers as recognized by die autiior.
Finally, die requirement that private circuits should be made available to users is a
sine quít non condition to assure staisfactory compctition. Points (i) and (iii) are
common practice in Brazil today.

Still according to thc author, the Services sector in MERCOSUR is included in
die Montevideo Protocol but, since it does not present the Protocol proposals for
die telecommunications sector, it is difficult to compare them widi those of
NAFTA.

I believe diat an alternative approach can lead to diffcrent conclusions. The
argument that an uneven levei of liberalization of thc sector in difFerent countries
can lead to undesirablc conscquenccs of the liberalization processs, needs to be
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groundcd on facts. A more gradual liberalization policy could be, for instance,
justificd by the necd to finance the universal systcm but this issue was not
broached in the paper. The authofs argument that US equipment supplicrs would
gready bencfit from an opening up of the MERCOSUR and that this is somehow
undcsirable, does not sccm reasonable. The big players in Brazil aie not us firms:
Ericsson, Pirelli, Alcatcl, Nortcl and Furukawa. The entry in die maiket of us
firms is to be welcomed. Brazilian consumers would benefit from this.

Consumers, by die 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 sugçcsts that a liberalization a In NAFTA would be against theoo
interests of MERCOSUR countries.

I believe diat die Brazilian experience will be fundamentally important for a
proper understanding of die ways to be followed by MERCOSUR in liberalizing the
sector. The audior’s views on the privatization process in Brazil are not very
positive. I disagree from diis assessnient and contrast in the table below our
differing views on die matter.

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

(i) what is thought in MERCOSUR concerning Services in the context of the
   Montevideo Protocol;

  (ii) what are the differenccs bctween die NAFTA agreement and die present
  realities in MERCOSUR. Based on his paper, it appcars to be no difference

betwcen NAFTA ype policies and present Brazilian practices;

(lii) identificadon of the great players in MERCOSUR and who are dieir
potential compctitors. Assessnient of what could thcy gain or lose with NAFTA
type policies.

I would not be surpriscd if die audior reachcd opposite conclusions after such
an analysis.
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Artícle’s evaluation My evaluation
Split of TELEBRÁS imposed a
“debatable segmcntation”

Split of TELEBRÁS was a way to assure
competition and avoid transforming a
State monopoly into a privatc monopoly

Government decidcd to scll all companics
at the samc time and it became a point of
honour to respcct the initial time
schedule

The timing of thc TELEBRÁS sale could
hardly be improved

Government made a conccssion by
allowing forcigncrs to buy more than
50% of voting capita!

Government increased competition and
avoided higher costs in the formation
of consotia with parallel shareholders’
agreements. A conccssion was not to
make compulsory the prcsence of a
strategie investor in each consortium

Minimum price of RS 13.5 billion was
much below initial expcctations

In thc day of the announccmcnt, the
minimum price was 70% higher than
telebrás market value. Thc final price
obtained was much above estimates of
all analysts
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OPENNESS AND EFFICIENCY IN BRAZILIAN BANKING15

Afonso S. Bcvilaqua and Eduardo Loyo

1. Introduction

SINCE free TRADE IN SERVICES made its way into the diplomatic agenda for
the Uruguay Round, Brazil has engaged, or otherwise resisted insistent calling

to engage, in Service negotiations at tlie multilateial oi icgional leveis. Lack of
enthusiasm on the part of Brazil was not surprising, on account of the little
promise of gains it saw from incrcased market access abioad, and its feai of an
onslaught on domestic markets - still ver)7 closcd — by piovideis fiom devcloped
countries. These concerns were especially strong regarding financial Services.

In the last fcw 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 tlie Brazilian stance in
recent and ongoing negotiations, or from tlie few specific commitments made by
Brazil in the arca. Whatevcr foreign entry, there was basically amounted to
unilateral libcralization not included in formal exchanges of concessions.

Within other thematic trade negotiation agendas, interesting trade-oflfs may call
for sophisticatcd strategic considerations. In agriculture, for instance, each country

  must factor in the effects of libcralization elsewhcre on the equilibrium in
worldwidc markets for different commodities, of which it may be eithcr a nct

  importer or a net exporter. In tlie case of financial Services, it is generally accepted
that market shares everywhere will be redistributed in favor of providcrs from
developed countries, and that developing countries, unless tliey manage to
exchange liberalization in Services for concessions in other areas, will have to be
content witli gains they would equally obtain by liberalizing unilaterally.

Also, countries with little interest in non-discriminatory libcralization may still
see gains in (01 bc preparcd to facc tlie burdcn of) libcralization within a regional
group. That may again Icad to interesting choices between non-discriminatory
libeialization and several possiblc regional combines. But regional preferences are
enforceable only if all participants maintain a similar levei of protection against the
outside world or rulcs of origin are in place to prevent more open members from
servmg as a transshipment route into more closed ones. Regarding financial
Services, neither condition is fulfilled by the regional integration initiatives in

15 We wish to thank (without implicating)
Bezerra de Mello, and Loic Sadoulct. Wc
assistance.

Marcelo de Paiva Abreu, Masamichi Kono, Patrícia
are also grateful to Marina Fontoura for able rcscarch
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which Brazil participates, making regional liberalization tantamount to non-
discriminatory liberalization.

Because financial Services lend themselves rclatively littlc to cconomic
strategizing in sclf-containcd negotiations, and because past concessions madc by
Brazil werc a very poor predictor of upcoming liberalization moves, we shall pay
less attention to formal trade diplomacy than to the actual effccts of the observed
unilateral liberalization. Scction 2 bricfly revicws 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 bodi most
promising and rclatively easier to quantify, namely gains in cost efficicncy in
financial intermediation. We then procced to measure the progress madc in that
respcct in the last fcw ycars.

Wc conccntratc on the banking market rathcr than financial Services in greater
generality. Givcn the universal banking systcm adopted in Brazil, and the fact that
the Brazilian cconomy relies very heavily on financial intermediation through
banks, diat is alrcady 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 even more dynamism in the future
- for instancc, it is generally reckoncd that Brazil is considcrably underinsured.

2. Negotiations and Liberalization

By 1995, forcign participation in the Brazilian banking market was largely what
it had been for the entire prcceding decade. Foreign banks operated in Brazil
eitlicr through capitalizcd branches or as locally incorpora ted subsidiaries
(sometimes, under both formats). Foreign financial institutions also hcld minority
stakes in banks controllcd by nationals, so imparting thcir intcrnational crcdibility
to the local association and enjoying more authority over its operation than
warrantcd by their capital share. Togcther, all those banks with strong ties to
forcign capital accountcd for about 15% of total assets in the banking systcm, and
about 30% of assets of privatc banks [Bevilaqua, 1996]. Forcign banks
concentratcd in some market niches, such as intcrnational finance and high-end
rctail banking, or were the consumer finance arms of auto makers. As a rcsult, they
had only 4% of the bank branches in the country. Total forcign investment in the
Brazilian banking systcm was close to USS 2 billion, of which Japan hcld 24/6, the
US 23%, France 13%, the UK 11%, and Germany 8% [Bevilaqua, 1996].

In terms of forcign participation in total banking assets, Brazil did not compare
all too unfavorably to Argentina, with 15% in 1994, to Chile, with 24% in 1996,
or to post-NAFTA México, with 20% in 1996 (figures are from Dobson and
Jacquct 1998) In terms of market contestability, however, the regime was
extrcmely closed - much more so than in these other countries. Basically, new
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foreign banks were not permittcd to establish in Brazil unless specifically
authorizcd by a presidential decree. The same was requiied foi any expansion of
foreign participation, directly or indireedy, in locally incoipoiated banks. Thcrc
was no indication of willingncss to grant such discretionary authoiizations in any
substantial scalc. Central Bank authorization was also tequiied for thc
establishment of new branchcs of any existing bank, and that was used to severely
limit the expansion of foreign banks.

The latest Brazilian schcdule of commitments in financial Services under GATS
contains few substantive concessions?6 Limitations on niaiket acccss and national
treatment were left unbound for most sectois and modes of supply. Sonic of thc
few exceptions mcrcly confirmcd a long established sfátus quo^ like thc
commitnicnt to no limitations on cross-border supply of fieight insuiance on
exports. Others rclated to auxiliary Services like actuarial, consultancy and survey
Services in insuiance, which shall not suffer any limitation. Thcrc is otherwise no
commitment whatsocver rclating to consuniption abroad or cross-bordcr supply of
financial Services. Commercial presence generally requires the discretionary, case-
by-case cxecutive authorization to conduct business; marginal exceptions are
insuiance brokerage, clearing Services for sccurities and derivatives, and over-the-
countcr sccurities trading. The cxecutive authorization may impose ad hoc
conditions and limits, including restrictions on branching. Reinsurancc and work
accident insuiance remain public monopolies, and Brazil only made a quite
indefinite promisc to “undcrtakc commitments” in these areas once Congrcss
passed legislation already proposed by the cxecutive lifting these monopolies. As a
more palpable promisc, and perhaps the most substantive item in the whole
schcdule, “foreign persons may participatc in thc privatization of public sector
financial institutions and in each case commercial presence ivill bc granted” (our
cmphasis).

GATS schcdulcs that mercly freeze thc status quo in financial Services are the rule
rather than thc exccption (Sorsa 1997, Dobson and Jacquet 1998). Even those
have been sometimes welcomed as a progress for preventing policy from ever
slipping backwards (WTO 1997). In the Brazilian schcdule, however, the cxecutive
authorization for commercial presence is so arbitrary that no operative lower
bound is created. Thc notable exccption is the rather firm commitnicnt to allow
foreign acqtusition of public sector banks being privatized. That is in line with the
apparent puority accoided by the Brazilian government to maximizing
privatization revenues over competing policy objectives.

Librai™ of Bralim i„ f,nancial Ktvi k advancing
m„eh ■„ thc regional aphra. Brazilian foor-dragging „it|, regard ro an FTAA is 16 

16 GATS/SC/13/Suppl. 3, 2/26/98.
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part of a much broadcr diplomatic program, but cvcn there, resistance gcts
espccially strong when it comes to inchiding financial Services in the agenda. Just
as resistance to GATS concessions, that is hardly surprising givcn the pcrceivcd
competitive threat poscd by US financial institutions. Within MERCOSUR, where
tliere is no major moncy center, one might have expcctcd more progress, but
virtually nonc has been made. The obstaclc, at least as far as banking is concerned,
has been the great asymmetry betwccn the multilateral trade regime adopted by
differcnt members (Bevilaqua 1996, Abreu 1997). While Brazil maintained a
closed banking market, the others have very opcn regimes. Argentina, BraziPs
main partner in MERCOSUR, imposes no restriction cithcr on commercial prcsence
in banking or on consumption of banking Services abroad. Any Brazilian
concession made on a prefcrential basis to a regional trading partner, which has
itself a very liberal regime toward the rest of the world, would for all practical
purposes amount to a multilateral concession. Firms from any other part would be
ablc to pcnctrate the Brazilian market through subsidiaries incorporated, say, in
Argentina. That happened, for instancc, when NAFTA was formed: European
banks made important aequisitions in the Mexican market through thcir US
subsidiaries.17 The EU also adopted a “single passport” policy, and again much of
the furthcr externai penctration into markets of EU members occurred through
pre-existing subsidiaries in some other member (WTO 1997).

Within MERCOSUR, market acccss abroad might be of benefit to Brazilian
banks, who could, with relativc ease, extend to thesc neighboring countrics the
economics of scalc already obtaincd in thcir much larger domestic market.
Brazilian firms with business in thesc countries or multinationals with regional
headquarters in Brazil might find Brazilian banks espccially attractive there, and
represent a platform from which these banks could launch onto a broader clicntele.
Some Brazilian banks have been cautiously testing the water in Argentina with
single branch operations. Banco Itaú stands out, having already made much bolder
moves into retail. Since 1995, it opened 32 branchcs, mainly in metropolitan
Buenos Aires. Last May, it announced the aequisition of Banco dcl Buen Ayre,
which will add 60 more branchcs to its Argcntinean nctwork, making it the fifth
largest in the Buenos Aires region.18

Givcn the liberal regime adopted by Argentina on a multilateral basis, Brazil
would, in principie, need to makc no concession to benefit from diat market
acccss. Howevcr, Argcntinean authorities indica ted that some prefcrential
treatment has been given to Brazilian banks - supposcdly granted right of
cstablishmcnt when diey wcre in less than full compliance with the relcvant 

17 “Sin cl TLC, la rccuperación bancaria hubicra sido más difícil”, EI Economista (Mcxico), 5/5/97.

18 Information from the bank’s Argcntinean websitc, www.itau.com.ar.
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Argentinean legislation - and threatened to revert to a zeio tolerance policy jf
Brazil did not take liberalization steps as well (Bevilaqua 1996), The only
publicizcd response by Brazilian authorities was to giant a similaily marginal
prcferencc to MERCOSUR investors, allowed to aequire stakcs in Brazilian banks
without collecting the “toll” - aequisition of “negative assets” of financial
institutions under Central Bank intervention - requiied fiom othei foieigners who
wish to establish in Brazil.19 So far, banks originating in MERCOSUR made no

major aequisition in Brazil.
Therc is, in principie, a possibility of imposing tules of oiigin of capital on

providers of financial Services. GATS in general precludes that typc of
discrimination in regional conimercial integiation agreements, but using access to
a member of the regional agreement merely as a stepping stone towards another is
not covered.

A Service supplier of any other member that is a juridical person constitutcd
under the laws of a party to an agreement [of regional integration] shall be entitled
to treatment granted under such agreement, providcd that it engages in substantive
business operations in the temtory of the parties 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 stalcmate within MERCOSUR (tliey clearly have no bearing on an eventual
FTAA). First, enforceability of preferences based on the origin of control is dcbatable.
Compared to rules of origin for goods, it may even be easicr to recognize the
ultimate origin of controllcrs 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 vicw of BraziPs partners in MERCOSUR,
whose financial systcms have much deeper penetration of foreign investment, such

Banco de Galicia may participatc in BCN Barclays this month”, Gazeta Mercantil Online,
6/19/97; Authorization for Galicia’s participation published today”, Gazeta- Mercantil Inrest
News, ]0/\4/97. Banco dc Galicia acquircd the 23% stakc of Brazilian bank BCN in Banco BCN
Barclays,a long-established associatíon wíth Barclays Plc., for a reported amount of USS 27
milhon. “BraziPs BCN sells stakc in BCN Barclays”, Reuters Financial Scivice, 12/20/96. To have an
idea of the magnitude of the prcferencc accordcd to Banco dc Galicia, Frcnch Société Gcnérale

at r^c time paying a roll of about USS 4.8 million in connection to a transaction valued at
80% more than Galicia’s aequisition. “Société Gcnérale to take control of Banco Sogeral”, Gazeta
Mercantd Online, 3/2}/97. Incidentally, note that Banco dc Galicia is locally-owncd Argentinean
bank and not a subsidiary of a foreign bank.
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discrimina tion would partly defeat the purpose of obtaining libcralization from
Brazil. Third, the overall legal status of MERCOSUR is not entirely established
under the WTO, and it is uncertain whether it would qualify for the dcveloping
country provision of paragraph 3. Fourth, the stepping stone qualification of
paragraph 6 is unlikely to bind, sincc most institutions with an eye on Brazil have
similar plans at least for Argentina.

Without much improving its willingncss to make formal libcralization
commitments, the Brazilian government gradually softened its stance in the case-
by-case authorization of establishment of foreign banks. That trend startcd in
1996, with the transfer to foreigners of control over small financial institutions
under Central Bank intervention. That transfer was justified as a tidy solution to
the problem of liquidation costs that would otherwise bc borne by the federal
government. The foreign-controlled banks so created were cxpectcd to restrict
themselves to Wholesale or highly specialized operations and were not granted
much in terms of branching privileges. Banque Nationale de Paris, which had
previously been associated with a Brazilian bank, set foot solo in Brazil
announcing that it had no interest in retail anywherc outside the region of Paris.20
Ford could open its own bank specialized in auto finance after dissolution of its
regional alliancc with Volkswagen, with the bank they jointly owncd going to VW.
That far, ncw entrants posed no threat to large domestic retail banks.

Then, authorization was given for transactions that involved somewhat largcr
and financially sound banks. But those were mainly transfers to foreigners of
minority stakes in banks already controlled by foreign institutions. Société
Gcnérale acquired the 50% it did not yct own in Banco Sogeral, and Banco de
Galicia of Argentina replaced Brazilian bank BCN with a 23% stake in Banco BCN
Barclays (renamed Banco Barclays e Galicia). Again, tliat did little to upset the
market in terms of added competition.

The First hint of what lay ahead carne with the sale of Banco Bamcrindus, in
March 1997, to British financial group HSBC. That was once more a bailout
engineered by the Central Bank, but it now involved what was then one of the top
five private banks in the country, with total assets over USS 10 billion and a
network of 1,200 branches. The aequisition reportedly cost HSBC USS 885 million
- about USS 360 million in excess of book value.21 Othcr large bank bailouts had
recently taken placc, but in those cases, domestic Solutions had been found: Banco
Nacional had been absorbed by Unibanco and Banco Económico by the much 

2n «bnp Brasi] will operate by start of March, with Vayssic in command”, Gazeta Mercantil Invest
Now, 12/5/96.

21 “HSBC invcsrmcnt toralcd RS 929 million”, Gazeta Mercantil Online, 4/2/97-, “HSBC to pay
premiam in installmcnts”, Gazeta Mercantil Online, 4/X0/97.
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smaller Banco Excel. According to the Brazilian finance minister, Hsbc

allowed to step in “because there simply was no othci institution capable of doing
so”.22 Political circles kept debating the financial intricacics of the bailout -
would pay how much, to whom, for what, and when - but piotectionist protesta
were muted as local bankers were thcmselves eagei to gct past lingering feais of
systcmic crisis. But it was widcly acknowledgcd that competition would be turned

on a full notch.23

Other foreign acquisitions of Brazilian retail banks, langing fioni quite sound
to outright insolvent, soon followcd. Banco Santandei of Spain first acquired
control of Banco Geral do Comércio, a smaller retail institution (assets of USS 1.2
billion and a network of 77 branches). A few months later, it took ovcr the larger
Banco Noroeste (USS 5.4 billion in total assets and 150 branches).24 Through
Banco Interatlântico, a preexisting local association with Crcdit Agricole of France
and Brazilian investors, it operated in Wholesale markets, Banco Espírito Santo of
Portugal acquired control of retailer Banco Boavista (total assets of ncarly USS 4
billion). Boavista had negative net worth and was under threat of intervention by
the Central Bank.25 Banco Bandeirantes (total assets ncar USS 5 billion), also in
difficultics, was sold to the Portuguese Caixa Geral de Depósitos, which had long
operated a very small subsidiary in Brazil.26 Banco Sudameris (total assets USS 6.4
billion), a Brazilian retail bank ultimatcly controlled by Banca Commerciale
Italiana, was authorized to take over Banco América do Sul (total assets USS 3.4
billion, and Fuji Bank as a minority stakcholdcr) and to expand their combined
networks to 500 branches.27 Banco Bilbao Vizcaya of Spain acquired control of
Banco Excel Económico (total assets USS 10 billion), which was itself having
difficulty in digesting its earlier takeover of Banco Económico.28 Lloyds Bank,
which operated in Brazil both with a branch and with a locally incorporatcd
subsidiary, and in addition to that hcld a 50% stake in Banco Multiplic, was 

HSBC was the only bank capable of taking ovcr Bamcrindus”, Gazeta Mercantil Invest News.,
11/6/97.

“HSBC wants to bc the biggest bank in Brazil”, Gazeta Mercantil Online, 3/27/97\ “HSBC rcdravvs
Brazil banking landscape”, Reuters Financial Service, 4/1/97.

Banco Santandcr gains foothold in Buril” Eitropean Bankcr, 3/24/97; “Santander aequires
control of Noroeste”, Gazeta Mercantil Online, 10/31/97.

“Espmro Santo to stay with 34% of Banco Boavista”, Gazeta Mercantil Invest News, 9/2/97;
Boavista Interatlantico to receive R$ 120 ntillion", Gazeta Mercantil Invest Nnvs, 9/3/97; “Banco

Boavista had negative net worth”, Gazeta Mercantil Online, 9/4/97.

“ “CMN authorizes CDG to purchase Bandeirantes", Gazeta Mercantil Invest News, I /28/9S.

„ J)ccrcc authorizes inerease of foreign capital", Gazeta Mercantil Invest News, 7/14/98.

7/30/98 V,ZCaya '° "’ieCt $ 15 b'll,On ‘nt0 EXCC1> sa>'s Mauch”, G^cta Mercantil Invest Ncivs,
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bought out of the latter association and walkcd away with its credit portfoiío of
nearlyUSS 1.3 billion.29

Last Junc, CS First Boston took over Banco Garantia, the top investmcnt bank
in the country (asscts USS 4.3 billion), paying an csdmatcd USS 850 million, plus
a USS 35 million toll to the Central Bank. Although Garantia was an icon in its
market segment, that takeover caused no public alarm. Salc of Banco Real to ABN
Amro, a month later, was not received quite as peacefully. Banco Real is the fourth
largest private bank in the country, with nearly USS 20 billion in assets and a
network close to 1,400 branches. Unlike many of the larger banks previously
transfcrred to foreign control, Banco Real rcportcdly enjoyed perfect financial
health, and the salc was motiva ted simply by succcssion problems within die
controlling family. ABN Amro, which already had a sizeable local subsidiary (total
asscts USS 3.8 billion), would pay up to USS 3 billion for 40% of the voting stock
and up to 100% of the prcfcrrcd stock, plus a USS 70 million toll, and would be
handed control of the bank in shareholders’ agreement.30

Lcading Brazilian bankers made vehcment protests against the “lack of
transparcncy” in that negotiation, and complaincd that they too should have been
given a chance to bid for Banco Real. It was also argued that Brazil was promoting
a radical opcning of the domestic banking market, a course with rare precedents in
the entire world that might (for some reason left unspecified) even imperil the
autonomy of conduct of macroeconomic policy. Brazil, it was claimed, should at
least have negotiated reciprocai concessions in exchange for that market access.
Central Bank officials reaffirmcd that foreign investment was a welcome
contribution in the process of restructuring the domestic financial system. No one
defined preciscly how far “restructuring” was meant to go, now that it was no
longer confined to bailing out banks in trouble. But there was some indication diat
authorities might be content with the levei of compctition already attained - apart
from the State banks scheduled for privatization, there might be a pause in large
takeovers by foreigners.31

29 “Multiplic and Lloyds to sever partnership”, Gazeta Mercantil Online, 2/12/97; “Lloyds concludcs
operation with Multiplic”, Gazeta Mercantil Online, 4/X4/97.

30 “Holandeses vencem jogo pelo Real”, O Globo, 7/9/98; “ABN Amro to pay S 3bn for Banco
Real”, Financial Times, 7/9/98.

31 “Brazil: bank takeover stokcs fear of invasion of foreign capital”, Inter Press Service, 7/9198', “Para
Fcbraban, negócio não teve transparência”, O Globo, 7/9/98', “Swift business surprises financial
market”, Gazeta Mercantil Online, 7/9/98-, “Real: Brandão diz que bancos tinham que ser
ouvidos”, O Globo, 7/10/98; “Gustavo Franco rebuts Fcbraban criticism”, Gazeta Mercantil
Online, 7/10/98; “BC não vai limitar a entrada dc bancos estrangeiros”, O Globo, 7/12/98;
“Discussions on bank denationalization”, Gazeta Mercantil Online, 7/16/98; “Banco estrangeiro
enfrentará competição dura”, O Estado dc S. Paulo, 7/19/98; “Foreign investments debate rages
on”, Gazeta Mercantil Online, 7/24/98.
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As a rcsult of all tha( «vity, and a nunsber of smallor transactions not
mentioncd hcre, foreign participation inciease to o o toa an - assetsand to
39% of total assets of privatc banks (up from 15% and 30%, respecttvely)^ In
particular, foreign banks made great progress m theii paiticipation at the top of
the bank ranking. Most importantly, there was a qualitative change of outlook in
terms of market contcstability - which will remain even rf it is now dccided to 

slow down foreign entry.
The abscnce of US banks among the foreigners recently enteiing or expanding

in Brazil is noteworthy. BankBoston and Citibank are oldtimers in the high end of
the Brazilian rctail market, but did not take part in tlie recent wave of aequisitions.
Instead, tliey have just obtained authorization to open 20 new branches each
(Bank Boston already had 36 and Citibank 22).* 33 The only substantial new entry
was by NationsBank, which made a US$ 50 million deal for a controlling stakc in
Banco Liberal - very far from the largest positions secured by European banks.34 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.35
Apparcntly, European financial integration did not have similar effects, as some of
the European banks making aequisitions in Brazil were also engaged in truc
shopping sprees all around Latin America.36

Neither the extent nor the dircction of such foreign entry would ever have been
forecasted from Brazifs 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 expected to occur in the Wholesale
end of tlie market or in investment banking activitics that could be performed out
of mere representative offices (Bcvilaqua 1996).37 These were tlie least politically
sensitive segments of the market, and the object of the avowed interest of potential

33

35

36

According to balance sheets of 12/97. Gazeta Mercantil - Balanço Anual ]998. In the meantinie,
Brazilian Banco Itaú took over the local subsidiar)' of Crédit Lyonnais, Banco Francês c Brasileiro
(thcn with assets at USS 2.9 billion). “Itaú completes purchasc of Banco Francês c Brasileiro”,
Gazeta Mercantil Online^ 4/2/96.

e^no™kCS dcclS,Ons on Santandcr, Citibank and BankBoston”, Gazeta. Mercantil Jnvest KW,

Jorcigncrs flock to grab a share: foreign aequisition of Brazilian banks”, Tlte Bankcr, 3/98.

Fusão c confusão (mterview with Henrique Mcirelles, CEO of BankBoston), IstoÉ, 4/22/98.

ZlaTcic^^^^ 10/96’ >' Santandcr también compran activos

Economista^ 11/4/94; "llSBcTeens Bk\VcnCZ^^ Panamá, Perú y Puerto R’co”’
“Banks look to I atin A • • i at,n‘Amcrican drive”, Reuters Business Rcport, 5/30/97,
Times, 8/18/97. " growth Potcnhal is attracting foreign interest”, Financial

Similar prcdictions were made fnr t-ho ~
ba'’l«arcdrooling”>&«„OTlvci:/;J/13/93X'Can UP°'’ r°miation of NAFTA’ “T11C gr"16
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entrants (Abreu and Flores 1990). There, it was sometimcs argued, resided the
greatcst competitive edge of sophisticated money center financial institutions
(Garber and Weisbrod 1993 formally prescnted th is argument for México). Such
was indeed the nature of the earliest wave of new entrants, which included firms
like Merrill Lynch, Salomon Brothers, Bear Stearns, and Prudential Sccuritics;
even firms with strong retail activitics abroad, like BNP, announced plans to
concentra te on those market segments. The ground gaincd by forcigners in retail
banking was remarkable.

In a particular twist of fate, foreign entry in retail banking sidesteppcd
altogether the only channel declared open to it: privatization of public sector
banks, in accordance with the Brazilian schedule of concessions under GATS. Only
four banks have been privatized thus far: the official State banks of Rio de Janeiro
(Bancrj) and Minas Gerais (Bemge), a federal bank (Banco Meridional), and a
bank that had fallen in the hands of the governmcnt of Minas Gerais (Crcdireal).
All four were bought by banks under domestic control: the two State banks by
Banco Itaú, Meridional by Banco Bozano, Simonscn, and Crcdireal by BCN (later
taken over by Bradesco).38 Some foreign investors were reportedly coaxed into
taking part, but fcw pre-qualified for the auctions, even fewer posted guarantees (a
pre-requisitc for bidding), and only one actually bid.39 The next to be privatized is

38 Forcigners do hold a stake in Banco Bozano, Simonscn, and it formally needs executivo
authorization to aequire othcr banks in Brazil. It may therefore have benefited from the special
treatment of privatization. But some domestic banks with minority foreign partners had thcir
requests for authorization of takcovcrs expedited on the grounds that they were notoriously
“national companics”. The reach of that sort of cxccption is not clcar. “Dccrce nccessary if
Bradesco is to buy BCR”, Gazeta Mercantil Invcst News, 4/30/98.

39 BCN, Bradesco, Itaú and investment bank Pactuai, all domestic (the lattcr pcrhaps on behalf of
third parties), pre-qualified and posted guarantees for the Bancrj auction (6/97), but the only bid
was Itaú’s. “Possibility of Bancrj being rcsold does not worry Franco”, Gazeta Mercantil Invcst
News, 6/20/97', “Only Itaú presents proposal for Bancrj”, Gazeta Mercantil Invcst News, 6/26/97.
In the Crcdireal auction (8/97), the pre-qualified domestic parties were BCN (represented by
investment bank Pactuai), Bicbanco, Noroeste (before the Santandcr takcovcr), and Bozano,
Simonscn; BankBoston was the sole foreigner. Only BCN and Bicbanco posted guarantees, and
only BCN bid. “Two brokcragc firms present guarantees for Crcdireal”, Gazeta Mercantil Invcst
News, 8/6/97; “Bicbanco confirms guarantees for Crcdireal auction”, Gazeta Mercantil Invcst News,
8/6/97', “Pactuai buys Crcdireal for BCN at minimum pricc”, Gazeta Mercantil Online, 8/8/97.
Bradesco, Bozano, Simonscn and the Portugucsc Caixa Geral de Depósitos (which would soon
take over Banco Bandeirantes) rcachcd rhc bidding srage in the Meridional auction (12/97), and
CGD “fought until rhc bitter end with Bozano, Simonscn”. Banco Pactuai had pre-qualified but
droppcd out, and Banco Bilbao Vizcaya had bccn invitcd to participarc but declined. “BC dircctor
clarifies Bilbao’s interest in Meridional”, Gazeta Mercantil'Invcst News, 10/17/97; “Thrcc groups
to bid for Meridional today”; Gazeta Mercantil Online, \2/4/97\ “Succcss of Meridional auction
wili benefit othcr State banks”, Gazeta Mercantil Invcst News, 12/4/97. In the case of Bemge
(finally aucrioncd in 9/98 after some postponcmcnt), forcigners ABN Amro, Bilbao Vizcaya and
Santandcr pre-qualified togcther with Meridional (alrcady in the hand of Bozano, Simonscn),
Bradesco and Itaú, but only the domestic camp posted guarantees or bid. “Six groups dispute
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thc official bank of the State of Pernambuco (Bandcpe), and ABN Amro pre.
qualified side by side with Bradesco and Meridional. That bank (as most other
State banks) is not a very attractive business proposition as a First step mto the
Brazilian market (not tire case of ABN Amro), because its branch network is heavily
concentrated away from the major financial centers. The next tiue test of foreign
interest in the privatization process will be the sale of Banespa (tire State bank of

São Paulo), schcduled for early next year.

3. Why Liberalize?

As mentioncd 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 European Union have been mentioncd; 41 in the past,
foreign debt negotiations werc also a candidate (Abreu and Flores 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 aniong Brazilian authorities may have been sparked by tlie
prospcct of short-term benefits such as the capital inflows associated with bank
takeovers or tlie foreign contribution in the bailout of problematic banks. The

  Central Bank collected nearly USS 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 thc Brazilian market.42 The capital inflows associated with the takeovers
may have been more valuable - at recent junctures, at least as a signal — than that
fiscal contribution. Yct, any such immediate benefit is likely to be dominated by
permanent effects that opcnness may have on tlie 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

40

42

Bemge , Gazeta Mercantil Online, 6/5/98; “CLC lists confirms rhree participants in Bcmge auction
n X ’> ' GazC\™mant‘l Imat 9/14/98; “Only Brazilian groups will dispute Bemge
katf' Ga^M Tn 9/H/98; “”C aUthorizes tra”sfcr °f stock contrO' t0
itau , uazeta. Mercantil Online, 9/18/98. b

“LisÍof rP'ayn T BandCpC aUCtÍOn”’ Gazeta Mercantil Invctt Ncnn, 8/14/98;
8^7/98 9 Cpe aUCtÍOn bci,’g ai’n°-ced», Gazeta Mercantil Inrett News,

“BC não" U Card0S° makCS Pr°mÍSCS McrC0SUr"’ Gnz^ Onltne, 5/20/98.

BC nao va, llm.tar a entrada de bancos estrangeiros», O Globo, 7/12/98.
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and Jacquet 1998, for instance), for lack of much elsc to say to most of the
recalcitrant rcadcrship. Some of these arguments mix libcralization of trade in
Services with libcralization of the capital account. The lattcr indeed facilitates cross-
border trade in financial Services, but our main interest herc is the effcct of
allowing foreign commercial presence without changing the capital account
regime. That seems more applicablc to the Brazilian case.

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

1. Classical gains from trade: unilateral specialization along the lines of
comparative advantage, as dictated by the externai priccs faccd by a small country,
tends to make that country better off. But there may be less room for that typc of
gain in financial Services than in trade in goods. This is not to say that countries do
not differ cnough in endowmcnts and tcchnology for large comparative
advantages to arise in financial Services, which may in fact cxplain the observed
pattern of cross-border trade in the sector (Moshirian 1994). The problem is that
many financial Services are not tradeable across bordeis, either for tcchnological
rcasons or due to legal rcstrictions to capital mobility. In many lines of Service, 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 othcr hand, many financial Services that are
tradeable across borders, and likcly to remain so under the Brazilian regime for the
capital account, already bcnefit from a relatively liberal cnvironmcnt (international
interbank lending, for instance). Tcchnological progress tends to enhance cross-
border tradeability of valuc-addcd even in Services that require commercial
presence, but geographical segmentation of retail banking, for instance, remains
strong even in liberalized markets like Europe (WTO 1997).

2. Less market power: the extra competition of foreign providers would reduce
market power and bring the economy closer to the competitive equilibrium, with
highcr output and lower prices for financial Services. Of course, some of what
consumers gain, producers lose in the form of reduced profits. Estimatcs of the net
wclfare gain for the entire country associatcd witli reduced market power in
financial Services usually yield small numbers (Rhoadcs 1982, Berger and Hannan
1998). Furthcrmorc, whcn analyzing foreign cntiy, one must deduet from thosc
(to arrive at a wclfare computation at tlic country levei) the monopoly rents that
will accruc to foreign entrants - since market power is unlikely to disappear
altogethcr.

3. Lowcr prices: this sort of argument stresses the gains to consumers in spitc of
the losses suffercd by producers. The movement in priccs and profit margins may
be considerable even if the net wclfare gains are small from a partial equilibrium
perspcctive. Rcduction of prices for financial Services has bccn considerable in
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Europe since the single markct (WTO 1997). Claessens, Demiiguç-Kunt and
Huizinga (1998) find evidence, in a large panei of banks in 80 countries, that
profit margins are reduced by foreign pcnetiation. At the partial equilibiiuin level^
however, tine argument dcmands some distributive justification, which may well be

warranted but should bc made explicit.
4. General Equilibrium Spillovers: prices of financial Services are a cost of

production everywhere in the economy, and also a tiansaction cost for buyers of
goods and Services. Reduction of these prices would be an acioss the board
incentive to both supply and demand, and there might be welfare gains in the
resulting increase in equilibrium output. This calls for an ambitious CGE exercise
that falis 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 exist for why firms in impcrfectly competitivo markets
leave cost saving opportunities unexploited in the first place, including departures
from profit maximization in favor of othcr managcrial 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 incfficiencics 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 reccntly produced by Berger and Hannan (1998),
bascd on comparison of local banking markets in the US with different degrees of
concentration, point in the same direction. In connection witli foreign entry,
Claesscns, Demirgúç-Kunt and Huizinga (1998) do find reduction of overhead
costs, although the cffcct is small and not very significant (statistically).

6. Bettcr allocation of crcdit: it is often claimcd that credit assessment is th 
Achillcs hccl of Brazilian banks, otherwise very advanced in trading and in
customer Service. That would be the legacy of many years of high inflation, whcn
banks devoted less to credit concession and more to treasury operations, relying
hcavily on the inflationary float on their deposits. Their crcdit policy would focus
excesshely on guaiantces (endorsements or collateral) and give scant attention to
the piospccts of the pioject being financed. These features obviously distort credit
a ocation making it conform less with marginal capital efficiency patterns.

oragn banks could contribute by importing their superior credit assessment
methods Mcasurcment of these effects, even after the fact, is very difficult - Ict
alone prcdiction. ;
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7. More stability: some authors bclieve tliat an emerging banking market open
to foreign participation may be more stable and relieve domestic authoritics of
some of the regulatory, supervisory and lender of last resort burden. As long as
foreign entrants are large international players based in developcd countries, thcy
would bring along compliance with their more stringent native regulations and
market discipline, count on their own headquarters abroad as a lender of last
resort, and on their activities elsewherc as a buffer against local shocks (Gavin and
Hausmann 1997). Thcrc is the theoretical possibility that more competition could
exacerbate the need for prudential regulation, as banks with lower profit margins
constitute less valuable franchises, being therefore more prone to risk. A more
down-to-earth argument to the same effect is that less profitable banks bccome less
robust to occasional errors of strategy or management, and put more demands on
a safety net. But adequatc capital requirements can always ward off such dangers
of increascd competition. The argument of imported stability is stronger if market
opening is managed so as to selcct entrants of good extraction. This may be a
point in defense of a discrctionary, case-by-case unilateral liberalization like
BraziFs, instead of a multilateral, non-discriminatory set of rules.

8. Modcrnization of the payments systcin: there are patent inefficicncies in the
Brazilian payments systcm, which requires too much proccssing of paper
documents and too many trips to the bank. It could be made far less wasteful if
cash or chccks (which require a trip to the bank by the payee and furdier
proccssing) gave way to elcctronic debit and credit cards as a means of payment.
Similarly, the common practice of paying bills at the bank tcller is very inefFicicnt
compared to payment by mail or by automatic bank debit. Some hope was
expressed that foreign entrants, which run much more efFicient payments systcms
at home, could do the same in Brazil.43 But Brazilian banks have themselves all the
automation capability to promote such changcs, and would carry them out if only
conditions werc right. The most formidablc barrier against such improvement
secms to be the fact diat a large contingcnt of the Brazilian population remains
“unbankcd”, bccause tiicir transaction balances do not cover the costs of
maintaining a chccking account. Assimilation of diese contingents in the banking
market before substantial improvements in their Standard of living hinges on cost
cutting advances in bank technology. Furthermore, dissemination of elcctronic 

43 “Entrada do ABN Aniro deve acelerar mudanças no setor”, O Estado de S. Paido, 7/]A/9&. One
cxcerpt reads (our translation): “A study by the American consultancy McKinsey shows that
Holland (where ABN Amro is hcadquartcrcd) uses the best banking practiccs in the world.
McKinsey cxcmplifics noting that the bulk of bill payments in Brazil is still made at bank
branchcs. Aftcr the customcr gers to the bank and wairs in linc, proccssing at the tcller still takes
on average onc minute. In the US, the system is semi-automated and a chcck rcccived by mail
takes 20 seconds to bc coníirmcd. In Holland, most payments are made by an automated systcm
taking 5 seconds.”
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pavment awaits abundant and cheap telephone connections. In short mere
pajmcnt awaiu nmmises no dramatic improvements m this arcaopening of the banking market piomiscs no ui. r arca
beyond its possible contribution to rcduce bank costs.

In the next section, we try to measure the cost reduction effect described in
item 5. We concentrate on that because it is eas.er to measure tlran the effects in
itcms 3,4, 6 or 7, pcrhaps more substantial than those m 1 or 2 and mstrumental
for progress in 8. Moreover, note that lower prices are expectcd to follow from
lower costs even if market powcr is not reduced at all. Marshalhan surplus expands
both by the reduction of the social cost of production and by the increase in
equilibrium output. If onc believes the effects in 2, 3 or 4 to bc important, one
shouid be very interested in cost cutting. It may after all hold the best chance of
lower prices in the case of Brazil: since new entrants 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 domestie market started to open up to foreign entry. We
shall be concerned only with costs that represent absorption of real resources in
the production of banking Services - mainly personnel and administrative
expenses. These - as opposed to interest 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
costs/output, is tlie choice of a meaningful measure of output. Some studies
interpret the ratio costs/income as a measure of inefficiency in financial Services
(WTO 1997). Bankcrs engaged in cost saving programs secm to target this sort of
ratio as wcll. 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
incomc/output, and so tlie ratio costs/income will underestimate the gains in cost
efficiency.

Some othcr studies measure inefficiency by tire ratio costs/total assets
essens, emirguç-K.unt and Huizinga 1998). Total assets are not a good

Derrmnenr °UtPUt not a" asscts represent a financial mansaction -
even assets diat^dn 'C are a llabllltY of anyone else’s, clearly do not. Second,
weieht doll f rcPr“cnt financial transactions shouid not all have the sanie
□mediX J" d±’ m a mC3SUre of -ciai value of financial

n'ccs~ cre 1S ccrtainly more financial Service content in a dollar

H “Queda do juro obriga bancos a buscar eficiência”, Gnzcta McrcantiK 8/12/98. 
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loancd to the public than in a dollar invcsted in the intcrbank market, so th a t some
other bank may takc the trouble of eventually lending it to the public. Third, as
much as different classes of bank assets represent different financial Services, so do
different classes of bank liabilities - notably, dcposits.

The problem is then to fmd an appropriate aggrcgate of the relevant
multidimensional mcasure of output:

(yt,y2 yn)-+f(yi’y2’-

a scalar that can be used as the denominator in a mcasure cost inefficiency:

C

f(y},y2,-,yn)

The Standard method for obtaining such a scalar is to rearrangc die lattcr as a
regression equation:

logc = log/(y1,y2,...,x,)+v

which does not necd to bc linear or even parametric. The proporcional
inefficiency mcasure u = ev is obtaincd from the residual of that regression.

That measure gives only a partial answcr to our question, bccausc it captures
tcchnical but not allocative inefficiency. The marginal social value of cach line of
Service may not be equated to its marginal social cost in determining what basket
of Services is produccd. We do not measure such deviations from the social
optimum. Wc simply estimate how much cach bank spends to produce its own
basket of Services in excess of what a “representative” bank would have spent.

Wc have quartcrly balance shcct data from 94.1 V to 98.11 (15 quarters) for a
panei of 38 coinmcrcial and “multiplc” banks operating in Brazil.45 The panei is

45 The sample includes the following banks: ABC Roma (rccently renamed ABC Brasil), América do
Sul, Bamerindus (now HSBC Bamerindus), Banco dc Crédito dc São Paulo (BCSP), Banco do
Brasil (BB), Bandeirantes, Bancspa, Banestado, Banestes, BankBoston, Banrisul, BBA Crcditansralt,
BCN, Bcmgc, Bcsc, BNL, Boavista, Bradcsco, BRB, CCF, Cidade, Citibank, Drcsdncr, Excel
(renamed Excel Económico), Fenícia, Francês c Brasileiro (BFB), Itaú, Lloyds, Mercantil do Brasil
(BMB), Mercantil Finasa, Multiplic, Noroeste, Real, Safra, Sudamcris, Sumitomo, Umbanco, and
Votorantim. Most of the data comes from Revista Bancária Brasileira (scveral issues) and from the
databasc graciously provided by Economatica.
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, . ,oes not include all banks at all dates) and contains
howcver very unbalanccd (i significantly cstimate fewer parameters
only 261 observations. V e can _ where the sample sizes are typicall
than tlie typical efliciency stu) £0 econOmize on degrces Qf
m the thousands. Kccpmg
freedom, we run the following regression:

log c = PL log L + PD log(L> + ) + A log(S + ) + PT log T

+ + aju n1 M (seí) + adeJ^ec)

+ yn + ôt + £

where:

c = salaries, benefits and administrative cxpenses

L = total loans

D = demand deposits

S = savings accounts (“cadernetas dc poupança”)

T = time deposits

I{inar) = dummy variable for First quarter

I(jun) = dummy variable for second quarter

I(sct) = dummy variable for third quarter

I(dcc) = dummy variable for fourth quarter

n = number of pre-stabilization quarters includcd in income statcmcnt

t = time, in quarters

Bccause we bclieve that some banks should be persistently more efficient than
a” ‘ k ^^ncy across the sample should improve with the passage of

bank èffec^‘êTh tC- d t°.CStÍmate a Panel data model with fixed time and
includcd n thl rc/ ” P”'1101 dle SÍZe of our samPle- The time trend

for the S" th°U8h ÍmperfeCt “ aCC0Unt
P ‘ 01 removing correlation betwecn the error * * * 

46 A fine example is DeYoung and Hasan n907\ , k
contains 16,282 observations ManvotheJ ’ Vh°SC PanC °f 5,435 banks OVCr f°Ur

ons. Manj others are surveyed by Bcrgcr and Humphrey (1997).
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term and die rcgressors, which would otherwise be expected since output leveis
should rise as inefficiencies (and prices) fali. We experimented with thc more
flexiblc specification of higher order polynomials in í, but the time trend estimated
in that way is very close to linear. Accounting for the time trend, inefficiencies are
measurcd by:

u = exp(«5í + s)
that is, the bcnchmark is the “represcntative” bank (5 = 0) in 94.IV (t = 0).

Inflation in Brazil dropped dramatically between June and July, 1994. Because
the income statements from which the cost data are extracted show accumulated
valucs in thc four preceding quarters, those for 94.IV and 95.1 still cover,
respectively, 2 and 1 quarters of high inflation. Expenditures entering these
incomc statements werc not pcrfcctly indexed, and so the costs incurred in these
quarters are underestimated. Bcsides, the operational routine of banks during the'
high inflation period was of nccessity very different, and diat may also distort the
comparison with post-stabilization costs. To avoid that noise in our measures of
inefficicncy, we include the variable n in thc regression.

The seasonal dummies are included in a similar spirit. Loans and deposits are
likely to bc seasonal, while costs accumulated in four-quarter periods are not. The
resulting seasonal variations in the relation between costs and output should not
bc regarded as inefficicncy.

Rcgressors L, D, 5 and T were chosen because thcy represent tlae four broad
categories into which transactions between banks and the public can be broken
down according to balance shect data. For two public sector banks, namely Banco
do Brasil and Banespa, we substituted loans to the private sector for total loans
(for the odier State banks in our sampley that adjustment is not very important).
That way, their performance is not influenced by thc wild swings of public sector
lending recently observed in their financial statements, which have no counterpart
in the levei of Service they supplied to thc public.

That set of rcgressors leaves out many Services provided by Brazilian universal
banks. First, it ignores activities such as brokerage, underwriting, mergers and
aequisitions, and asset management. There is little hope of inferring what those are
from financial statements alone. For diat reason, we excluded from die sample
banks that are notoriously devoted to such activides rather than to taking deposits
and lending, which were bound to bc judged very inefficient. We would also like
to account for forcign exchange and moncy market transactions, but there, true
Services to thc public are not casily told from mere treasury operations. Bank
funding in thc opcn market and foreign exchange balances are very volatile series,
and their valucs at thc statcmcnt closing date probably bear little relation to die
levei of regular transactions in diosc markets on bchalf of customers.
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y> inpffiriencv is (at least in pai t) the lack of fit of a cost-Bccause our measure of ineriiciency is t r w
function, gross misspccification will obviously tamt the resulu. That is mdeed a
generic ^icism to the very idea of estimatmg effictent co t ftonticrs, and the
pragmatic response of thc literature has becn to choose flexible funcuonal fornts
for the cost function. A popular choice is the translog which involves linear,
quadratic and cross-product logarithmic terms in tine explanatory variables. That
substantially increascs tire number of parametcrs to be est.mated and, in our case,
does not improve the fit of the regrcssion a whole lot. The reason is that some of
our explanatory variables (namely, demand and savings deposits) are either vcry
closc to zero (for non-retail banks) or otltcrwise very high (for retail banks). That
much variability is not reflected in the regressand, and the result is a poor fit. The
parameters and are an alternative flexibilization of the functional forna that is
parsimonious and hclps addrcss that spccific feature of the data - they dampen the
variability in the corrcsponding log ternas by shifting tlaeir arguments to a region
where thc log function is less steep. That naakcs the regression nonlinear, but NLS
is easy to implement bccause nonlinearity is linaited to those two parameters.

Idcally, our cost measure should also include an imputed rent on facilities and
equipment owned by the bank. We refrain frona naaking such an inaputation
bccause we only know tlac book value of pernaanent assets in use by tlac banks,
which is not likcly to rcflcct tlae true ccononaic value of the buildings they occupy
and the equipment they operate.

Thcre are two other corrections that are often suggested as desirable but, for
lack of data, seldom perfornaed. The first is a correction by some index of
conccntration of loans and deposits. Everything else cqual, dealing witla a larger
number of customers costs more and should couiat as more Service output. The
other is a correction for quality of Service, which could be bascd on custonaer
satisfaction data if those werc availablc. Everything else cqual, higlacr quality
Service is likcly to cost more and should also count as more Service output. We are
unablc to corrcct for either cffcct, and can only offer both as cavcats for the
interpretation of our rcsults. Note however that, in strict cross sectional
compansons, the quality and dispersion effects might run in opposite directions
an e\cn canccl each othei, with high quality banks serving a very selective
chentclc and mass banks offcring lower Service quality.

A furAcr question to confront is that of financial statcment consolidation in
c±LC7,0“- tltese are opcrationally integrated, thcir
ZSX“nK Z bCttCr measUrcs scrvicc supply. In
Piàw-c ZZ o’ n W7d t)'PÍCa‘ly haVe thc ad™*gc of bringing into the
Of thc bank. Howcve°nS’ Zí conccntratcd in a spccialized affiliate
adjustments that arc Z^rabkfo"’ aCC°ldln8 t0 Brazilian law, involves many

acsiiablc foi our purposes, such as netting out deposits 
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held in the bank by non-financiaí affil iates, or adding in tlic personncl and
administrative cxpcnses of such affiliates, or consolidating participations in
independcndy opcrating banks. To avoid all that, wc gcnerally restrict attention to
non-consolidatcd statcments. We make a couplc of cxccptions for financial groups
still organizcd along the commercial bank-investment bank-savings and loans lines,
case in which non-consolidatcd statcments have very litde economic meaning.47
Foreign banks operating in Brazil both as a branch and as a locally incorporated
subsidiary are considered jointly (by the simple sum of the relcvant accounts in
tlieir financial statcments).

Estimation byNLS yields: 

logc = 0.198logÃ + 0.266log D + 65878 +0.278log 5 + 3794 + 0.217logT
(0.042) (0.058) k (33081) J (0.045) k (3509) / (0.026)

+ 0.263 l(mar)+ 0.321 l(iun)+ 0.321 Z(se/)+ 0.291 lidec')
(0.280) V 7 (0.278) ' (0.279) 7 (0.276)

-0.060/7-0.020/+ s
(0.040) (0.006)

whcre the numbers in parcndiescs are the Standard deviations computed from
the associatcd Gauss-Newton regression (Davidson and MacKinnon 1993). The
paramcter estimatcs are sensible but are not of much intercst in thcir own right.
We are ultimatcly intcrcsted in the associatcd measures of incfficicncy. It is only
worth noting that the time trend has a negativc sign, indicating gains in efficiency
as time passes.

In order to display the results in an organizcd fashion, we classify the banks in
the samplc in seven groups. The first three groups includc privatc rctail banks with
extensive branch networks, classificd according to total loans into “large”, “mid-
sized”, and “small”. The fourth catcgory, “public sector”, includcs Banco do Brasil
and the State banks. The fifth and sixth groups include non-rctail banks, which
operate mostly out of a main office (and pcrhaps a fcw regional officcs), and
typically do not accept demand or savings deposits from the public at large. Those
are considered “foreign” if thcy arc an integral subsidiary of a foreign bank;
otherwise, thcy are groupcd as “domestic” (even if thcy have foreign
participation). In the sevendi catcgory wc gathcr the high-end rctail banks: full
Service banks targeting a sclcctivc clicntelc and having a much smallcr branch 

47 Thesc arc Banco Real and Besc.
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nctwork than a regular retail bank of the same size. Figures 1 to 7 show thc
percentage inefficiencies - that is, 100x(« -1) - of thc seven categories, with each

bank individually labeled.
Note first that the two largest retail banks, Bradesco and Itaú, made a lot of

progress in terms of efficiency gains. Between 94.IV and 98.11, Bradesco^
inefficiency declined from -1% to -40%, and Itaú’s from 17% to -31%. During
the cntire pcriod, Bradesco was more cfFicient than Itaú.48 Umbanco started off
relatively well at -10%, made some headway during the first ycar (all time low -
39% in 95.IV), but then worscned considerably upon absorbing Banco Nacional
in early 1996 (all time high 12%).49 It has now (98.11) recovered most of the lost
ground and reachcd -9% again, but in tlae meantime it fcll far bchind the leaders.
The less complete data for Banco Real show it apparently stationcd at quite good
indices (between -20% and -31%) from 95.IV until 97.IV. Bamerindus was
curiously thc most efficient of the pack in 94.IV (-13%), became the most
inefficient by 95.IV (10%), and regained leadership after restructuring by HSBC
(-47% in 97.IV). The mean of the group in 94.IV (excluding Real) was -2%, and
went down to -40% in 98.11 (extrapolating for Real and Bamerindus with their
97.IV leveis).

Among the mid-sized retail banks, Noroeste has becn a persistent
underperformer, and made very litde net progress (started at 19% and ended at
16%). That performance is also worsc than that of any of dic largo banks. Safra
was the best of its group in 94.IV (-33%), but showed a serious worsening (all
time high 30%), and has not yet managed to recovcr entircly (-15% in 94.IV).
The remainder of the group did pretty well over the whole period: between 94.IV
and 97.IV, Sudameris improved from -15% to -38%, BCN improved from -24%
to -30%, and Excel worscned from -31% to -20% (the latter, due to its troublcd
aequisition of Banco Económico, through a much bumpicr road). Overall, thc
gioup made much less progress than the largc banks: while they (excluding
Noroeste) werc ahead in 94.IV, that is no longer the case.

4K

Among the small retail banks, America do Sul, BMB and Mercantil Finasa form
a very homogencous group, both in terms of the overall levei of efFicicncy and in
terms of progress made: they ranged from -20% to -26% in 94.IV, and from -
33/o to -37% m 98.11. Their performance is therefore very similar to that of BCN
111 t'1C..m,ld’S1ZCd gr0Up’ Bandcirantcs started off much worsc at 8%, and ended
wi ittlc progress at -4%, Boavista started together with tlae leading group

to income would have ranked Bradesco and Itaú thc other
8/12/98. ’’ ' ' Qucda do >uro bancos a buscar eficiência”, Gazeta Mercantil,

Uniba^oTn^B^dXXSÍ Ga&t 2“ °f 7“ *°t0W1 “Product,vity indÍ“S

ranres allcctcd , Gazeta Mercantil Online, 7/28/97.
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(-23%), but it is now more than half way closer to Bandeirantes (-14%). Like the
mid-sizcd banks, this group also startcd ahead but madc 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.IV (with the exception of Bancstes):
Banco do Brasil was 32% inefficient, Banrisul 38%, and Banespa 57%. But they
stagcd a remarkable comeback: by 97.IV, that same threesome was down to -
25%, -29% and -1%, respectivcly, and improving. In the meantimc, for instance,
Banco do Brasil had cven become considcrably more efficient than Banco Itaú,
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
measure of loans wc used in its case) remaincd compressed by the huge borrowing
requircments of the State of São Paulo.50

The non-retail bank categories, both domestic and foreign, are bimodal and
dispersed, cach with a very efficient and a very inefficient group of banks. The
most inefficient 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 foreign banks. The temporal
evolution among non-retail banks is varied. The best in the foreign group have
relativcly flat trajcctories, while the underperformers show substantial
improvement until 96.IV, and then tuim back up. The data for the domestic group
is more fragmented and truc temporal regularities are more difficult to identify.
The two long series availablc show already inefficient BCSP getting worse, and
already efficient BBA getting better.

Finally, the high end retail banks also display a lot of dispersion. In 94.IV,
some of these were among die most extreme cases of incfficiency in the entire
sample: Citibank had 102% and Banco Cidade 149%. Banco Cidade had
improved considcrably by 95.IV, but made comparatively little progress since then
and remains very inefficient. Citibank’s improvement was more persistent, and by
97.IV it ncarly matched the good performance of Banco Francês e Brasileiro
(-27% versus -28%); die latter had startcd at a much better position (1% in
94.IV). BankBoston has bccome more inefficient since 96.IV, whcn it was in great
shape at -36% - its latest rcading is -16% (98.11).

50 Banespa loancd to the public sector 2.6 times what it loancd to the private sector in 94.IV, 3.S
limes in 95.IV, and 5.2 times in 96.IV. In 98.IV, that proportion was back wherc it srood for the
other State banks in the sample, around 6%, after rcstnicturing supportcd by the federal
governmcnt. It rcached 41% for Banco do Brasil in 94.IV, but has dcclined considcrably since
then: 12% in 95.IV, 5% in 96.IV, and 7% in 97 IV.
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5. Conclusions
The estimates above indicate that Brazil gaincd considerable terrain since I994

in terms of bank efficiency. The most impressivo progress has been made by the
public sector banks, the largest retail banks, and some high-end retailcrs. Mid-sizcd
and small retail banks and a number of domestic non-retail banks have also shown
improvement, albeit less dramatic, with respect to thcir already superior initial
performance. The “representativo” bank captured by the time trend is about 20%
more efficient now than it was in the end of 1994.

That overall tendency to improvement turned out to bc very robust to a
number of changes in the specification of the cost function or in the method of
estimation, although such changes may alter somewhat the efficiency ranking of
individual’banks and their respective measures of progress. It confirms well
publicizcd results obtained with simplei measuies of efficiency, such as cost/assets
or cost/income ratios, although those again tend to lank banks and theii piogress
in a different way.51

Our findings do lend strong support to the ‘quiet life hypothesis’ of
unexploited cost savings that come to the fore once market conditions turn
adverse. But onc must resist the temptation to attributc all the observed
improvement to foreign entry. Another dramatic change in market conditions
prccedcd 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 wcrc to remain elosed. In turn, the substantial foreign entry that startcd in
1996, but only gaincd momentum in 1997 and 1998, may bc too rccent to
account for much of the efficiency gains already observed. Its cffects could have
radiatcd backwards had agents been able to see it coming. But the stoiy told in
section 2 makcs that hypothesis quite unlikely.

In any case, there is abundant anecdotal evidence of cost cutting efforts induced
by the ncw macroeconomic sccnario but intensified by the addcd foreign
competition. A reccnt news article, drawing on Information obtained directly from
banks, describes in the following terms the managcrial mechanism of transmission:
foreign entrants would impose the efficiency standards they have back home on
the newly acquiicd Brazilian subsidiaries, and domestic banks would try t0
emulatc these ncw competitors.52 Even if that is too reccnt a phenomenon to
account for our results, it ccrtainly indicates that banks fccl diat they still have
p enw of slack on which to work to improve efficiency. For many banks, the

ispcision found m OU1- samplc - even within each separatc class of banks we

“Bancos buscam padrão internacional dc eficiência”, Gazeta Mercantil, 8/12/98. 
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considered - certainly supports that view. But our mcthod does not involve an
absolute benchmark of efFiciency, and so it makes no prediction of how far
efTicicncy gains can go beyond the best practices found in thc sainple itsclf. Only a
fcw more years of data will tcll.

FIGURE 1: Large Retail Banks

FIGURE 2: Mid-sized Retail Banks
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FIGURE 4: Public Sector Banks
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FIGURE 5: Domestic Non Retail Banks

FIGURE 6: Foreign Non Retail Banks
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FIGURE 7: H igh  End Retail Banks
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Comments by Robert Devlin

It should be stated at the outset that I am not an expert on the Brazilian
banking sector. Neverdieless I fmd the papeks position in favor of financial
liberalization attractive and particularly the idea that foreign entrants can
contribute to lower costs of financial intermediation through the competition they
gcnerate I personally witnessed titis effect in Chile. The empirical results of the
paper are suggestive of similar effects in Brazil. In sum, on its own grounds the
paper is nicely done and highlights the important issue 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 scrious shorteomings. 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 contras t, 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,
market 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 market shares. The
competition will drive down costs, but also the price of the loans. Price can indeed
be driven below costs when risk is takcn into account. In an expanding and highly
competitive market even prudent lenders have trouble resisting an excessive
compression of prices because: (i) the lender is not sure what the risk adjusted
price is (uncertainty), but (ii) is sure that if it does not lend to defend and increase
market share it can be left behind market developments and absorbed by a more
aggressive (and perhaps imprudent) lender. Thus, unfettered competition in
financial Services can lead to credit pyramiding, bubbles and systemic crisis.53

53 This is developed in more detail in R. Devlin, Dcbtand Cr
theSttny, Pnnceron University Press, 1989. is is in Latin America: The Suppfy Sitie of
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The systemic risk of financial liberalization is increased when thcrc is an
unstable macroeconomic environment, excess liquidity, underdeveloped financial
regulatory structures, and a trade liberalization process which is only partially
Consolidated.

Foreign banks are just as prone to titis competitive myopia as domestic banks.
Indeed, they can provide special stimulus to a financial bubble. For any capital
account regime dicy have easier acccss to foreign fiinds to fuel expansion. Foreign
banks can make a bigger relative “bet” in dic local domestic market because it
often is a small share of its total world portfolio. These banks also introduce ncw
produets which sometimes can be in advance of real demands, or needs, of die
economy, leading to supply-led indebtedness and more complicated regulatory
challenges. Foreign banks also can lead die charge for premature, or excessively
accelerated, liberalization of capital accounts.

Foreign banks also have special advantages for escaping systematic risk when
trouble arises. They can fali back on dieir capital base at home and mobilize
finance at rates lower dian what is available to die domestic market in crisis. This
allows them to sustain their market share in crisis and expand it through fire sale
purchases of collapsed domestic banks. When push comes to shove, they have also
often been successful in pressuring local govcrnments to assume their bad loans.

None of these observations weaken dic basic premise of die paper: promoting
competition can im prove the efficiency of financial intermediation. They do
however, council more caution than is observed in dic paper. In effect, financial
liberalization should be cautious and sequeneed properly witfi odier
macroeconomic, financial regulatory and trade reforms. I am not sure what has
motivated BraziPs cautious approach to financial liberalization and foreign
participation. However, as long as it is not motivated by protcction for
protectioiPs sake, die cautious and deliberate approach dcscribcd in the paper may
have some merit from the standpoint of prudcntial concerns for systemic risk. The
authofs should make dieir asscssment of developments in diis broader context.

Finally, the paper estimares should adjust costs by product mix and for risk.
Lower costs of intermediation also can pardy be reflectivc of higher risk taking.
This possibility could be irrelevant to die Brazilian case, but acknowledging the
issue is useful.
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Comments by Mário Marconini

The paper is very good, dealing with the recent (and still current) Brazilian
banking liberalization and the inefficiency costs associated with banking in Brazil.
The paper also reviews the main arguments in suppoit of banking liberalization,
focussing especially on die commercial presence mode of supply3. The paper
deals relatively little with the matter of trade ncgotiations and xegional integration.
In fact, considering the theme of the conference, that could be the weakest aspect
of the work. The paper is perhaps good enough to allow the reader to infer the
implications of its arguments and conclusions. If 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 illustrative. In
particular, it successfully draws the borders between the prudential and the
market-opening phases of the process, identifying the sale of Banco 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 sense
of how Brazil should pioceed strategically in future trade ncgotiations — global,
hemispheric or sub-regional.

r a ^e^ren^e *s mac^e t0 die need for rules of origin in trade agreements and to
tic e V.6, which deals with juridical persons in member countries of an

integration agreement.

There are five comments in that respect:

a^roDwal6^f Y W3S included in the gATS Agreement as a result of
financhl establi^03™^ “P^Y concerned with “triangular”
gaining access toC™ h k NAFTA reg’on ~ in particular, Japanese banks
included, therefore UnÍKd StateS’ The Provision

’ avoid mailbox” or “paper” companies from
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establishing themselves in Canada, having very little economic relevant
activity in Canadian territory, and simply transacting widi chc United
States;

2. Paragraph 3 of Article V, regarding dcveloping countries, was the result of
a Brazilian proposal, since the country was thcn concerned with benefiting
Brazilian-owned and/or controlled banks in future MERCOSUR
arrangements. That provision has lost its sense and appeal for MERCOSUR
since the signing of the Montevideo Protocol on Trade in Services which
stipulates no ownership and/or control thresholds or limits on juridical
persons established in any of the member countries. It suffices for a bank to
be established in one of the member countries and engage in substantive
business operations in the territory of the parties to MERCOSUR for it to benefit
from the rights deriving from the Protocol. In other words, uiilike the
GATS, the Montevideo Protocol does not reserve the benefits of the
agreement to juridical persons who are majority-owncd and/or controlled
by persons of MERCOSUR origin;

3. The Montevideo Protocol avoids the “mailbox” problem by limiting
benefits to juridical persons of anodicr MERCOSUR State which are juridical
persons of that MERCOSUR State, constituted or odicrwise organized under
the applicable law of that MERCOSUR State, and which are engaged in
“substantive business operations” in that other MERCOSUR State as well.
Thercfore, branches or representa tive offices from non MERCOSUR States
are a priori excludcd from the scope of the agreement since they are not
“juridical persons of that State”. Subsidiaries from entities originating in
non-MERCOSUR States established in one of the MERCOSUR States,
nevertheless, do stand to benefit from the rights of the Protocol since diey
are indeed juridical persons of anodier MERCOSUR State;

4. The issue of harmonizing definitions regarding what is considercd to be a
juridical person in each of the MERCOSUR States was deliberately left for
the MERCOSUR Financial Affairs Sub-group (SGT-4) to resolve in their
continuing talks; and

5. Paragraph 3 of Ardcle V of GATS has therefore been ridden roughshod by
Montevideo Protocol provisions on juridical persons. Admittedly, that
reflects the intention of all sub-regional States to privilege foreign dircct
investment. In banking, tiiere is, howcvcr, much room for harmonizing
definitions and procedures which may still determine the scope of
liberalization that can be had through sub-regional liberalization.

As mentioncd before, secrion 2 seems to draw an important linc bctween the
foreign entry which took place during a “prudential” phase and that which began

Brazil, Mercosurand the Free Trade Area of the Américas 73



after the HSBC take-over, whcn foreign acquisitions were no longer liinited t0
ailing banks. In addition, the section shcds some light on the equally inapOrtant
distinctions between the comnaitments a country ma es un ei the Wro and
market realities. Thus, the Brazilian offer was minimal in relation to the entry and
establishment of new banks or the acquisition by foieigners of national banks,
merely referring to dae case-by-case, discretionary executive authorization to
conduct business for commercial presence as^r the National Constitution. On the
other hand, regarding public institutions, the Brazilian schedule committed the
government to allow foreign persons to participate in dae piivatization of public
sector financial institutions and to grant conameicial piesence in those cases. As the
paper recognizes, most of the recent libeialization in Biazil was piecisely through
tlae acquisition of existing private institutions whereas participation in public
institutions - admittedly, the “crown jewel” of tlae Brazilian offer - was
“sidestepped altogedaer”. Therefore, even if tlae Brazilian offer did not create a
“operative lower bound” since it left entry, establishment and foreign acquisition
as discretionary as evcr in the schedule, in practice that made no diffcrence
whatsoever and the Brazilian authoritics pushcd on witla unilateral liberalization.
Wlaere aia operative lower bound was indeed set in tlae schedule (for public banks),
that had no effect on tlae market either. AU dais says something about dac operative
usefulness of agreenaents such as dae GATS as gaugers of market openness around
dae world.

In the context of dae Uruguay Round of naultilateral trade negotiations, the
assumption made daat Brazil “relinquished aia opportunity with its staunch
resistance to formal conccssions in financial Services...” in dae Uruguay Round is
rathcr naive. There is absolutely no conceivable context withiia 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 attitudc in financial
Services. It certainly would not chaiage a comnaa or a senaicolon in the negotiations
on agiiculture had it had a more forda-conaing position in financial Services. Wlay?
Sinaply because the Brazilian financial market was not that important in the
negotiations. In fact, nothing could have stopped dae “song-and-dance” between
Anaencans and Europeans on agriculture. Even widain dae Services negotiations
themselves it would be difficult to argue that dae Brazilian position on financial
semees mattered that much since most of dae focus was, up to dae final deal last
year, on east and Soudaeast Asian restrictions on banking. In fact, dac last
Xn1?01110 h° ? b,ack ±e ncg°tiations was dae Malaysian divestiaaent provision,
incorÍorL? 71 k 7X1St‘nS fOreÍgn hlSUranCe branches werc reclUÍred t0
on foreirn 1998 and to ^spect a maximum celling of 51 per ccnt
on foreign shaieholdmg. The United States had, in the end, to swallow 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 cntrants of good extraction”
and that diis relatcd broadly with the attitude of Brazilian authorities 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
leveis of market efficiency and rcgulatory discipline across countries. An extension
of the same argument might enentually 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 countries whose financial sector
is undergoing significant transitions as is the case with Brazil.

BraziPs financial sector will continue to be tlie subject of trade negotiations in
the short, médium and long-tcrm. 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 negotiations. Considering die dates, it is clear that there will be continuous
need to re-evaluate financial priorities for Brazil via-à-vis the rest of the world.
One can also safely assume diat plenty cross-brecding and fertilization will occur
across global, hcmisphcric and sub-regional concerns. At a minimum, Brazil will
have to decide what its unilateral stancc means when translated into differing
contexts. Some strategy will therefore be neccssary.

Perhaps the most “urgent” demand is die one relating to the WTO. After all, the
fact is diat 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 bcen essentially, of a
legitimizing nature. In other words, only now that the financial authorities have
indeed scaled the agrecment which was earmarkcd for die end of the Uruguay
Round in 1993, can one say that financial servrccs are legitimately a part of the
new multilateral trading system - WTO et al. During the round, die hessitation by
major financial powers to include financial Services as just anothcr sector under the
package of rcsults was abundandy clear. So much so, that the negotiations had to
continue bcyond the multilateral agenda, only to reach anticlímaxes rcpeatedly and
at great cost to the credibility of the WTO.

Tronic as it may be, now diat financial Services have bcen “legitimized” into the
world trading system, the world itself has changed significantly, bringing to the
surface nothing less dian a full-flcdgcd debate on the whims and flaws of financial
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regulation. It is now clear that ftuthcr rounds of libei alization, unlike the Urugu^y
Round, will have to address important issues relating to piudential regulation
During the round, the subject was avoided with passion, under the common
perception that thcre was not enough time in die woild foi countries to agree on
such measures. That perception may have to be revisited, weie a new round to
start poking at the currendy battcrcd financial system. Could one say that
investment banking, for example, starting widi its bete noire - the hedge fund
(offshore, unregulated and wild), should bc treated just like any other financial
Service from a systemic point of view? If not, how could one envisage the new
round of negotiations without dealing at least ancillarily widi the matter?

To consider what die WTO might do in dealing with negotiations in financial
Services is important because die institution may once again serve as a guide to
sub-regional and other integration efforts. For MERCOSUR diat would be
important although it would be wrong to say that die sub-regional block does not
aíready have plenty to do (God and Brazil willing, of course). Both the

    ..Montevideo Protocol as well as die continurng deliberations of the SGT-4 (Sub-
group 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 aedvities through harmonization and/or recognition of certain
norms and practiccs of sub-regional relevance. For die FTAA, the influence of
revcwcd talks at the WTO will be crucial.

  Given diat FTAA talks so far secni to evolve as if die real world did not exist at
all (no authority to negotiate by die hemispheric “hegenion”, financial crisis,
emerging trading wars and other assorted disasters), it would be very salutary to
have some guidance from the foruni which at least should deal with the whole
world whcn it sets its eyes on something.
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FREE TRADE ARRANGEMENTS IN THE AMÉRICAS: QUID FOR AGRICULTURE?1

Dominique van der Mensbrugghe and Rctmivo Guerrero

1. Introduction

The uruguay round AGREEMENT (UR), currendy being implemented, was
much more difficult to achicve than had initially bccn andcipated.

Agriculture, which by and large had becn 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 conscnsus among countries, particularly between
the two largest blocks - North America and Europe. Thesc latter two regions had
seen an increasing levei of agricultural protection during most of the late 1980s
and early 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
anticipatcd, particularly in the area of agriculture. No doubt the UR provides a
positive stcpping stone for future achievements as it has led to a decline in non-
tariff barricrs, and an increase in the transparcncy of agricultural trade.2

The UR did not occur in a policy vacuum. During the period of negotiation
and implcmentation, the world has witnessed a - perhaps unparalleled - unilateral
decline in tariffs among developing countries. Thcre is no single explanation for
diis phenomcnon, though certainly conditionality, as well as contagion played
important roles. Another parai lei movement, and one diat is not always pereci ved
as benignly as unilateral liberalization, is the increase in regional made agreements.
In the Western Hemisphere, boda MERCOSUR and NAFTA are produets of dae
1990s, dae first crcating a free trade zone among Argentina, Brazil, Paraguay and
Uruguay, and the second creating dae huge free trade zone between dae three
North American countries. Both of daese two free trade agreements include a
number of exenapted sectors, maiay related to agriculture.

Wida few exceptions, dae creation of MERCOSUR is considcred a huge success
for dae four signiiag countries. Trade among the four has incrcased dramatically 

1 The views expressed in the paper are those of the authors and do not necessanly rcflcct those of
the OECD nor of any of its Member Countries govcrnmcnts. The authors acknowledge the
signficant assistance of Christophe Complainville in the preparation of the scenarios and tablcs,
and helpful comments and suggestions from Marcelo de Paiva Abreu, Antônio Salazar Brandão,
Gervásio Casto de Rezende, and Raul Hinojosa-Ojcda. Send corrcspondcnce to OECD
Devclopmcnt Centre, 94 rue Chardon-Lagachc, 75016 Paris, France, cmail: Dominique.
McnsbrHgghc&occd.org, web honie page: xvww.occd.org.

2 One cavcat to this increasing transparcncy is the potencial for backtracking since in many
cases, countries have set uppcr limits on tariffs which are considcrably highcr than currently
apphcd tariffs.
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and its success is also associated with the abihty of the region to stabilize thc
macroeconomic environment, particularly the taming o in ation an a icduction
in the volatility of the exchange rate. Two other countnes are now associate

members - Bolivia and Chile.
The success of NAFTA has been more one-sided. Canada and thc United States

had signed a free trade agreement earlicr in the 1980s, and even before thcn werc
closely linked togedier cconomically. México for most of the ccntury had followcd
a very different pattern of dcvelopment from Canada and the US so that its joining
of its northcrn members in a free trade area was a much gicatei stiuctuial shock.
The relative size of México also made it unavoidable that the crcation of nafta

would have a much greater impact in México. Therc 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 thc other shocks which have hit México ovei the last foui yeais.

Thc parallclism between, on die one hand, global multi-lateral negotiations
and, on die other hand, progress towards regional integration, is likely to continue
in die near future. The World Trade Organization (WTO) Ministerial Meeting - to
be held in 1999 - is likely to set die agenda for a future trade round, diough its
precise oudine is yet to be determined. One option has been the so-called
Millennium Round with a potential target deadline of 2003. At the same time,
regional agreements are being actively discussed and in some cases negotiated. The
APEC ministers have been busy widi sectoral negotiations, and hemispheric talks in
the Américas are progressing. Wliat agreements actually occur in the Américas are
far from being determined. Options include expanding bodi MERCOSUR and
nafta, while President Clinton has proposed a hemispheric-wide free trade area
known as the Free Trade Area of the Américas (FTAA).

This paper provides a preliminary exploration of some of die potential
conscquenccs of two possible hemispheric free trade areas (FTAs). The first is an
expansion of MERCOSUR to die rest of Central and Soudi America. We have
designated this as Free Trade in Latiu America (FTLA). The second is a
hemispheric wide FTA, along dic lines of President Clinton’s FTAA proposal, and
designated with the same acronym.

. The focus of the paper is on the agricultural impacts of both FTAs, even diough
it is likcl) that any eventual agreement will include exemptions, many of which are

oun to be in the agricultural sectors. The next section of die paper discusses key
ttends in agricultural trade barriers and policies in the tnain markets of the
Amencas over tire last decade. This discussion is based on surveys and reflects a
Zf th^dírV SOU1C,eS’ Thc following section, Section III, provides an overvie*
dcscribcs tire nat the 5Uantitative assessment of die FTAs. Section I
the two trade scXios.Íifstfollow d P‘°VÍdCS " ^UantÍtatÍVe asseSSmG°t °

ollowcd by a concluding section.
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2. Agricultural Policies in the Américas

Context ofReforms (early 90s)

Agricultural policies in the Américas have undergone major changes during the
1990s. Reforms towards greater liberalization and market-oriented policies have
been adoptcd by most countries in the region. Agricultural policy reforms have
been implemented in the context of a broader scope of economic policy reforms,
often under die pressure of structural adjustment programs and increased
budgetary austerity. Thesc broader reforms have implied a re-definition of the role
of the State, and a shift away from the import-substitution model towards the free
market-free trade (FMFT) paradigm of the “Washington consensus” (de Janvry et
al, 1997).

Agricultural policy reforms have also occurrcd in a context of increasing
regional integration, which has taken form in numerous bilateral and regional
trade agreements. Thesc agreements differ in depth and scope, and include
customs unions (MERCOSUR,3 Andean Group,4 CACM,5 CARICOM),6 free trade
arcas (NAFTA, Group of Threc)7, preferential trade agreements, several bilateral
free trade agreements, and one regional scope agreement (ALADI). Most of diese
agreements are rccent, and are still in process of implementation, implying
rcductions in non-tariff barriers to trade and decrcasing tariffs. They have been
strengdicncd by unilateral liberalization, and die commitments and regulations
agreed to in die Uruguay Round and the WTO, of which most countries in die
hemisphere are members.

Increasing integration has also implied substantial increases in intra-regional
trade. Intra-regional trade between die 11 largest economies in Latin America
increased by 50% between 1990 and 1994. Between 1986 and 1992 trade within
Latin-American countries increased by 135% while their total exported value
increased by 81% (de Janvry et al., 1997). Trade within the agreements has shown
important devclopments. For instance, total trade between Brazil and die rest of
MERCOSUR increased more than threefold (by 326%) between 1990 and 1996
(OECD, 1998a).

The context in which die reforms have taken place during die early 1990s was
characterized by declining world prices for agricultural goods, high interest rates, 

•’ “Mercado Común del Sur”, is formed by Argentina, Brazil, Paraguay and Uruguay. Currcnriy
classified as a customs union, it eventually aims to evolve into a common market.

4 Formed by Bolivia, Colombia, Ecuador, Peru and Venezuela.

5 Formed by Central American countries.

6 Formed by Caribbean countries.

7 Formed by Colombia, México and Venezuela.
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and falling real exchange rates for most countiies (Valdés, 1996), A current
account déficit of the order of 2.5% of GDP and capital inflows the order of 3.5%
of GDP were registered in Latin America up to 1997. Recently, world wide
financial disturbances have affected the region with devaluation pressures. The
possibility of abrupt devaluation and adjustments to changmg international
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 reversal

and seeking to reestablish protectionism. However, tire obligations acquired in the
various trade agreements reduce this risk and rendei crcdible 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 externai
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 barriers 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 grcatly
simplified, reducing the number of applicable tariffs. Import and export licensing,
as well as specific product trade prohibitions have been greatly reduced or
eliminated. Trade within die free trade areas is bound to be duty free.

Either as a unilateral initiative, or as a result of trade agreements, the levei of
applied tariffs has decrcased 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 decadc.
Common externai tariffs for die Andean group have fallen by half in the same
period (de Janvry et al, 1997).

Chile’s early reforms set an uniform tariff rate of 11% for nearly all produets,
and the common externai tariff rates for MERCOSUR were set at 8-10% for most
agricultural produets. These leveis are low by international standards. México s
trade liberalization implied decreasing the overall trade weighted average tariff
from 13/0 to 6% between 1986 and 1987. The value of imports covered by import
peimits fcll from 35% to 9% between 1985 and 1993. Mexico’s commitment under
>. A^AUTy °.md A&reement is t0 reduce tariffs by 24% by 2004, while under
NAFTA all agricultural and Food trade will be duty free by 2008.
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Since trade liberalization also covers non-agricultural sectors, die reduced
barriers to trade affcct agriculture through the markets of tradable inputs. Inputs
had often bcen subject to import tarifFs, which acted as negative protection to
agriculture. Trade in inputs has been largely liberalized, though Valdés (1996),
after comparing die Nominal Rates of Protection (NRP) and the Effective Rates of
Protection (ERP), concludcs tiiat there is still considerable scope for cost reduction
in agriculture, if input trade is furtiier liberalized.

Trade reforms have not only removed barriers to imports, but also to exports.
In fact, most Latin-American countries had traditionally given a differcntial
treatment to importable goods and exportable goods. In general, importable
goods tended to be protected and exportable goods have been taxed.8 As a result,
up to 1995, countries where the share of cxportablcs in agricultural output is
important (c.g. Argentina, Uruguay, Paraguay and Ecuador), show an overall
negative NRP, due to die wcight of export taxes in overall protection.

Grcat progress has bcen made in die way of eliminating export taxes. The
average levei of taxation of exportables has been reduced from -11.8% to -6.3%
between the mid 1980s and die early 1990s (Valdés, 1996). Argentina made
rcmarkable progress in this direction, while Ecuador continues to hcavily tax
exports. Noncthclcss, significant diffcrcnccs in effective rates of protection subsist
within individual countries for different produets. Though diese difFerences have
bcen reduced, they continue to conceal significam income transfers between
sectors and produets.

Liberalization of exports has been driven not only by unilateral initiative, but
also by the obligations acquired under the various trade agreements. Special
attention is given to export subsidies under thesc agreements. Under NAFTA, a
special commission was formed for eliminating all export subsidies, and under the
UR Agrcement, developing countries are required to reduce subsidies by 24% in
value in a 10-year period. Within die context of the trade agreements, export
subsidies - and support policies in general call for greater coordination and
surveillance of sectoral policies.

Though trade liberalization has been gencralized - and in some cases bold -,
there remain some “vestiges” of interventionist policies. For instance Venezuela
has stayed far behind its ncighbors in terms of reform, and has shown a hesitating
attitude towards liberalization, in a context of political turmoil. The Andcan
Group, for it’s part, has established a price band mcchanism in order to protcct
itsclf from subsidized exports from third countries. This systcm - diough fair in
principie - may in practice open the door for resorting to proteedonism.

During 1985-1995 for the countries and goods considered by Valdés, importablcs showed an
average NRP of 18.7% and cxportablcs had an NRP of-7.7%.
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Moreover, this system has a dubious status befoie the WTO (Josling, 1997)5
has been found to be inefficient, according to World Bank estimates (Janvry et al5

1997).
One salient feature of the tariff structure as it emerges fiom the reforms is that

agricultural products face lower tariffs than piocessed products. This means that
there still is discrimination against agriculture.

The main features of the development of trade policies in North America are
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
institutional reorganizations, with large State owned enterprises and public
agencies being downsized, liquidated or privatized. The priva te sector is deemed to
play an increasingly important role in supplying the Services formerly provided by
these organizations.

Up until the 1980’s producer price support measures often coexisted with
consumer and retail price Controls and subsidies. These policies were often carried
out by public agencies directly involved in distribution, commercialization and
International trade.

In Brazil, the minimum price program (MPP), run by the Commission for
Production Financing (CFP), was the most important element of agricultural
po icy. armers had the option of sclling their output to CFP at a minimuiu
g arantee price, or bonowing against the minimum price value of the stored
commodity for future sale elsewhere. Hence, in addition to market support, the

cocoa). gcncies Prov’ded price support for ccrtain commodities (e.g. sugar, coftee, whcM, 
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CFP provided the Service of risk management. In México, CONASUPO10 guaranteed
minimum prices to produccrs for twelve main agricultural products. It purchased
direcdy from farmers, and ifs share in marketed production was significant
(ranging from 20% to 60% for maize and beans between 1965 and 1988) (OECD,
1997a).

On thc 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 subsidizcd imports (OECD, 1997c). In México, a broad range of products
was covered by consumer subsidies, which took the form of price ceilings and salcs
by CONASUPO at a price below purchase price. Marketing subsidies were also
granted.

With the reforms, these programs were rcduced or eliminated. In 1988, Brazil
movcd towards replacing thc price support scheme by a band system operated by
means of accumulating and relcasing stocks. In 1993, scarce funds led to tire
elimination of thc program and to the almost complete deregulation of agricultural
markets, though wheat and other cereais continued to be supported. The
marketing boards for the main products were eliminated.

In México, 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 “concertcd prices”11
between sellcrs 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
produccrs (PROCAMPO). On the consumer side, price ceilings were eliminated, and
in 1995, subsidizcd consumption remained for only three items: maize, tortilla
and milk. Given their importance in tlie diet, they will continue, albeit targeted to
the low-income sectors.

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 State owned companies) dccreased by 50% in real terms (OECD,
1997c). In México, expenditures for market price support dropped from USS 674
to USS 253 million between 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 crcatcd in 1965.

11 Concertcd prices had bccn phased out by 1995.
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Reduction of support to agriculture has also taken place via the reduction Or
elimination of subsidies to inputs. The pubhc agenc.es and firms in charge of
distribution of agricultural inputs at subsidized pnces have been hquidated Or
privatized, or have withered. Reducing subsidies stirnulate an increase m input
price, while reduced import tariffs act in the opposite direction.

Support policies in agriculture are especially important in the context of trade
agreements. A producer price support within a free trade arca, causes the
supporting government to bear the costs of support to partner countr/s
producers. On the other hand, subsidized production by onc country constitutes
unfair competition for the neighbors. Within MERCOSUR, efforts were made to
arrive at concrete commitments on support measures, though no agreement was
reached and member countries are only bound by WTO regulations on AMS.12 In
the case of México, NAFTA has urged its members to move towards non-distortive
support measures, likc the direct payments of PROCAMPO in México.

The USA has traditionally used non-recourse loans and deficiency payments to
provido support to farmers, (essentially by means of a minimum guaranteed price).
However, the reforms introduced by the FAIR13 Act (1996) reduce the distortions
induced by producer support. Payments are no longer linkcd to prices, as the
deficicncy payments have been replaced by the “production flcxibility contract
payments”. The loan rates were also modificd, and they are assumed to be set

  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 leveis are set to the
maximum leveis 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 support,
transportation subsidies, credit and marketing. For wheat and barley, the Canadian
Wheat Board (cwb) Controls prices and exports in the main producing regions.
The gross revenue insurance plan (GRIP) provided crop Insurance, with a
compcnsation for low prices - thus constituting a form of price support-
rú™^teuPtndltUreS Were allocated “ the grain transportation subsidy
(. GTA). With the reforms, the grip was abandoned, though a non-distortionarj'
msmanee .program (nisa) remains. The transportation subsidv was eliminated in

and direct payments to farmers were offered as compcnsation.14 There have 

Aggregate Mcasure of Support.

Federal Agncultural Improvement and Rcform.

Thcsc compcnsation payments had ended by 1997.
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also been changes in the operation of the CWB, allowing market forces to play a
more impoitant lole and eliminating the use of differcntial pricing for the
domestic and cxport markets.

Other Policies

Other aspects of agricultural policy reform have inchided drastic reduction of
subsidized credit to agriculture by means of shrinking or privatization of rural
development banks. Interest rate Controls and concessions are no longer used.15 In
die arca of agricultural research and extension Services, the budget has also been
sharply reduced, diough diis may be counter-productive according to some
analysts. Regarding irrigation Services, the budget has also been reduced, and their
management has been dccentralizcd and/or privadzcd. Other reforms related to
agriculture include the liberalizadon of the land market (i.e. elimination of
restrictions on size of farms, renting of land-reform parcels, etc.). The private
sector and NGOs are deemed to play a more active role in these areas.

Trends in Protection and Support Indicafors

Agricultural support policies induce several distortions, which are sometimes
difficult to assess. Therefore, it is most important to quantify them in order to
disentangle the cffcct of each policy instrument on each producer group, since
hidden income transfers and differential treatments oftcn exist. The producer
subsidy equivalent (PSE) is a synthetic indicator that summarizes all the
Information relative to agricultural support measures.16 It has the additional
advantage of permitting the asscmblage of commodity or country levei indicators
into broadcr aggregates.

The evolution of PSEs over the period of reforms pcrmits us to gauge the
evolution of agricultural policies and the distortions they induce. A comparison
with the nominal rate of protection permits us to deduce the reladve importance
of price and non-price intervention in the support given to agriculture. Table 1
prcsents PSEs and NRPs for selected countries in Ladn America before, during and
after tlie reform period.

For Argentina, only exportables are considered. The trend in NRPs follows
closcly the declining trend in export taxes, which became a positive transfer by
1993. Therc is litde diffcrcnce between NRP and PSE measures, indicating that
non-price support was negligible. However, as price related transfers decreasc,
non-price transfers - such as expenditures on research and extension - beconie 

15 Brazil is among the exccptions.

16 For merhodological derails on PSE calculations refer to Agricultural Policies in OECD Countries:
Mcasurcmcnt of Support and Background Information.
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relatively more important. Brazil shows very high volatility in the indicators, and a
protection pattern inconsistent17 with the general tendency (i.e. Brazil shows
negative protection for importables). This is due >n part to the fact that, for certain
Products, Brazil was an importer in some years and an exporter m others.18 * ThCrc
was International price volatility as well.

Chile had no taxes for exportables and had positive protection for importables.
PSEs follow NRPs closely, which reflects tire high relative importance of price-
related transfers. There is a decreasing trend in protection. Similarly, Colombia
shows a declining positive levei of support, with non-piice transfers becoming
relatively less important. Ecuador shows an increasing levei of taxation of exports,
which is reflected by increasing negative protection indicators. Paraguay had
decreasing negative protection — due to reduced taxation , while Uiuguay shows
a slight trend to increasing taxation.

Sourcc: Valdcs, 1996.

TABLE 1: Aggregate Measures of Agricultural Protection in Latin America19

(percent)

1985-1989 1985-1990 1991-1991 1991-1992 1993 1993

NRP20 PSE NRP PSE NRP PSE

Argentina -21.2 -26.6 -5.8 -4 0.9 3.3

Brazil 1.7 -3.4 -9.5 -5.8 18.7 n.a.

Chile 13.5 13.7 15.3 10 13 n.a

Colombia 26.3 13.7 18.1 12.1 13.3 n.a.

Ecuador* 3 -18.1 -6.9 -18.4 -12.4 -50.7__ 

Paraguay -25.7 -42.2 3.5 -26.5 -15.5 n.a.

Uruguay* -5.3 1 -12.5 -12.1 -20.7 -8.4 -16

17

IX

19

20

Although some externalities, such as volatile world prices, contributed to this inconsistency,
appcars that the main causes were: i) that in those years Brazil was self-sufficient in certain
Products, it is unclear whcther the import or export parity should have becn used as reference
pomts, and n) the many govemment interventions that existed in cach commodity mnrket
comphcated the analysis considcrably”. (Valdés, 1996, pp. 41-42)

SoÍ°mCaSt<° d\R7"de (Pcrsonal communication) points out that this might have been the
case for corn, for whtch the FOB price is used as reference, although Brazil is usually an importer-

°n a r" gr°Up °f sek«ed 'mportablc and/or exportable goods for each
country. Commodit.es cons.dered are different for eachcountry.

efTectofnon-comnetVw'18 tar'n^u'valcnts> which might differ from nominal tariffs, due to th

P markets, budget-financed price support or other distortions.
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Table 2 prescnts support for selectcd products, from 1985 to 1994 In general
during two years (1990 and 1991) taxation - negative protection - tended to bc
greater than the trend observed in preccdent and subsequent years. Brazil shows a
notable volatility in the protection indicators, while Argentina shows (except for
1990 and 1991) an incieasing levei of protection (decreasing negative protection).
The magnitude and sign of the PSE is largely determined by the nrp, which is
itsclf volatile, due to macrocconomic and exchange rate instability.

SourceiVnldás, 1996.

TABLE 2: Selected Measures of Agricultural Protection in Latin America
(percent)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994
Wbeat
Argentina PSE -27.5 -22.1 -2.3 6 -11.4 -39.2 -2.9 0.6 5.7 n.a.

NRP -24.2 -20.9 -8 -1.8 -26 -30 -6.3 -1.9 3.2 3.2
Brazil PSE 25.4 53.6 27.4 37 -21.5 -133 14.2 8.2 n.a. n.a.

NRP 21.6 70.9 24.8 29.3 ■36.9 -30.4 -11.8 -11.6 -11.6 36.9

Average21 PSE -9.6 4.3 14.4 3.6 •4.6 -16 5.9 12.4 6.5 n.a.

NRP -2 26.5 14.7 12.3 -12.7 0.3 25.8 8 3.7 26.1

Suybeans

Argentina PSE -52.3 -42.5 -16.1 -17.6 -56.5 -53 -11 -6.4 -1.2 n.a.

NRP -36.3 -32.6 -18.6 -17.6 -38.3 -36.1 -12.4 -8.6 -3.8 -4

Brazil PSE -2.7 32.7 7 32.6 42.1 21.4 28.1 9.1 n.a. n.a.

NRP -11.9 •2 -3 9.7 22.3 -1.6 10.2 -11.2 15.2 47.4

Average22 PSE -23.3 15.3 2.9 3.9 -1.4 3.9 12.3 3.9 -8.7 n.a.

NRP -11 26.5 5.7 1.2 1.8 7.2 11.8 -2.9 7.5 11.8

Maizc

Argentina PSE -52.S -42.9 -26.3 0.6 -39.6 -39.8 -4.7 -0.6 5 n.a.

NRP -35 -31 -23.1 -2.2 -30.3 -30.2 -6.5 -2.1 3.5 3.5

Brazil PSE -112.6 -18.7 -97.7 -95.3 -191.7 -56.9 -41.5 -85.1 n.a. n.a.

NRP -54.6 -26.3 -51.1 -53.3 -67.5 -40.7 -33.9 ■49.4 -5.8 15.5

Average1’ PSE 67.7 -12.9 -11.9 -11.9 -37.5 -24.8 -7.2 -10.9 -19.8 n.a.

NRP -345 -11.3 3.9 0.6 -14.2 -15.5 9.9 21.5 24.2 9.2

liccf

Argentina PSE -3.8 -7.7 -7.5 -5.7 -27.2 -21.7 -3.6 -0.1 4.9 n.a.

NRP -4.6 -7.5 -7.5 -6.3 -21.7 -18.7 -4.5 -1.5 3.5 _____ 3

Average PSE 12.5 -0.4 2.9 10.2 -3.5 ■6.5 0.6 99 -7.8 n.a.

NRP 22.1 9.9 5.2 15.8 1.9 -3.9 2.4 13.5 2.6 -8.4

21 Siniplc average for Argentina, Brazil, Chile, Colombia, Paraguay and Uruguay.

22 Siniplc average for Argentina, Brazil, Colombia, Ecuador and Paraguay.
* Simple average for Argentina, Brazil, Chile, Colombia, Dominion Republic and Ecuador.
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The agricultural protection leveis observed in Latin America contras t with the
high leveis observed in the OECD countries. Aveiage PSEs foi the OECD countries
have ranged betwcen 35% and 45% over the last decade, though with a declining
trend. Two points should be stressed with respect to protection in Latin America
First, the existence of export taxes on major tiaded ciops is, from the point of view
of the producer, symmetric to an import subsidy. These distortions could be
important and their effects should be analyzed further in future research. Second,
the major role played by the real exchange iate in the deteimination of the sign
and magnitude of protection should be highlighted. In the currcnt context of
global financial disturbances, this variable can play a major lole — more important
than tariffs - in explaining observed effective protection.

Table 3 shows PSE data for México, as calculated by the OECD.24 Total pse

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 leveis
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 ín

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 a
decreasing levei of support for agriculture. Percentage PSE falis from 23 percent of
output value in 1988 to 16 percent in 1997. The relative importance of market
totakuppVt3010’ markCt prÍCC suPPort accounting for 40 to 50 percent of

OECD pcrfo™^ from Va,dés\ so the data are not comparable. Notably, thc

countnes for which CalCulationsTJdonTndard °f Pr°dUCtS> which is the same for
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Sourcc: OECD (1998a).

TABLE 3: Aggregate PSEs in North America
Unit 1990 1991 1992 1993 1994 1995 1996 1997

Aítxieo
9 Nct total PSE MNSmn 10368.0 12039.7 15128.6 17505.0 17592.2 •71.1 9325.2 19277.2

11 Nct pcrccntagc PSE % 28.8 28.8 32.2 35.7 33.5 •0.1 8.5 16.2
12 Ncr total PSE in USS USSmn 3649.8 3983.5 4888.1 5619.4 5191.6 -11.1 1226.9 2430.9
13 Markcr pricc supp. as % of tor PSE % 53.0 81.1 78.6 76.9 50.8 -11740.4 10.3 53.2
14 Dirccr paymcnts as % of total PSE % 0.0 09 5.3 2.5 25.9 6812.5 60.1 33.4
15 Rcduc. of input cost as % of tot PSE % 43.1 13.6 11.0 15.4 18.6 3614.0 13.5 4.2
16 General Services as % of total PSE % 3.2 3.8 4.4 4.5 4.0 1040.8 10.3 5.8
17 Sub national as % of total PSE % 0.7 0.5 0.6 0.6 0.7 173.1 1.3 0.6
18 Othcr subsidy as % of total PSE % 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Cíinada
9 Nct total PSE CSmn 8204.0 8486.0 7071.0 6167.0 5210.0 5400.0 5178.0 4335.0

11 Nct pcrccntage PSE % 45.0 44.0 37.0 31.0 25.0 22.0 22.0 20.0
12 Nct total PSE in USS USSmn 7030.0 7404,0 5849.0 4780.0 3815.0 3934.0 3797.0 3135.0
13 Markcr pricc supp. as % of tot PSE % 53.0 40.0 43.0 50.0 51.0 34.0 35.0 48.0
14 Dirccr paymcnts as % of total PSE % 14.0 30.0 23.0 14.0 13.0 25.0 23.0 14.0

15 Rcduc. of input cost as % of tot PSE % 2.0 1.0 2.0 1.0 1.0 1.0 1.0 1.0

16 General Services as % of total PSE % 8.0 8.0 9.0 10.0 12.0 11.0 12.0 11.0

17 Sub national as % of total PSE % 23.0 21.0 23.0 24.0 23.0 24.0 25.0 26.0

18 Othcr subsidy as % of total PSE % 100.0 100.0 100.0 100.0 100.0 95.0 96.0 100.0

United Stata
9 Nct total PSE USSmn 28117.0 24841.0 26082 0 27657.0 25307.0 17344.0 22614.0 22791.0

11 Nct pcrccntage PSE % 23.0 21.0 21.0 23.0 19.0 13.0 15.0 16.0

12 Nct total PSE in USS USSmn 28117.0 24841.0 26082.0 27657.0 25307.0 17344.0 22614.0 22791.0

13 Markcr pricc supp. as % of tot PSE % 50.0 49.0 47.0 49.0 48.0 46 0 46.0 42.0

14 Dirccr paymcnts as % of total PSE % 25.0 22.0 26.0 23.0 24.0 9.0 20.0 24.0

15 Rcduc. of input cost as % of tot PSE % 7.0 6.0 5.0 7.0 4.0 10.0 7.0 7.0

16 General Services as % of total PSE % 110 13.0 13.0 13.0 15.0 22.0 17.0 17.0

17 Sub national as % of total PSE % 7.0 7.0 7.0 7.0 7.0 11.0 9.0 9.0

18 Othcr subsidy as % of total PSE 2.0 2.0 2.0 1.0 1.0 2.0 2.0 2.0

3. Trade in the Américas

This section discusses the basic features of the trading system in the Américas,
including a description of measured trade flows and tariff barríeis. The discussion
relies on Version 4 of the GTAP database, which is the basis of the general
equilibrium model used to undertake the policy simulations.

25 The Global Trade Analysis Program (GTAP), is an internacional consortium of trade economists
hosted in the Department of Agricultural Economics at Purdue University. Mcmbers of the
consortium include representatives from academia, national and sub-national govemments, and
intemational organizations. The main product of the consortium is a globally consistem world
Social Accounting Matrix (SAM). The current version of the database, Version 4, has a 1995 base
ycar and includes 45 country/regional groupings and 50 economic 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 website at http://www.agccon.purduc.edu/gtap/.
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Regional Trade Patterns
Table 4 summarizes the main 1995 export flows for the two aggregate regiOns

in the Américas - Central and South America (CSAM), and Canada, México, and
the United States (NAFTA).26 Total exports from NAFTA are some US$ l,000bn in
1995, more than 5 times the value of exports from CSAM of some US$ 186bn.27
The following points highlight some of the features of the export markets for the

two regions.

TABLE 4: Summary of Export Flows in 1995

(percent)

Notcs: L Thc Pcr“n“g“ under the eolumns labcled Sharc represent the commodity stnicturc of
two aggregate regions. Hcnec the largcst export sharc of CSAM is basic industrial goods, with a
of428Cnt5harC’WhllCNAHTAShr8CStSharc is OthCr manufacturi»e, representing a sharc of totalexport

Central and South America NAFTA

Sharc NAFTA CSAM O OECD OROW Sharc NAFTA CSAxM OOECD OROW

Whcat 0.6 0.0 77.7 0.3 22.0 0.9 5.3 12.0 17.7 65.0

Othcr cerca! grains 0.5 2.4 41.6 15.1 40.8 0.9 12.1 7.5 47.8 32.6

Oikecds 1.1 4.5 12.8 72.6 10.1 0.7 13.6 2.1 66.8 17.5

Canc and bcct sugar 1.7 17.6 6.6 15.0 60.8 0.0 0.0 14.5 2.9 82.6

Othcr crops 8.6 29.5 10.0 53.6 6.9 1.6 31.8 5.5 36.8 26.0

Cattle and sheep 0.1 2.8 93.7 1.6 1.9 0.2 85.9 0.6 12.0 1.4

Raw milk 0.0 0.0

Othcr animal produets 0.3 7.3 20.4 61.7 10.6 0.3 21.8 3.1 54.3 20.8

Bccf produets 1.2 15.3 18.3 58.7 7.7 0.5 21.5 4.5 644 9.7

Othcr mc.it produets 0.6 3.0 16.6 43.1 37.3 0.4 26.9 4.4 32.5 36.2

Daíry produets 0.2 6.6 88.0 1.6 3.8 0.1 25.6 14.6 21.9 37.9

Rcfincd sugar 2.0 15.4 11.2 16.0 57.3 0.1 46.9 15.2 21.9 16.1

Vcgctahlc trils 2.0 3.6 19.7 17.5 59.1 0.2 27.2 9.0 14.6 49.1

Othcr pruccsscd foods 8.9 16.6 18.6 51.4 13.4 2.4 32.2 7.0 42.5 18.£

Tcxtilc and apparel 7.8 61.5 17.7 14.5 6.3 2.5 45.6 18.8 23.3 12.3

Basic industrial gtxxls 27.6 22 2 2Ó.8 38.6 12.4 22.0 44.9 7.7 33.4 14.0

Othcr manufactunng 9.7 25.8 45.5 19.9 8.9 42.8 45.2 5.8 31.9 17£

Energy ___________ 11.3 57.0 30.6 10.8 1.6 3.4 68.6 7.2 19.8 4.4_
Consrrucrion 0.0 9.6 18.8 28.5 43.1 0.0 9.1 9.7 56.0 252_
Services 15.7 14.7 11.0 54.0 20.3 20.8 16.7 3 8 62.3 !7£
Total 100.0 27.2 23.1 35.6 14.1 100.0 38.3 6.2 38.7 16.8

2' lihc-rt" C0‘Tf’S 7roent thC dcs,ination of thc scctoral exports. For cxample, 16.6 percent of CSAM’*

OROW Xrh arC '.mPOr";d b>' NAFrA’ 5L4 PCrCCnt b>' thc rcst °f dle OECD’ 13-4 5’
OROW, with thc rcmatmng being intra-rcgional exports.

Z AH regional and sectoral abbreviations are described in the Annex

All values are expressed in 1995 US dollars unless stated othenvise.
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NAFTA’s exports are dominated by three sectors - basic industrial goods (22
percent), other manufacturing (43 pcrcent), and Services (21 percent). None of
the other sectors even attains a 4 percent share. Total agricultural exports have
only a 4.6 peiccnt shaie, and if processcd foods are includcd, the food export share
reaches 8.4 peiccnt. The addition of apparel and textile, somcwhat dcpendent on
agriculture, would push die overall agriculture and downstrcam exports to 10.8
percent.

• The two largest geographical markets for NAFTA’s exports are itself (i.e.
intra-regional trade), and the rest of the oecd, roughly balanccd between 38
and 39 pcrcent rcspcctivcly. ROW rcpresents an additional market of 17
percent. The balance, a relatively small 6.2 percent rcpresents exports to
CSAM, a market worth roughly US$ 62bn.

• In relative terms for NAFTA, CSAM rcpresents only a significant market
(defined as 10 pcrcent or more) in five sectors - wheat, sugar, dairy
produets, 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 balanccd across sectors than in NAFTA, to some
extent reflecting greater reliance on primary commodities and their closely
linked downstrcam processes. Agricultural exports represent a 13 percent
share, dominated by exports of other crops (fruits and vegetables, coffee,
etc.). Food processing is anothcr 15 percent, and textile and apparel has an
8 percent share. Energy, anothcr 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 wcll-balanced export share with respect to its various
trading partners. Intra-regional trade rcpresents some 23 percent of total
exports, with NAFTA, OOECD, and OROW representing respectively 27, 36,
and 14 percent.

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

• The largest market for CSAM’s agriculture is OOECD. AI mos t 50 percent of
CSAM’s agriculture is exported to OOECD, with NAFTA and intra-regional
trade having an agricultural export maiket shaie of 23 peiccnt and 15
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percent. Adding food processing slightly modifies these percentages, $ince
there is a relatively higher share of processed foods exported to Row.

• In absolute terms for CSAM, the laigcst maikets in NAFTA (defined
USS 5bn or more) are other crops, other food processing, textile and
apparel, basic industries, other manufacturing, and eneigy. The total valuç
of agricultural exports to NAFTA barely exceeds USS 5bn. Intra-regional
agricultural exports are lowcr totaling only USS 3.6bn. The largest intra-
regional markets in CSAM are processed foods, basic industrial goods, other
manufacturing and energy.

Imports are simply the reverse sidc of exports. In aggregate NAFTA’s imports
are some USS 1,090 leading to a USS 90bn trade déficit in 1995. CSAM’s imports
total USS 206bn for a trade déficit 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 déficits. There is one glaring exception for
NAFTA. Its trade déficit with ROW is some USS 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 déficit 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
apparel also cxceed 6 percent each.

• The only sectors where CSAM has a significant market share in NAFTA are
sugar, with a 60 percent share, refined sugar (44 percent), and other crops
with a ol percent share. Other sectors exceeding a 10 percent market share
include processed foods, textile and apparel and energy.

Inti a-regional imports dominate many sectors in NAFTA including most of
agriculture, and basic industrial goods.

csam imports basic industrial goods (24 percent), other manufacturing (36
percent), and Services (16 percent).

NAFTA has a domínant market share in the CSAM region in wheat (50
nerc-Hf/ ° Cr cerca^s (61 Percent), oil seeds (35 percent), other meats (34
oercen ’ T , (37 PCrCCnt)> basic i^ustrial g°°dS (34
percent), and other manufacturing (33 percent).
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In summary, intra-regional trade in NAFTA is roughly 7 times as great as its
trade with CS AM. There is significant intra-sectoral trade in processcd foods, textile
and apparel, basic industrial goods, and Services. Trade in agriculture tends to be
in one directíon, with NAFTA dominating in most sectors, and CSAM with
predomihance in sugar and odicr crops. Energy is another sector where CSAM
plays an important role in trade betwcen the two regions.

TABLE 5: Summary of Import Flows in 1995
(percent)

Central and South America NAFTA

Sharc NAFTA CSAM OOECD OROW Sharc NAFTA CSAM OOECD OROW

Wheac 1.0 50.4 40 3 9.1 0.2 0.0 99.4 0.0 0.6 0.0
Other cercal grains 0.6 60.8 30.5 6.1 2 6 0.1 95.9 1.7 2.2 0.1

Oilseeds 0.2 34.8 61.3 3.7 0.2 0.1 84.8 8.0 4.0 3.1

Cane and bect sugar 0.1 1.3 94.2 4.4 0.0 0.1 0.0 60.3 21.0 18.7

Other crops 1.8 24.0 44.1 8.1 23.8 1.4 33.2 30.9 8.2 27.7

Cattlc and sheep 0.1 5.0 90.3 4.7 0.0 0.2 95.4 0.4 42 0.0

Raw milk o.o - 0.0

Other animal produets 0.1 33.8 40.3 22.5 3.5 0.1 53.3 3.3 27.6 15.9

Beef produets 0.3 32.5 61.3 6.1 0.0 0.2 43.1 14.2 42.6 0.1

Other mear produets 0.2 37.4 37.6 22.9 2.0 0.1 73.1 2.2 21.8 2.9

Dairy produets 08 9.7 26.0 63.9 0.4 0.1 21.6 2.5 74.6 1.3

Rcfined sugar 0.3 17.1 78.7 4.2 0.0 0.1 21.4 43.7 20.2 14.6

Vcgetablc oiis 0.5 16.2 65.8 9.6 8.4 0.1 33.6 8.2 23.7 34.5

Other processcd ftxxls 3.4 23.9 43.5 27.9 4.7 2.0 35.3 12.4 33.3 19.0

Textile and apparel 6.1 37.0 20.3 17.7 24.9 7.1 14.6 11.5 17.4 56.5

Basic industrial goods 24.0 34.3 27.8 30 3 7.5 19.7 46 2 5 3 31.6 16.8

Other manulacruring 36.0 33.4 11.1 46.4 9.1 47.4 37.4 0.9 42.7 19.0

Energy 6.9 17.2 45 0 10.4 27.4 6.1 35.3 18.1 11.5 35.2

Constniction 1.6 0.6 0.1 88.5 10.7 0.0 4.3 0.5 86.7 8.6

Services 15.9 24 0 9.8 39.3 26.8 14 9 21.4 2.6 55.6 20.3

Total 100.0 30.2 20.9 35.4 13.6 100.0 35.1 4.6 37.8 22.4
Notes: 1. The pcrcentagcs under thc columns labclcd Sharc represent thc commodity structurc of imports for thc

two aggrcgatc regions. Hcnce the largcsr import sharc of CSAM is other manufacturing, with a 36 percent
sharc, while NAFTA’s largest sharc is also other manufacturing, representing a sharc of total export of
47 percent.

2. Thc other columns represent thc origin of thc scctoral imports. For cxaniplc, 23.9 percent of CSAM’s
other proccsscd foods are imported from NAFTA, 27.9 percent from thc rest of thc OECD, 4.7 percent
from ROW, with thc remai ning being intra-rcgionai imports.

Regional Trade Barriers

The GTAP database incorporares a fully consistcnt set of bilateral trade flows for
each of dic commoditics. Each flow betwcen countries is associated with three
price wcdgcs, each of which is distinguished bilaterally. The First wedge is an
export tax/subsidy, dius distinguishing. producer prices from world export prices
(i.c. FOB prices). Thc second wedge is a trade and transport margin, determining 
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the difference between FOB prices and CIF prices, i.e. imports evaluated at World
prices. The final wedge is the bilateral tariff rate which converts the cif import
price into a tariff inclusive domestic import piice.

Table 6 summarizes29 the tariff rates for the two aggregate regions csam and
NAFTA, with respcct to their trading partncrs. These aie the tariffs apphed in
CSAM and NAFTA. The following points higlilight some of the key points in these

tables.

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

(percent) ______________ __________________________

Notes: Avcragcs are wcightcd by trade shares. Import tariffs cxcltidc import subsidies.

Average Import Tarifis by Origin CSAM Average Import Tarifis by Origin NAFTA

NAFTA CSAM OOECD OROW Average NAFTA as AM OOECD OROW Average

Whcat 2.1 9.9 1.3 0.0 . 5.2 0.9 — 0.0 — 0.9

Othcr cereal grains 0.0 0.0 0.0 0.0 0.0 3.1 0.0 0.0 0.0 3.0

Oil sccds 11.5 8.8 7.7 0.0 9.7 0.0 0.0 0.0 0.0 0.0

Canc and bcct sugar 0.0 5.4 0.0 — 5.1 — 57.0 8.2 60.0 47.3

Othcr crops 9.3 9.7 8.8 8.8 9.3 1.7 2.2 5.0 2.8 2.4

Canlc and sheep 0.0 8.0 0.0 — 7.2 0.0 0.0 0.0 0.0 0.0

Raw milk — — — — — — — — — —

Other animal produets 5.4 8.6 3.7 5.1 6.3 0.7 1.3 4.2 0.3 1.6

Bccf produets 6.4 12.2 4.7 — 9.9 0.0 0.0 0.0 0.0 0.0

Othcr meat produets 6.7 4.8 5.8 11.6 5.8 2.2 0.0 1.9 1.2 2.1

Dairy produets 9.6 3.9 7.8 0.0 6.9 16.5 46.4 42.5 57.3 36.6

Rcfincd sugar 15.6 19.1 7.5 — 18.0 34.8 57.1 23.8 58.6 46.0

Vcgerable oils 9.2 14.2 89 6.4 12.2 0.0 0.0 0.0 0.0 0.0

Othcr proccsscd foods 12.6 12.2 14.9 4.0 12.7 3.3 1.9 14.2 1.8 6.5

Tcxrile and apparcl 20.6 15.5 16.2 15.9 17.6 0.0 10.6 10.9 11.8 9£_

Basic industrial goods 8.5 10.1 9.7 8.9 9.3 0.0 1.5 4.0 3.5 1.9

Othcr manufacturing 13.1 15.2 14.4 14.0 14.0 0.0 1.5 3.1 2.2 1J_
Energy 8.0 11.4 7.6 18.4 12.3 0.0 1.1 3.0 1.2 1.0_

Conscruction 0.0 0.0 0.0 0.0 0.0 0.0 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 O.£_

1 Average 10.1 10.9 10.1 9.4 10.2 0.1 4.2 3.1 3.8 2.3
__ —----•——1

2S

29

30

AH values in the GTAP database are based in USS 1995, therefore there is no convcrsion of trade
into local prices using a nominal exchange rate.

Valdés’ calcularia^ °[ the GTAP data base 1S 1995, these data need not exactly coincide with

r™ ‘b” *

”„ ,ia frad by im
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• Since trade agreements do not address either export taxes or import
subsidies, diese will not be shocked in the policy simulation. In order to
highlight only tiiose policy instruments that will be shocked in the
alternative policy scenarios, we only show positive import tarifFs and
negative export taxes (i.e. export subsidies).

• The tarifFs shown are trade weighcd averages. For a given country, the
absence of imports of certain good may cause it to have a zero tarifF.31
Moreover, this country will have no weight as regional trade-weighted
averages are calculated. In order to examine 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 Américas are 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 bundlc.
For example, the othcr manufacturing product from die United States could
be clectronic equipment, such as computers and peripherals, whereas
imports from die rest of die OECD could perhaps be motor vchiclcs. For
scctors with broad commodity coverage, one would andeipate a wider range
of regionally difFerentiated import tarifFs, assuming the import composidon
difFcrs from one region of origin to anodier. Nonctheless, for the more
narrowly defined commodities, particularly diose in agriculture, therc 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 tarifFs for
industrial goods, and for processed agricultural commodities (vegetable oils,
refined sugar, other processed foods). For certain produets, (cane and beet
sugar, refined sugar, wheat, catdc and sheep, odier animal produets, beef
produets, vegetable oils) thcy have higher tarifFs for imports coming from
odier Central and Soudi American countries, dian for imports coming from
other regions. This could reflcct either a conipositional impact, or could
rcflect macroeconomic efFects, such as die broad dollarization of trade in die
Américas. However, on average across sectors, applicd tarifFs are broadly the
same for all regions of origin.

• Therc are no major export subsidies in Central and Soudi America, widi
other meat produets being the exception.

31 ln the case of total abscnce of trade we have replaced the tariíls 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
expcct applicd tariíls to be low or zero. For example, Argentina, which is a net exporter of wheat,
imports small quantities (duty frec) from Canada, and has thus a zero tariff, instead of a dash.
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• Tariffs in the NAFTA region tend to bc lower on average than m CSAM wi^
a few exceptions. Of coursc, trade in tlae NAFTA region has largcly bcen
liberalized. Industrial tariffs among the OECD countr.es have come down
significantly after successivc trade negotiation rounds, though the averagcs

may obscure high pcak tariffs.
• In a°riculture, NAFTA imposes essentially high tariffs on sugar and dairy

products32 Other relativcly high tariffs (by NAFTA’s own standards) are
present in the textile and apparel, and the food processing 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 levei therc
are importam regional diffcrences for cane and beet sugar and other
processed foods.

. Export subsidies by NAFTA are concentratcd on a few goods (cane and beet
sugar, dairy products and refined sugar). However, their leveis are high and,
as pointed out in the prcvious section, are kept at the maximum leveis
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 hcmispheric 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 relativcly higher
leveis 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
Américas will probably only have minor impacts on the NAFTA economies, given
that they already have low tariffs for most other goods.

towards P0'ra“ 'n NAFTA’ Particularly the US and México have been g«rcd
thesc a?aTraÍ7mK SUPP°rt’ nOt “tCnsive,>' towards border mensures. Also note tta

For examplc Japan' ha 'Tk” Sma" °r zero>tllc avcragc tarifF wiU similarly be sin»
tarifa’tarÍírS.°n rÍ“ ÍmP°rtS Which DCdUofo

g crate a zero tarifl levei (as wcll as a zero propensity to nnp°
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TABLE 7: Applied Export Subsidies: Central and South America (CSAM) and
NAFTA
(percent)

Notes: 1. Avcragcs arc wcightcd by tradc sharcs. Export subsidies cxcludc export taxes.

Avernge Import Tarifls by Origin NAFTA Averagc Export Subsidies by Desrinarion CSAM

NAFTA CSAM OOECD OROVV Averagc NAFTA CSAM OOECD OROW Averagc

Whear — 0.0 0.0 0.0 0.0 •0.7 -1.2 -1.2 -1.3 -1.2

Other cercal grains 0.0 0.0 0.0 0.0 0.0 -0.1 0.0 0.0 0.0 0.0

Oil seeds 0.0 -4.7 •0.9 -0.6 -1.3 0.0 0.0 0.0 0.0 0.0

Canc and bccc sugar 0.0 0.0 0.0 0.0 0.0 — -14.9 0.0 -27.4 -24.8

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 produets 0.0 0.0 0.0 0.0 0.0 -3.4 -1.0 -2.0 -2.3 •2.3

Beef produets ■2.0 -0.7 •3.6 -3.3 -2.8 0.0 0.0 0.0 0.0 0.0

Other mear produets -9.2 -8 9 -11.2 -11.3 -10.8 -3.5 -1.6 -2.4 •1.9 -2.5

Dairy produets 0.0 0.0 0.0 0.0 0.0 -36.5 -36.0 ■36 2 -35.7 -36.1

Rcfincd sugar ■0.2 0.0 -1.3 0.0 •0.2 -21.4 -33.8 -20.9 -27.6 -24.2

Vegerablc oiLs 0.0 -0.5 ■0.2 0.0 ■0.1 0.0 0.0 0.0 0.0 0.0

Other proecssed foods •0.1 ■0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Tcxrilc and apparel -0.1 ■1.5 -0.8 -2.7 •0.6 0.0 0.0 0.0 0.0 0.0

Basic industrial goods 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Other manufacturing 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Energy 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Construction 0.0 0.0 0.0 0.0 0.0 0.0 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

Averagc -0.1 -0.2 -0.3 •0.3 -0.2 •0.1 •0.2 -0.1 -0.2 -0.1

4. Policy Simulations and Results

A Standard tool in modern tradc policy analysis is the so-called applicd general
equilibrium (AGE) model. To investigate the impacts of tradc policies in the
Américas we have constructed a model referred to as the Framework for
Integrated Economic Simulation of Trade in die Américas, also known as the
FIESTA model. An overvicw of the main features of the model is provided in
Anncx B.33 34

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 details about the 

33 There arc scvcral overvicws of AGE modcls. Scc for cxample Shoven and Whalley (1984), Shoven
and Whalley (1992), Dcrvis, de Melo, and Robinson (1985), and Hertel (1997). For AGE
modcls spccifically applicd to agriculturc, scc Burniaux and van der Mensbrugghc (1994), and
Parikh ct al. (1988). For AGE modcls and trade, scc François and Reincrt (1997).

34 For a complete and detailed description of the model equations and specification, scc the
document “Model Specification for FIESTA", availablc from the authors upon requesr.
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reference sinndarion » Ir to say «fa o„
“guess-estimares” of ppulation, labor, and producm tj Etowth, w,th capital
accumulation endogenously detenmned by gioss natior < gs. As in most
AGE exerciscs key income and substitution e asmties are nnposed, and these,
combincd with the base year SAM are used to calibiate the remainmg parameters of
the modcl. Most of tliese parameters are held fixed throughout the 15-year time
horizon.37 All base year pricc distordons, i.e. taxes and subsidies are constant
throughout the reference simulation, implying that policies in the year 2010 rcflect
their leveis in 1995.38 Finally, foreign savings are also fixed at their base year leveis.
Due to the balance of paymcnts closure rule, tliis fixes the aggiegate trade balance
for each region, though the structure of trade is allowed to vary.

Table 8 providos a broad overview of the reference scenario, including a
snapshot of the macroeconomic aggregates for the base year, 1995, and the final
simulation year, 2010, plus the imputed annual average growtli rates. Under tlie
assumptions of tlie reference scenario, tliere would be some slight catching up in
per capita incomes between tlie OECD and non-OECD economies, though the gap
would remain significant. The wealthiest Latin-American country (measurcd in
terms ofper capita income at 1995 market exchange rates) is Argentina. Its average
income is about 28 perccnt of the average income in tlie US. In 2010, tlie parity
index would increase to about 36. In tlie base year, die three NAFTA countries
account for some 85 percent of hemispheric output, with just o ver 50 percent of
the population. Over the fifteen year time horizon of die 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.

These are available from the authors.

* Xzz h sinip,y adiusts to contemporaneous
There arc scvcral cxceptions Prol
nature of capital due to the vintaee UCtl°? Paranietcrs are re-calibratcd to rcflect the changing
calibrated each year to rcflect base Spec’P1Cílt’011 • SimiJarly, consumption parameters are rc-
calibration, the extended linear exn/T lnComc elasticities- (In the abscncc of this latter re-
utiliry function). ‘ P lturc systcm would converge towards a Cobb-Douglas

lhere is one exccption due to the fiscal
base year levei). The direct household t v ' f govctnment fiscal balance is fixed (at its

tax rate adjusts in order to achieve this target.
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TABLE 8: Summary of Business-as-Usual Scenario (figures in billion of US$
1995 unless otherwise stated) Aggregate Statisfics in Base Year (1995)

Notes: (a) Popnlation in millions.
(b) GDP per capita in USS 1995.
(c) gdp and popularion shares are pcrccntagcs of world average.
(d) Pariry índex is thc ratio of regional per capita incontc with rcspccr to thc US average, i.e. US—100.
(c) Statistics in thc last thrce coknnns represenr thc dificrcnccs bctwecn 2010 and 1995.

GDI’ ar Populanon Labor Capital Expoit Imporr GDP per GDP Popularíon Pariry j

m.arket pricc (a) fórce stock volume volume capira(b) share(c) sharc(c) indcx(d)

USA 7,126 271 4,219 15,837 718 883 26,315 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 1.0 1.6 11.6

ARG 257 35 127 555 24 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 2,312 0.8 1.8 8.8
CAM 85 63 34 217 38 47 1,361 0.3 1.) 5.2
RSM 88 23 27 211 25 29 3,743 0.3 0.4 14.2
EUR 8,956 482 5,580 27,800 2,515 2,561 18,572 31.6 8.5 70.6
ROECD 5,948 191 3,126 21,067 702 676 31,076 21.0 3.4 118.1
EASIA 1,703 1,669 642 4,098 771 776 1,020 6.0 29.3 3.9
ROW 2,352 2,592 997 7,320 488 528 908 8.3 45.4 3.4
TOTAL 28,314 5,706 15,494 81,875 5,662 5,890 4,962 100 100 18.9
Aggregate statisties in final year (2010)

GDP ar Popularion Labor Capita! Exporr Imporr GDP per GDP Popularion Pariry
marker pricc (») force stock volume volume capira(b) sharc(c) sharc(c) indcx(d)

USA 10,413 303 4,884 26,259 1,125 1,453 34,353 23.3 4.4 100.0
CAN 852 33 335 2,356 292 280 25,82-1 1.9 0.5 75.2
MEX 559 113 107 1,002 152 121 4,952 1.3 1.6 14.4
ARG 506 41 158 727 44 42 12,201 1.1 0.6 35.5
BRA 1,423 190 373 3,248 105 112 7,497 3.2 2.7 21 8
ANDEAN 413 129 112 1,023 81 81 3,212 0.9 1.9 9.3
CAM 166 81 48 332 74 78 2,035 0.4 1.2 5.9
RSM 190 29 35 418 54 53 6,561 0.4 0.4 19.1
EUR 12,888 486 5,662 39,820 3,641 3,916 26,534 28.9 7.0 77.2
ROECD 8,519 202 3,133 36,593 1,070 1,207 42,153 19.1 2.9 122.7
EASIA 4,157 1,911 783 12,526 1,871 1,579 2,176 9.3 27.6 6.3
ROW 4,521 3,393 1,399 11,529 927 894 1,332 10.1 49.1 3,9
Total 44,607 6,911 17,030 135,832 9,436 9,816 6,455 100.0 100.0 18.8
Average pcrccnt annuaJ growth rate (1995-2010, pcrccnt)

GDP ar Popularion 1-abor Capital Exporr Imporr GDP per GDP 1’opularion Pariry
m.arket pricc (n) force stock wlumc volume capira(b) sharc(c) share(c) indcx(d)

USA 2.6 0.8 1.0 3.4 3.0 3.4 1.8 -1.8 -0.4 0.0

CAN 2.7 0.8 0.9 3.6 2.6 3.0 1.9 -0.1 0.0 0.9

MEX 47 1.4 20 2.7 4.1 3.6 3.3 0.3 0.0 2.8

ARG 4.6 1.2 1.4 1.8 4.3 3.8 3.4 0.2 0.0 7.4

BRA 4.7 1.2 1.7 2.8 4.6 3.6 3.5 0.7 0.0 4.8

ANDEAN 3.9 1.7 2.2 3.8 3.9 3.4 2.2 0.1 0.1 0.6

CAM 4.5 1.8 2.2 2.9 4.5 3.4 2.7 0.1 0.1 0.8

RSM 5 3 1 4 1.7 4.7 5.3 4.1 3.8 0.1 0.0 4.9

EUR 2.5 0.0 0.1 2.4 2.5 2.9 2.4 -2.7 -14 6.7

ROECD 2.4 0.4 0.0 3.7 2.9 3.9 2.1 -1.9 -0.4 4.6
EAMA 6.1 0.9 1.3 7.7 6.1 4.8 5.2 3.3 ■ 1.6 2.5
ROW 4.5 1.8 2,3 3.1 44 3.6 2.6 1.8 3.7 0.4
Ten \L 3.1 1.3 0.6 3 4 3.5 3.5 1.8 0.0 0.0 ■0.1
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Policy shocks are evaluatcd in comparison to tlie refeience simulation. Since the
simulations are dynamic, tlie evaluation picks up some o tie dynamic effects Of
changcs in trade policies, for example the impacts of greater capital accumulatiOn
and changes in the composition of capital. The dynamic gains from trade tend to
be significantly greater than the simple static gains to trade. Since the final
reduction in tariffs only occurs in the year 2010 (see below), tlie results do not
reflect tlie final steady-state gains from trade liberahzation.

This paper reports the results of two, perhaps rather simplistic, trade
liberalization scenarios concerning tlie Américas. The first scenaiio is an attempt to
assess tlie impacts of setting up a free trade aiea aniong the five central and
southem American countries/regions (excluding México). The second extends tlie
free trade to the entire hemisphere, i.e. tariffs between all eight countries and
regions in the Western Hemisphere. This latter simulation is intended to
investigate the proposed Free Trade Arca of the Américas (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 tlie model are 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 tlie milk and sugar quotas in
North America. Third, in this version of tlie 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 foreign direct investment, and investment induced technological
change. Results have shown tliat in the case of NAFTA, tlie largest economic
benefits which accrued to México have come from a rapid increase in foreign
direct investment.

The removal of the trade restrictions is done in an uniform fashion, both
temporally and across sectors. Starting in 2000, all (positive) tariffs and export
subsidies are reduced linearly to a zero levei by tlie year 2O1O.40 The first
simulation is designated as Free Trade in Latin America (FTLA).41 This involves tlie

39

40

new eauilíh/^^ ’S”°^°nvar^ lo°king, it most likely misjudges the adjustment proccss towards a

and solve C $ ^orward lo°king bchavior are significantly more difficuk to design

to achievc ThcuTcSSUmCS ? Urget of 2005’ Wc arc implicitly assuming this target will be hard
so before '1999 redÍc^h PrCSÍdcnt fa“k autho^ and ÍS * d

exemptions are certain tefb? C *Vai,ab,c bcrwecn negotiations and implementation. Secon ,

B.«.g «Z ““ " ■»>' 
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eventual ehnunation of all bilateral tariffs and export subsidies by the year 2010
between the five Central and Southern America regions in the model - Argentina
(ARG), Brazil (BRA), Central ^nerica (CAM), tire Andean Pact (ANDEAN), and the
rest of South Amenca (RSM)« The second simulation is designated as Frcc Trade
Area ofthc Américas (FTAA) and extends the free trade agreemcnt to tire remaining
tlrree regions in the Américas - Canada, México, and tire United States.

Free Trade in Lotin America

Aggregate Impacts

This section describcs the main aggregate impacts from the FTLA simulation.
Though most attention is givcn to these results, the structural impacts, discussed
further in the next section are of greater consequence, particularly to those who are
likcly to fcel these impacts. Ncgotiators are of coursc keen to understand the more
detailed impacts, though die press and the public debate tend to focus on the
aggregate impacts - for example job loss.

The impacts of the FTLA are rather mixed except for Argentina, which would
tend to gain quite substantially from tiiis trade reform scenario, see Table 9. The
only unanibiguous loser would be die RSM region (rest of South America) which is
a relatively heterogeneous mix of countrics. There is at least one indicatíon that the
simulation maybe underestimating die steady-state gains since in all regions there is
a rather substantial increase in investment which would have positive effects in
future periods. The nega tive impact in RSM is largely duc to a deterioration in its
terms of trade. The removal of tariffs allows its trading partners to increase the price
of dieir exports, widiout a concomitant increase in die price of RSM’s exports. There
is virtually no aggregate impact in die regions outside of die FTLA.

The implementation of the FTLA leads to a radier significant rise in intra-
regional trade. Export volume increases range from 2.0 to 4.3 percent, and import
volume increases range from 1.9 percent to 5.7 percent.

The labor market closure assumes full employment, hence the impact on trade
regime reform falis exclusively on wages. As Table 9 indicates, laboi tends to benefit
across die board from the agreemcnt, widi rises in die real wage varying from 0.3 to
1.5 percent. However, we are unable to provide much indicatíon of the impacts on
income distribution except to compare die rise in die leal wage with changes in the
return to capital.42 43 The return to capital tends to decline in all regions of die FTA

except for Central America. Part of tiiis decline can be attiibuted to die iclative
increase in die supply of capital coming from die highei iate of investment.

42 Note that these simularions do not includc rcductions in dircct produccr subsidies which play an
important role in agricultura! trade negotiations. Also note that negativo tariffs (i.e. import
subsidies) and export taxes, are also left untouchcd.

43 This version of the model does not contain labor skill differcntials.
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Sectoral Impacts

As suggested earlier, the structural results are likely to be stronger than the
aggregate results. Th.s tsconfirmed in Tables 10-12. Argentina would witness
some of the stiongest shifts in its trade composition. In particular, whcat exports
would rise by 8 percent, and there would also be a rather signiflcant rise in exports
of other manufacturmg and energy. In other agricultural products, Argentina
would see an incieasc in the exports of beef and sheep meat and other crops, and a
decime in the exports of other cereais and oil sceds, raw sugar, and non-nmiinant
meats. Imports would increase across the board in Argentina, with tlie largest
incrcases occurring for sugar, and textile and apparel. Agricultural imports would
rise significandy, even in sectors with an increase in exports. This is due to tlie
Armington assumption and simply reflects product differentiation. The net impact
on total agricultural production in Argentina is neutral. There are small declines in
almost all agricultural sectors, which is almost offset by the rise in wheat
production.

The structural changcs in Brazil are less pronouneed than in Argentina.
Agricultural exports would increase on aggregate, with a rise in the exports of
other cereais, sugar, other crops, and other animal products, and a decline in all
other sectors. Brazilian exports would also increase in most other sectors,
particularly textile and apparel and other manufacturing. Agricultural imports
would rise substantially, except in the other cereais and sugai’ sectors. Wheat and
cattle imports would increase the most, respcctively by 11 and 16 percent. The net
impact on agricultural output is relatively small, except for a 3.7 percent decline in
the output of wheat. The next largest change is in cattle, a decline of 0.4 percent.

In tlie three aggregate regions, the situation is similarly varied as in Argentina
and Brazil. The largest change in the structurc of exports occurs in RSM, aiguably
the most heterogeneous region among the diree aggregatcs. Wheat and beef
exports would increase by more than 10 percent in this latter xegion, and
agricultural exports increase across die board. Oil seeds and beef expoits would
also rise from the Andean Pact countries.

In terms of the main agricultural downstrcam sectors, exports of processed
foods incrcases substantially for a number of commodities in most of the regions.
There are small export declines in Argentina for other meat products and other
processed foods, in Brazil for beef and other meat products, and for beef products
in the ANDEAN region. There is a signiflcant increase in exports in t ic texti c an
apparel sector where the MFA plays a signiflcant role. Imports of processed foods
increase substantially as wcll, particularly reflned sugar, vegeta c 01 s, an ot icr
processed foods.
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Free Trade Area of the Américas

Aggregate Impacts

Free Trade in the Américas would modify substantially the aggregate impacts
for tlie regions in Central and Soutli America, with relatively minor impacts for
the countrics in NAFTA (see Table 9). The small welfarc 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 incrcase in the terms of trade for Argentina is only 0.6 percent
compared to 1.5 percent in the FTLA scenario.44 The broader removal of tariffs
leads to an overall incrcase in world demand for a number of commodities. In
large part, thesc commodities, on nct, are being imported by the countrics in
CSAM and exported on net by the NAFTA countrics. There is a rather marked
incrcase in the volume of exports and imports compared to the FTLA simulation.
The impacts on the non-hemispheric regions are negligible.

the measures are not^co^iMen^fnall"0' rCp°rt''lg Several dill'elent mensures of wclfare:S>n®

CSM1 regions, welfarc, asnicasurcdb Hreg/Ons’ real GDP mereases, even though in four
} icksian Equivalent Variation declines.

Trade relations

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

The structural impacts on the regions outside of the FTLA aic minor. Exports Of
a few commodities incrcase, particularly m agncultuie, but tie increases are small,
There is a somewhat greater impact on imports. This most likely ariscs from the
increase in trade prices for some of the relevant commodities as the removal of
tariffs leads to greater demand and hence greater prices. These changes in trade
structure have virtually no impact on externai output. There is a small rise in
NAFTA sugar output, and a 0.3 percent increase m the output of oil sccds in

Europc.

no
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Sfructural Impacts

The removal of trade barriers in NAFTA providos a rich market for agricultural
exports from its Southern neighbors. Whcrcas FTLA providcd some structural
changes in local trade relations, diere is a more pronounced shift in agricultural
exports from the CSAM region, presumably towards die north, i.e. trade barriers in
NAFTA are currently impeding agricultural exports from the South. Exports of
sugar increase the most, followed by other crops and other animal produets.

Agricultural imports into NAFTA do increase - wheat (except in Canada), other
cercais, sugar, odaer crops, and other animal produets. The nct changes on
agricultural output in NAFTA are not very pronounced, sugar being the main
exception.

The removal of trade barriers in processed foods and in apparel and textile
provides a significant boost for the exports of these commodities from CSAM
towards the North, diough in die 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 rcspect to the
trade elasticities for both the FTLA and FTAA simulations.)

///
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5. Conclusion
The simulations reported in this paper would lead to conclude that regiOnal

free trade arrangements in the Américas are unlikely to produce signifiCant
macroeconomic impacts, at least as captured by the simple removal of import
tariffs and export subsidies. This is not an altogethei suipiising xesult as it has been
demonstrated in many other studies of regional integration, notably those related
to the NAFTA accord. In niost ncoclassical AGE models, the simple adding up of
the Harberger triangles, related to the inefficiency losses from trade measures, do
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 additional
benefit.45 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 macroeconomic 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 typcs:
unilateral, regional trade agrecments, and a global agreement. Protectionism has
decreased dramatically in virtually all of the countries in the Western Hemisphere.
This is one reason why trade negotiations have focused incrcasingly 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 Américas are more
consequential than the aggregatc implications. While protectionism has declined in
many countries over the last dccade, there are still some prohibitive tariffs in
certain sectors, particularly in agriculture, but also in manufacturing in the
Southern American countries. In terms of the FTLA scenario - free trade in Latin
America the impacts on the composition of output are not remarkable. In only a
handful of sectors is output likcly to chaiige by more than 2.5 percent in eithcr
direction, for example wheat in Argentina and Brazil, and other manufacturing.
The impacts on tiade are more significant with increases in two-way trade. This
has also been largely observed in the forming of MERCOSUR and NAFTA. The
compositional impacts under hemispheric free trade are more important,
particularly in some kcy agricultural sectors such as wheat, sugar, and to a lesser

underwtimatinff0?^? °f S’mplc rccursivc-dynamics of the FIESTA model, we n^y
fuÍ elm nat o f ÒÍ g ga‘‘nS SÍ,KC thc tariíT rcdu«io"s are phascd in, with the
gl rc’n f,nal Simulation - 2010. The steady-state dyn^c

gains are likcly to bc greater than rhosc reporred.
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extcnt, dairy products. Central America would get a significam output boost in
texnle and apparel m joinmg the FTAA. Again, the trade impacts are much more
significam. Agncukural exports for Argentina and Brazil, for example, would
incrcasc by 2.8 and 4.6 percent respectively in the FTAA simulation, as compared
to only 0.8 and 0.5 percent respectively in the FTLA simulation.

Changes in the aU-important trade elasticities (see Annex A for the sensitivity
analysis results) would not grcatly modify the aggregate results. The degree of
market power - as measured by the Armington elasticity -, or output flexibility -
as measured by tire CET elasticity do influence the structural results. But in most
cases, the results are reinforced rather than reversed.

This papei has focused on agriculture. However, in terms of economic weight,
most of the action will occur on the manufacturing side. The impacts on
manufacturing are likcly to be severely underestimated due to aggrcgation.
Aggrcgation veils the importance of peak tariffs in kcy scctors, and as has been
shown in odier studies, some of thesc sectors play a critica! role in the economy,
for example ferrous and non-ferrous metais, and motor vehicles and parts. A
complemcntary analysis of manufacturing trade would provide a more complete
picturc of frec trade arcas in the Américas.

The aggregate impacts do elicit some concern about the welfarc benefits which
would accrue to individual countrics and/or regions. There is nothing in the trade
literature which indicates that all countries in a frec trade area would bcnefit from
joining, even in the absence of terms of trade effects. In particular, it is important
that trade reform be linked to reform of other policies which could inhibit the
accrual of the full benefits from trade reform. For example, the negative impacts of
production taxes/subsidies and/or export subsidies could be cxacerbated by trade
reform. In an economy with multiplc distortions, trade reform is not guaranteed
to lead to economic improvement.

Regional integration agreements elicit worries concerning their impacts on
externai trading partners. The results in this paper indicate that the consequcnces
for countries outside of the Américas will be minor, both in aggicgate teims, as
well as in structural terms. There is a ncgligible amount of aggregate tiade
diversion, with in certain cases, some trade creation, for example sugar. At a
minimum, one would hope tliat regional integration agreements in the Américas
would solidify the move towards frcer international trade and in particular, firmly
lock the Latin-American countries into abandoning import substituting strategies
which have proven to be harmful.

One would perhaps likc to conclude by pushing for more efforts towards
further global trade reform. The benefits to accrue from thesc tegional tiade
agreements appear to be slight, even if thcy are underesumated, whereas the

Brazil, Mercosurand the Frce Trade Arca of the Amencas
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• rna tliese agreements is high. Most of the countries in
opportunity cost of negotiat o fl-om global trade reform, perhaps
the Américas would have m ° here 0ECD trade policies are particularly
particularly in dae field of agn ’} or ional agreements, it has been shown
distortive. Even in the absencc g linilaterai trade reform could still generate
empirically, as well as in P”C^s’sh^vn> uniform tariffs, in and of themselves are
significant bcnefits. As cm . ■ o’f tiie trade regime which have had direct
capable of producing a rationa i . measme benefits of reduced trade,

—X—
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Abbreviations

ALADI Asociación Latinoamericana de Integración.

APEC Asia-Pacific Economic Co-operation.

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

BaU Business-as-usual. Acronym used to dcscribc rcference
(or baseline) scenario, in die absence ofchanges in trade and
agricultural policies.

Billion or bn Equivalent to one-thousand million (or 109).

CACM Formed by countries of Central America.

CARICOM Formed by countries of the Caribbean.

CSAM Central and Soudi America.

ERP Effective rate of protection.

FTA Free trade agreement.

FTAA Free Trade Area of die Américas.

FTLA Free Trade in Latin America.

Group of ThreeAssociation of Colombia, México and Venezuela.

GTAP Global Trade Analysis Program.

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

NAFTA Nordi American Free Trade Area formed by Canada, México and
thc United States.

NRP Nominal rate of protection.

OECD Organization for Economic Co-operation and Development.
(Web home page: http://www.oecd.oig).

PSE Producer subsidy equivalent. A mensure of trade protection.

ROVV Rest of die World.

SAM Social Accounting Matrix.

UR Uruguay Rottnd. Multilateral trade agreement.

WTO World Trade Organization.
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Annex A: Sensitivity Analysis

. nll nf the elasticities included in GE models, trade reform scenarios tendAmong all of th elasticities. The FIESTA model includes four sets of
tobemostsensn  of Armington elasticities determining thc
trade elasticities for goods across regions of origin, and two sets of
subsututabihty flfxibility of supply of goods across regions of
CET elasticities eConometric validation of the trade elasticities forces the
destinauon. 'ic values to a large extent based on consensus ranges
pohcy analystto imposc. . of globai models has made the selcction

“X nrrnrber ofeomm.es and seerors mukipta. For the riLSTA
mSe, we haie thosen a vety simple set of Flrst. " “
*at ie elasticities are unifonn across all regions Jeeond ,t ,s asswned that the
Xeit.es are uniform across types ofelastieit.es. Hence, the top and second levei
Xington elasticities are the same, and tlaey are tire same ».th the op and second
XX elasticities. The follo.eing table provides the referente values, as rvell as

the values for the sensitivity simulations.

Sector Rcfcrencc Annington Shock CET Shock

Import Export Import Export Import Export

Wheat 3.0 3.0 4.5 3.0 3.0 <x>

Other cereal grains 3.0 3.0 4.5 3.0 3.0 co

Oil seeds 3.0 3.0 4.5 3.0 3.0 CO

Cane and beet sugar 3.0 3.0 4.5 3.0 3.0 CO

Other crops 2.0 2.0 3.0 2.0 2.0 co

Cattie and sheep 2.5 2.5 3.8 2.5 2.5 co

Raw milk 2.5 2.5 3.8 2.5 2.5 CO

Other animal produets 2.0 2.0 3.0 2.0 2.0 00

Beef produets 2.0 2.0 3.0 2.0 2.0 CO
____      

Other mear produets 2.0 2.0 3.0 2.0 2.0 co----------
Dairy produets 2.0 2.0 3.0 2.0 2.0 CO

Refined sugar 3.0 3.0 4.5 3.0 3.0 co

Vegetable oils 2.0 2.0 3.0 2.0 2.0 cO

Other processed foods 2.0 2.0 3.0 2.0 2.0 co

Textilc and apparel 3.0 3.0 3.0 3.0 3.0 3.0^___

Basic industrial goods 2.5 25 2.5 2.5 2.5 2.5

Other nianufacruring 2.5 2.5 2.5 2.5 2.5 2.5

Energy 2.0 2.0 2.0 2.0 2.0
Construction

-- ------------------------------------------------ 1.0 1.0 1.0 1.0 1.0
| Services 2.0 2.0 2.0 2.0 2.0

2£_J
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The general ruíeis that comxnodtties that are relatively weU-def.ned ie less
aggregated tend to have h.gher trade elasticities. Hence wheat will have a higl“
elastícity than other crops. Sunilarly, transport costs and other features of
coinmodit.es may make them less traded, even if they are relatively homogeneous
For example, across many regions, transportation of gas is prohibitively expensive’
hence the trade elasticity of gas will typicaUy be higher than for oil.

This annex reports the results from two sensitivity simuladons. Under the First,
the Armington import demand elasticities - both top and second levei - are raised
by 50 percent with respect to their reference leveis for agricultural and food
commodities only. This makes the import demand for these commodities more
sensitive to relative price changes. The extreme assumption is diat the import
demand elasticity is infinite, i.e. that goods are Heckscher-Ohlin goods, implying
the law of one price holds. The other consequence is that countries are either net
exporteis or net importers, but would not both import and export the same
commodity. In the second sensitivity experiment, the CET elasticities - both top
and second levei - are set at infinity for the same set of agricultural and food
commodities. This implies diat the law of one price holds for domestic exporters
and renders export supply more sensitive to small changes in relative prices.

Convergence towards Heckscher-Ohlin for Agricultural and Food Products

The aggregate impacts of raising the agricultural and food import demand
elasticities are very slight (see Table A-l). This is true for bodi policy simulations,
FTLA and FTAA. Thcre is a small impact on the consumer price index and real
wages, which do not move in a consistent direction across regions. The inciease of
the Armington elasticities reduces exporters market power, and die net impact from
die trade reform will depend on the relative trade position of each countiy. Foi
example, if a country is a net importer of a product widi relatively inelastic
demand, die removal of the import tariff provides an opportunity for die exporter
to raise prices. If however die Armington elasticity is raised, the market power of
die exporter is diminished, and the price rise will be less than with die lower
Armington elasticity. The net impact on each region is ditflcult to gauge a prwn
since each region is an exporter and importer. Note that a loweruig of e
Armington elasticity would work in die opposite direction, it increases the market

power of exporters.
1 1 nrhrr hand are accentuatcd (see Tables A-2The structural results on the otlici nane «vnnrr<. fk™through A-4) Where regions had positive increases in sectora exports, these

vvnci\ b . r. . pvnort declines, the declines are steeper.exports are higher, and where regions had expor
Similarly for imports.

------ --------------------- ------- ------------- ----- 7" 125
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■ ■ meriment therefore suggests that the levei of theThe Armington sensitivity exp * negligible effect on the aggregate
Armington elasticity wdl mostHK y >• nificandy alter the structural changes
impacts from trade reform, m adequately reflcct the costs of
eenerated by reform. Srnce me agreement would need to focus onSr «uni transition, dare assumed rc be too !ow.

these costs, particularlyif the assun

Removal of the CET

The sccond typc of sensitivity analysis was to remove the CET specification for
the allocation of domcstic production across regions of destination (including the
home market). The removal of the CET makes suppliers more nimble, i.e. they can
switch the supply of output without friction to tire market with the highest return.

Similar to the raising of die Armington elasticity, the aggregate impacts of tire
CET removal are not dramatic (sce Table A-5). Overall trade increases, but the net
effects on othcr aggregate variables is slight. The structural results again provide
much more contrast. It is worth pointing out that the impacts on the othcr
sectors, i.e. othcr than agriculture and food, is slight.
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Annex B: The FIESTA Model

Thc AGE model named Framework for Integratcd Economic Simulation of
Trade in the Amencas, otherwise known as the fiesta Model, is a global multí-
region, multi-sector, dynamic applied general equilibrium model46 ’Global
economic activity is disaggregated across 12 country/region groupings and 20
economic sectors (see Tables B-l and B-2 for details). Thc broad ’ regional
groupings include five OECD blocks - Canada (CAN), the United States (usa),
México (MEX), Europc (EUR), and thc rest of die OECD (ROECD). The emphasis
of titis model is on Latin America which is similarly divided into five blocks (aside
from México) - Central America and the Caribbean (CAM), the Andean Pact
(ANDEAN), Argentina (ARG), Brazil (BRA), and thc rest of South America (rsm).
The remainder of the world is split into two large aggregatcs - 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 aggrcgation reflects the major mutually traded agricultural commodities,
largely ignoring tropical produets such as fruits, coffee, and cocoa. Of the total of
twenty sectors, eight are raw agricultural commodities - wheat (WHT), other
cereal grains (GRO), oil seeds (OSD), raw sugar (both cane and beet, C_B), other
crops (OCR), catde and sheep (CTL), other animal produets and wool (oap), and
raw milk (RMK). The current version of the model has the food processing sector
disaggregatcd into six sectors - beef and sheep produets (BovMcat), other meat
produets (OthMeat), dairy produets (MilkProd), refined sugar (RefSug),
vegetable oils (VOL), and all other (OthFoodPr). All other sectors are aggregated
into six groupings - energy (NRG), textile and apparcl (TextApp), basic industry
(Baslnd), other manufacturing (OthManu), Construction (Construc), and Services
(Service).

The final key dimension of thc model is time. The base ycar of the data and the
model is 1995. The model is solved in subsequent years in 1996, 1997, 1998,
2001, 2004, 2007, and 2010. The time periods are linked together through factor
growth (labor/land) and accumulation (capital), and changcs in pioductiúty.

The remainder of this appendix outlines briefly foe main characteristics of
supply, demand, the dynamics and thc policy Instruments of the mode .

ti r i biimc Model (sec Burniaux and van derThe FIESTA model is a direct descendant of the < comp|CIC and detailed

Mcnsbrugghc), and the OECD LINKAGE Model (sec OE ’ “Model Specification for
<iescriptioi, of FIESTA’s equat.ons and specification ts provded in 1

PIESTA**, available from thc authors upon requesr.
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Supply, Demand and Foreign Trade

Production

Therc are twenty producing sectors in FIESTA. Eight sectors concern the
production of agricultural goods: wheat, odiei ceical giains, oil seeds, sugar, othcr
crops, livestock, othcr meats, and milk. Food pioccssing is divided into six sectors
The remaining sectors are broad aggregatcs of die icst of die econoiny: energy
textile and apparel, basic industry, odier manufacturing, construction, and Services’

All sectors are assumed to operate under constant returns to scale and cost
optimization. Production in cach sector is modeled by a series of nested ces
production functions which are intended to represent the different substitution
and complementarity relations across the various inputs in each sector. There arc
material inputs which generate die input/output table, as well as factor inputs
representing value addcd.

Three different production archetypes are defmed in the model - crops,
livestock, and all other goods and Services. The CES nests of the three archetypes
are graphically depicted in Figures B-l through B-3. Within each production
archetype, sectors will be differcntiated by different input combinations (share
paranieters) and different substitution elasticities. The fornier are largely
deterniined by base year data, and die 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.e. between fertilizei* and land (scc
Figure B-l).4/ Livestock production captures the important role played by feed
versus land, i.e. between ranch- versus range-fed production (see Figure B-2).
Production in the other sectors more closely matches the more traditional role of
capital/labor substitution, with energy introduced as an additional factoi of
production (see Figure B-3).

In each period, the supply of primary factors - capital and labor - is usuall)
predetermincd 49 However, die supply of land is assumed to be sensitive to the
conteniporaneous price of land. Land is assumed to be partially mobile acioss
agricultural sectors.

The model includes adjustinent rigidities. An important feature is
distinction between old and new capital goods. In addition, capital is assumed to e

" In the original GTAP data set, the fertilizer sector is identified with the crop sector, i.e. chent.cA

rubber, and plastics. In the aggrcgated version of the data fertilizer is identified with the
industry scctor(BasInd).

49 rcPrcscntcd by three agricultural conunodities: wheat, othcr grains, and oil seeds.
Capital supply m cach penod is somcwhat influeneed by the levei of conteniporaneous invcstmcl 

” ------------7
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partially^ mobile, reflecting differences in the marketability of capital goods across
sectors.

Once the optimal combination of inputs is dctermined, sectoral output prices
are calculated assuming competitive supply (zero-profít) conditions in aU markets.

Consumption and the closure rule

All income generated by economic activity is assumed to bc distributed to
consumers. A single representative consumcr allocates optimally his/her disposable
income among the consumei goods and saving. The consumption/saving dccision
is completely static: saving is treated as a “good” and its amount is determined
simultaneously with the demands for the other goods, the price of saving being set
arbitrarily equal to die average price of consumer goods.* 51

Government collccts income taxes, indirect taxes on intermediate and final
consumption, taxes on production, tariffs, and export taxes/subsidies. Aggregate
government expenditures are linkcd to changes in real GDP. The real government
déficit is exogenous. Closure therefore implies that some fiscal instrument is
endogenous in order to achievc a given government déficit. The Standard fiscal
closure rule is that the marginal income tax rate adjusts to maintain a given
government fiscal stancc. For example, a rcduction or elimination of tariff rates is
compensatcd by an increase in houschold direct taxation, cetcrisparibus.

Each region runs a current-account surplus (déficit) which is fixed in nominal
terms. The counterpart of these imbalanccs is a net outflow (inflow) of capital,
which is subtractcd from (added to) the domes tic flow of saving. In each period,
the model equates gross investment to net saving (equal to the sum of saving by
houscholds, the net budgct position of the government and foreign capital
inflo ws). This particular closure rule implies that investment is driven by saving.

Foreign Trade

The world trade block is bascd on a set of regional bilateral flows. The basic
assumption in FIESTA is that imports originating in different regions are imperfect
substitutes (sce Figure B-4). Therefore in each region, total import demand for
each good is allocatcd across trading partners according to the iclationship 

50

51

For simplicity, it is assumed that old capital goods supplicd in sccond hand mark ,
capital goods are homogcncous. This formulation makcs it possible to mrroducc do nward

rigidities in the adjustment of capital without incrcasing exccssively the num c q

price to bc dctermined by the model (sce Fullcrton, 1983).
The demand systcm used in FIESTA is a version of the Exrcndcd Linear'

(ELES) which was Cirst dcvclopcd by Lluch (1973^ the marginal
bascd on atemporal maximization - sce Howe (19 ). ^.nficnr of the rate of
propensity to save out of supernumerar)’ income is constant aix m< cj

^production of capital.

^rnzil, Mercosur and the Free Trade Arca of theAnicricas
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between their export prices. This specification of imports commonly referred
as the Armington52 specification - implies that each region faces a downw
sloping demand curve for its exports. The Armington specification is implemcrit .
using two CES nests. At thc top nest, domestic agents choose thc optiJ
combination of the domestic good and an aggiegate impoit good consistent with
the agenfs preference function. At the second nest, agents optimally allocate
demand for the aggregate import good across the lange of tiading partners.

The bilateral supply of exports is specified in parallel fashion using a nesting of
constant-elasticity-of-transformation (CET) functions. At the top nest, domestic
suppliers optimally allocate aggregate supply across the domestic market and 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 arc
solved for. The price of a single good, or of a basket of goods, is arbitrarily choscn
as the anchor to the price System. The price (index) of OECD manufacturing
exports has been chosen as the nimcrair^ 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 evaluatcd
with respect to the price of the numeraire 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

The current version of FIESTA has a simple recursive dynamic structure as
agents are assumed to be myopic and to base thcir decisions on static expectations
about prices and quantities. Dynamics in FIESTA originate from three sources: (i)
accumulation of productive capital; (ii) the putty/semi-putty specification of
technology; and (iii) productivity changes.53

Capital Accumulation

In tire aggiegate, the basic capital accumulation function equates the cuirei
capita stock to the depreciatcd stock inherited from thc previous period plus g10S^

estment. However, at thc sectoral levei, tire specific accumulation functions i*1 1

52 Scc Armington, 1969.
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differ bccause the demand for (old and new) capital can be less than the
dcpreciated stock of old capital. In this case, the sector contracts over time by
releasing old capital goods. Consequently, in each period, the new capital vintage
available to expanding industries is equal to the sum of disinvested capital in
contracting industries plus total saving generatcd by the economy, consistem with
the closurc rule of the modcl.

The Putty/Semi-putty Specification

The substitution possibilities among production factors are assumed to be
higher with the new than with the old capital vintages - technology has a
putty/semi-putty specification. Hence, when a shock to relativc prices occurs (e.g.
tariff removal), the demands for production factors adjust gradually to the long-
run optimum bccause the substitution effects are delaycd over time. The
adjustment path depends on the values of the short-run elasticities 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 modcl is calibratcd on exogenous growth rates of population, GDP per
capita, and an autonomous energy efficiency improvement in energy use (known
as the AEEI factor). In the rcfcrence scenario, the dynamics are calibratcd in each
region by imposing the assumption of a balance growth path. This implies that
capital/labor ratio (in efficiency units) is held constant?4

In the rcfcrence scenario, two equations are used to “calibratc" the aggregate
productivity parameters. The first equation is the growth rate equation c cr *

*» <«.TXV3&-
dctcrmnnng one of the productivity parameters js\a;un imposcd {at its base ycar
ratio in efficiency units. In the rcfcrence simulation,  productivity
value), and therefore this equation can be thought ° as well as the capital/labor
parameter. In policy simulations, both the rate of growth of real GUI as
ratio are endogenous, and the capital and labor productivity param

---------------- --------------------------------------------------------------- ----------------------------------- Í45
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TABLE B-l: Regional Concordance of the FIESTA Model

1 CAN Canada (CAN) -----------------

2 USA United States of America (UM)

3 MEX México (MEX)
4 CAM Central America

Anguilla, Antigua & Barbuda, Aruba, Bahamas, Barbados, Belize, British Virgin Islands C
Costa Rica, Cuba, Dominica, Dominican Rcpublic, El Salvador, Grcnada, Guatemala. Haiti^fí ^nds,

Jamaica, Montscrrat, Netherlands Antillcs, Niearagua, Panarna, St. Kitts & Ncvis, St Lúcia’ $t n.ras>
and the Grcnadincs, Trinidad & Tobago, Turk and Caicos Islands (CAM) 3 ^ncc^t

5 ANDEAN Andean Pact
Venezuela (VEN), Columbia (COL), Bolivia, Ecuador, Peru (RAP)

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

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

9 EUR Europe
United Kingdom (GliR), Germany (DEU), Dcnmark (DNK), Swcden (SWE), Finland (FIN), Áustria
Belgium, Franco, Grcccc, Ircland, Italy, Luxcmbourg, Nctherlands, Portugal, Spain (REU), Iccland
Liechtcnstcin, Nonvay, Switzerland (EFT), Bulgaria, Czcch Rcpublic, Hungary, Poland, Romania, Slovakia

Slovenia (CIA)

10 ROECD Rcst of the OECD
Aiuu-alia (AUS), Korca (KOR), New Zealand (NZL),Japan (JPN)

11 EASIA East As ia

12 ROW Rest of rhg worJci
Moldam, Rinsian Fcd^2n’ ntikistan !(azal:hstan’ KyWz Rcpublic, Latvia, Litlmania,
B^in,Ira„,Iraq,lmc^ ^tan (FSU), Turkey (TUR),

United Arab Emirates Temn, A i n ’ MWn> Ontan> Qainr> Stiudi Arabia, Syrian Arab Rcpublic,
(1WF), VietNam (VNAí), índia (^D) K (1^,li)’ Aíorocco (MAR). Algcria, Effypt, Libya, Tímida
SriLanka (MS), Bacana I rJrl, x,’ S ,L"”';a (LKA>’ R^ladcsb, Bhutan, Maldivcs, Nepal, Pakistan,
Mozmnbiquc, Tanzania 7a / ’ So"tb A^m> Sivaziland (MF), Angola, Malawi, Mamitius,
^.CMfiican^^ Bmin> Burundi, Ca.nc-oon, Cape

(fonncrly Zaire), Cote dlvoirc D "! '' ^cPlí^c °f^ Congo, Dcmocratic Rcpublic of the Congo
Guinea, Guinca-Bissau Kcnva 11°^ Gutnea, Eritrea, Ethiopia, Gabon, Gambia, Ghana,
Tome & Príncipe, Scncaal Sevcl n^ascar> ^ttritania, Nigcr, Nigéria, Rwanda, Sao
Ajghanistan, Albania, Andorra R CS S af^'s\Sictra Lconej Somalia, Sudan, Togo, Uganda, (RES),

Fiji, Kiribati, Laos, Maccdonia HcrzcHovin^ Brunci, Cambodia, Croatia, Cypruh
Korea, Papua New Guinea San M ' lt^°S °f!» Malta, Mongolia, Myanmar, Nauru, Nortb

^^^ÍScíbiaandMont^^^ hlandSi Ton^ ^uvalu, Vanuatu, Western Samoa,

------ --- ------ --- --------------------------- —
Pact’and restofs°uth
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TABLE B-2: Sectoral Concordance of the FIESTA Model

PnMy rícc (/■»«), vcgetablcs andfruits (yj), pltint-bascdfibcrs (mi), olho- m>ps (ocr)

1 WHT
2GRO
3 OSD
4C_B
5 OCR

Wheat (wht) ----------------------------------
Other cercal grains (gro)
Oil seeds (osd)
Sugar cane and bect (c_B)
Other crops

Other animalproduets (OAP), ywool ( WOL)

6 CTL
7 RMK
8 OAP

Bovinc cattle, sheep and goats, horses (CTL)
Raw milk (rmk)
Other animal produets and wool

Fish cries (FSH), processed ricc (PCR), otherfood produets (ofd), bcverages and tobacco produets (B_T)

9 BovMcat
10 OthMeat
11 MilkProd
12 RcfSug
13 VOL
14 OthFoodPr

Bovinc meat produets (CMT)
Other meat produets (OMT)
Dairy produets (mil)
Refined sugar (SGR)
Vcgctable oils and fats (VOL)
Other proccsscd foods

15NRG Energy
Coai (COL), crudc pctrolcum (OIL), natural gas production (GAS), refined oil (P_C), electricity (ELT),

pjas manufacture and distribution (GDT)

16 TcxtApp Tcxtile, apparci, leather, and fòotwcar
Tcxtile (TEX), Apparci (App), leather produets (i.EA)

17BasInd Basic industries
Forestry (FOR), minerais (OMN), ivood produets (LUM), pulp and paper (PPP), non-metal mineral

produets (nmm), ferrous metais (l_S), other metais (NFM), metal produets (FMP), Chemical, rubber,
plastic produets (CRP)

18 OthMan Other manufacturing
Motor vchicles and parts (MW), other transport equipmcnt (OTN), clectronic equipmcnt (ELE), other

machinery and cquipment (OME), other manufactures (OMF)

Construction (ens)

20 Service Private and public Services
Tradc and transport (T_T), other private serviços (OSP), water distribution (\VTR), other public sen ices

(OSG), dwellings (dwe)  

19 Constr Construction

^zil, Mcrcosurand the Frce Tradc Arca oftheAmencas
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KLEFF: Capital, labor, energy, land and fertilizei* composite good
KEFF: Capital, energy land and fertilizer composite good
KEF: Capital, energy and land composite good
Fcrt: Aggregate fertilizer bundle55
£: Aggregate energy bundle
KF: Capital and land bundle
K} Lj and F: Capital, labor and land
XAp: Armington demand for intermediate goods (other than fertilizer and

energy)
XDp'- The domestic componcnt of intermediate demand
XMp' The imported componcnt of intermediate demand
Note(s): 1) The following production elasticities are differentiatcd by capital vintage, the others
are vintage independent: and

In the current version of the bundle, there is a single fertilizer input, which is Associated with the

Chemicals sector in GTAP.
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FIGURE B-2: Production Nesting in the Livesfock Sectors

XP: Output (by vintage)
KLEFF: Capital, labor, energy, land and fced composite good
TFD: Land, and fecd composite good
KEL: Capital, energy and labor composite good
Fccd'. Aggregate fccd bundle
XE: Capital and energy bundle

Aggregate energy bundle
Kj Lj and F: Capital, labor and land
XAp: Armington demand for intermcdiate goods (other than fertilizer and

energy)
XDp: The domes tic component of intermcdiate demand
XMp: The importcd component of intermcdiate demand
Notes: 1) The following production elasticitics arc diflercnciatcd by capital vintage, the othcrs
are vintage independem: *f, and *k.
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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 energy bundle
Ky L, and F: Capital, labor and sector-specific factor56

XAp'. Armington demand for intermediate goods (other than fertilizei* and
energy)

XDp: The domestic component of intermediate demand
XMp: The imported component of intermediate demand
Nores: 1) The following production clasticities are differentiated by capital vintage, the others
are vintage independent: »p, and •k.

The sector-specific factor indudes for examplc natural resources.
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FIGURE B-4: (Armington) Import Demand Structure

Notas: 1) FIESTA uses a two-ticr Armington trade structure. Each agent in thc cconomy determinas a demand for
an aggrcgatc compositc commodity, often referred to as thc Armington commodity. Thc first stage of thc
Armington structure disaggregarcs thc Armington demand into a domestic componcnt (i.c. demand for domestic
produccion), and an aggrcgatc import componcnt. The sccond stage furthcr disaggregatcs thc aggrcgatc import
demand into demand for imports from each individual region. This lattcr sccond stage determinas thc world trade

----------------------------------------------------

Armington Demand (XA)

CES(am,0)

Domestic Demand for Domestic Goods (XD) Domestic Demand for Aggrcgatc Imports (XM)

Trading Partners

flow matriccs. The first levei of thc Armington structure can be cithcr agent spccific or bascd on thc aggrcgatc
domestic Armington demand (dependi ng on a runtime modcl flag). In thc case of thc former, both thc sharc
parameters and thc substitution clasticitics are spccífic to each agent of thc cconomy - production, consumption,
govcrnment expendi ture, and investment cxpcnditurc. In thc case of thc lattcr, thc agent spccific Armington
demands are aggrcgated, and thc sharc and substitution parameters are implcmentcd at thc nacional levei. Thc
sccond levei of thc Armington structure usas an cconomy-widc demand function.

151
Urazil, Mercosurand thc Free Trade Arca of thc Américas



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 - México

Table C-5: 1995 Import Tariffs and Export Subsidies - USA

Table C-6: 1995 Import Tariffs and Export Subsidies - 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-l: 1995 Import Tariffs and Export Subsidies - Argentina

Notes: 1. Sourcc: GTAP. Avcrages are wcíghtcd by trade shares. Calculations excludc import subsidies and export taxes.

________ ______ Import rarifTs (%) —
Export subsidies

NAFTA CSAM OOECD OROW Averag NAFTA CSAM O OECD
Wheat _________________ 0.0 — — — 0.0 — 0.0 0.0 0.0
Othcr cereal grains__________ 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0 0.0 o o
Oil seeds__________________ 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0 0.0 0.0
Cane and bcct sugar — 18.2 — — 18.2 0.0 0.0 — 0.0 0.0
Othcr crops ____________ 2.5 7.1 4.7 5.7 6.2 0.0 0.0 0.0 0.0 0.0
Caule and shecp 0.0 0.0 — — 0.0 0.0 0.0 0.0 0.0 0.0
Raw milk____________ — — — — — — — — _
Othcr animal produets_______ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Bccf produets 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0 0.0 0.0

.Othcr mear produets ____ 0.0 3.9 4.2 — 3.9 0.0 0.0 0.0 0.0 0.0
Dairy produets 16.0 14.4 16.3 — 15.7 0.0 0.0 0.0 0.0 0.0
Refincd sugar — 15.8 0.0 — 15.5 0.0 0.0 0.0 — 0.0
Vegctablc oils 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Othcr proccssed foods 15.8 13.2 13.7 13.8 13.7 0.0 0.0 0.0 0.0 0.0
Tcxtilc and apparel 17.7 18.1 17.9 19.1 18.3 0.0 0.0 0.0 0.0 0.0
Basic industrial gtxids 10.5 10.1 10 I 11.5 10.3 0.0 0.0 0.0 0.0 0.0

Othcr manufacmring 8.5 13.4 10.3 12.5 10.6 0.0 -0.1 0.0 0.0 0.0

Energy 3.5 6 3 3.9 22.2 7.7 0.0 0.0 0.0 0.0 0.0

Consmrction - 0.0 0.0 0.0 0.0 0.0 0.0 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

Averagç 7.4 10.0 8.2 10.5 8.7 0.0 0.0 0.0 0.0 0.0

TABLE C-2: 1995 Import Tariffs and Export Subsidies — Brazil
Export subsidies (%)Import rarifis (%)

AvcragcOROWOOECDCSAMNAFTAAwragcOROWOOECDCSAM

0.0
0.0

0.0
8.6Othcr crops 6.2

12.40.013 70.0

0.00.00.00.00.0260.0 -12.8-12.819.70.0 -12.8-12.8-12.818.5
0.00.0

0.0

5.6

10.810.4

0.0
0.0 -0 80.0 -0.50.0 -0.2128

0.0
2.7

0.0
0.0

0.0
0.0

0.0
0.0
0.0

12.2
0.0
8.0

25.1
19.5

20.8
9.1

0.0
7.9

12.2
0.0
8.0

0.0
0.0
0.0
0.0

12.2
0.0
7.7
0.0
7.8

0.0
0.0
0.0
0.0

0.0
0.0
0.0
0.0
0.0
0.0
0.0
0.0
0.0

0.0
11.8

0.0
0.0
0.0

19,8
15.8
0.0

0.0
0.0
0.0
0.0
0.0

0.0
0.0
0.0
0.0

0.0
0.0
0.0
0.0

0.0
0.0
0.0
0.0
0.0
0.0

19.8
20.0

0.0
0.0
0.0.

0.0
0.0
0.0
0.0
0.0

12.2
0.0
7.8

. .9.6
2.0

0.0
0.0

0.0
0.0
0.0
0.0
0.0
0.0

Wheat
Othcr cereal grains
Oil seeds

0.0
0.0
0.0
0.0

21.6
0.0

0.0
•0.1

Othcr tnanufacmrine
Energy___________
Construction

•12.7
-12.8

16.4
7.2

19.8
18.4
0.0

8.1
21.1
16.0
0.0
0.0

Cattlc and shecp
Rawmilk
Othcr animal produets
Bccf produets

~Othct mear produets
r>.iiry produets
Refincd sugar
Vegctahle oils
Othcr proccssed foods
Tcxtilc and apparel
Basic industrial goods

•Services

JWcragç

NAFTA

6.6
• 12 1
-11.916.8

10.9
16.8
9.1

21.2
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Notes: 1. Sourcc: gtap. Averages are weightcd by tradc sharcs. Calcuiations cxclude import subsidies and export taxes.

TABLE C-3:1995 import Tariffs and Export Subsidies Canada

— Import tarifts %) Expc rt subsidies

Whcat

NAFTA
0.0

CSAM OOECD OROW Averagc
0.0

NAFTA

-0.2
CSAM

0.0
OOECD

•0.3
0.0

OROW

-0.3
o.o
o.o

Avcrage

—
____ oo
____ 03)

_____ko
____ 0£

■5 3

Other cercal gr.uns 0.0 — — — 0.0 -0.2 0.0

Oil seeds 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Canc and bcet sugar — 6.8 7.3 7.3 7.2 — — 0.0

Other crops 0.3 0.0 0.6 0.1 0.3 0.0 0.0 0.0 0.0~

0.0Cattle and shecp 0.0 — 0.0 — 0.0 0.0 0.0 0.0

Raw milk — — — — — — — —

Other animal produets 0.0 — 0.0 0.0 0.0 -5.4 0.0 -5.5 -5.1’

Bcvf produets 0.0 0.0 0.0 — 0.0 0.0 0.0 0,0 0.0 0.0
-5.4

46.3

Other mear produets 5.8 — 5.6 0.0 5.7 ■5.5 -3.8 -5.5 -5.5
Dairy produets 86.1 — 86.1 88.9 86.2 -46.3 •46.3 -46.3 -46.3
Refincd sugar 6.9 6.6 7.2 5.3 6.9 -6.8 0.0 -6.8 0.0 •6.6
Vcgetablc oils 0.0 — 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other proccsscd foods 5.2 1.9 4.7 1.4 4.5 0.0 0.0 0.0 0.0 0.0
Tcxtilc and apparcl 0.0 15.0 17.0 18.1 11.2 0.0 0.0 0.0 0.0 0.0
Basic industrial goods 0.0 1.4 5.3 4.8 1.3 0.0 0.0 0.0 0.0 0.0
Other manufaeniring 0.0 1.9 4.4 2.5 0.9 0.0 0.0 0.0 0.0 0.0
Energy 0.0 5.1 8.3 8.5 5.9 0.0 0.0 0.0 0.0 o.o’
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
Avcrage 0.2 3.1 4.7 6.2 1.6 -0.1 -0.3 -0.1 -0.3 -0.1

TABLE 04: 1995 Import Tariffs and Export Subsidies - México

Import tarifls (%) Export subsidies (%)
NAFTA CSAM OOECD OROW Averagc NAFTA CSAM OOECD OROW Avcrage

Whcat 0.0 — — — 0.0 __ 0.0 0.0 0.0 0.0
Other cercal grains 5.0 — 0.0 — 4.9 0.0 0.0 _ -4.7 4.0
Oil seeds____________ 0.0 0.0 0.0 — 0.0 0.0 0.0 0.0 — 0.0
Gmc and bcet sugar — 0.0 — — 0.0 __ 0.0 __ 0.0 0.0
Other crops 5.7 7.0 9.9 5.7 6.0 0.0 0.0 0.0 0.0 0.0
Cattle and sheep 0.0 — 0.0 __ 0.0 0.0 __ __ — 0.0
Raw milk — — — — __ __ __ — — —
Other animal produets 3.2 0.0 0.0 0.0 2.6 0.0 0.0 — o.o
Bcvf produets 0.0 0.0 0.0 _ 0.0 0.0 0.0 — 0.0
Other meat produets 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 o.o
Dairy produets 0.0 0.0 0.0 _ 0.0 0.0 0.0 _ —
Rcfincd sugar 00 0.0 0.0 _ 0.0 0.0 0.0 0.0 0.0 0£
Vcgctablc oils 0.0 _ — 00 0.0 0.0 0.0 0.0 0.0 0.0 — 0.0
Other processed foods ____ 10.5 15.4 16.8 15.8 12.4 0 0 0 0 0.0

odT o.o
Tcxtilc and apparcl
Basic industrial goods

0.0
0.0

12.5
7 4

16.2 18.3 3.4 0.0 0.0 0.0 0.0

Orhcr manufacturing
Energy____________
Construction
Services
Averagc

0.0
0.0
0.0
0.0
0.3

10.1
1.6
0.0
0.0
A a

11,0
2.2
0.0

0.0

11.9
13.3
10.0
0.0
0.0

2.5
3.4
0.6
0.0
0.0

0.0
0.0
0.0

0.0

0.0
0.0

0.0

0.0

0.0

0.0
0.0

0.0

o.o
o.o

0.0

0.0

ÕxT

(LO

'"■"aí’
Notes: 1. Source: gtat. Averaecs are weiohr 4 r----- ------------—7 2 8 0 0 () () 0 0 ()U—--

® ytr,lde sharcs. Calcuiations cxclude impou subsidies and export taxe».
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TABLE C-5: 1995 Import Tariffs and Export Subsidies - USA

Notes: 1. Sourcc: GTAP. Avcragcs are.weighted by trade sharcs. CalcuJanons cxcktdc import subsidies and export taxes.

Wheat________________
Othcr cereal grains__________

Oil sccds________________

NAFTA

1.8
0.0
00

CSAM

0.0
0.0

OOECD

0.0
0.0
0.0

OROW

0.0
0,0

Average
1.7
00
0.0

nafta

-1.7
0.0
0.0

Expc
CSAM

•1.7
0.0
0.0

rt subsidie.
OOECD

-1.7
0.0
0.0

(%)
OROW

•1.7
0.0
0.0

Average
-1 7
0.0

Canc and bccr sugar_________ — 63.8 67.9 63.8 63.9 — -39.0 -39 0
Othcr crops________________ 1.9 2.3 5.7 3.0 2.7 0.0 0.0 0.0 0 0
Cattlc and shecp ___________ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0 0
Raw mtlk_________________ — — — — — — —
Othcr animal products_______ 0.3 1.5 4.8 0.3 1.9 -1.9 -1.1 •1.8 -1.8 •1.8
Bccf products_______________ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0
Othcr meat products_________ 1.8 0.0 1.7 1.4 1.7 ■1.7 •1.2 ■1.7 1.7 •1.7
Dairy products_____________ 52.2 52.4 51.8 51.8 51.8 -34.1 •34.1 •34.1 •34 1 -34.1
Refincd sugar 63.8 63.8 63.8 63.8 63 8 •39.0 -39.0 -39.0 -39.0 •39.0
Vcgerablc oils 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0 0.0 0.0
Othcr processed foods 1.2 1.6 15.6 1 8 6.7 0.0 0.0 0.0 0.0 0.0
Textile and apparel 0.0 10.5 10.1 11.2 9.9 0.0 0.0 0.0 0.0 0.0
Basic industrial gtxxls 0.0 1.0 3.5 3.2 2.0 0.0 0.0 0.0 0.0 0.0
Othcr manufacturing 0.0 0.7 2.7 1.9 1.8 0.0 0.0 0.0 0.0 0.0
Energy' 0.0 1.0 1.4 0.8 0.6 0.0 0.0 0.0 0.0 0.0
Construction — — 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Services 0.0 0.0 0.0 0.0 0.0 00 0.0 0.0 0.0 0.0

Average 0.1 4.2 28 3.5 2.4 -0.1 •0.2 0.0 -0.2 •0.1

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

NAFTA

Import tariffs {%)
CSAM OOECD OROW As-crage

Export subsidies (%)

CSAM OOECD OROW Average

7.0
5.9
5.7

18.1
14.4

0.0
0.0

14.1
0.0

7.2
0.0

Wheat_____________
Othcr cercal grains
Oil sccds
Canc and bccc sugar
Othcr crops
Cattlc and shecp
Kaw milk
Othcr animal products
Rccf products
Othcr mear produets
r>air>» products

 Refincd sugar

0.0 00 0-0
0.0 0.0 0.0 0,0 _____ — ____ 0-0

12 5 0.0 0.0

9.5 -0.3 0.0
Z6 ÕÕ~ 0.0

0.0
0.0
0.0

5 4
3.8

17.9
18.0
18.4

0.0 0.0 ____ »•»
0.0 0.0 0.0

— ____ 0.0
0.0 ____ 0.0
0.0 ____ 0.0

-0.5 0.3

0.0 o.o
õõ"o.o

— 0.0
o.o

õ7____ o.o

 o.o

Note* 1. Sourcc: tiW. avcL :: and “xcs
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TABLE C-7:1995 lmPort Ta[í(fs and EXP°rt SubS'dieS ReSt °f South ^nerica
A —----------r~----- - toyort»riíFs(%) Export subsidies (%p~~ —

Notes.-1. Sourcc: cjtat. Awragcs are wcighted by crade shares. Calculations exclude imporr subsidies and export taxes.

NAFTA

0.0

CSAM

0.0

OOECD OROW Averagc
0.0

NAFTA CSAM

0.0
OOECD OROW

____ O.o
Astragi!

o.oWhcar______ ________
Other amai grains________

OilsecJs____________

0.0 0.0
113

0.0
-

0.0

11.3

12.4

0.0

0.0

0.0

0.0

-8.4

0.0

0.0

-8 6
0.0

o.o
•8.7

.____ oo

____ ao
____<1_

Cane and bcet sugar________

Other en>ps_____________
9.7 11.9 9.6 10.1 11.2

0.9

0.0

0.0
-0.1

0.0
-3.3 ■0.5

Cartlc and sheep__________
— — — — — —

_____ ao_

o.o9.4 10.4 8.0 0.0 9.7 0.0 0.0 0.0 0.0

Bcvf proJucts 0.0 6.9 0.0 — 6.5 0.0 0.0 0.0 0.0 0.0

Other meat produets 5.8 5.5 7.1 0.0 5.8 0.0 0.0 0.0 0.0 ' ão

Dairv pruJucts 16.S 16.6 i8.n o.o 17.4 0.0 0.0 — — 0.0

Hefincd sugar 0.0 17.9 0.0 — 16.4 -6.7 0.0 ■6.7 — •6.4
Vcgctahlc oils 10.9 11.4 12.0 0.0 11.2 0.0 -5.8 -5.9 0.0 -5.3
Other proccssed fixxls 15.3 15.5 18.5 10.1 16.0 -0.5 -0.4 -0.2 -0.1 -0.3
Tcrrilc and apparel 10.3 17.0 12.8 12.9 13.6 -4.3 -10.3 •7.0 -12.0 -8.8
Basic industrial gtxxls 10.2 10.8 10.9 11.0 10.7 -0.1 •0.3 ■0.1 0.0 -o.i
Other tnanulacruring 10.7 12.4 11.7 11.2 11.4 0.0 0.0 0.0 0.0 0.0
Energy 11.8 17.1 13.5 23.0 17.7 0.0 0.0 0.0 — 0.0
Consrracrion — — 0.0 0.0 0.0 — — — 0.0 (1.0
Services 0.0 0.0 0.0 0.0 0.0 0.0 -0.1 0.0 0.0 0.0
Averagc 8.8 11.8 9.7 87 9.9 -0.4 -1.1 -0.5 -0.7 -0 7

TABLE C-8:1995 Import Tariffs and Export Subsidies - Central America

Imporr tariffs (%) Export subsidies (%)
OOECD OROW NAFTA OOECD OROW

0.0
0.0 0.0 0.0

0.0
0.0

13.0 15 4 17.4
0.0 0.0 00 0.0 0.0 0.0

8.2 0.0

5.3 0.0 0.0
0.0

15.6

7.2
Consrnicrion

0.00.0

0.0‘'•otes: 1. Sourc
8.6

ions exclude imporr subsidies and export taxes.

Djiry produqs
Refined sugar

8.3
es- Cakulatii

0.0
0.0

0.0

0.0
0.0

0.0

0.0
0.0

0.0
0.0

0.0
0.0

10.8
0.0 0.0

0.0

0.0

0.0
0.0

0.0
0.0

0.0

0.0

0.0
0.0

0.0
0.0
0.0
0.0
0.0

0.0
0.0

0.0
0.0 0.0

0.0
0.0

23.1

10.2

NAFTA

0.0
CS AM

0.0
0.0
0.0
0.0
0.0

Vcgctahlenils
Other procedei]
Textile and apparçl
Basic industrial g<xx],
t)rhcr manufatur]
Energy

0.0
0.0
0.0
0.0
0.0
0.0
0.0

0.0
0.0

0.0
0.0

0.0
0.0
0.0

0.0

0.0
0.0
0.0

0.0
0.0
0£
ao
O.o

CSAM
0.0

0.0
0.0
0.0
0.0
o.o

Averagc
0.0
0.0
0.0

Oilsccds
Canc and beii sugar

Carilc and shetp
Raw milk
Othcr animal produets
Bsrf produas
Othcr meat produçç

Avcr.agc

0.0
0.0
9,7

0.0
14.1

Other crops

Whcar

Other cerca! grains

0.0

/5ó —_______________________ ____ ___________________
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Comments by Antônio Salazar P. Brandão

It is a pleasuie to discuss the interesting paper preoared hv • •
Mensbruffihe and Ramin, Gucmcro. The papcr comim J *c'

of the consequentes of the eronoh of fee crede arcas i„ the Latin-Amêric„
rcgion and more broadly m the whole continent. I wi|| ”
specific issues and, whenever possible, will try to compare results with those of
odier models.

But let me start with one remark about the model. fiesta is a recursive
dynamic model. Comparcd to static models, this structure puts an additional
burden on the analyst since calibration, among odier diings, is more difficult. But
there are additional benefits too. One of them is the possibility of looking at the
adjustment of the economy before it returns to its balanced growth path.

And this leads me to ask why adjustment paths were not shown in the paper?
Adjustment issues in the labor market are likely to be one of tlie dominant factors
in the policy discuss ion of FTAA. It would be quite interesting to see what die
model is saying about the relocation of labor among sectors and activitics and
about the trajectory of the real wage rate over time.

But if labor market issues are a bit beyond the terms of reference for a paper
focused on agriculture, it still would be useful to know how production, exports,
imports and prices of agricultural commodities adjust over time. This type of
information is crucial to allow both the government and private decision makers to
make better judgements about who will bear the adjustment costs of die
transition.

Let me now note three points related to data:
a.Instability  in the Brazilian PSEs and NRPs are, to a great extent, a problem of

policy instability and do not arise solely bccause of methodological issues. Brandão
and Carvalho have encountered die same type of problem in thcii study o
agricultural price policy from die late 1960s to the eaily 1980s. Noncthcless, it is
iniportant to acknowledge that high rates of inflation, such as those ven ic
Brazil in recent years, complicate the calculadon of these coefFicients since not all

prices adjust at die same speed.
b.Another  issue is the regional variation in tariffs. The GTAP data.base snlldoes

not capture well country or region spccific tariffs. Mos to w 1 “ evcn for
calculations are likely to be caused by aggregation. I suspec • ,

narrowly defined commodities, titis may be true. This is an o )
‘ssue because tariff changes drive the results. ’^fercntial trcaancnts and
dovvn exactly for which goods die data base is pickii g p P
for which goods dic differcnce is due to aggregation or o ici ca
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c.On  Table 6 the regional aggregation is an unnatural one. Givimportante of MERCOSUR in the region, it would make more sense to thc

MERCOSUR countries as one of tire aggregates. This will facilitundcrstanding of these tariffs. For example, I am puzzled by the fact that the
bcetsnjjar have an import subsidy of 10.4% from CSAM countries v fh”*
MERCSOSUR common externa! tariff is 16%. en the

The experiment in the paper is the linear reduction to zero of no ’ *during the period 2000 until 2010. Two free trade areas are considered^^

• Frcc Trade in Latiu America (FTLA). In this case, all positive tariffLatin-American countries are eliminated (México is included i.-, L *
region) by the year 2010. ^AFTa

• Frcc Trade in tbcAmcricas (FTAA). Indudcs Canada, México and H ti •States. * cnc United

This experiment is not in the spirit of what is likely to take place during 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 are not
eliminated, thc 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.

thar rh ?e “nPortant aspects of the existence of various studies such as this is
areas wh 3 T t0 ldentif^ common patterns in tlie results and to spot those
in pointin? nur T nOt endrc^ consistent. The common patterns are useful
should interest thc °f CÍFeCtS being analyzed and comprisc thc part that

why they are different Ú aca^em^c community to understand

I would have likcd to cValls, Lopes, Souza e Ribeiro^ í ° results paper and those of Brandão,
basedontlieGTAP(seeHertcl)Tiotdellm^aCtS On Brazd* The analVsis waS

l^jve used aBut this comparison cannot be casily made. In our paper -^hile
previous version of the GTAP database, namcly the 1994 velS1°n’ onC. The
database used by van der Mcnsbrugghe and Guerreiro is the most re |9S9,
protcction data is therefore quite different since the base year thete
prior to MERCOSUR and to the unilateral trade reform of Brazil- cl-eati011
the experiment in our paper was done in two steps: First we simulate 
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of MERCOSUR57 and, from there, FTAA was simulated bv settin? all tariffi • k-
1» continent to zero. It shodd be noted *„ thlt thc in
different than the one used here, F P 10

Nevertheless, the following points are useful to note:

. the impacts on production are, for most goods, not large in both exercises
This is not surpnsing since exports and imports are still a relatively small
proportion of production in Brazil (even in agriculture). A similar result was
also found by Brandão, Hertel and Campos; and

. the most dynamic exports of Brazil are those of manufactured goods as
opposed to those of agricultura! goods.

But there arc different results too. One of the most important is the welfare
analysis. In our paper there are unambiguous welfare gains (as measured by the
equivalent variation) for Brazil with FTAA. Brazil gains are approximately US$ 1.5
billion. The losers naturally are the countries cxcluded from the agreement, namely
the European Union and thc Pacific Countries. The North American region
(Canada and the USA) is thc biggest gainer.

The contrast wida the results reported by van der Mensbrugghe and Guerrero,
who show a welfare loss for Brazil, requires spccific attention from all of us.
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In other words, thc comnion externai tarifl was

and thc intra MERCOSUR tariíFs wcrc set to zero.

inlposcd for imports from outside MERCOSUR
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Comments by Gervósio Caslro de Rezende

T have two sets of comments to make. The fiist is related to the contents of
scction 2, especially on data on Brazil. The second is on the hmitations of the

model to assess regional integration.
On scction 2 my comments are the following:

1 I do not believe that “liberal ization of trade” is “one of the maio features of
asricultural policy reforms”, since it is a policy in itself and affected agricultural
nolicy but without being a part of agricultural policy. The authors indircctly
recognize this when they note the inconsistency between “support policies” and

“trade agreements”;
2. It 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 agricultural markets”. In 1995, for instance, dae 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 relcvant 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 gencrally more
volatile.

4. It is asserted that “interest rate Controls and concessions are no longer used”,
but this is not truc in the case òf.Brazil.

5. The nominal rates■ pf protectioiyfor Brazil in table 2 are rather strange.
ties on wheat are introduced in 1989, which is absurd. Soya appcars as highly

rLTT-V" ' But die WOrst casc is dlat of maize: it is highly subsidized (at a
due to"the f h 3 °f 67'5%) in tile whole 1985/95 period; this is ccrtainly
tre aXíel 1 “ WaS COmPared -port prices as Brazil

a ma.ze exporter when in fact it is an importer.

conscquence ofdheÍanalyS‘S °f tKlde intc8rati°n „

North South). The rukç dlFCCt dcscendant of the RUNS (Rural Urban
analyze the liberali7nrin ° WaS crearcd in thc OECD Development Centre to
Uruguav Round of muIríLt-0 .a^icultural trade then under discussion in die

ttadc mgotiJtiora in CATr This cxp|ains „l,y
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the model was veiy disaggregated in the agricultural sector anrf
- ---------- . b " sector and too agggregatcd intlie case of other sectors.

In the analysis of trade integration it is important to .
sectors as títere would certainly be losers and winnèrs TI i 'mpaCt °n aH
South would tend to export more agricultural / >leauthors note that “the
more tatól goods.” I. would bLee ” ° *«*. h «ehange f„r
„tor «vhkh i„s o„ly W„ subs<;ctors iXSrs rr!""d™'
goods” and “other manufacturing”), to adcquately assess sectoral re 'h0”'1''"1
FTAA. One should also not criticize the ftaa initiative hacrd ,lcslstance t0 the
its impact on a specifíc industrial sector as dói^ aSSessmcnt of
teiecommunications in this seminar. ’ mstance, for
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l*his and following thrcc scctoral
papers were prcscntcd only in a summary forni in thc seminan

CHANGE AND MODERNIZATION
SXSuRAUTOMOnVEiNDUSTRV

, r rtn< Tinrc Mariano Laplane, Gustavo Lugones and Fernando Porta
Paulo Dítsios i

1. Introduction
E DEVELOPMENT OF THE automotive industry in MERCOSUR countries is

Tbeíng strongly stimulated by thc agreements on market unification between
thcbtómembers MERCOSUR is a consumcr market 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 rise not only to intra-
subregional trade growth but also to a marked increase in investment aíid output
in the automotive 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 thc production of vehicles grew from 650,000 in 1990
to 2.2 million in 1997.

It should be noted that such a performance is not solely 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 dccisivcly 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
affccts the institutional framework, which hampers the economic integration
process. Despitc the progress made, the sub-region continues to display significant
regulatory asymmetrics and the establishment of a common automotive regime
still requires substantial cfforts at harmonization.

This article seeks to analyze the effects of the sub-regional agreements on
MERCOSUR s member countries, with particular reference to the adding of value,
trade creation and diversion, the benefits to consumers, and thc regional
regulatory difficulties. Thc main analyses and findings on MERCOSUR’s automotive
sector, as wcll as its key future challenges, are summarized in the context of the
renr & multinational companies, technological change, and the
placcd ° intcinationa^ Pr°duction chain. As to the challenges, stress is
existine incenri haimoi^ze regulatory distortions stemming fr°nl
mercosur trad^in'th SU S‘dlCS the fout‘ countries, and thc question of extra-

trade >n thc contcxt of a growing trade déficit.



2. MERCOSUR and the International Automotive Industry

At the international levei, there is growing competition and internationalization
in world vehicle production. Accumulated investments and improvements in
productivity have led to an increase in installcd capacity that excccds expccted
demand by more than 30%. The traditional markets are relatively satLted
charactenzed by a high ratio of vehicles per person and facing problems of
congestion and environmental pollution. The emcrging markets, on the othcr
hand, are more dynamic, with brightcr prospccts for growth in potential demand.

In these circumstances, the auto companies have adopted a strategy that
combines: a) reorganization of the value chain so as to adapt it to the ncw
conditions determining cost-effcctiveness; b) intcnsifying the internationalization
of production so as to strengthen their presence in the markets with greatest
potential; and c) adaptation of their production structures to tlie emcrgencc of
large trading bloes in the world economy. Although the national bases of the
automotive industry are being undermined by tlie globalization of competition,
there is no world vehicle market. More evident is a proccss of sub-regionalization
of the industry, and hcnce the necessity for firms to establish a production base in
each of the main sub-regions.

Investments in developing countries respond to two distinct logics. First is the
search for a way to reduce production costs so as to serve ncighboring central
markets (European periphery, México). In this case, such investments are part of a
vertical division of labor in each sub-region. Second is the desire to capture
emcrging markets (China, MERCOSUR). In the latter case, market size and the
existcnce of special rulcs for the sector explain the location decision. In general
terms, tliese investments respond to cutting edge product technology, techniques
and production processes. In turn, the firms secure economics of scalc at the
global levei, sharing componcnts among plants in diffcrent locations.

The auto firms’ strategy sceks to reactivate sales by reducing priccs, increasing
model variety and renewing produets almost permanently. This entails higher
expenditure on product development and reducing the acceptablc pciiod for
rcturn on investments. The compromise bctwecn variety and profitability tends to
be solvcd by introducing innovations in plants and in the chain of SUPPJ1^*
technical changes have reduced the economically viable scalc to aioun ,
150,000 units. The increased capacity for intra-model differentiation has allowcd
companies to exploit market segmentation, and lower volumes o caci in ni u<
model are sold without affccting costs. Such a trend facilitatcs investments; y
companies that are not yet present in MERCOSUR, with the aim o CXP 011
market “nichcs” that are relatively small by international standards, su . g
utility vehicles and luxury cars.

Mercosur and tbc Frec TradeArca of the Atncncas
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The new compctitivc and technological model involves very dose coopcration
k n ssemblvcompanies and thcir direct suppliers. This entails a proCess of
Sncons cnginecring” so as to cut the supply period and to sharc
dev opment costs with the suppliers of parts. Simultancous engrneenng consists
nf dividine the tasks involved in producing new models between thc central auto
conwtnic; and the suppliers. The pattern of production tends to be based on long-
tcnn relationships, joint production plannmg, the auto firms’ concentration on
design tasks (with an attendant deverticalization of the plant), and the use of
modular asscmbly techniqucs (dcmand for complete systems and sub-assemblics).
Supply networks tend to bc pyramidal, comprising successivc strata composcd of
an increasing number of suppliers that aie mote distant fiom the cenual auto

companics.
Thc most immediate suppliers takc responsibility for setting up thc systems and

for coordinating the provision of sub-assemblics and parts provided by those in
thc lower layers of the structure. The circle of direct suppliers consists of a
rclativcly small number of companics linked to the auto firms or to very largc
independent companics that have enough financial and technological capacity to
ensaçc in simultancous engineering and to ioin in heir clients’ International ization
strategy. This trend also translates into a growing concentration and trans-
nationalization (through aequisitions, mergers or new revenues) of the auto parts
industry in tlie various producer markets. A significant repercussion of this process
for thc MERCOSUR countrics is the concentration of auto parts production in a
small number of transnational companics, to thc detriment of traditional Brazilian
and Argentine suppliers. The local companics generally lack thc nccessary financial
and technological capacity to become global.

In thc 1990s, developing countrics were thc main targets for investment by
auto companics and produccrs of parts. The Japancsc companics continued
investing mainly in Asia, while thc Amcricans and Europeans concentrated thcir
invcstments in Latin America and thc European periphcry. Production capacity in
t e Asian and Latin-Amcrican countrics will have doublcd by 2000 if comparcd to
míd-decade figures. MERCOSUR has become a significant arena for global

C^m^t^on t^*s iudustiy. For Etwopcan firms, thc region is an
forcinn °rf Sun^va^ stratcgy* Por American companics, it is the second
follow thcir H'1 3 tCF ^uPphcrs of parts tend to follow this trend, and to
ronoxK thcir clients to the new locations.

,mPact onTe^ecto? Macroeconomic ^amework in MERCOSUR and lis

combination of cxopcnn ° ^RRC0SUR auto industry was facilitatcd by a favoiable
tarn. Cbmgcs in [hc macrax(>„omic 
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induced a sharp naease n domest.c demand. In particular, price stability allowed
the countr.es of thc sub-reg.on to develop credit and financing mXhanisms
conduave to thc consun.pt.on of durablcs. At the same time, scctoral polick
adopted in Argentina and Braz.1, as well as progress in the integration profiram
were dcc.S.ve in rcact.vat.ng and reorganizing local production and in atuactinè
new investments. b

The rapid growth of the Argentine economy between 1990 and 1994 was
largely driven by the expansion of private consumption. In this context, the
performance of the auto industry in itself explained only half of thc growth of
manufacturing industry. The subsequent reccssion, following the “tequila cffect”
facilitated a marked expansion of scctoral exports to the Brazilian market, an
expansion that was sustaincd in the reactivation phase that began in 1996. The
growth cffect of price stabilization was rcplicatcd in Brazil as of 1994, and was
maintained until thc end of 1997. As integration advaneed, nacional and sub-
rcgional demand interacted positivcly in this period.

Thc countcrweight to this process was thc negative pressure on both
economies’ externai accounts arising from changes in thc sectofs methods of
internationalization. Under these conditions, the auto companics’ modernization
strategy and search for cfficiency gave risc to externai dcficits and to thc fragility of
local production linkages. Growing global trade dcficirs, fostered by the policies of
commercial opening and overvalued currencies, raiscd doubts as to whether
growth could bc sustaincd - as shown by thc devaluation of thc Real in January
1999. Thc new policy of allowing thc Brazilian currency to float frcely, adopted
since thcn, contras ts witli thc Argentine currcncy board systcm that ties thc value
of thc Peso to thc dollar at fixed parity. Such a diffcrcncc in thc exchangc regimes
of MERCOSUR’S two leading countries causes macrocconomic uncertainties that
affect trade and investment.

Thc policies and institutions charactcristic of a closcd economy were
dismanded in dic 1990s. The conception of industrial policy, in particular, was
radically altered, with an attendant abandonment of the carlier prefcrencc for
scctoral or vertical policies. Within this general framcwork in thc MERCOSUR
countries, policy towards thc automodvc sector was a significant cxception. In diis
case, the rcgulations applicd in Argentina and Brazil (and, in some sense, in
Uruguay too) were sectorally defined and sought to promote investment and d^e
local production of vchiclcs in a context of relatively high piotection. ic n <
distinctivc features were the promotion of product modcinization, spccia izat10^’
securing productivc scalc, deverticalization and gicatcr use o p 
conaponents.

In the Argentine case, thc opening of thc sector w<ls mana^cd
compensated trade demands so as to stimulate a flov o c/f

dirough
In turn,
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imístmcnt promoted by applying differcntial nriffs .0 the imports brooght i„
T a Jwanics In Brazil, the main mstrument initially adopted Was a

7 í m rcginJfor production of a low-pricc veh.de (a Standard car), which
SPCnr dXith a program ofrelative trade liberalization in the other categories. As
nf 1995 this; sicm was replaced by one similar to that used in Argentina,

khou-hwith hkher tariff leveis. The sub-regional agreements recognized these
nationd 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
elements of the future common regime have been fixed and are unlikely to be
changed. Prominent among these are:

. complete liberalization of intra-subregional trade (elimination of trade
compensation mcchanisms);

• common externai tariff of 35% for vehiclcs;
. elimination of the preferential tariffs on imports (currendy granted in Brazil

and Argentina in proportion to exports);
. minimum 60% content of sub-regional parts.
The common externai tariff levei for parts and inputs, and the minimum

content of national parts, are still to be defined. This also applics to the imposition
of tariffs or the use of other compensation instruments for intra-zone trade in
produets manufactured in plants that receive subsidies or State transfers.

Therc are also greater unknowns. One is the future of the parts sector, and
particularly the precise nature of the division of labor among the countries of the
sub-region. This issue is very sensitive to the decisions that will bc made on
effectivc protection leveis for the automotivo sector, and on the required leveis of
sub-regional and (eventually) national content in production. The other unknown
is the sustainabihty of the industry in tlie sub-region (particularly as regards the
letcl of forcign capital in the sector) when the current rcgulations no longer apply-

h k L'k°rdS’ arC doubts about dle levcl of ^de déficit that can be
°r* h r Partner *n face of a high and growing levei of imports,

especially of parts. We will return to these matters in the next section.

4. Structure and Performance of fhe Industry in MERCOSUR

the emergencTof °f .thc markctS of the four MERCOSUR countries has entailed
-MERCOSUR is simuLnfT .Sub‘lcS10nal market with a peculiar charactcristic:
Francc and the United Ki^d 30 ‘mp01tant “cmerging market” (comparable to

Spain), and an impomn^’ thM that °f South KorCa’ 0,13
comparable to that ofSnnd v Cmci^ln& ptoduccr” (with an installed capacity

South Korea, Spain and Canada). It differs from these latter 
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jnainly in its lower expoit cocfFicicnt, which is similar m k
such as China and índia. arSe n^tional markets

The industry had similar origins in both Argentina and • u1950s with the first wave of internationalizLon of us and ' F

companies. Most of these wcrc established in one countrv orhnrf ,pean aut0
d,e domes* murket. They developed very differemly i„ the 1970s: ÍT
«P“ fell because of the stagnarion of the domes* matket and the Mmé Ôí
anempts at export promocion; i„ Brazil, ontpnt i*^ f„e.fold m“C°

contpan.es modermzcd rhcir faciht.es. In the 1980s, industrial aetieity deelmed in
botl-> countries, and the differences in size persisted. In Argentina after a brief
penod of opemng to imports, some companies (gm, Chrysler, Fiat Peugeot
Citroen) closed their plants or transferred them to local licensees. ° ’

Toward the end of the I980s, after more than 30 ycars of ups and downs in
local production and of gradual decline from International standards, output leveis
wcrc similar to those at the outset in Argentina and to those of 1970 in Brazil.
Ovcrall, some 600,000 vchicles were being produced, there was severe
backwaidness in pioduct and proccss technology, and national content was almost
100%. The change in macrocconomic conditions in tlie 1990s spurred demand
while the ncw sectoral regulations expanded and modified the supply profile. By
1997, Argcntine output stood at almost 500,000 vchicles and Brazilian production
was around 1.8 million. Sub-rcgional output is thus about 5% of the world total.

GRAPH 1: Infernal Automobile Market in Brazil and Argentina 1960-1997
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MERCOSUR: Production, Sales and Foreign Trade of Vehicles, 1996

ExportsInternai market

2,160,6632,119,941

TABLE 1:
(units)

24,959

28,804

438,773

_______ 0

3,553

408,867

376,109

1,730,791

Imports

161,002

224,008

0

2,703

109,041

296,273

24,959

28,804

Production
~ 312,910"

’l,804,328~"

Country

Argentina

Brazil______,

Paraguay

Uruguay_______
Total MERCOSUR . __________ ___ _

Sourcc: .OTAWA Presentation NEIT/IE/UNICAMP.

The number of vehicles sold in the sub-region in 1996 placed MERCOSUR in
sixth place in the world ranking of markets, after the Umted States (15 4 million
units) lapan (7.0 million), Germany (3.7 million), France (2.5 million) and the
United Kiiwdom (2.2 million). In that year, MERCOSUR’s car market surpassed
that of Italy (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 eightla 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 México (1.2 million).

The potential size of the market, the performance of demand in recent years
and the creation 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
have been invested in the sub-regional industry, and that there will be a total
installcd 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 levei of
excess supply unless there is a substantial increase in extra-MERCOSUR exports or
greater internai demand. Neither circumstance seems very likely given the current
income profilc and production costs.
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The firms already installcd in the sub-region were ioincd by Asian newcomers.
oreoter, companies that had previously withdrawn from Argentina returned and

(to^ooít f a °n‘y °nC C0Untry °pcned Plants 111 the other- After a First stage
installcd nnv'n^ t0^row^ demand by exploiting and rationalizing

“ by P1™"1 “pravements to preveni botdenecte.
to producc new moddF f t0Waids the “istallation of State of the art pla^
consumption centers. Slmultaileous or near-simultaneous launch in the naain
complementaria that bcncfir^rT^i intra"subrcgional specialization an
program. m tbc Instruments of the economic intcgration



Three different stratcgies are evident among the firme Th. r- • ,
four big sub-regional producers thar accomt for 90% of lhe „„,fa cm
dtv«d thcir new projects ■„ l.ghr of d,e sub-regional ma,fa. „ „ "p“
«iapted d«r sub-regional base to the n™ conditions. Th™ four eomentrateõ,
production of a rclanvdy hm.red range of small and medira, modela and rhêà
import upper range vehicles from outside MERCOSUR. The second strategy is that
of compames without a prior presence in Brazil that began their sub-
rcgionalization process late: Peugeot, Citroen and Renault. Thcir model of
installation is the same as that of the four big producers, but their prospccts for
success depend on the financial effort they make to capture parts of the sub-
rcgional market, which is seen as strategic for their international positioning. The
third strategy is that of the Asian terminais, Toyota, Honda, Asia, and Hyundai.
Thcsc devclop low-scale projects concentrated on utility vehicles, and they import
vehicles from outside MERCOSUR for the purposes of brand positioning.

Under the promotional regimes used to date, opening to imports was heavily
managed and the auto companics were givcn eífective control of the process
through tariff differentials and trade compcnsation instruments. Hence, in both
countries, over 80% of imports are brought in by the affiliates in place. At the
same time, intra-firm trade within MERCOSUR is particularly intense, the result of
the dominant strategy of a sub-regional division of labor. In this context,
competition betwccn brands (through prices and pre- and post-sale Services),
acccntuated by the different positioning requirements and the prospccts of over-
production, serves as a significant market regulator.

The substantial expansion of the industr/s output in the 1990s was
accompanied by a stagnation in employment leveis which, given the negative
trends in most industrial sectors in the period, made the auto sector a iclative
recipient of manpower. Once the ongoing projects have matured, the employment
prospccts for the sector are poor. In this context, productivity leapcd spcctaculai y,
growing by 157% and 127% rcspectively in Argentina and Brazil betwccn 1
and 1997. The auto companies average 15 vehicles pci workcr (with an in i
range that goes from 12 to 20), a levei still remote from the average o m
plants in Japan. The main factor in this sub-regional productivity pei orma*
in the stratcgies of profits of scale per model produced, an m
Organizational techniques.

The ncw projects includcd international State of thc ai c LCCSSCs^It is
Production and management and, to a lesser degree, in nc aica cvidcn not
ln this latter arca that the greatest heterogeneities and asymmc i bcst
onty betwcen modernization and grecnficld piojccts, ‘ lindcrtakings (in
international practicc. In general, the smallcr sca c

Mcrcosurand the Frcc Trade Arca of the Aaicncas
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■ fhfv are not normally beyond the lowcr levei of the optimal range) leads
XXS™ SHBK-

, to oet a brand new vehicle. Gone are the long delays in
, iR 'S anTthe imposition of surchargcs or particular models, while the financing

del,vcryand P° favorably wi± those for othcr consumcr durablc°

h»di—“d 10 ff ”’d '7
Xiuials with regard to International averages, the upgradtng of models means
Z accessories, which five or six years ago wcre reserved for luxury vehrcles, can
now be obtained for substantially less outlay.

Chances in the product and in the auto companies’ logic of production also
redefine the production standards in the parts sector. On the onc hand, in some
cases the produets themselves are modified and tend to be dcveloped as sub-
assemblies. On the other, there is in general a sharp increase in demands on
quality, scale, costs and delivery times. In this regard, parts firms that supply
vehictemanufacturers on an International scale have dccisive advantages over local
suppliers, in as much as thcy might already have made and supplied to the
Corporation the parts nceded for new models. This largely cxplains 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 tcchnological cooperation parallcls the preference for putting
together sub-assemblies in new plants. The terminais 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’ possibilities
for tcchnological development and imperils their very survival. It is important to
note that the national regimes have not included specific instruments to dcvelop
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 triplcd relative to the 1980s average. This is
e resultof a ten-fold and seven-fold increase in the volumes exported respectively

sub-rXio T an Uruí’uay s’nce 1991, and of the doubling of Brazilian sales. The
undcrlvintr 7 W3S leadln§ dest*nation of exports and the main factor
third of *" ,pCrf0mance- ln 1997, intra-subregional trade stood at ahnost ovo

suci’,a
companies in mercosur and comPlcmentarity strategies adopted }
present, the exnort rn ff •'suk“regi°nally specialized their facilities.
fluctuations.andexcecS^^g^™0 2°% for Brazí1’ with anti’CyC1ÍCÍl



Period I 1986-1988

Antm.il vnriation *

8,513,885

277,247 14.9%9,860.053
| Growth m thc period 11.2%22.9%
Sourccs: DATAÍNTAL and ANFAVEA
• average animai geometrie rare bccwccn 1986 and 1996

TABLE 2: Vehicle Exports from MERCOSUR by Thr«o
(in US$ thousands) Dy Three-year Periods

185

122,104

31.0%

7.9%
39,078

8,017,058

347,360

7,630,620

Counriy

j\rgentin.i

Brnzil_______

paraguay

Uruguay
MERCOSUR^

I^riod III 1994-1996

3,585,402

9,610,714

7,238

13,480,971

36.796

Period II 1991-1993
T,223,879 '

TABLE 3: Share of Vehicle Exports in Total MERCOSUR Exports
by Three-year Periods
(in US$ millions)

Item Period I 1986-1988 Period II 1991-1993 Period III 1994-1996 Annual variation "
Vehicle exports (a) 8,017,058 9,860,053 13,480,971 11.2%
Tot.il exports (b) 109,632,536 150,864,583 207,511,744 9.38%
Share (a/b) 7.31% 6.54% 6.50%

’ average annual geometrie rate bctween 1986 and 1996

In the Argentino case, export growth is almost cxclusively linkcd to the opening
of tlic Brazilian market and responds to the compensatcd trade requirements
established by thc national regime in place since 1991. By contiast, thc Brazilian
industry was alrcady exporting heavily towards odier Latin-Amcrican countnes y
thc mid-1980s, hclped by intensive promotional programs. Thc crcation o
“MERCOSUR automobile” entailed a complete rcorientadon of Brazilian export
flows, particularly towards Argentina. In the case of auto parts, K
trends betwecn the two decades were less significant, since tic intia *
(in fact, Argcntina-Brazil) pattern of spccialization and con^1^ ‘ R cffcct
begun developing earlier. In the auto parts scctois, ie
accelerates and deepens previous strategies.

«md soares growth in dieWith regard to imports of vchicles and of then p* motive sector’s share of
sub-region has averaged around 22% a ycar an pronl 5,49% to 10.17/o.
imports almost doubled in the period, mercas * in this ; pciiod,
Argentina and Paraguay cxpericnccd thc gi cates 4). Following tus
'vith annual averages of almost 27% an " howevcr, thc sub-icgiona
phcnomcnal expansion in dic first half o tie . ’ T growth. This is tic to
trend is towards a gradual reduction in tic iate . rjcS have begun opeiation ,
three factors: first, ncw vchicles and coniponen* fac^ na a
second, thc growth rate of thc domestie vchicle , d vehicles had bccn
dcclincd since 1998, after constraincd deman 

Antm.il


and ovcrall cconomic growth had slowed; third, a common autoni •
wiU entcr into force in 2000, favoring internai production with a comtariffof 35% and a 60% minimum content of locally-acquired conipo™00 CXter"al
policy eliminares some ciurent incentives to import in Brazil, which f0"**’ Suc,U
reduedon of tariffs for companies interested in producing locaBy acilitat« the

(in US$ thousands)

Sourccs- DATA1NTA1, ANFAVEA
* average annual geometrie rate bctwccn 1986 and 1996

TABLE 4: MERCOSUR Vehicles Imports by Three-year Periods

Countrv Period 1 1986-1988 Period 11 1991 1993 Period 111 1994-1996 Annual variation •

Argentina 765,664 4,267,926 7,950,579 __________ 26.9%

Brazil 2,646,651 4,101,238 13,081,670 __________20.2%

Paraguav 92,785 314,639 563,840 __________24.6%

Urueuav 253.244 627.288 832,226 __________ 18.2%

MERCOSUR 3.796,174 9,311,091 22,428,315 22.1%

Growth in the period - 145% 141% -

Sourcc: DATAINTAL and ANFAVEA

’ average annual geometrie rate bctwccn 1986 and 1996

TABLE 5: Share of Vehicle Imports in Total MERCOSUR Imports,
by Three-year Periods
(in US$ millions)

Item Period I 1986-1988 Period II 1991-1993 Period III 1994-1996 Annual variation ‘

Vehicle 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 (a/b) _________ 5.49% __________ 7.85% 10.17% -

The f, j6) SUb’re8ion’s automotive trnd 1CXports lcd to a Progressive deterioration
deficit of?k R’S Cladc balance of USSiVaon'11 thrce Periods analyzcd (Tablc
althoupi US$ 8,900 mi,lion in the 1 4’2°° million in the period became a
BrazilSrowth of exports (3]%\ a“er PCriod- Argcntina’s déficit was bigger,
rcspcctiv ÍT gro"tb "’as much lniPorts (27%) was more balanccd. In
UrLavTP1°mpcing a revers/S*T Ímp°ft growth (20% and 8%’
wercJ^T^^export ' f,the SCCtor’s traditional trade balance. In

m°rc ^ataced but sdll X ‘T. (15% ’ imP™ g^'th <1S%)

gea the ovcrall déficit.

172

Brazilj Mcrcosur and the Free Trade Arca



TABLE 6: MERCOSUR Automotive Trode Balance by Three-year Periods
(in US$ thousands)

Country 1986-1988 1991-1993 1994-1996 Annual variation ‘
Argentina (418,304) (3,044,047) (4,365,177) 23.7%
Brazil 4,926,139 4,412,647 (3,470,956) -

Paraguay (92,785) (216,768) (556,232) -24.5%
Uruguay (194,166) (505,184) (554,979) -19.0%
MERCOSUR 4,220,884 548,962 (8,947,344) -

Source: DATAINTAL, ANPAVEA -----------------
* avcragc annual gcomcrric rate bctwccn 1986 and 1996

The dcficic in the automotivo sector accounted for almost 70% of the sub-
region’s total trado déficit (Tablc 7). This owcs most to dic situation in Argentina,
where the automotivo sectores trade déficit represented 90% of tlic total trade
déficit in dic latter three-year period. The search for greater equilibrium has been
the keynotc of ongoing discussions to define a new common policy. Argentina
advocatcs maintaining a minimum local contcnt of 60%, of which half should bc
from the country itself. Brazil argues for less local contcnt, without discriminating
against die MERCOSUR country in which the componcnts originatc.

Source. PATAINTAI-, ANFAVEA

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

Item/Country Argentina Brazil 1’araguay Uruguay MERCOSUR

Total exports 60,606 137,804 2.679 6,416 207,505

Total imports 65,466 138,405 7,785 8,773 220,429

Balance /Déficit (1) (4,860) 601 (5,106) (2,357) (12,924)

Balance /Déficit of the sector (2) (4,365) (3,471) (556) (555) (8,947)

Share 2/1 89.8% 108% 23.5% 69.2%

The sub-regional trade of MERCOSUR’s automotivo sector grew from less than
9% in 1986 to almost 58% in 1996. This growth reflects the sub-regional
integration strategy of the companics operating in the bloe, which cffectively
spccializcd their industrial units in Brazil, Argentina and Uruguay. Outside the
sub-region, exports are still not growing significantly. Exports to Europe grew
almost 25% in absoluto terms in the period 1986-1996, mamly reflccting Fiats
exports to Italy Salcs to the rest of Latin America remamed stagnant, sincc the
North American Free Trade Agrecment (NAFTA) made trade less attracnve among
economic bloes.

Brazil, Mcrcosurand the Frcc Trade Arca ofthe Amcncas 173



*sfinanorj vi ------, Brazil, Paraguay and Uruguay) in US$ thousands
~ I I Litin America | õrhciOthcrs TntnlEuropcmercosur (cxduJing MERCOSUR)

921,202296,098137,2461986 58 3218.74
311,683755.028

1989
27.96

123,1)4 3,365,426343,7531,677,385
3.6536.2810.2149.84

682,104981,194368,8602,847,4851996 13.9720.10
%I------------------- ---------------------------Source: Argentina, Paraguay and Uruguay: DATA1NTAL

Brazil: Anuário Estatístico da Indústria Automobilística Brasilcira-ANFAVEA
Note: The export data include produets groupcd in vehicles, engines and components, and cxcludc agricultura! vehicles

Hnnfinn of Automotive Exports from lhe MERCOSUR Countries
TABLE 8: Destmat , uruauav) in US$ thousands
(Argentina

Ycar |

8.68

202,801

224,924

14.24

%
1993

100
4,879,

100

hS79,470

100
2,699,702

100

1,430,190

52.97

1,221,174

This emphasis on sub-regional spccialization in vehicle exports has been viewed
by some analysts as a demonstration of trade diversion and, therefore, of the
dangers of constructing MERCOSUR as a sub-regional “fortress”. The conventional
indicators suggest that there is a trade diversion effect 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 considcr the fact that, unlike the 1980s, the sector is now developing in a
semi-open economy and witli 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 closcd economy (particularly
Argentina and Brazil, and cspecially in the automotive sector) and, therefore, that
the marked incrcase in the income-elasticity of imports stems from the process of
cconomic opening. While the time comparison is not significant, comparison of
the trends in imports from various sources offers some points for analysis (Table
9). For Argentina, in the case of passenger vehicles (the main trade category of
vehicles), the income-elasticity of extra-MERCOSUR imports is more than 50%
higher than that of intra-MERCOSUR imports in the period 1990-96, which
suggests that there has been a net creation of trade in chis category. In utility
)c ices and auto parts in general, by contrast, the corresponding estiniates
in ícate possiblc trade diversion. In die case of Brazil, die indicators suggest a
1994. crsion effect foi automobiles and utility vchiclcs that tends to lessen as o
lattcr period" creation effect in auto Parts during **

''VdS Of trade in a particular tub-
and wmpknxnnritv'8 'aP??10 tO dle Plobability of strategies of spccializa00”

' ’ an aUows exploitation of economies of scale and scope " 
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suggest efficiency gains that can offsct the restúts of tnd d-
MERCOSUR trade, especially trade between Argentina and n ,ers,on- In >ntra-
categories of the automotive sector show high Índices JaZ‘’ aU the signif‘cant
(Table 10). For automobiles, trucks, Utilities and auto ,n.tra’.lndustriaI ^ade
throughout the 1990s and stands at around 80% fnr a ■ ’ lndlcator 8rows
Brazil. This is in line with the trends already mentioned aT^d 9°°/o for
integration of the sub-regional industry. ‘ lcgarc's tlle effective

Obviously, measuring intra-industrial trade is very sensitive to th d
aggrcgation that is used to define tire product/sector Table 12 presents eT*
for Algcnrinc trade bgnvcen 1992 1997 M the lcrel oZ„P“ “ X"
„f .he auromonve Seaor There is , high md growing fcvc| |f

trade in the categones of medtunr gasoline automobiles, pick-ups and médium
ut.hty vehicles, as well as m the categories of gear boxes, axles and transmission
Systems, and brakcs and servo-brakes. A comparison of the unit values of exports
and imports suggests that, in the case of automobiles, since 1995 there has been a
strategy of trade in similar produets (horizontal differentiation) while in light
trucks and Utilities, thc trend in the same period has been towards vertical
differentiation (Table 11). For auto parts, both trends are evident according to the
producttype.



TABLE
and Diversion

781
781
Argentina

9: MERCOSUR - Automotive Industry Trade Creation
Income-elasticity of Demand (Ei)1

781

90-96

Intra-zonc 45.30

Total 14.17

Extra-zonc 11.33

1990-96
Intra-zonc 4.79
Total 6.41
Extra-zonc 7.56

90-96

Intra-zonc 16.39

Total 10.78

Extra-zonc 9.54

782
MERCOSUR

90-96

Intra-zonc 13.51

Total 7.72

Extra-zonc 6.27

782
Brazil

90-96

Intra-zonc 18.70

Total 7.75

Extra-zonc 5.63

782
Argentina

1990-96

Intra-zonc 7.95
Total 6.34
Extra-zonc 5.72

784 784
MERCOSUR Brazil

Ei=mi/yi
Mi, growth rate of thc imports of industry j
yi: growth rate of thc gross donicstic product of country i
Sourcc: authors’ prcscntadon bascd on DATAINTAL

90-96

Intra-zonc 4.15

Total 2.99

Extra-zonc 2.60

90-96

Intra-zonc 4.48

Total 3.23

Extra-zonc 2.99

784
Argentina

1990-96

Intra-zonc 3.44

Total 2.36

Extra-zonc 1.99
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TASie 11 : ARGENTINA ■ Automotive Induslty Intra-lndustnal

CCi=|l-IMij-XijI/(Mij+Xij)| *100 ; Mij: mcrchandise impores grouped undcr accivity i by cotintry j;
Xij: mcrchandise cxports grouped undcr activicy i by country j
Sourcc: authors’ prescntanon bascd on data from INDEC, Argentina.

Traae ivw
1992 1993 1994 1995 1996 1997 "

781

870323 15.66 44.87 37.15 74.74 76.16 78.46

870332 4.36 50.33 2.96 6.93 0.80 7.94

782

------------- -—..

870421 1.95 62.62 67.72 76.47 67.85 79.73

870431 0.02 63.14 90.82 73.39 68.85 27 89

783

870210 18.37 4.16 17.11 41.86 37.78 86.42

784

87084090 95.72 67.96 76.37 61.67 74.05 _____81.15

87085090 44.28 73.35 63.09 55.42 45.60 ___  42.95

87083900 42.75 62.77 50.42 72.03 74.12 50.86

87087090 _ 21.58 42 02 37.16 39.70 20.13 14.93

TABLE 12: ARGENTINA - Automotive Industry Intra-industrial
Trade and Product Differentiation (IDj)1

1992 1993 1994 1995 1996 1997
870323 0.012 0.643 0.612 0.822 0.807 0.875
870332 0.709 1.264 0.665 0.892 0.973 0.900

870421 0.754 0.992 1.101 1.207 1.541 1.530
8/0431 0.957 1.176 1.307 1.178 1.279 0.872

870210

87084090

87085090

87083900

87087090

0.001

0.950

0.726

0.257

0.956

1.357

1.161

0.979

0.325

1.029

1.234

1.046

0.999

0.282

1 no?

4.242

1.118

0.838

0.245

3.295

1.132

0 876

0.439

0.985

1.308

1.004

0.339

n 7^7

Sourcc. authors presentation bascd on data fnjni JNnrc^rg- un’r v*lue of imports of product j
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TABLE 13: MERCOSUR - Automotive Industry Revealed Comparative
Advantages (Cj)'

MERCOSUR Brazil Argentina

Posítion 1986-88 1991-93 1994-96 Position 1986-88 1991-93 1994-96 Posítion 1986-88 1991-93 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 3.2642 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 1.3761 784 0.3877 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

1 Cj=(Xji/Xjw)/(Xjt/Xwt)
Xij: cxports of producr/branch /sector j by counrry i

Xjw: world cxports of product j
Xjt: total cxports of counrry j
Xwt: total world cxports
Sourcc: authors1 prcscntation bascd on dataintal

^zil, Mercosurand the Frce TradeArea ofthcAmcricas
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It is evidcnt that the developmcnt pattern of the MERCOsnn .
Iinked to a new model of International „m„„ |„ „bich sub io " '
fundamental, wh,eh m turn a related to a ehange i„ ita eompedti.e cap.dtE Tlí
performance of the automotivo sector i„ Argentina i„ reccm ycJ tcfats
positive developmcnt in the scale of comparativo advantages of national output
although it continues to be in déficit. According to the simplest indicator which
takes only exports into account, Argentina has relative advantages ’in the
production of utility vehicles and auto parts (IVC>1) and is reducing its
disadvantages in the production of automobiles (Table 13). Brazil, for its part, also
has strong relative advantages in the same categories, but the indicator suggcsts a
decline in its relative competitive position in automobiles.

It is worth stressing that Balassa’s indicator is not a pure measure of sectoral
competitivencss but a positioning of the relative sectoral advantages within each
country in light of its export performance. The trend mentioncd does not in fact
reflect a loss of competitivencss on the part of Brazilian automotive production
relative to the previous decade. The industry was obsolete in the 1980s and
exported at a huge fiscal cost. The industry of the 1990s, being in déficit, is
undoubtedly more efficicnt. Betwcen the two periods therc was not only a change
of regulations but also a rcvcrsal of trends in International markets and domestic
consumption. It is obvious that the performance of sectoral exports in Brazil is not
only Iinked to changes in competitivencss.

The indicator of contribution to the trade balance (ICB) is a more integral
gauge of comparative advantages. It considers not only the performance of exports
but also of imports, as well as of the balance betwcen them (Table 14). Analysis of
the ICB for the various automotive categories produced in Argentina revcals the
positive developmcnt of the comparative advantages (strictly speaking, a decline in
the levei of disadvantages). In the contcxt of this trend, the disadvantages remain
significant for automobiles, relativcly low in auto parts, and insignificant foi utility
vehicles. However, whcn the analysis is disaggrcgated by tiade paitnei which
revcals a difFcrentiatcd pattern of geographical insertion - one sces a positixe
comparative advantage for automobiles in relation xvith Brazil, and a stiong
disadvantage in auto parts. This trend suggcsts the emergcnce of a ícauxey
balanccd sub-rcgional pattern in automobiles trade, and of a shaip
Argentina in the trade in parts.

Notwithstanding the commcnts made above, it should bc pointed out that
indicators of trade performance are somewhat doubtful
competitivencss in sectors such as the automotive sectoi, in w i rcgional
«e is ,ramgcd by tl,e
hade barners. To the extent that the main destina i chc w0l.ic|,

internai market, in the contcxt of a managed opemng

Mcrcosnr and tbc Frcc Trade Arca oftbcAmcncas
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• , indicators should be supplementcd with others related to changes
“ orP»duCIS »d of foduwW hwmttMiom. Meed, the

in Xt technology and in thc upgrading and modermzation of thc
‘CaP 11'êd nidustrial plant in dte 1990s reveals marked mcreases m sectoral efficicn
íu rc ncithcr adcquatcly nor completely reflected m trade performance 

indicators.
As was said carlicr, MERCOSUR’s intra-sectoral tradc is intense. Significant

leveis of intra-industrial tradc in a particular sub-region - in as much as it points to
thc probability of stratcgies of spccialization and complementai ity, and allows
exploitation of cconomies of scale and scope - suggests efFiciency gains that can
oftsct the rcsults of tradc divcrsion. In intra-MERCOSUR trade, especially tradc
betwecn Argentina and Brazil, all the significant catcgorics of the automotive
sector show high and increasing indices of intra-industrial trade. At the same time,
thc indicators of sectoral comparative advantages and international spccialization
revcal positive devclopments in Argentina and Brazil: thc relative disadvantage in
automobiles is dedining, and an advantage in auto parts is being Consolidated.

It can bc said that the rcactivation of sub-regional demand was a necessary if
insufficient condition to foster thc developmcnt of an activity that is highly
dependent on cconomies of scale, as wcll as to attract investment. However, the
application in the sub-region of the global stratcgies adopted by the vehicles
manufacturcrs required that further progress bc made on the formation of the
customs union, to which end the agreements of Ouro Preto wcre finally signed in
Deccmbcr 1994. The formal and real consolidation of MERCOSUR made it an area
of gradual and sustained integration for which the auto companics incrcasingly
compete in a reccssive international sectoral cnvironment.

Additionally, thc promotional benefits granted to the auto companies by the
regulatory systems and incentives policies of Brazil and Argentina lowcrcd the cost
and risk of investment. Secn with hindsight, and in light of the rcsults within
mercosur, it is probable that such stimuli werc redundant, especially thosc
appied m thc second half of the 1990s. However, it is evident that the trade
ZiCnSatl°n JTrcments acccss to prcferential tariffs favorcd tlK
adoono^T í Smultancous activities in Argentina and Brazil, as wcll as thc

P °f sub-rcS>onal stratcgies of spccialization and complementarity.

6. Challenges and Prospects

been made, and the m°St ^1C investmcnt ncw facilities will have
important phasc of ren RC°SUR automotive industry will have complcted an
in thc sub-region cxPandlng and integrating its productive capacity

’ T'" mdu“T !'■« n»de great «rides in overeoming 
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technological backwardness accumulated in thc 1980s, and todav ha.
products and facilities that are adapted to the local markct. ‘Y modein

The mam question rcgarding the sectods future concerns the extent to which
the recent dynamism can bc maintamed. Future growth will clearly dcpcnd on the
inter-play of macroeconomic factors and thcir cffccts on economic and national
sectoral policies. In hght of the externai vulnerability of the sub-region’s
economies, the automotive industry will be a prime “target” for government
intervention. Thc need to generate a trade surplus tcnds 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 domestie
consumption or attract foreign investment, tend to have very marked cffccts on
the vchicle industry.

To a large extent, thc dcvclopment of macroeconomic variables is bcyond the
control of the companies in the sector. Such factors serve as externai determinants
for the assembly firms. Given thc importance of the industry and its effects on
output and employment in othcr scctors, as wcll as its direct and indircct influence
on the trade balance and its capacity to attract foreign financing, it can bc argucd
that thc strategies of thc assembly companies also condition the dcvclopment of
thc macroeconomic variables. To the extent that the companies are alrcady solidly
integratcd sub-regionally in terms of trade and production, thcir performance
affccts and is affectcd by macroeconomic conditions in thc MERCOSUR members.
Dcvising a common sectoral policy that can harmonize thc interests of the
MERCOSUR countries in the sector is therefore an inescapable challenge. To date,
the establishmcnt of a MERCOSUR Automotive Regime has becn hindercd mainly
by differcnces among the govcrnments as to thc use of nationally-produced auto
spares and the incentives offcrcd for the installation ofnew factories.

In this contcxt, it is important to note that MERCOSUR’S status as an «emerging
producer” depends to a large extent on its strengthening its role as an “emerging
market.” Most of the vehiclcs produeed in MERCOSUR are sold in the sub regiona
market. In othcr words, growth of thc sub-rcgional domestie markct w
condition the maintenance of a modern and sub-rcgionally intcgiatcd base or
production of vehiclcs in MERCOSUR. In particular, growth of thc Brazi lanmai -et
is crucial for the profitability of the investments that thc assembly companies nave
niade in thc region.

Sustaining growth in the domestie markct will dcpcnd on c°"sl™cl c)cf-icit In
on ovcrcoming the externai constraint imposcd by thc sectoi < *
othcr words, the growth of the sector will only bc councrics. That
gieater burden on the externai accounts of increase thcir
condition indicares that thc assembly companies,must bt aMe to

cxtia-subrcgional exports significantly, so as to

Mcrcosurand thc Frcc Trade Arca of thc Aaicncas
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• , In view of the sub-regional pattern of trade
from outsidc countries to MERCOSUR or the condusion0ÍP L sector, the accessionof countries of South America (Chile,

{10WS? orcemcntswithtltenwn ffectivc short-term means of boosting
°ftradCeS Eeuador) are the naost^

of —d'™inS d’' MERC0SWico Ke» tampw* b>

Automotive Regime.
, onnl nntout and/or exports of parts is essential if the sectorIn““S« iompjtóng the enernal aceounts. Resolvtag the gro«i„g

Xtótit « pws sLs to condition the fbrmulation of a MEltcosm

Automotive Regime.

Paradoxically, the competitive performance of the parts sector was quite
positive in the 1980s, whcn some companies with Brazilian capital were able to
place their produets in developed country markets and successfully undertook the
internationalization of production and the dcvelopment 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
sectofs future should be better assessed.

One unconfirmed hypothesis is that this process will in the future reduce the
sectofs trade déficit. Whatcver the outeome of the entry of new parts ptoducers,
and of the denationalization of the sector, the differences among the MERCOSUR
governments over intra-subregional trade in parts, center on the distribution of the
bloc’s déficit in such trade. The forcign trade indicators presented above show that
BraziFs intra-subregional exports partly attenuatc the extra-subregional déficit. n
the Argentine case, the intra-subregional déficit adds to the extra-subicgion*
déficit; on the othcr hand, part of the déficit is offset by exports of automobilcs to
the Brazilian market.

The way in wliich thesuDolvnf^ <■ave a ^Bráficant impact on thr *U ° structured will undoubrcdly
r P°licy commitinents °f the model of production and on
hvddkbeanaSSCmblyindustivwhi 3t the MERCO^R levei. In rheory, there

su icgional partncrs (satisRano-u^a togctber Parts and components supplied
„oidc »» .n8 dK -snb.,c8ioral comcnt

Trds' « »" ™Pk, the Argentino
“ m 1 'hC r“»' UtW» «perience. It *

two reasons: onc tcclinical,
aillOngthc various sub-rc^P°11Clcal> c°ncerning the distribution of

k should bc luidcr|inc CglOnaI a«ors.
0mPcptivençSs Conditi0l^[icflows ln thc automotive sector do not only

  tratcS*c decisions made by the companies 

Brnz:7’ and thc Frcc Trade Arca ofthc A^Cfl5



arc also a very important factor, since intra-firm trade accounts fhr . ■ m
ponion p« of the total It is «otth noting that the mercosur
ncither national assembly firms (unlike South Korea and Malavsia) nor
partncrships betwecn national companies and foreign assembly companies (as do
China and índia). Hcnce, the growth of salcs and of the production of vehicles
and components m MERCOSUR depcnds on the strategies that the international
assembly companies establish for their affiliates in the sub-region. In that sense
MERCOSUR is a peculiaiity: it is the only emerging sub-regional market in which
European assembly companies are better positioned than their us and Japancse
competitors. It is worth highlighting the fact that the prcsence of us companies in
MERCOSUR is through their European affiliates.

Under currcnt conditions, given the difficultics facing Japancse assembly
companies in Asia and the significance of their interest in the US market, it sccms
unlikely that thcy will attempt to wrest the leadership from die European
companies. The financial weakness of the Korean groups following the crisis of
Octobcr 1998 also suggcsts that their initiatives in the sub-region will bc limited.
The performance of the industry in the coming ycars will tlierefore depend heavily
on ■ the strategy that the leading European assembly companies adopt in
MERCOSUR, and on the role that thcy assign to their local affiliates in their world-
wide corporate business. The adoption of strategies of specialization, and the
integration of local affiliatcs into the international dcvelopment and production of
automobiles and components (as long as such strategies are compatible with the
externai account balance and favor market expansion), are fundamental if
MERCOSUR is to bc Consolidated as an emerging producer of automobiles.

In the absence of such strategies and of the policies that prompt them, growth
might be short-lived - as happened in Argentina in the 1960s and in Brazil in the
1970s. The interruption of growth will affcct the profitability of the affiliates and
will crcate problems similar to diose of the 1980s, when the industry rapidly
became obsoleto despite the investment made at the end of the 1970s.

It should bc recalled that the reactivation of the domestie market the
modernization of produets and the construction of new factoiies that occurre
*c 1990s brought a high fiscal cost. The MERCOSUR automotive industry cnjoycd
fiscal incentives from national, State and local governmcnts. The icturn o
fiscal resources, in terms of the sector gcncrating profits, jobs and foreign icsci ,
hinges on their performance in the coming ycars. That performance ' ’
depends on MERCOSUR’s capacity to devise means of intcrvennon. .
sustainablc scctoral growth strategies which stimulate conip<'
companies and which do not involvc the granting of ice un ant
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PRODUCTION AND TRADE IN DAIRY PRODUCTS IN MERCOSUR

Beatriz Nofal and John Wilkinson

1, MERCOSUR in the World

Production

rp HE EUROPEAN UNION (eu) is the world’s leading producer of dairy products
1 Several regions occupy sccond place, dcpending on the spccific product

concerned.

In 1996, the EU accounted for 40.2% of total powdered whole milk
production. Oceania ranked sccond with 19.8% (New Zcaland, with 14.8%, is the
single largest producer in the world, togethcr 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 produeed 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 largcst producer,
increased to 16%) and Oceania the third, with 14.3% (equally divided between
New Zcaland and Australia). MERCOSUR, with 3.5%, is one of the world’s
smallest producers (Brazil 2.1% and Argentina 1.4%), behind Asia (Japan 6.6%),
the former Soviet Union (Rússia 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 sccond place with 33.1% (the United States
accounts for 27.4% and is the workfs leading producer). MERCOSUR is in third
place with 6.4% (Brazil 3.3% and Argentina 3.1%). Oceania produces just 4.2%
of the world total.

International frade

The main exporters of dairy products are Oceania (New Zcaland and Austialia)
and the EU. In rcccnt ycars, Oceania’s export performance has been excellcnt
gtowing by far more than the rathcr sluggish world avciagc, whi c ic E <
giound. MERCOSUR’s share of the world dairy sector is vciy mo cs: < >
^Ithough it is increasing. Argentina is the most impoitant cxpoitcr in
«■»'* noting that A.gentôte exporta of powdered
"Wa fastest gl.owlh Lween 1993 »d 1997. Between 199S a d 1997, B.ex.l
also bccame one of the world’s leading importers of powdcn. " 10 t

dntol, g,w Artauf í!nA»'cnínl
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2Jnter^^

International tradepol y and non.tariff barrierSj which

The dairy sector is sti p leading producer countries (the EU, the
rcstricts access to the mai ducer COuntries have also supported their
United States and Canaaa^ productiOn and export subsidies (through
dairy scctors widi dircct an complementary s
fjl and financial policies have been applied

rcgulations fem die initial stage in tire countryside to the htgherXXS-dcon^^
r J cnbddies GATTs Uruguay Round marked

U or —s .

sector in niost countries.

Prospects for international frade policy

The leading producer countries are, on the whole, fulfiHing the terms of the
Uruguay Round, although discipline has slackened somewhat since the fali 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 produets is on the agenda, and progress is
being made, although much work still needs to be done. This is mainly becausc o
the persistcnce of serious obstacles to trade in the EU and, to a lessei degiee, in tie
United States, which have traditionally protected their agricultural sectors an^
associatcd manufactures. In the short term, the measures agreed by GA1T give
MERCOSUR countries greater access to the EU and US domestic mar rets,
principally in the chcese sector. In the médium term - perhaps during the next
multilateral negotiations, the Millennium Round - real progress might be made in
the liberalization of trade in dairy produets, although complete liberalization
might only be possiblc in the long term. Willingncss to negotiate and to open t p
the sector will depend on the political cconomic conditions existing at the time
each country or bloe involvcd in the process.

MERCOSUR: Externai Trade Policy

Um^çnat*°<1 of subs'dÍ0s is c)cadv°nal UadC °Pen“1& markee dcrcgulacion and
4 X, Tl,'re also b ' 1 tb„ ttat of thcbEU „d she

u rS?™ “"ta dosi« hPr°,C“s of6«er unilateral opening ao»S
de. ia illtc„2 h' >990s. The hargaining positio,, of dK

lcgotiations will be strengthencd as the bl<x
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increasingly adopts a common posture and as the dairy
ranging agricultural negotiations. sector is includcd in wider-

3. Changes in the Macroeconomic Situation and in the Sectoral R         
Framework in the 199Us

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 levei, the stabilization and structural reform processes introduced by the
four countrics led to a marked increase in domestic demand for dairy produets and
a significant restructuring and increase in production. Second, the sub-
regional ization of the dairy market led to a previously inexistent correlation
betwecn cconomies of scale and competition. All the participating actors, old and
new, now include the sub-regional market in their planning. Third, the agreements
rcachcd in the Uruguay Round led the MERCOSUR countrics, at the time, to
expect an improvement in the International environmcnt for exports to markets
outside the bloc. The prospects were highly favorable in this rcspcct, especially
since export subsidies were effectively reduced in the main produccr countrics as a
rcsult of GATT discipline, while intcrnational priccs incrcascd. Some of the
investment in the MERCOSUR countrics (Argentina and Uruguay) over recent
years was therefore partly carried out on die assumption that a proportion of the
increase in production (bccause of a rise in installed capacity) would go to the
international market.

Although the expcctations of EU and US compliance on subsidy reductions
proved to be correct, their dairy sectors are so highly protected that the
intcrnational export environmcnt remains as restricted as ever. The difficult
intcrnational financial situation after 1997 has only served to cxaceibate this
problcm, since this has led to a return to protcctionist tcndcncics and to a certain
relaxation in international discipline on subsidies.

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

Of the four countrics under study, Brazil and Paraguay are similar in ^at r
of their milk supply originares from small, non-specialized agiici tura pio ucers
This is in contrast to Uruguay and Argentina, whcie specia ize pio
predominates. Average production leveis are therefore o\v in tic
«wries, the gene* base is ■« speeialized and the informal, w S*<ed
sector plays a key role in the industrial orgamzation of the sector as <

The Brazilian and Paraguayan milk sectors are higlily d P h
dre Urr.gnapn and^endne milk X^ady

export market - above all the MERCOSUR sub reg
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Brazil. The dair)' chains of each of the four MERCOSUR countriesheterogeneous, as can be secn from thc following table: aie ^Iercforc

Sourcc: Rcrista Gloria Rural, Dcc. 97 and Indústria Laticínios, Scp 1996. Prcsentation by thc auchors.

TABIE 1: no«le of MHk P^ucllon In lhe MERCOSUR Countries In 1995
1A D Lu 1. r i -......... .....................

iWription
Brazil Argentina Uruguay Paraguay

nnviuctioii (liivrs/d.iy)
17,400 mill 7,800 mill 1,200 mill _____  430,000

19 mill 2.38 mill 348,000 517,000

Hcnl prrxiuúoon (lirers/cou/jvar)
900 3,500 2,580 ______ 1,850

Numbcr of produccrs
1.2 mill 22,000 8,000 142,000~

Cbnsuincr pricc of milk 0.65 0.75 __________ 0.55 n. a.

1’rodua.T pricc of milk(b'SS/litcr) 0.25 0.19 0.17 0.23

Coiwimption per capita (litcr/ycâr) ]25 190 238 _______ 56

Imports (tons/vc-tr) 461,000 __________ 730 300 2,400

Expons (tons/vear) 0 100,000 80,000 _____________0

Avaibbility (litcr//»rríw/»'w/war) ___________ 94 230 384 ___________ 47

Brazil
After thc opening of thc sub-regiontú and global cconomies in thc 1990s, thc

Brazilian dairy sector changed dramatically as domestie Controls, m placc since
late 1940s, were dismantled.

Thc 1990s were marked by threc distinct periods. At the end of 1991, the
sector was dcrcgulatcd in the midst of recession. This created seiious nctions
bctwccn differcnt actors in the chain. From 1994, thc Real Plan 1c
immcdiatc redistribution of tax in favor of thc popular sectors and to
growth. Dairy consumption expanded rapidly (12% in 1995 and 8% in >
allowing thc significant growth in domestie production to be rcconciled with ug
leveis of imports. In 1995, MERCOSUR accountcd for 43% of Brazilian buttci
imports by volume, 36% of powdcred milk and 16% of checse. In 1996, tiese
pcrccntagcs wcrc 65% for butter, 37% for powdcred milk and 56% for checse.
thc end of thc 1990s, growth in this area is more modest. This has cicatcd
conflicts bctwccn thc differcnt actors in thc chain - domestie production vs.
imports, coopcrativcs vs. mukinationals, spccializcd dairies vs. sniall divcisi
pioduccis, formal vs. informal sector. Throughout thc decade, thc principal c1
bchmd the transformations continucd to bc thc substitution of thc tradicional ics
milk markets with thosc for long life.
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Brazil

Sourcc: IBGE (Instituto Brasileiro de Geografia c Estatística); DECEX/MAARA (Departamento de Comercio
Extcrior/Ministério da Agricultura, Abastecimento c Reforma Agrária); ABPI.B (Associação Brasileira de Produtores
de Leite Brasil); SUNAB

TABLE 2: Formal Milk and Associated Manufactures Market
(millions of líters of milk)

' YEAR 1990 1991 1992 1993 1994 1995 1996 90-96 var

A) National production 9,609 9,439 9,583 9,145 9,441 10,577 11,366 18%
Pastctirizcd A+B 375 478 395 481 j 443 515 449 20%
Pasteurizcd C_____________ 2,881 2,905 3,625 2,293 2,275 2,872 2,303 ■20%
Long life 174 178 317 407 720 913 1,700 877’Xi
Powdcred milk 1,589 1,651 1,788 1,550 1,607 n.a. n.a. n. a.
Chccsc 2,220 2,220 1,891 2,310 2,900 3,480 3,800 71%

B) Iinportcd dairj' pnxlucts 916 1,368 400 1,076 1,457 3,202 2,450 167%
Powdcrcd milk 535 913 272 665 795 1,865 1,750 227%
Chcisc 200 186 25 106 374 898 340 70%
Buttcr 181 269 103 304 288 438 257 42%

C) Total (A+B) 10,525 10,807 9,983 10,221 10,898 13,779 13,816

% Participalion (B/C) 8.70% 12.70% 4.00% 10.50% 13.40% 23.20% 17.70%

(Superintendência Nacional de Abastecimento), ABLV (Associação Brasileira da Indústria de Leite Longa Vida)
and, ARIQ (Associação Brasileira da Indústria de Queijos).

The opening up and growth of the sector hclpcd diversify and segment thc
market for milk and its associatcd manufactures, particularly yogurt. New
produets, marketing and logistics increasingly became kcy indicators of
competition. The growing importance of associated manufactures, as well as
competition in the supply of raw materiais, led to the adoption of ncw stiategies
which placcd a premium on rewarding quality and quantity in milk production.
Government policy and thc strategies of leading companics concuncd on the nee
to promote expansion tanks on agricultural properties and the bulkino o mii '
production. The new rclationship with the agricultural sector, togcthcr \ut
challengc of increasingly sophisticated markets dominatcd by laigc
chains, placc most coopcratives in a difficult situation.

The incrcasing role of the multinationals, particulaily Parmalat,
F|eischman Royal, has exposed thc wcakncsses in traditiona ° ‘
administrative mcthods, and has revealed a lack of expenence m nand

>»nited capacity to launch new produets. In the late 1. maín ’dairies
gional coopcratives m difficulties succumbcd. rnmmnies <n*cw rapidly

hlVc also bccn affcctcd. In thc 1990s, thc multmattona P-
througli aequisitions. Parmalat acquired 18 daines, thc m 
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bccoming the second largest company in the sector. In response to the fa]] in j
Ldercd milk market, Nestlé expandcd into the long hfe market and, through
acquisitions, increased its presence in the ice crearn and chocolate sector. The
consolidation of MERCOSUR’s trade intcgration process, therefore, coincided with
a strcngthening of the dominam position of those multinational companies with a
presence in the other countries of the rcgion.

The Brazilian dairy industry is, therefore, undergoing a wide-ranging
rcstructuring process following the rapid deregulation at the start of the 1990s,
botli internally and in its relations with the supply channels for taw material. This
rcstructuring is taking place within a changing macroeconomic enviionment: from
“stagnation” to rapid growth, followed more recently by a slowdown. The growth
of the industry by segment is highly uneven - rapid in some areas, slow in others -
and is taking place in an environment opcn to imports. In the 1994-1997 period,
all prices in the sector remained below inflation. The industry has expanded
becausc of economic growth in a context of high income-elasticity for dairy
produets and the redistribution of market spaces - between informal and formal
sectors, sub-regional and national companies, cooperatives and multinational
companies. MERCOSUR’s impact can be seen at all leveis: it has had an effect on
market competition for finished produets (long life milk, butter), on shaping
investment decisions in the powdered milk and cheese sectors, and on prompting a
greater levei of organization of the actors in the chain, as exemplified by the “SOS
Leite” movement.

Argentina

Whilc the dairy sector in Uruguay in the 1980s was characterized by
comprehcnsive International specialization, during that same period the Argentine
mi ' sector underwent a transition (which was almost complete by the mid-1990s)
tom re ati\e self-sufficiency to comprehcnsive international specialization.

frnm ^ctors distinguish the structure of the Argentine dairy industry
nam nf rh° ^^ormal sector is minimal, mainly exercising influencc in
activities /CCt°r WhlCh’ 111 Brazi1’ is 9uite backward relative to other
incrcase the concentration and proximity to raw material all
concentrationofdcniand T? ArgCntÍne milk industiy, as does the geographical
also significant in rcsDccr rn\klUCtUie income levels of the pop^110011 ÍUC
particularly cheese C Stron£ Penctration of industrialized produets,

In the early 1990s the th
over the last 20 ycars wcrc S CaC^ng c°mpanies, cach with a stable presence
and Nestlé, a multinational anC°1’ a C00Perative, Mastellone, a national comp^Y’
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However, the transformations in the 1990s and tl
export markets (above all MERCOSUR), as well as thc^ imPortance of
patterns, are also changing the traditional prof1Ie of?"88 1,1 consujl>on
stiniulated a wave of new investment. le scctor> which has

In light of this recent rapid growth in the Argentino dairv f .
cooperativos, unlike their counterparts in Brazil, have also invL T’’ ‘í rCg'°nal
increase capacity. ted cor>siderably to

In Argentina, the contrast between the relative stabilin, nF a
consumption, wtth the exception of yogurt, and the rapid growth oTncw
tnvestnrent, ts argely due to the mcrease in exports generated by the creation of
MERCOSUR. Thcse factors also help expiam the investment decisions adopted by
the large multinational groups, with large investments in powdered milk and
cheese production forinmg one elemcnt of a sub-rcgional strategy triggered bv'the
consolidation of MERCOSUR. In addition to new investment geared to the sub
regmnal market, m which national companies, cooperativos and multinationals are
equally involved, the leading companies are also committed to dircct investment
and thc creation of alliances in order to secure a greater prcsence in the Brazilian
market for end products.



Evolutiorfof^he'Main Dairy Indicators and Coefficients of Opening

Powdered Milk (whole and skimmed)___________ _____________
86-88 91-93 ÍSó ^1

Production (tons)
100,800 96,799 ÍX2Õ1 "

Total consumption (tons)* 95,134 104,935 116,000

Per capita consumption(kg./jiwr capita.) 3.06 3.15 3.34

Expons (tons) 8,844 13,657 59,639

Total USS exports (thousands) 9,621 28,629 140,595

Avcragc pricc (USS / kg.) 1 15 2.11 2.33

Impons (tons) 1,849 22,307 9,322

Total USS impons (thousands) 1,827 38,042 16,884

Avcragc pricc (USS / kg.) 1.19 1.71 1.86

Exports / Production 9% 14% 35%

Impons / Consumption 2% 21% ____________ 8%

Cheese (hard, semi-hard, soft and processed)
86-88 91-93 94-96

Production (tons)

Total consumption (tons)*

Per capita consumption(kg.//«r capita.)

263,489

258,748

8.33

208,505

323,781

9.72

383,236

372,887

10.74
Exports (tons)

Total USS expons (thousands)

Avcragc pricc (USS / kg.)

7,916

22,107

2.82

5,572

19,274

3.64

12,536

45,733

3.65
Impons (tons)

Total USS impons (thousands)

Avcragc pricc (USS / kg.)

1,271

2,651

2.05

4,436

13,323

2.98

4,994

16,102

3.23
Expons / Production

3% 3% 3%
I mports / Consumption

0% 1% 1%

Yogurt (induding cultured milk)

86-88
Production (tons)
Total consumption (tons) *

-------ggnsumPtion/>grCfl/wm (ty./per capita)

Expons (tons)
impons (tons) ------

131,722

134,370

_________ 4.32

0
0

y i-yá

198,613

197,298

5.92

14

222,910

223,655

6.44

181

1 157Ex|x?ns /1 roduction
L Impons / Consumption “
S77*

__________ 0%

__________ 0%
y Alimcntación-SAG

107

0%

0%
’yA and fiel (Argc

0%
------------------1^
___________ _____ -5
nrina) and authors
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Uruguay

Gi«» rh= levei of concentrado» and proíde of its WustriaI
» nMre likcDenmark than « Maços™ pi,rtIM5 ín
cooperativa, Conaprolc, dominares producdon and accounls for 80% of rei
Processing in the country and 85% of exports. milk

Conaprolc was largcly responsible for a significa.it incrcase in milk production
from the mid-1970s onwards, as a result of which the share of milk in total
incomc from dairy products rose from an index of 100 in 1977 to 322 in 1997
while installed capacity incrcased from 100 to 229.

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

As a cooperative, Conaprolc faces the same challenges as the Brazilian
coopcratives (managerial professionalization, incrcasing rcsources, and adjusting to
an economy where brands dominate), and has therefore sought to associatc itself
with the multinational company Bongrain, the workfs largest cheese produccr.
Bongrain has a presence in threc MERCOSUR countries and a clear sub-rcgional
strategy that, promisingly, includcs 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 bloe is also becoming a key market
for the devclopment of brand products, as is the case with long lifc milk exports.
The alliance with Bongrain places Conaprolc at the heart of a sub-rcgional
restructuring of the cheese sector, with a view to expanding to countries outside
tlie regional bloc.

Paraguay

It was stated earlier that the Brazilian and Paraguayan dairy sectors have
informal scctors of similar size. The industrializarion of the milk secto
Paraguay, however, had its own particular dynamic becausc of the prcdominancc
°f unprocesscd milk consumption, even in the capital Asunción. The pre 
this practice arose from the lack of refrigeration, both in the c istu utl°n ‘
in most production sites. It therefore hindercd the deveuott]encck
-Ok and led to idle industrial capacity, estimatcd at around 60%.
caused by the spccific nature of demand in Paraguay, was cxaccrbated b)

teclinical backwardncss of milk production.

Mercosur and the Frec Tradc Arca of the Américas
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í, “„ari utaufcs trade pressums m the long life and yogurtsectors. k fit
r»v«»enr is eoucernod, Pannalafs presente complementa the pmchase Qf
rnwment Ita the Brita affiliate Tetrapak for semng up long life plmts
Guarani Dairy Industries, tlie fifth largest, has jti.se concluded an agrecment to
represent anddistribute products for thc Argentino company Molfino Hnos S.A.
The restructuring pnxess, with tlae sub-regional integration proccss acting as ,
catalyst, is therefore now underway. According to a report by the Instituto
ComunicaciónyArte (ICA), in 1998 Parmalat became thc second largest supplier in
the capital and the third largest at national levei, with 15.5% and 10.6%,
rcspcctively. The three Icading companies, Trébol, Lactolandia and Parmalat,
account for 85% of tlae domestic market.

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

Intra- and extra-bloe exports and imports

The dairy trade of the MERCOSUR member countries has increased dramatically
in the decade under study,58 especially with respect to intra-bloe trade.

MERCOSUR dairy' exports increased from USS 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
largcly the result of intra-bloe dairy' exports, which rose by 800% betwecn 1986-
1988 and 1994-1996, while extra-bloe sales increased by only 54% during the
same period.

Pr°duct ’n 1994-1996 was powdercd milk, which generated
Thk ^mi 10n’ 51/° °f total dairy exports with the highest rate of growth.
second™ ?Ct S'CTooY 854%’ between 1986-1988 and 1994-1996, moving from
MERCosuRsalT 986-1988 (aftcr checse) to first place in 1994-1996. Intra-
extra-MERCOsm rcp[CSCntcd 86% of powdered milk exports in 1994-1996, with

sÍ’c“”tinE for l4%- cte= ‘ta ““nd m“‘

The r
outside thc bloe areXTPOIt P‘oducts from MERCOSUR countries to markets

e> generating US$ 27 million (45% of extra-bloe dairy

1992 and 1993; 3) 1994,>) 1986, 1987 and 1988; 2) 1991. 



exports) and powdercd milk, with USS 25 million (4]%
bio=Th"c are vittul"y"° “potK of °,h"dai’

outside tne oioe.

In 1994-1996, Argentina (61%) and Uruguay (36%) accounted for 97% of
MERCOSUR dairy exports, with Braztl providing the othcr 3%. During the s me
period, Argentina accounted for 62% of intra-sub-regional dairy exports and
Uruguay 37%, while Argentina was responsible for 57% of extra-bloe dai™
exports, Uruguay 33% and Brazil 10%. aairy

MERCOSUR dairy imports from outside the sub-region increased from
USS lio million in 1986-1988 to USS 165 million in 1991-1993 (+49%) and to
USS 272 million in 1994-1996 (+65%). MERCOSUR’s déficit in dairy trade with
the rest of thc world therefore incrcascd from USS 71 million in 1986-1988, to
USS 109 million in 1991-1993, and to USS 204 million in 1994-1996. This
incrcasc in the déficit and in thc levei of imports was partly due to BraziFs and
Argentina’s unilateral and non-discriminatory opening of the sector during the
decade under study.

Brazil accounts for virtualiy all extra-sub-regional and intra-sub-regional
imports, and thc country is largely responsible for iMERCOSUR’s trade déficit with
extra-bloe markets in thc dairy sector. In 1994-1996, Brazil registered a USS 242
million déficit with thc othcr MERCOSUR countries, and a USS 218 million déficit
with non-MERCOSUR countries.

In sum, there is a clear trade profile for dairy produets from the MERCOSUR
countries. Argentina and Uruguay account for thc largest share of intra- and extra-
sub-regional exports. Brazil absorbs the bulk of intra- and extra-MERCOSUR
imports, with Argentina a distant second. In thc period under study, Argentina
was (and remains) thc MERCOSUR country most opcn to dairy imports. Powdcred
milk and chccsc are the produets most representative of the sector, both for
exports and imports. In conclusion, the strong dynamism of thc MERCOSUR dairy
sector betwecn 1991-1993 and 1994-1996 is due to the largc increase in
Argentine and Uruguayan exports (mainly powdercd milk and chcese) to razi
and, to a lesser although not insignificant degree, to Btazilian imports o
same produets from countries outside the sub-region.

It is also worth noting that thc trade pattern foi pioduets ini d ,
mcrcasingly influeneed by the strategies adopted by d^e mL 1 ‘ ‘ .na
companies, which are rapidly positioning thcmselves in both lazi .
and to a lesser degree in Uruguay.
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6. MERCOSUR's Impact on the Dairy Sector

MERCOSUR’s impact on the Supply and Demand of Dairy Products

The dairy sector has been one of the most receptive to the productive
transformations that have taken place in the sub-regional economy, and to trade
integration in MERCOSUR. Whilc high growth in production, constunption,
investment and dairy exports in the 1990s cannot be divorced from the
stabilization carricd out by member countries, MERCOSUR has played a key role,
being responsible for much of the strong growdi registered in the above variables.

With respect to demand, the creation of MERCOSUR involved a widening of
the internai 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 fali 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
forcign capital inflows. The creation of MERCOSUR led to greater competition in
cach country and at the sub-regional levei. This competition led local and foreign
companies to invest heavily. These firnis penetrated the sector through mergers
and associations with companies already established in the domestic markets of the
member countries, evidcnce in many cases of clear sub-regionalization strategies.
In other instances, the process entailed the first-time participation of ncw
multinational companies, and of investment funds interes ted in aequiring firms in
the sector bccause of its high potcntial for growth and for generating valuc-added.
Greater competition stimulatcd an increase in investment and productivity, which
in tuin led to a significant transformation in the MERCOSUR dairy sector, especially

^n<^ustr^’ technology, spccialization, scalc, management, marketing and
oistribution structures.

The impact of MERCOSUR on investment and productivity has varied from
countr) to country, betwcen the milk-producing and the industrial dairy sectors,
and according to the particular product conccrncd. In Argentina, economic
stabihty has been more important for the growth of investment and productivity

c mi ' producing sector than the dcvelopment of MERCOSUR. In Uruguay,
“í th alS° Played 3 kc? Part in expanding the domestic market,
cstabXÍntX? lnSCrtÍ°n Ínt° the International economy prior to the

lesser deerce in P ' playcd “ imPol'tant role. In Brazil, and to aroí dS MERC°SUR has §iven nrilk P^ucers a predominant
’ 05 1Cad,ng t0 a M (by 34o/„) in X producer price of mdk
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bctween 1994 and 1997. In Argentina and Uruguay, MERCOSUR h.
impact on the growth in productivity in the industrial dairy sector'
the production of powdered milk, cheesc and, to a lesser degree
rather than on the raw matenal-producing agricultural sector. ’

Investment in the sector is not geared exclusively towards the sub-regional
market. Some is directed towards products for which demand is cssentiallv
domcstic, as is the case with yogurt in all member countries. These products have
demonstrated a great dynamism owing to economic stabilization and an increase
in purchasing power. Sunilarly, in all MERCOSUR countries (but above all in
Brazil), investment in production plants for long life milk is associated with
changes in the licjuid milk markets in these countries. In the chcese sector, some
leading companies have a well-defined sub-regional invesunent strategy.
MERCOSUR has therefore bcen more important in terms of investment - and
productivity gains - in powdered milk and certain types of chcese, where
production is geared towards the export sector, while stability has bcen more
important than MERCOSUR for predominandy domestic consumer products.

Argentina and Uruguay have leveis of productivity close to international
standards, while Brazil and Paraguay are a little more bchind.

is had a greater
(particularly in
long life milk)

The impact of MERCOSUR on alliances, joint-ventures, mergers and
aequisitions has bcen very significant, and has affected the participation in the
sub-regional market of societies vs. cooperatives and local companies vs.
multinationals. In Brazil, multinacionais have made substantial inroads, leading to
a greater concentration of production and a smaller role for cooperatives. In
Argentina, there were also important aequisitions and joint-ventures with
multinationals but, unlike Brazil, the cooperatives also actively participatcd in the
restructuring of the market and managed to maintain a stable footing. In Uruguay,
the dominant cooperative structure adapted to the competitive piesence of the
multinationals via new alliance strategies.

The influence of MERCOSUR on dairy product prices was different m Brazi an
Argentina. In Argentina, upward pressure from 1995 was induce y strong
demand from Brazil, where there were high prcfercntial tarifFs vis-a vis
outside the sub-region, as well as by factors such as climate that were uni ‘ ,
MERCOSUR. In Brazil, MERCOSUR forced down prices for m ' an airy p
owing to greater competition and lower prices in Uiuguay an°

g it should be noted 1 .... . fnrei me orices down,
general terms, MERCOSUR has had a “dircct impa “jndirect” effect,
through greater competition at the sub-regional eveftcton. are dosely
ll'ough the aforementioned productivity inciea ■ . -ce

rcl«ed. It is worth noting that these are trends, sincc n 
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taudon incorpora» orhcr facrorr, such as rhe seasonal and the clhnadc,
Xdreprodrrcdonofnril^amwmatcrral.

In onerai the prospects for tlic dairy sector at the sub-regional and global level
in the médium and long term are positive. The nationa compantes, as well as the
multinationals, have advanced greatly in terms of sub-regionahzation, and the
dairj’ industry is one of the scctors that has integrated most raptdly in terms 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 occurrcd
amid an international environment weakened by successive financial crises.
Commodity priccs in international markets have fallcn at the same time as a
slowdown in many of the dairy-consuming markets led to a reduction in demand
and to greater competition between exporting countries. Protectionist measures
for tlie sector werc increascd 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 fali in domestic and sub-regional demand, as well as
with a worsencd financial environment marked by a lack of liquidity and an
increasc in interest rates.

Regionalism and Patterns of Trade

MERCOSUR has been very important in the development of dairy trade between
inember countries. This has not, however, been at the expense of extra-sub-
regional imports and exports, nor has it aimed at diverting trade, increasing prices
or cieating other inefficicncies that might be generated by closed regionalism.
Indeed, the reverse has occurred. MERCOSUR has not only reduced protection
leveis in the 1990s but, in terms of production and externai trade, it is one of tlie
least distorted sub-regions in the world - free from subsidies, quotas, price
Controls and other protectionist measures that affect the larger dairy producers in

e dcvclopcd countries. Since the establishment of MERCOSUR, there has also
a notablc incieasc in productivity, which has resulted in a reduction in

producer and consumer priccs.

Uni2uav°nnH S.dairy.scctor enj°ys comparativo advantages - particularly in
principallv duc m T"11™’ 'S now acclu'1'n'1g such advantages. This is
trade pattern is we^Tb^kTsub'reSional orientation. In this respcct, the
regionally to nearbv counr ° T11Cle *S world"wide tcndcncy to export su -
of dairy produets which 1°^ ' leW °^tbc natural barriers affecting tlie transpoit
dairy produets with hiírh/3'^ j°W ÍU1't va'uc> and the perishable nature of some
to markets outside the Jk Va'UC ^°‘ examPle, cheese). MERCOSUR exports
1993 and 1994-19961 'k rCg’On haVC also increased (by 38% between 199T

)’ " haVe lmP°^ from extra-sub-regíonal markets (by 65% 



in the same period). Half of MERCOSUR imports ori •
region, while a number of multinational companies h!vc locnr h ±C Sub’
X m export to third countries. In partiXj^X1" “

d!í ÍÍmhlEÍOn °f.SUbSÍdÍeSfWÍ11 brÍ"g an to the proZFoTTf
»« dary E“rap= b=c™>= «f the high costs i,™lwd. £h ™
export from MERCOSUR (Argentina and Uruguay). pe t0

If barriers and distortions affecting the International trade of dairy produets are
eliminated in the médium term - through multilateral agreements reached in the
World Trade Organization - the intcrnational competitiveness of the sector would
become more apparent, given tire increasing quality and higher production leveis
of MERCOSUR produets.

7. Challenges for the Dairy Sector

Challenges and Sustainability in the Development of the MERCOSUR Dairy
Sector

While a number of the challenges confronting the dairy sector are common to
all four of the MERCOSUR member countries, the capacity to overcomc these
difFiculties successfully varies bctween the countries in light of the differenccs in
the relative development of their productive sector, their consumption structures,
and in arcas rclatcd to their intcrnational competitiveness.

The principal médium- and long-term challenges are to continue to increase
productivity and to achieve the maximum product and health standards, consistcnt
with the highest International leveis. In this respect, Brazil and Paraguay lag
bchind Uruguay and Argentina, since a signifleant proportion of the formei s
productive sectors are informal and are tinis not subject to quality and health
Controls, eithcr in milk production or in other dairy produets (cheese).

In reccnt years, industrial production has tended towards conccntration an
specialization, with dairy production dominated by only a few actois equippc
with new generation industrial plants of very high productivity. Dairy pio i
diversity, already established in dae developed countries, is expanding as comp*
increasingly focus on consumer demand.

Despite the aforementioned trends, there is still a slSnifica"t( d
Productivity and quality compared with the world’s Icadmg pr f‘ h
«portets of dairy produets (theW and New Zealand/Austraha) In te
«st of milk, the raw material, Argentina and Uruguay are ho--’^Ue-addcd
owest-cost producers in the world. There is a gap> n .9^ commodity-^e

dairy produets (mainly some typcs of cheese), bt 
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International standards.
In the short term, thc MERCOSUR dairy sector is facing a number of important

rhaUcnacs rclated to the devaluation in Brazil and the International financial crisk
vhicl/has led to increased competition, lower International prices and a
strengthening of protectionist measures on the part of most countries that have an
impact on thc sector. Tough International market conditions makc it very difficult
for cithcr Argentina or Uruguay to redirect their exports towards third markets.
Thcsc difficulties have bcen exacerbated by the slowdown in growth and the start
of a recession in the domestic markets of these two countries. Domestic demand in
Brazil, which is the principal market destination for Argentino and Uruguayan
exports, is expectcd to fali significantly in 1999. This will invariably lead to a fali in
demand for Argentine and Uruguayan imports owing to the devaluation of the
real and, more importantly, to the recession.

Givcn the existing International market environment, Argentina and Uruguay
will find it difficult to diversify their export markets, which are at present
excessively conccntrated in Brazil. On the one hand, the purchasing markets in
Asia (and even in Rússia) have contracted significantly, a situation that is likely to
persist for some time (at least 12 or 18 mondas). On the other hand, the markets
of the main developed countries, thc EU and the United States (and even Canada),
are practically closed to dairy imports, except for those covered by GATT Uruguay
Round commitmcnts. These countries are also partly watering down tlieir
commitmcnts to rcduce export subsidies, as agreed during thc Uruguay Round,
making it additionally difficult for MERCOSUR countries to export to third markets
(for example, México, the Caribbean countries or África).

Brazil aims to become self-sufficient in supplying its domestic market. If its
production continues to increase at a stcady pace, consumption will also increase.
Gi\en low pei capita consumption, it is also expectcd that dairy consumption will

ily rise, as thc power to purchase these produets increases, whether through
°r 3 rClaÚVe fal1 Prices> BraziPs aim of becoming self-sufficient

On W^ct^cr expansion in productivity outpaccs increases in
producrínn B ÀA°rth .not*n8 ^at ^ra^il has the same scasonal cycle of rnilk
sufficient it will f ^Cnt^a Uruguay* If Brazil succeeds in becoming self-
markets outside théTuh ° MERC0SUR c°untries to become net exporters to

«wiul une suD-rcgion.
A particular médium- i

concerns the arbitrai r r On^’term challenge facing the Argentine dairy sectoi
atises from thc openin 1\CStOc^ an<^ P^ture for different rural produets. This
Argentina reccntlv rcceiv <4 ^mational markets for meat exports since
with vaccination. Hence rk ° Status country free of foot-and-moudi discase

’ e Profltability and productivity of Argentine meat wil 
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easily compete with the daiiy sector for resources in this area This will • ■ u,
have an impact on the pnces of these same resources. A second ™bly
term challengc for Argentina is to absorb an increase in its exp^K withow
reducing its milk producuon. As the domestic market is more profitable th „ the
International market, an increase in exports could lead to lower producer erice. Tn
1996, exports accounted for some 10% of milk production, and it is expected thar
titis will increase to 20% by 2000. There has, however, been a fali in tlic domestic
price of milk because of the crisis in Brazil.

Argentina and Brazil face the added problem - which is macroeconomic and
therefore affects other sectors - of high interest rates and a lack of credit for small-
and medium-sizcd companics. Togethcr with the financial power of the large
national and multinational companics, this has led to the uneven development of
the sector according to company size, or to the take-ovcr of small- and medium-
sizcd firms by largcr ones. A lack of credit is not a significant problem in Brazil
since small and médium companics, as wcll as milk livcstock farmers, have access
to State credits at prcferential rates from either the BNDES or the States’
development funds.

A further macroeconomic factor, common to all mercosur countries in
varying degrees, is tax evasion within certain parts of the sector. This prompts
unfair compctition.

The most important challengc in the médium and long term, however,
continues to bc to increase the export supply, the value-addcd of exports, and
product quality in order to gain access to the markets of the developcd countries.
In order to achieve this sub-regional competitiveness, representatives of the
MERCOSUR dairy industry must overcomc the effccts of sectoral heterogeneity.
Such effccts, particularly in the short term, create pressures to introduce defensive
measures that can thrcaten the consolidation of the sub-regional market. It is
nccessary, therefore, to stimulate and/or rcinforcc the sub-regional representation
of the sector in both MERCOSUR negotiations and in international fórum.

As will be examined below, access to these markets does not onlj depe
competitive conditions and the rclative saturation of the MERCOSUR any expo
suPPty5 but mainly on achicving, through international negotiations, gre

to these highly protectcd markets.

Problems and Challenges in Extra-MERCOSUR Trade

Itanse access t„ tte „ of the ntein P “d
dle EU and the United States is still restncred, Atgentine . S .
cxports are somewhat dependent on the Brazilian mai xt.
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„ f the most important challengcs facing the MERCOSUR daiiy sector « t0
°”C° ~untries tta »*”'“ py^ity and
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intemationally.
The future of the International dairy market is promising in the medium to

lona term sincc demand and production will increase in a number of regions. In
terms of trade the regions that will benefit most fiom an increase in World
demand for dairy produets will bc those that can produce at the lowest cost and
are àble to export without the use of subsidies. In this respect, MERcosur
exporters, mainly Argentina and Uruguay, are well positioned intemationally.

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

Thc 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 offcred
high leveis of protection too dieir agricultural and associated manufactures sectors.
In the short term, thc measures agreed at the GATT Uruguay Round will afford the
MERCOSUR countries greater access to tlie EU and US internai 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
negotiations of the Millennium Round. However, transparent global competition
will probably only be possible in the long term.

The bloe should focus its efforts on negotiating the elimination of restrictive
barriers to international trade, as well as of subsidies for exports and dairy
th Ú°k ^ra^e Prom°don campaigns should also be organized; for example,
MFRcnTw C0UTÍeS’ either individually or as a bloe, should establish a
The state Sta?^ °r W *n mar^cts with potentially large demand, such as Asia.
developing these tnde lmportant suPPortive and complcmcntary role in
play a kcy role and mn pi°m0tl0n campaigns, aldiough die private sector woul

In oordination at the MERCOSUR levei would also bc desirable.

distordons in internar'^ ^oremcn^oned obstacles to free access, as well as
MERcosur public cert markets, thc role of externai negotiations involving

or as a bloe is cssential. MERCOSUR’S main interest m 
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international trado negotiations should be to strengthen the n™ • •
System for thc teduction of tnde tarta 7„dTÍ

multilateral negotiations within the WTO. The new round òf wro ne P
probably be the most effective* mechanism to advance in the globa! reducZo
barriers and distortions that indiscnminately affect world nade; to make proeress in
the International liberalization of the dairy and agricultural/agroindustrial sector- and
to strengthen global discipline so as to guarantee market access, particularly tò the
large, developed economics. 7

Problems and Challenges in Intra-MERCOSUR Trade

Since late 1997 and early 1998, Brazil has imposed non-tariff restrictions on
tlic grounds that financial arbitrage on the part of importers and a triangulation of
milk and other dairy products from outside MERCOSUR were undermining the
common externai tarifif.

Triangulation may result from a lack of discipline which is “officially” tolerated
within MERCOSUR with respect to sales within the zone. An allowance is thercfore
made for the use of “temporary admission” (as it is called in Argentina) or
“drawback” (as it is called in Brazil).

Since January 1995, although cach country continues to apply its own policy, a
distinction should be made between export promotion mcchanisms for intra-sub-
regional and for extra-bloc sales.

The Common Market CounciPs (Consejo del Mercado Comúny CMC) Decision
CiMC 10/94, introduced in 1994, limits and restriets the member countries export
incentives. Thc Decision places limits on financial, fiscal and customs incentives in
intra-bloe sales or exports to MERCOSUR members. This measure, has laigely bcen
ignored, owing mainly to the extensive use of temporary admission and diawback
in intra-sub-regional sales, as well as of financing instruments for intiasub

regional exports.
The only means by which to eliminate the non-tarifF barriers recen y

introduced by Brazil for intra-sub-regional trade lies in strict y app ying an ,
abiding by Decision CMC 10/94. On the one hand, if the use o ‘er"P°ia^
admission and drawback in intra-sub-regional sales weie to e e 11 ‘
stipulated in Decision CMC 10/94, it would greatly limit 1C P1 domcstic
triangulation in MERCOSUR and would avoid discrinimating

~~ “ 1 pnvecn thc United States and Canada is still
Given that within NAFTA the trade in dairy' products nwdc jn secfor Wlth rcspect
not liberalized, it is not yct clear when progress can cve,KUa Jtoj. jnorc so t|wn the United States,
to thc FTAA. It is worth noting that Canada protccts t ic COntinue to be, an important
»nd that for Argennna and Uruguay, the United States h . a. «
international alK- in efforts to liberalize the dairy sector wtth.n thc
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. lceIS O» the otlier tand, the diminanon of export financing ta intra^ub
‘ “S ales as is also stipalated in the Deeis.on, svould put an end - „ j„
MEROTI® O^ations - to the basiaess of financial atbtttage bewcen domestit
“fcrei™ iXrcst rates for maports (and ato for exporta).

Enforcing Dccision CMC 10/94 would also be a step in the right direction
since it would eliminate distortions in intra-regional trade, which can affect the
efficient allocation of resources. It would also create incentives to base these
advantages on the relative productivity and competitiveness of the domestic macro
and microeconomic environment.

8. Conclusions and Recommendations

In the 1990s, thrce factors have had a fundamental impact on the dairy sectors
in Argentina, Brazil, Paraguay and Uruguay. Two of these factors are associated
with the sub-region, while the third is externai. The sub-rcgional factors are, First,
the stabilization and structural economic 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 opcn regionalism
in MERCOSUR. It is worth noting that the impact of sub-regional trade
liberalization and the non-discriminatory reduction of tariff and non-tariff 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 fali in Europcan powdered milk and butter surpluses - and
to the dismantling of the central planning bodies in the former Soviet Union,
which had a significant impact on International purchases and on the butter
surplus.

These tliree factors had a significant and positive effect on the supply and
emand structure of MERCOSUR’s dairy sector. The international dairy sector is

entenng a new phasc of greater discipline in terms of subsidies, which will
ntua \ lead to a reduction in international trade barriers. In this new phasc,

1S factor f°r success. The MERCOSUR dairy industry,
market 7 ÍS therefore weU PO^ioncd in dae global 

on the one hnnd™^ stablllzation processes carried out in MERCOSUR led,
member countries-ThiT UK1CaSC ln Purchasing power and consumption rn tlie
On the other hand th PrornPted an increase in the demand for dairy produets.
market for member coiC1Catl°n MERC°SUR implied a widening of the interna
The elimination of mHWlth aCCCSS t0 a markct of 200 million consumeis.

trade barriers therefore meant that growing demand in the 
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region, particularly in Brazil, was incrcasingly berne mcr h„ ™
from the membcr countries, partially substituting subsidized EU e^ortT

In ternas of supply, the stabilization, externai opening, and internal
deregulation processes, on the one hand, and the development of mercosur On
thc other, helped boost competition in each of the member countries and at the
sub-regional levei. At the same time, the above factors created thc conditions that
enabled this competition to be cffected through heavy investment from local and
forcign companies. These firms positioncd thcmselvcs in tlie sector through
mergers and associations with companies already established in the membcr
countries5 domestic markets. In many cases, there was evidence that a clear sub-
regional strategy had bccn adopted. In other cases, this process led to the cntry of
ncw multinational companies and investment funds interested in making
aequisitions in the sector because of its potential for growth and for generating
value-added. Greater competition stimulated an increase in investment and
productivity which, in turn, led to a signifícant transformation in the MERCOSUR
dairy sector, espccially in the industrial, technology, specialization, scalc,
management, marketing and distribution structurcs.

In general, thc prospccts for the dairy sector at the sub-regional and global levei
in the médium- and long-term are positive. National and multinational companies
have advaneed greatly 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 membcr
countries face numerous threats following the international financial crisis,
specifically the fali in international commodity prices and in world demand. This
has increased both thc levei of competition between exporting countries and thc
risk of greater protcctionism in the sector. It may also force countiies to backtrack
on GATT-agreed subsidy reductions. In thc domestic and sub-regional context, the
MERCOSUR countries have been affected by tlie strong devaluation and rccession
in Brazil, and tire consequent fali in demand, as well as by a deterioiation
financial conditions, which has led to a greater shortage of credit and moncy, as
well as to an increase in interest rates.

These factors have affected tire four MERCOSUR membcr countries to varying

degrees, as was also tlie case during the 198Os.
In Brazil, the liberalization of the dairy market from the ca^

marked thc end of 40 years of State regulation which, in conti tl P
and North American models, impeded tlie modci™zatl”n *. contrast t0 just
S£ctor thus consists of more tlran one milhou mia p10 g
over 20,000 in Argentina, where production is haif tha. of B
^njguay, accounting for’5% of total Brazilian production. araguay 
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similar to Brazil, where 140,000 producers account for less than half tíle

production in Uruguay.
The ncw competitivo environmcnt transformed the industrial profile of the

Brazilian dairy sector, as well as the relative position of the leading companies. The
cooperatives were badly affected, leading initially to the sale of regional
cooperatives and, more recently, tire large dairies. The main beneficiaries - the
multinational companies - simultaneously strengthened their control over the
domestic market and repositioned themselves in neighboring countries, taking
advantage of the geographical bencfits of the enlarged market.

From 1994 onwards, the stabilization and subsequent growth of the economy
substantially increased domestic demand. This led to a recomposition of the actors
in the chain and helped soften the impact of imports, which were increasingly
originating in the MERCOSUR countries. New lines of investment (for long life
milk production) and the modernization of installations combined with strong
productivity growth in specific parts of the chain (bulking, cold storage tanks,
larger herds and increased yield per cow). Consequently, consumer prices did not
move in line with inflation, and prices for raw materiais fell by 40% between
1994-1997.

Today therc is evidence of self-sufficiency in the sector, which is beginning to
prepare itsclf for competition in the International markets where milk quality is the
main priority. The cooperatives that survived the turbulcnce of the 1990s are now
restructuring, notably through management professionalization, organizational
flexibility and the creation of ncw partner relationships. There is a high degree of
heterogeneity in the diffcrent parts of the sector, the result of changcs in consumer
patterns and the sub-regional restructuring of MERCOSUR’s productive base. The
principal actors in the sector are also demonstra ting a higher degree of
coordination, which is evidence of “patternization” and predictability in the supply
of raw materiais.

In Argentina, dairy- production increased by 50% in the 1990s, while exports
datrv °r °f total production. Powdcred milk and chcese were the main

thc * “8 ””
than in the u t f 1S greatcr scability in the Argentine dairy sectoi
consumption. ThX^i b<XaUSe °f thc reIative srabilitV of domeStÍC
retum to the levek °f domesdc c°nsumption has becn marked by a
increase in vomirr ™ ^ll°r t0 Cris’s t^e earty 1990s, and by a strong
important changes whiclT° i ThCSC factors’ however, do not reflect the
regional market. The leadi °°" aCC * rCSU^ dynamism of the su
regional cooperatives are companies have invested heavily in plants, while the
The cooperativo sector k th° Cflniz^n8 and extending their existing installations.

' ,hcrcf“'. »« d,c sa,„ signs of crisis ®d/»r 
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pressures that exist in Brazil and, to a lesser degrcc, in UruRuav On ri
in Argentina, Sancor is the leading company in the dairy lector Hec “"T’
25% of the market). The company has incorporated the laTest technoloT !
increased its exports of value-added produets to countries outside the Xet
(United States), which m some cases arrive directly at the supermarket tmdX
Sancor brand.

This new expansionary phase on the part of national companies and
cooperatives is charactcnzed by the crcation of associations, reflecting pcrhaps the
need to strengthen marketing, technology and finance. Mastellone, the second
largest national company, entered into a joint venturc with Danonè to produce
yogurt, and opencd its capital to forcign investment. Milkaut is seeking to
incorporate the latest technology through an alliance with the Dutch company
Nutricia, while the cooperativo Sancor, die largest company in die sector, prefers
to consolidate its position through alliances with national (COTAR of Rosário),
sub-regional (Batavo of Brazil, latcr acquired by Parmalat), and International
(M.D. Foods of Denmark) cooperativos. The multinationals, meanwhile, are
strengthening their position in Argentine dairy sector through direct investment.

Most of this new investment, which includcs cutting edgc technology -
particularly in powdcrcd milk and checse - points to an increase in die ability of
die sector to penetrate tlie sub-regional and, increasingly, the intcrnadonal
markets. The accumulative cffect of diese investments is highly significant, and
could be excessive, since it depends on die development of die Brazilian market,
where there are signs that die domestic production of powdered milk is recovering
strongly. The leading companies have also experimented with trade agreements or
with investing direedy in the Brazilian market. The challengc for die sector today
is how to exploit this new international competitiveness (the result of sub-iegional
integration and opening) in order to increase its export presence in die extra-sub-
rcgional markets, particularly for value-added produets.

The Uruguayan dairy industry has been gearcd towards the export sector since
the 1980s, principally because of bilateral agreements with Brazil and Argentina.
The industry is also globally competidve, especially in checse. The
of the sector was led by die Conaprole cooperative, responsiblc for 80/o o m
collection in the country. The consolidation of MERCOSUR, whici was m« ”
tlie renewed strength of the Brazilian market, hclped to expand pio uctto
1990s and also allowed Conaprole to experiment widi die
Pr«dKB, primarily long life „,L At d,e s»e 3--

entry of multinationals into the Uruguayan dairy in 3 market The
^apted the scale of dieir activities to die newly enlargcd the
Pai'ticipation of Parmalat, which sought to expoit competidve
Uniguayan milk-producing arcas, transformed die . g 
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t„,tonment. Comprok =nt«cd into a )om ventura wtth Bongram, d,e lM[fa
h ” producer, aince Un.gu.ya» m.lk B a key part of .ta sub-r^

reorganizado» atrategy. Aa a reault of thcse .múnple preaaures and new
opportunities, Conaprole is now itself rcstructunng.

The Paraguayan dairy sector failed to industrialize, given the predominance of
unprocesscd milk consumption, even in the capital. With the growth of the long
lifc sector, boosted by tlie entrance of the multinational Parmalat, the industiy is
now rcstructuring through new investment by leading companies such as Trébol,
Lactolandia and Parmalat. The latter is now the third largest daiiy company. The
sector is strongly integrated in MERCOSUR through the import of powdercd milk
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 lattefs products in Paraguay.

Argentina and Uruguay account for most intra- and extra-bloe exports, while
Brazil absorbs most intra- and extra-MERCOSUR imports. Dcspite being the fifth
largest world dairy producer, Brazil has become the driving force bchind
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 between 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 subscquently to Argentina. Given
that at the International levei there is restricted access to the markets of the main
producing and exporting countries (the United States and die EU), and because of
the fali in demand from Asian countries (and Rússia) following the financial crisis,
Argentine and Uruguayan dairy exports - particularly powdercd milk and long lifc
milk - are to some extent dependent on the Brazilian market.

An issue of crucial importance for the development of the MERCOSUR dairy
p /w- i'S C c'bn*nalaon non-tariff barriers for intra-bloe trade and the
with IS?ment and consolldation of the customs union. This requires compliance
elimination \agreed’ 'mProvcment of the common externai tariff, and the
first comply with ° d’SClpllne ln this respcct. The member countries must
and drawback, as weU íf0/94 1ÍmÍtÍng the Í1SC °f temPorary admissl°n

S 35 exp01t fioanemg for intra-bloe sales.
the sub-r^gfon todcveloÍf^ behvcen 199? and 2000, thereby enabling

Of key importance in this inte8rat^on t0 greater cconomic integration.
be preccdcd by a stave^^^5 macrocconomic coordination, which should
investment incentives The ° Str°n^ coopcration, and the harmonization o

íssucs in particular, however, have provoked tensions 
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witliin MERCOSUR, espccially since the dcvaluation in Brazil and i
» guickly as possible to ensure the formulation of eo„’e„te ,~™
operative programs. greements and

In future, the pattcrn of intra-MERCOSUR trade could chnn^ t , .
vicw of BraziFs aspiration to become self-sufficicnt and, in thl longeVteím í”
increase its exporting role. As long as the trend towards increased1 productíon
continues, the MERCOSUR countues should find new markets for their produets
and transform thcmselves from sub-regional into global exporters.

MERCOSUR’s ability to export to countrics outside the region is one of tlie most
significant challcngcs facing the bloc’s dairy sector. The increascs in productivity
and cfficicncy achievcd over recent years, as well as the rapid progress made in
improving quality to intcrnational standards, is evidence that the sector is in a
strong position to compete internationally. The MERCOSUR dairy industry will
also benefít if the sub-regional trend towards concentration and spccialization 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 priccs that tlic dairy
industry pays to tlie producer, which are among the lowcst in the world. Producer
priccs in Uruguay and Argentina are, in effcct, only 2 or 3 cents highcr than those
in Australia and New Zealand, the most competitive countrics in the world, while
prices in Brazil are slighdy highcr. The advantages in terms of tlie priccs paid for
raw materiais are, in any case, greater than in the EU or the United States.

There are, however, a number of other considerations, some of them very
important, that should be taken into account for the even development of the
sector. These include the shortage of credit, and high interest rates, for small- and
medium-sized businesses (especially in Argentina). A furthcr aspcct is tax evasion
in some parts of the primary production and processing chain, which results in
unfair competition for those who pay the corrcsponding taxes.

As mentioned above, the dairy sector faces a number of important short term
difficulties arising from tlie dcvaluation of the real and the reccssion in raz ,
togcthcr with the International financial crisis. This has led to a a in W01
demand for dairy produets, greater competition betwecn exporting countnes,.
lower intcrnational prices.

With rcspect to intcrnational trade, MERCOSUR is far more opeiii th^
United States. It has also deregulatcd its markets and d—tcd suto t^

greater degree. The bloe should thus focus its fJ exports and
dimination of restrictive intcrnational trade baincis an Swks EU).

airy production in the main producer countues ( mmplc tlie member
radc promotion campaigns should also bc oiganize



•, „dividuallv 01- as a bloc, should cstablish a MERCOSUR stamp fOrcornes, enherind d-as Thc state cou)d pby
markets with pote • °complementaiy role in devcloping these trade
important suPP01t’\ ‘ h the pi.ivate sector would play a key role and

® cosu» W ,1» be desírablc.
The role of externai negotiations involving thc MERCOSUR pubhc sector as aèsscntial for elinrinaring barriers to access and d.storttons rn mtcrnatronal

i rWith -espect to International trade ncgotiat.ons, MERCOSUR’S main"«should be tostrengthen thc non-discrinainatory multilateral system for the
Xtion of trade barriers, and to propose a new inukilatera negotiat.on .n the
Ío Thc new “Millcnnium Round” of negotiations will probably begin around

9000 A nunrber of criticai issues for MERCOSUR, such as global trade"iberalization in tire dairy and agricultural/agroindustrial sector, as wcll as the
èlhrinrtion of subsidies in thc sector, will be difFicult to resolve through trade

preferente agreements with eithcr thc United States or thc EU. Thc new WTO
round will, therefore, be the nrost cffcctivc discriminatory nrechamsm for
continuingto reduce world-widc barriers and distortions rhat affect global trade,
ro advancc in the international liberal ization of thc dairy and
agricultural/agroindustrial sector, and to strengthen global disciplines to guarantcc
market acccss, particularly to thc largc, dcvelopcd cconomics.



4- World Trade in Dairy Products - World Exports 1997
JooMetrtóTonnes--------- ,----------------- .---------- __---------

_____ “ CHEESES WHOLE PM SKIMMED PM BUTPER total
TqÃnlx - ------ ------------ 349 455 421 423 1.64S
-^OTÉÃN UNION___________ 471 _________ 541 2S2 225 1.519
■^rtÍTÃm eriça________ 55 15 _ ____ 145 37 252
-SnÊRSÕviET UNION______ 4 ___________ 5 40 75 124

europe_____ 16 90 13 119
'sÕÚTHAMERICA__________ 20 57 16 4 97

"westÉrn europe 61 3 64

"Índia ______ S 8

ASIA__________ __________________ 4 4

"SOUTH AS IA 2 2

total________________ 976 1.077 1.005 779 3.837

SOURCR: FAS, USDA (Foreign Agricultural Service, US Department of Agnculturc).

World Imports 1997
— WHOLE PM SKLMMED PM BUTTER TOTAL

PORMER SOVIF7T UNION 60 60 278 398

NORTH AFRICA 115 125 50 290

SOUTH AMERICA 177 97 9 2S3

NORTH AMERICA 23 133 25 181

EUROPFAN UNION 4 62 91 157

ASIA 32 83 1 116

EASTERN EUROPA 3 8 11

OCEANIA 2 2 4 8

SOUTH ASIA
5 5

EATERN EUROPA
4_____ 4

INDIA
0

TOTAL 413 565
.. _____ f

475 1.453
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TABLE 5: Ooiry Exports ol lhe MERCOSUR Counhíes,

Intra-Zone and Extra-Zone

000 US$
Argentine Exports

DEST1NAT1ON 86-88 91-93 94^96~ "

BRAZII.
6.859 _______ 20.759 151.697

PARAGUAY 28 18.699 ___________26,742

URUGUAY 33 131 ______________ 932 ~

MERCOSUR TOTAL 6.920 39.589 179.371

EXTRA-MERCOSUR TOTAL 21.959 17.443 ____ 34.169

WORLD TOTAL 25.205 53.817 _________ 210.623

Brazilian Exports
DECTINATION 86-88 91-93 94-96

ARGENTINA - 6.305 1.766

PARAGUAY 8 771 2.157

URUGUAY 16 53 176
MERCOSUR TOTAL 24 7.129 4.099
EXTRA-MERCOSUR TOTAL 1.753 4.303 6.237
WORLD TOTAL 1.777 11.433 10.336

Paraguayan Exports
DEST1NAT1ON 86-88 91-93 94-96

ARGENTINA - -
BRA7JL 78 22
URUGUAY -
MERCOSUR TOTAL

78 22
EXTRA-MERCOSUR TOTAL —

WORLD TOTAL
----------------------- '_________________________ 78 22

Uruguayan Exports

________dectination

ARGENTINA
RRAZIL “

86-88

8.000

17.248

91-93

25.549

94-96

23.424

—________ DESIINATION
MERCOSUR TOTAL " '
EXTRA-MERCOsÕr TOTAL

WORLD TOTAL~~~~~~ -----

__________86-88

____________32.203

____________39 228

_____ 67.757

91-93

.____________ 95.912

43.821

________ 136.518

94-96 _

289.948 ___

_____________ 60.386
347.417 J
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TABLE 6: Dairy Imports of the MERCOSUR Countries
intra-Zone and Extra-Zone

000 US$

Argentine Imports
~~ ORIGIN____________

BRA7JL______ _______________

PARAGUAY________________________

__________ 86-88 _________91-93

.___________2.999

0

_________ 94-96

_________  2.084

"uruguay_____________________ ____________ 7.648 27.352 18 052
MERCOU total______________ 7.648 30 352 20.136
EXTRA-MHRCOSini TOTAL__________ 2.941 55.982 43.140
WORI-1^ TOTAL _________________ 10.589 86.333 _________ 63.276

Brazilian Imports
ORIGIN______________ 86-88 91-93 94-96

argentina _ ____________ 7.458 24.254 164 746
PARAGUAY - 78 28
URUGUAY 16.953 24.267 82.014
MERCOSUR TOTAL 24.412 48 599 246.788
EXTRA-MERCOSUR TOTAL 106.851 106.924 224.619

WORLD TOTAL 131.263 155.523 471.407

Paraguayan Imports
ORIGIN 86-88 91 93 94-96

ARGENTINA 20 3.630 13 132

BRAZIL 1 756 790 ______

URUGUAY - 124 85

MERCOSUR TOTAL 21 4.511 14.007__________

EXTRA-MERCOSUR TOTAL 519 1.389 766

WORLD TOTAL ___________ 540___________ 5.900 14.774__________

Uruguayan Imports

ORIGIN 86-88 91-93 ____ 94-96_________

argentina 22 155 965

BRAZIL ________ 1___________ 186 177__________

1’ARAGUAY

^lERCOSUR TOTAL

■jyrR/VMERCOSUR TOTAL

JVOR1.D TOTAL

22

__________ 415____________

___________ 438___________

341___________

820__________
1.161 |

1.142__________

3.887__________

5.030__________
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meíCOSUR'S IMPACTON THE OEVELORMENT OF THE MACHINE TOOLS SECT0# 

] Introduction
HF CORE OF THE AKT1CLE CONCERNE thc role playcd by intcgration

T Xrante °f 1» "H£l’inc SKT ArSS7 the CffCCtS Of “«■*»
de.ra.Kls eonstation of thc tectacal and econom.c ctanctcritfa

,ln indusny, tte f™”"’rk of ' ■“'^“on praccss, »d thc
cvolution of the industry in thc sub-region. Thc first four scctions very briefly
address these issues, tlie fifth analyzcs thc eftects of the integration process in
detail, and thc final section briefly ourlines the challenges and prospccts of thc
machine tools industry (MTI) in MERCOSUR.

2,Technical and Economic Characteristics of the Machine Tools Industry

From thc technological point of view, the MTI is a strategic sector in as much as
it is the hcart of thc capital goods industry and produces “machincs that make
machincs”. This means that thc MTI is a locus for accumulating and difFusing
tcchnical progress throughout the wholc cconomy.

One of the main structural features of thc MTI is its heterogeneity, evident not
only at the levei of produets - there are more than 3,000 typcs of machinc tools
(MT) covering a broad range in terms of performance, durability and price - but
also as regards die manufacturcrs, since small Family firms coexist with large
business groups.

MT aie usually mass produced, and thc process requires a large number of
qualified pcrsonnel (engineers and specializcd operators). Economics of training
arc therefore of particular importancc. In most countries, MT are manufactured
using parts andspares that are bought from specializcd supplicrs. In the 1970s the
tcchnical basis of the industry, originally elcctro-mcchanical, underwent a radical
.... .as a rcsu'r of the introduction of electronic Controls (numerie contiol
trançfnr1Ch ar0SC frOm a tcchno’ogical amalgam known as “mecatronies”. Thts
reauircd atlOn JromPtccl>011 die one hand, a significant change in the knowle gc
AlSl.7 MTmd' " relativo inercase in economies ofs*

“orewidespradLutf”1?”15 h“ ''o" 1Mtured, thc use of numenc conuo
1 01 c rcnioval than in shaping machincs.

industriflization10^ °f MT11WaS concciltratcd in the countries that led
Switzerland and ítTlTt3 Y Un'tCd Statcs and Germany and’ dustr}’
market and becam/ i ” post’War period, Japan entered the hcavy m
S°-hKor a TaZ a111"1 exP°1K1’ foll°'VCd Í'

’ 3nd’ recently, China. In the West, and in



thc United States, MT production sufFered a shaip decline but a

f- .l,e end of the 1980, (,ee T.bk 1 f„ dm 0„ „ prod„ ~

coimtry)-
In MERCOSUR, only Argentina and Brazil have an MTI, sincc Paraeuav and

Uruguay import all thc MT they consume. Neverthelcss, as can be secn in Table 2
there are cnormous structural difFercnces connccted to thc size of thc Brazilian MT
industry (BMTI) and the Argentinc (AMTI), thcir degree of opening and thcir
regional orientation. Thcsc issues arc analyzed in detaii below.

World-wide, there arc high indiccs of intra-industrial trade in MT, while thc
produccr countiics display a tendcncy to spccializc in produets with spccific
characterisrics (for cxample, Gcnnany is known for its high-pcrformancc and
rclativcly cosrly machincs). Thc leading produccrs therefore usually rccord high
indiccs in thc expore and import of produets, cxccpt for Japan which iniports
rclativcly fcw. International investment is much less than trade, although ir has
incrcascd in largc part bccausc of Japanese expansion into thc markets of thc
United States and Western Europc. In MERCOSUR, Argcntina’s import and export
indiccs excccd rhosc of thc leading countrics, while in Brazil the indiccs have
incrcascd substantially in this dccadc (mainly iniports). Thc Brazilian case is also
notablc for thc marked prcscnce in its MTI of thc subsidiarias of forcign
coinpanics.

The dynamism of thc MTI clearly depends on thc dcvclopmcnr of industiial
investment, particularlv in thc mctal-mechaníc sector (wirhin which thc
automorive sector stands our), and on thc availabiliry and condiii nis of cicdit ro
aequire capita! goods, as wcll as on wage cosrs and exchange iates, lhe
govurnnicnts of the countrics where thc main Ml manufactuicis opciatc, apait
from thc inlluciicc that they have on dynamism through rhcii macKxconomic
policies, intervene dirccrlv in thc dcvelopmcnt oi rhe indiriO aj’P Vc-1
promotion inechanisms, prorection against imports, crcdir and fisca ’iK<nmc >i
production and tcehnological developmcnt, and
benvecn manufactureis, as wcll as bctwccn manut.uta.eij ...u 11 -„r-irries
note shouki be raken of government acrivity in thc cases o ’ " ‘;n rhc
that entered thc industry after rhe that pLailed

Unned States. In sm.RCOMT. the relarn^ n . rctà;,el3C*0f p.otectinu in
tiiinng rht import substitunon penou ga\< •

Aigendm case ,.nd ;o ambiguiry in Brazilian Gtóe

3- ^he Reoulafcry framework in Argentino •'
, índustrdization Stfôrcgy gave nsc to

As is -Vl i! knossthe in’P‘!‘r-suhs‘’n‘' < ,, coods mduscnfó - 'i.mon;.! ievcl:
anibigulty as vetvards thc csrabh Jimcni o« P was proccCtcd
'Urde production w.v promoted and P



impom, tariff and exchange rate mechanisms were also adopted to Stimulat£

imports.
In Amentina, this profile was maintaincd throughout the post-war period until

i èndofthe 1970s, when the AMTI was dccimated by a combination of low
nriffs and an ovcrvalued exchange rate, couplcd to an undynamic domestie
market Despitc the fact that protcction mechanisms were reestablished in thc
1980s their scope was reduced by low growth in the domestie market and the lack
of compctitivc mechanisms for domestie financing. In that context, the
liberalization of trade with Brazil from 1987 (thc outeome of the bilateral
astreements of tire previous ycar), was fundamental to the survival of tire industry.

In the Brazilian case, the import-substitution regime remaincd in place until
1990: oncc the bilateral agreement was signed, Argentine machines began to enter
the market, even though the regime of relative protcction against imports from
tliird countries was retained. Until thc end of the 1970s, the BMTI even enjoyed a
domestie internai market that was expanding and, after 1964, credit mechanisms
that bcnefited thc salc of MT produets.60

In the 1990s, the two countries’ development strategies began to converge,
espccially when thc stability plans wcre implementcd in Argentina in 1991 and in
Brazil in 1993. Beyond monetary reform, both countries resorted to an exchange
rate “anchor” that provoked severo déficits 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 cconomy, expanding
exports and fostering growth. The macroeconomic policies adopted in the two
countries, paiticularly 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.

n o economies, the incentives arising from macroeconomic policies were
F PC t0 a P1Qfound liberalization of capital goods imports and the climination

radird rh” rc§ar<^s regime, the Argentine systcm is more
« ,’? “Ched zero in the period 1993-
rascd ir MERCOS™ common externai tariff (CET) gradndly
S, .T “rí” 1995 ”d 14% i" 1996. I„ Brazil, tariffi «

’ “ P""* 1990-1995,“ a decline aceelerated by nogoriation of the 

DcveIopmcnt,gRNDK.nNAA1E’ 3 Subsid,ary of the National Bank for Economic and Social

tanffon numene control MT fell from 65% in 1990 to 17% in 1996.
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CET. Although the latter contemplated convergence at 14% h •
“ d «ed dK «nffon MT by dmc *”7

It Should be ™ded,ned that, i„ b»,b to™, various fmo[s
«duccd unff protection and, co»equcntly, dle ; of
integranon. Eunenonal tanff excmpr.ons were granted in both eonnmj T„
Argentina, they were apphed to importa f„r «ttrnkef p„jje(Oi w|]ifc
they were apphed to pioducts that have no nacional equivalent (that is the ex
tariff, which is extremely difficult to vcrify). It is estimated that, in both còuntries
more than half of MT imports were conducted under these regimes. To these
imports one must add tariff reduction that almost reached zero (2%) for
investment in paiticulai scctois, notably in the main market for MT (the
automotivo sector) and, in Brazil, for investment in certain regions.* 62 In both
Argentina and Brazil, the implementation of protection mechanisms against unfair
practices affecting intcrnational trade was delayed and, even today, such
mechanisms operate uncertainly. Finally, in both còuntries tariffs levied on certain
iinportant components, such as numeric Controls, are equal to or higher than those
applicd to MT, which reduces the levei of cffective protection.

Dcspite tlie similarities between the two regulatory frameworks, they display
significant differences that inevitably affect the performance of the two MTI.
Unlike Argentina, Brazil retained crcdit mechanisms for MT salcs in the domestic
market,63 adopted an active policy of stimulating exports (even to Argentina)
through fiscal and crcdit incentives, and established a link between imports of
capital goods undertaken in the framework of the automotive regime and local
purchases.64 Brazil has shown greater willingness than Argentina to liinit MT
imports, as rcflccted by the rccent tariff incrcase and the reduction of the cx-tariff

produets.
These substancial differences may be attributed, on the one hand, to the greater

political and econoniic significance that tlie industrialization pioccss assun
Brazil and, on the other, to structural differences between the MTI of the two
còuntries in ternas of size and political weight, w iic w:ntkeocher.
accumulative processes that are “virtuous” in one case an e ec n

62

63

<ts% cut on the tariff and the Tax on
Imports through the Manaus free zone enjoy an oo
Industrializcd Products. * interest> rcScn>blcd those

In 1988 Argentina reestablished some crcdit mecwmsi » r|10sc jn thc internacional
used in Brazil. In both cases, the interest is substant.ally h.gher than

market, which favors imports. purchases had to be equivalent to
In line with the norms of the Brazilian automonve se«or jt was unncccssap.
miports in 1997 and to 150% of them for 1998-1 ■ , Thcrc arc no such provisions in
for local purchases to be the same produets as were .mport

Argentina.
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4. Development of lhe Two Industries

The Pre-lntegration Stage

The machine tools industries of Argentina and Brazil have the same orig^
since both developed spontaneously in response to the stimulus that local
production received as a result of restrictions on imports. In both countries
production was begun by immigrants, mainly of Itahan origin; was based on the
knowlcdge that they had acquired in their countries of origin; and was
supplemented with activities to repair, imitate and adapt the impoited machines.
In both cases, the machines made were relatively simple.

The two industries grew in a similar manner until the second half of the 1950s,
when the affdiates 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 companies. The large national firms, particularly the
leading manufacturer of lathes, faced the changes in demand and competition by
expanding their productive capacity and availed themsclves 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
recession. By contrast, the BMTI enjoyed protection against imports in a rapidly-
growing economy. Thercafter, the two industries foliowed very different paths.

With the opening to imports, the AMTfs output fell in 1979 and declined
sharply as of 1980. In 1982, 2,500 units were produced, nine times less than the
record set in 1973. Output by unit remained at very low leveis until 1986. Until

e opening to imports of 1977-1981, the AMTfs output went mainly to the
estie market. Although there was some displacemcnt of local production by

bep-wTn iQ72reateSt *mPact on sector sprang from the fali in the demand that
opening to imporT M? 000000 “ discontinuc Production before the

(and arornd óoíby^uTS 1°% 9°% of aPParcnt consumption by unit
export flows in 1974 and 2’ . Arêentme mdustry began to gencrate significant
exports went to the T maximum exPort value in 1980. Most of the
machines that competcd ad2 market> consisting of relatively simple
sources. Such machines we with machines from othei
Brazil. These exports csnrrf n °Ú manu^actUrcd elsewhere in the region, exccpt in

P y given the high levei of demand in México, pal tly 
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ofFset the decline in the domestic market. However as a
externai crisis of wluch México was the epicenter, export success °f
temporary palliative. ^d out to be a

In sum, output contracted as of 1978 and exports reolaced thn <
as the niain source of growth in the period 1976-1981  ̂when Íhere X

of de-substitution of imports and a fali in apparent consumption. The contnction
of output led many estabhshments to close their doors while othcrs turned to
rcpairs market or other fields. The compamcs that continued to produce MT ontcd
to cut their workforce. In the 1980s, particularly from 1986 on, thc slight
reactivation of economic activity as a result of tlie Austral Plan, and the relativo
increase in productive investment, facilitated die recovery of MT output.

The BMTI, for its part, protected from imports and assisted by special credit
lincs in an expanding market, developed until thc start of the 1980s and became
the world’s tenth leading manufacturar of machine tools. Production went mainly
to the domestic market; exports accounted for less than 10% of sales and went
primarily to other Latin-American countries, cspecially México. Despite the
protection regime, during the 1970s imports behaved pro-cyclically and supplied
about 40% of apparent consumption in peak years.

Among produccrs in Brazil therc was a tendency to spccialize. The subsidiaries
provided the most sophisticated produets, such as machining centcrs and special
machincs; the national leaders supplied intermediate produets, such as large lathes;
and many small and médium local companies were devoted to the production of
simpler produets, following the metal-mechanic modcl. From 1982, as a
consequence of thc macroeconomic crisis, the BMTI entered a deep crisis. Between
1979-1981 and 1982-1984, domestic sales fell by almost 60%. Forcign markets
offercd no way of offsetting the losses, since they too were in rccession.6 In
México, for examplc, the value of exports in thc period 1982-1984 was at least
30% less dian in tiae previous three-year period. However, production o numcric
control MT behaved differendy, since die average numbci of units so an < y
during the three-year crisis period (1982-1984) surpassed die
previous two years. Domestic production of numeric contro MT, foreien
‘mport leveis from 1981 on, was concentrated in a few su si ialic
firms and in thc national leader in die production of chip remov

The heterogeneity of the BMTI thus increased “ ^“^“Jkforce and reducing

most companies adopted defensive tactics, cut 11 g teclinological
•* kvdindcbUe», die leading
Paradigm, even raising thc share of investment in 1C1U1 ynder conditions of
sh°uld bc underlined that the learning process occt

i oQA "iníl 1983.
W°rld output of machine tools fell by almost 40% between 

^.Mer^urand thc Frcc TrttdcArca ofthcA»^s
223



• n aMinst imports, although such protection was justificd « .
relaUVe fX híh trade stirpluses to pay the foreign debt Service, rather than
"Ti”—gmd^iensimmgy.

The Wod o<lhe Capital Goods Prolocol <1937-1990)

t 1987 the Capital Goods Protocol to the Argentine-Brazdian integration
àme imo effect; seveml types of MT were mduded. Although exporo

m ota desmaúons siso inetessed. the Bnz.it» market ateorbcd almostth.ee
ausrters of the sulue of Arge.tt.ne exports m the pcnod 1987 1939. The fali u.
Ita to the domestic market as a tesult of the decline tn economia acttvity .n 1988,

which worsened in 1989 and 1990, meant that exports acqtured increasmg weight
in Ar-entine MT production (see Table A-l). In turn, the incidence of imports in
apparent consumption was very significant throughout the 1980s. For the largest
imports from 1987 on, the industrial promotion systems that allowed MT
imports’to enter free of the corresponding tariffs, and the concessional credit made

available by the Italian and Spanish governments, clearly played an important role.
From 1988, imports of computerized numeric control MT acquired particular
significance, srnce they accounted for 80% of the consumption of such machines.

While output stagnated in the first half of the 1980s because of tire contraction
o e omesuc market and the decline in exports, in the period 1986-1990
rZS beCam7 key faCtOr m die Perf°rmance of the sector. Imports also grew,
not Sv Z i TratC “ eXpOrK' The increase Production from 1986 was
Brazilian market grcatcr demand> first in the domestic market and then in the

of 1 thc W' °f MT
computerized numer' ‘CanC chanSe was the greater portion of MT with
1985 (6.4%) grew to 30 torq0 ValUe °f outPUL TotaI valuc produced in

Of the mt U1 ’and thCn feI‘ “ a qUartCr hl 199°-
significam volume (anZkZf nUmen.C control, the only ones that attained a
reachcd 86% in 1988 and lat° pr°duction were lathcs, whose export coefficient
productivity, the first in the se f There was a notablc increase in the labor
capacity and hcnce the attainmcnt f" maiy Vears> owing to better use of installed
the composition of production CCrta‘n econom'cs of scale and tire change in

uctlonmentionedearlier.
In the period 1984-1988 r. i

driven by exports and then bv ,Xfcl’enccd limited economic growth, initially
Consequently, domestic demand Z SUCCCSS of the Cruzado Plan.
whieh ‘n?C aVCragc annua> valuc Xh‘nC t0°ls recoveied maikedly. This wasXx;4Ze highcr ^Ze 2ZÍan 0UtP- b-vcen 1986^ 1988,

accounted for bmcly 5^ fCly t0 sal“ in^T í' dllCC'year crisis Pcriod’ Th’S
cl> 5% of total salcs in the th d°mCStlc markcb since exports

c tnrce-year period. As usually happens. 
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imports reacted somewhat later and began to grow in 1987 In th .
of die period, imports accounted for 24% of 1Dmtm ycars
compadson with 9.5% in 1986 (see Table B-l).66 *PP‘ COnsumption, in

This hugc expansion of thc Brazilian market favomd th- , <-
segments of the BMTI and led the medium-sized national, ^OWth°f aH die
adopted a “subordination" strategy (Erber and Vermulm 1993^ to^rad
with numcric control although without thrcatcning the Icading companieX
produced more complcx and more expensivc goods. In 1989, Brazifs production
ofnumeric control MT was equivalcnt to almost ten times the Ar^cntine output
reaching nearly 44% of the mdustr/s sales. At the samc time, the developmcnt of
the Brazilian market opened thc way to the entry of Argcntine produets, especially
lathes with computerizcd numcric control.

This expansion cycle of thc BMTI changed course in 1989 because of
macroeconomic difficulties and, from thc following year, becausc of structural
reforms (prominent among which was thc opening tlic BMTI to imports). Hcnce
in 1989 the production of machines fcll 20% over the previous year, and in 1990
the fali was over 11%. Total exports, although growing, continued to account for
only a small share of output (7.6% in 1989-1990). Despite dic crisis, imports
continued to grow and represented 31% of apparent consumption in 1989-90 (see
Table B-l).

The Performance of the AMTI in the 1990s

Thc sector was very weak in its tcchnological and managcrial capacities as a
result of the opening to imports in thc late-1970s and the crisis of the 1980s.
Although acccss to thc Brazilian market at thc end of tlic last decadc opened ncw
possibilities, it was insufficient for the sector to reverse its scrious stiuctural
weaknesscs, which were mainly evident in thc failure to upgiadc cquipment an
Processing and product tcchnologics, as wcll as in the lack of finíUlc*a an
managcrial rcsourccs for modernization. In these circumstances, t c
economic policy in thc 1990s and die governmcnds attitudc towaV LLonincnt
of thc sector formed a very unfavorablc backdrop for ic sector s
and, as a logical consequence, existing structural weaknesscs cepc

As regards local MT production, Table
1990s; indeed, in 1996 it reached a low of nhvsical volume also
fcline m the value of ou.pu. «as doe co 10«er posas, phys«l -o'»

The pcriodicity established by thc Protocol actcd as “ d,^"'£’rXcting thc diffcrcnt degree of

Brazilian casc, by contrast, such a sitU""°" ^'du"tr). ãnd trade.

'niportancc that cach country assigns to thc ?
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n-.cted as a result of the dosing of busincsses.67 In 1997 there was a slight
C°iT7in outout but it is too soon to bc optimistic about a posS1ble revcrsal of
ÍL The pioducdo» of pres »d componente for all I MT has oscillatKl
íro„.hout the decade, with an avcrage valueof around I USJ 6.5 raillion in
7oTst^t dollars The different trends in the production of finished MT and parts

m to suagest that the manufacturers of parts and components produce for the
used national MT replacement market and/or that some manufacturers of finished

MT are also producing parts.
The fali in output prompted a severe contraction in employment. In 1988,

1 870 people were employed in tlie sector. Sonic 1,256 lemained in 1991 and by
1997 this figure had fallcn to just 763. For the most part, operators were let go,
but a relativcly large nuinber of technical and professional jobs were also lost (20%
of tlie total in 1991 and 1997). As employment declined more than output, labor
productivity in tlie sector increased by 19% (in constant dollars) bctween 1991
and 1997, well below tlie index for all manufacturing industry, where growth was
of the order of 58%.68 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 output of MT with computerized numeric control performed better than
that of convcntional MT, since it carne to account for almost half of total
production. Lathcs 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 tlie company the local leader in that category.69 As to the composition of the
output of convcntional MT, there was a relative fali in the output of boring
machincs, convcntional lathcs and milling cutters. While convcntional lathcs were
manufacturcd by sevcral companies in low volumes as a survival strategy, Frcsar, a
irm that has rcached an agreement with a leading Brazilian company, has been

prominent in the production of milling machines.

huITaTÍ êuíllotinc production has retained its relative weight in total MT
and the TV1 ^‘“lant and Daisa, two traditional firms in the sector, closed,

lano an Rio Negro companies are very pessimistie about the future

“ Oifthc basiVof X'ITA haS St°PPCd COmpÍIÍng stat,stlcs >■’ units as it did in the past.

cmployec in manuraXrin^hXt^r’’ dCf",CS Productivity as thc physical output p^

senes, rhc comparison i i? G,vcn nicthodological diffcrcnccs bcrwccn thc o

which had acquircd it in 1991 fr ’ COn^an^ as a rcsult of thc closing of thc Italian íirni Mandei i,
om a local group (scc Chudnovsky ct al [1992]). 
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■ —----------------------------------------------------- . a of t|ic 1990s; thc conclusions
Rcprescntativcs of thc company werc intcrvicwcd ar company’s vision of irs own
are anaiyzcd in Chudnovsky cr ai. In thc mosr r^c"r,1|.tt|c jlopC fOr thc finn.
prcscnt and future was so pessimistie rhat there sccn 

of the business, the remaining manufacturer (Iturrospel 1™ n. r J
well. Dctailed study reveals that while several manufactoèrs decidX 1
others opted to work exclusively on repairing, maintaining t m T
imported MT, a few other fírms managed to continue with the MT prodír^8
restructuring their activities and sceking «nichos» that enable them to compeíe ’

Productivity improvements have brought down thc prices of the mt
manufactured by these fírms (by between 15% and 20% in recent years) and
efforts to improve quality have given rise to a better after-sales Service Despite the
general indiffcrcnce of users to local production, thc difficulties that some buyers
have experienced with imported MT have to some degree enhanced the advantages
of resorting to Argentine MT manufacturcrs. A study of three manufacturcrs
(Fresar, Iturrospe and Promecor) showcd tliat thcy compete reasonably well with
imported MT in terrns of quality, since thcy have adopted thc same critcria as their
counterparts that kcpt their plants opcn: tlaey drasdcally cut the number of
cmployees, rationalized output to thc maximum (which includcd sub-contracting
some activities), and sought greater vertical and national disintegration. The
restructuring process has bccn substantial, and tlie differencc from many of their
counterparts is tlaat they have not discontinued higher added value production
lines, nor have thcy devoted themsclves to MT repairs or thc production of parts.

In sum, fírms that had a chance to accumulate technological capacitics over
time have pursucd technological self-reliance by iimtating models cxhibited at
International fairs. As far as possible they have maintaincd their design
departments and use Computer assisted design. Thcy have receivcd technical aid
from supplicrs of MT units with computerizcd numeric control but, unlike die
leading Brazilian fírms, thcy have not deemed it necessary to rcsoit to foieign
partncrs in technological matters. Exccpt for Fresar, diey have not sought
commercial agreements that give them access to foreign maikets or enable tiem to
sell imported MT in the Argentine market. The disinclination to reach commerci
or technological coopcration accords illustratcs a more general fcatuic o sma
médium Argentine fírms: their mistrust of the contribution diat tieir po e
partncrs could make, and the fear of being absorbed by them.

Under these conditions it is not surprising daat thc sham, of comparatjvc

Argentinas total exports fell and that dtcNeithcr is it
advantages declined between the peuods 1991 ^de ^ance (sec
surprising that MT have a negative index of contn utioi • ortant eXport
T>ble 3) Tabk A-2 sl„»s d,ar, tf.er Brrf, .he sKcad ”’l»

Mcrcosur and thc Frcc TradcArca of thcA^tcas
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destination was the rcst of Latiu America. Of the industrialized countries, only the
United States had any importance as an export maikct.

The weight of imports in apparent consumption of MT, which was always
relatively high in thc Argcntine case, grew in die 1990s, and in 1993-1997 stood
at about 90%. As shown in Table A-l, total MT imports in constant dollars grew
by more than 20% in 1994-1996 relative to 1991-1993, reaching a record
USS 146 million in 1996. Unlike thc general catcgory of capital goods, whose
imports increased 37% in current dollars in 1997, MT imports declined in the
latter year71 Imports have not only been favored by tariff policies and die
exchange rate. Credits from the supplying countries have also been a key factor in
inducing local clients to aequire imported MT of higher unit value. Spain and Italy
offer very favorable financing for dic purchase of their MT. Additionally, the
redueed country risk means that practically all supplying countries are able to
finance their MT exports to thc Argcntine market.

As regards die 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 wcre lathcs and machining centers, while milling
machines have lost relative weight in recent years. Unlike in Brazil, presses have a
smaller relative weight in Argcntine imports. By contrast, warping and shearing
machines are increasingly important in import indices. Argcntine 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 considcrs that a part of die imports from United States are
produced by affiliates of Japanese companies in die country. Taiwan’s share of
Argcntine imports has been growing, and in 1997 surpassed imports from Spain
and dic 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 have seen sustained growth - in contrast

e situation in finished MT. This trend sccms to suggcst that the imported parts
in rhp rCP"C“ P°r ^P01^ MT. Howevcr, there are some differences
Italv areT MT and Parts* The United States, Germany and
prominent than^r SU.^ers Parts> BraziPs role in this area is more
prominent than in finished machines.

corresponding tariff substantially in 1996 and 1997 whcn rhe
questions about the cffcctivcncss of rhi» *^tS *°W Pr’cc c^st*c>ty of demand and raises

regime prevailing in 1993-1994.
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The performance of the BMTI in the 1990s

In the 1990s, the output figures72 for the BMTI do n                     
jndustry managed to overcome tire decline that bcgan in 1989 and rl &

undl 1992. Growth revived in 1993 and reached an exeeptional
rcsult of the economic growth of tire country in the previous year At the sm of
the second semester of 1995, a contraction of econonric activity transhtcd imo a
Sharp decline in the value of the MT output (in 1996-1997 the value of output fell
23.5% over 1995). It should be noted that in 1995, the high point of the decade
tire value of output was still below that of the period 1986-1988 (Sec Table B-l)’
It is likcly that part of the decline in the value of MT production is attributable to a
fali in prices caused by three factors: tire low growth of internai demand as a result
of macrocconomic developments, tire pressurc exerted by imports, and efforts to
reorganize production.

As to MT imports in this period, the qualitativo information gleancd from
intcrviews undertaken for this article and for carlicr studies (Erber and Vcrmulm,
1993 and 1997) suggests that the companics producing MT modificd their
processes to cut costs. Such modification includcd implemcnting quality and
productivity programs, rationalizing proccdurcs, improving Controls and inaking
organizational changcs that consisted of rcducing the administrative leveis and
ccntralizing project activities. Some firms opted to establish just-in-time processes
and production cclls, leading to a slight incrcasc in the purchasc of parts and
components. Such qualitativo data are confirmcd by the indiccs made available by
the Associação Brasileira da Indústria de Máquinas e Equipamentos (ABIMAQ),
which show that betwccn 1989 and 1993 the number of employces fell drastically,
even cxceeding the decline in production, and did not rccover even whcn output
rccovcred; the number of working hours therefore grew. The salaiy índex also
declincd in this period, and hence the growth of productivity led to a reduction o

72 r
costs.

Furthernrore, the fali in priccs during the 1990s coincided with an increase m
tlrc complexity and unit value of the goods manufacttucd by the BM . |
to abimaq estimates, in the period 1990-1994 the share of "c“ue of
machincs increascd in both the total number of machines an

73

aPproximatcly 15% of their sales.

From 1992 on, therc is no information available on the nU,n^Xhcrc information on the type of

0,1 the number of units marketed internationally. Ncit icr i ag^regate manncr shaping
machines produced, except for some estimates that dW* in fe

machines from thosc for chip rcmoval processes. costs rCprCscntcd
>" 1996, in a sample of 25 companics studicd by the ABIMAQ, 
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Aumut* 74 Data from the companies show that the complexity of numeric control
hrhcs sold in Brazil, as well of those cxpoitcd, grcw substantially throughout the
dccadc cspecially in recent years. These transformatioiis were given greater
emphasis in the sector’s leading firms, many of which had been certified undcr
norm ISO 9000. In the leading firms, subsidiancs are electromcally connected to
the parent company, even for activitics concerning machinc projects. The leading
national firm, devoted to manufacturing mass-produced machines, concentrated its
production on a smaller number of lines, allowing it to achieve economies of scope
and to manufacture its machines at international scale.

In sum, the available Information suggcsts that, despite the fact that the BMTi
experieneed a difficult period in the 1990s, it was able to react by cutting costs,
increasing productivity and offcring more complex produets. This positive reaction
came from the sector’s leading companies, the first to adopt the electronic
paradigm in Brazil, taking advantage of the crisis of the early 1980s and benefiting
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 diat several had to close and others now offcr 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 thcy
had to face not only local competition but also imports.

The third group of companies in the Brazilian industry, consisting of small and
médium firms that manufacture conventional equipment, were apparently less
affectcd. Of particular note are those firms that manufacture shaping machines,
since tcchnological transformation in that area was less. This allowed them to
exploit the accumulated expericnce and benefit from economies of training.

orcoxcr, their produets went to undemanding market niches where competition
th Mnor°rtS 1S Some of these companies found additional markets in
the MERCOSUR and in other countries of Latin America.

concentration^r^11 °B movement °f exports confirms these trends of
n greater tcchnological complexity. After remaining ahnost

74 The sh f
from 45% to 57% of the vali mad,lncs ’ncrcas«l from 10% to 24% of the total produeed, and
should treatcd with cxrrem<- ° ° °UtPut betwccn 1990 and 1994. Howevcr, these pcrccntages

” According to data from Ah SÍ'"Ply “ °fa trCnd'

invoiced for approximatelv Uno d'C pCr'°d the Romi firm would have
thandoubletheminimum intèn1.r COmiPUT‘ZCd nUmcric conrro1 lath“ Pcr year, which is more

•mui nacional scale.

230
brazil, Mcrcosur and the Free Tradc A rea oftheAni^fí!



231

*rílzil> Mcrcosurand thc Frcc TradcArca of thc Anitas

rhaneed between 1986-1988 and 1993, thc valiv* „„ i •,
5, between 1993 and 1996. 1„ 1991, there was a “"'"'í1
aporta, since the valne of forcign xales increased by almosr S0%X‘ 1" “Ú'“
ovo-yeat perind and the export coefficicnt m„„ dlan doabled (scc Tahl.í.Ti'
rhe per iod 1991-1994, the export coefficicnt was 17.5%, conrparcd K
previous four-year period. Exports thcn increased substantially acain íd í
export eoeffieient of the period 1995-1997 rose to 19.5%. The indS that refleS
comparativo advantages and which is presented in Table 3, developcd similailv
and increased between the periods 1991-1993 and 1994-1996. The structure of
Brazilian exports also changed substantially in the period 1989-1990, since two
thirds of exports were lathes, most of them conventional. Howevcr, in 1991
exports of shaping machincs increased tcnfold relative to the previous ycar, while
in the period 1995-1997 this category of produets accounted for 53% of exports:
27% were lathes and 8% were machining centers and multiple station machincs.
The bulk of exports of shaping machincs were special presses, made to order,
particularly for the automotivo industry. Such machincs require more than
100,000 project man-hours, take a ycar to producc and cost more than USS 10
million. Exports of MT with numerie control, which accounted for 13.7% of total
exports of shavings remo vai machincs in 1989, climbcd to 31% in 1993 and to
75% in 1996.76

Table B-2 shows that most Brazilian MT exports wcnt to the United States and
the Europcan Community (particularly Gcrmany, home country of thc companies
with affiliatcs in Brazil). In the former case, during the period 1994-1996 there
was a predominance of presses (particularly special presses) for the automotive
industry. In the latter case such machincs teams sharcd first placc vvitli lathes (with
or without numerie control) and with machining centers. At thc stait of thc
1990s, there was an increase in trade with MERCOSUR, and the sub-iegion ecame
the third most important destination for MT exports. Brazilian MT
concentrated in a small number of companies, since in thc period -
four main exporters provided over 70% of foreign salcs, a sharc: at £rc
period 1991-1997. Of the eight biggcstMT exporters between 199 “ ’n/7
were companies dedicated to MT production and two to P countricS)
Exports from the MT manufacturers wcnt mainl) to P
particularly thc United States and Gcrmany.

-------------------------------------------------- i /1993) and thosc for 1993 and 1996
The data for 1989 were takcn from Erbcr and Vcrnwlm (

from Erbcr and Vermulm (1997). cxnortcrs of machinc rools to
For two ycars in th is period, automobile factories ^c,uur , ^ansfer assets used or bou£ltJ’

dcvcloping countries. Thcse operations probably rcPr^ This phcilOmcnon has bccn repe.
Brazil; such operations arc intra-group and discontin

reccntly at thc MERCOSUR levei.



Applying W°1°SV P““Kd lb°V'’ °"'y °' h J “
eX Brfi» «pons ■« leaders d’« °pted
£ekcrronic pandigm at the begmmng of the 1980 . Th» company, onc of
SL ttat adopted . “subordination” strategy, detrates the problema faced by io
“ tOTarts as mentioned earfa. D“Pte to lo,’« mdlt,on m *' '™», in
which there was a dispute for leadership in the productton of conventional lathes,
it took a long time to adopt the electronic paradigm and to seek technological
licensing. Hence, in the years between 1991 and 1994, its exports (which went
mainly to the United States) concentrated on conventional lathes. Although títere
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 total
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 companies, Romi, a manufacturer of lathes and
machining centers78 is the only national firm. The otlter four are eitlier partly or
wholly foreign-owned. Thrce of tirem make complex products, generally to order,
such as transfer presses, machining centers and mui tiple 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 rcsponsible for some lines, frequently the simplest
of the range offered by the group. This implies an “cxtrovcrsion” of the division of
labor, evidence of the training carried out by the Brazilian afFiliate that enables it
to export to industrializcd countries. Another form of division of labor consists of
joint production by the Brazilian affiliate or another company of the group. In this
case, each company produces a part of the machinc, with the Brazilian affiliate
usuall} being rcsponsible for the simplest componcnts, and then all the parts of the
machine are assembled in the dienfs factory. This kind of division of labor is

hl''b 'ntCgratlng Proíect and manufacturing activities, which in turn is
□ ause 0 telecommunication networks. Irrespective of the technical

influenced^v^rh 7^*7 Braz^^an companies, the division of labor is
kind of marker ° °i,USC °^C Parcnt compan/s production capacity. In this

“a&r b“”s « «y “d toh
. rePn“tlon of the parent company are rmportant

p th • 1 success of the company headquartered in Brazil.

specific market niches maSS Proc^ucts) the strategy is to occupy
--------- -------- Orcign lrm basically exports automatic lathes without

Jhc Romi company also ma f
«ncludcdinthisstudy. nu atures special machines for plastics injcction; they are nor 
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numeric control to Germany, where the parent company is located r .
ofsupport from a producer firm abroad, the Brazilian ’ C absence
subsidiários dedicated to sales and technical assistance in uTH °penCd
Aj-gentina, the compan/s two main markets at the outsct Thm at“ and
this Brazilian firm boosted its exports of numeric control mthÍin Tj ’
S]11B of iIS exports going to the United SWes, divet^CX

whichitwasactive. r markets m

Romi has recently entered into a partnership with a large int
machines manufacturer and has established a trading and technology commnv
through which both firms supplement their product lines and benefit from
economies of scale. This strategy has bccn successful, since the company has
substantially increascd its sales to the United Kingdom, where its forcign partner
has its headquarters. This approach has also bcen adopted in MERCOSUR, where
the company opened a commercial affiliate in Argentina and established a
company with an Argentino firm (Fresar), similar to the one established with the
European company. Romi exports cast produets 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 sevcral dccades has pursucd a
consistent strategy of linking technological liccnsing with dcvelopmcnts in the
company itself, from which have come sevcral patents registered in the United
States. In the 1980s, it set up modern productive facilities and a plant for
producing numeric Controls. These Controls are used in the manufacture of
produets sold in the Brazilian market, while exported produets are sold with
intcrnational 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 anodier “paiting of the waters foi BMTI.
previous decadcs, imports tended to be pro-cyclical. This means that, wít S‘P
about a ycar, its share in apparent consumption increascd in t e Oio . t
and then declined in line with the fali in internai deman .
^•ing the 1980s daerefore fell from 45.7% in 1980 to 9.6% m98àAfcc

commercial opening of that decade, imports grew in va uc íu d of dqc
share of apparent consumption. Although they fdl m te

’n 1991, numeric control lathes represented !9% °t CXP°™practic.tlly cquív',lcnt t0 tll0SC
90% in 1997. Initially, exports to the Argcntine market (48/ of csports with numeric
ê°''ig to United States. In 1997, the US market absorbt: a scvcra| countrics ofLann
control, and the firm was also exporting to the United o
America.
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iqql 1993 crisis (apparendy rctaining thc sanae one-year gap relativo to donte^
X ± recovered imnaediately and, m thc lattcr three-year penod, have grow

K Llvdcspite fluctuations in internai demand. In 1997, a year ofi"
"Xrowth, their share of consumption was around 52% (see Table B.n
SZucndy, the import coefficient “floor” rose from less than lo%
^nsumption to about 30% in 1993 If thcre were to be a new phase of rapid
economic growth, it is hard to calculate the upper hmit that it could reach. Jt
should be stressed that, dcspite the cnormous growth of exports, the contribution
ofMT to BraziFs tradc balance is incrcasingly negative (see Table 3).

Although the structure of Brazilian impot ts does not display a concentration
similar to°that of exports, which reflects the levei of development of national
supply, thcre have bcen some significam changes in the structure that are
analogous to the modifications in thc export profile. Comparing the three-year
petiods 1989-1991 and 1995-1997,80 it is clear that the share of presses, multiple
station machines and machining centcrs in total exports grew strongly. During this
period, thc value for weight of imported machines rose, in kceping with thc
changes in the structure, since presses (especially, those for the automotive
industry) and othcr 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 tiiat
includes, for example, grinding machines (Erber and Vermulm, 1997).

Table B-3 shows die origin of Brazilian MT imports in the period 1986-1997
and reveals die dominance of the most advanced countries, especially Gcrmany,
the United States and Italy. This is a reflection of the composition of the Brazilian
automotive sector, which is dominated by firms from these three countries. The
relatively limited share of Japanese imports can be under-estimated becausc of
g obalization, since one of the main suppliers of lathes from the United States is an
aiWiatc of a Japanese firm established in die US market. Similarly, it is likely dnt
cnnd-^1 1Cant °f imports from Spain stems from favorablc financing
subsmnrhii JS *n Argentina’s share of Brazilian imports feU
Areentim ° ,"°S; in 1997 share and the composition of imports from
companies. tcd a rcsuIt ofthe agreement between the Romi and Fresar

the tradidonal fcamC SU^/ Parts and spares should be briefly analyzed. One of
’ higl’ of «.tical i.ne6««

” P™™» agains. imports of fioished produto, pa® “d

80



«"P»”™'5: ”dl° d«'°Pmontofnctworkrf, ,
3 • ° k oflocal supphcrs.

administrativo Services-for food and cleaning for exam , part of *eir
givcn the samc degree of “tertiarization” t0 parts P °TOt scem t0 have
phenomenon, noticed m interviews and on factorv vi > ■ C°mponents- This
combination of two factors: on the onc hand a reliaL ’ “ CXplained by the
was not established and, on the other, the MT manufact^r^^‘“a*SUppliers
for tire facilities tliat they alrcady have. Neverthcless the ” aJternativc
to have affected the use of more complcx parts and smr«°S “ ixnports SCems
ofthese produets is concentrated abroad, through purchàses m ^hy tIae supply

MTeompanios O, oboougb pac^ a,.rmgcd
portion of those components. For some subsidiários, purohases abroad Xdê
d„0Ugh rhe paront compames ,„d rherefore benefrr from economias of“í

Ckinsequcntly, the national componcnt of MT has fallen, espcciallv in tire case of
tlie more complex items. In line with what was mentioned earlier the main
exporter of latires kept its installations for making nunreric Controls tò use them

for local salcs and to export produets using international units. The internacional
trade in parts and accessorics sccms to complcment the trade in finished
machines, correspondmg to regional transactions for a somewhat insignificant part
of the total.

Although tire MT companies have “tertiarized”

givcn the samc degree of “tertiarization1

5. The Role of Integration in the Performance of the Sector

By the mid-1980s, tire economic and political dcvelopment of Argentara and
Brazil revealed similar charactcristics born of tlrcir piice stability plans (the Austra
and Cruzado plans, respectively), and tire return to dcmocracy in both countries.
reflcction of tlrat economic and political convergence, the governmcnts o
countries initiated the process of sub-rcgional integration througr rc g
and Economic Cooperation Progranr. In 1991, tire aims an geograp uc.
this process were expanded in dre Treaty of Asunción, wh.ch
two countiies and by Paraguay and Uruguay. The expansicbewcen
trade in capital goods was one of the prime objcc iv by thc
tlie Argentine and Brazilian represcntatives, an prnnomic Cooperation
two countries in the franrework of tire Integration and Econom.c
Program concentrated on such goods.

 nnchines in positions 84.56
Products of thc class “parts and accessorics cxdl'sl^’> ° |cs irts for n’adlstudy), and
to 84.65“ Howcvcr, it should bc noted that thisJass scnsc adopted in th

materiais such as wood or ccnicnt (that is, t ^c) ororSi bearings a,ul c,ettron
cxcludcs componcnts for general use, such as,
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The Capital Goods Protocol (1986-1990)

The Capital Goods Protocol aimcd to cstablish a paitial fiee trade area limited
ro such goods excluding electronic products and capital goods made to order.®
The nc-otiation proccss fmally centcred on mechamcal machines manufactured in
small quantitics, among which machine tools were prominent. National treatment
had to be applied to thosc goods on the common list, which entailed exemption
from tariff and non-tariff barriers. Most of the MT wcre included in the First
common list of capital goods to be marketed with a zero tariff and free of any non-
tariff barriers. As rcgards parts and components for MT, thcse only featured on the
common list if they wcre for rcpair and maintenance purposes (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 linkcd. The total annual MT trade between the two countries
incrcased fifteen-fold in two ycars, giving rise to a large surplus for Argentina
(Erber, 1990). Although the inclusion of most MT on the common list prompted
scrious fears among Argentine manufacturers, who were concerned at the larger
size and supposcdly greater competitivencss 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 wcre eliminated.

82 The cxclusions

” In 1986 therc

Subsequent developmcnts confirmed that Argentine manufacturers could indeed
enjoy significant commercial succcss in the Brazilian market, as reflected in the
balance of MT trade between the two countries. Trade was practically balanccd in
198683 and by 1988 was substantially in favor of Argentina, which recorded a
suiplus of USS 21.6 million and brought the Argentine share of BraziPs MT
imports to ncarly 15% in 1989. However, Argentine imports represented just 4%
of Brazil s apparent consumption in that ycar. As rcgards the composition of
Argentine MT exports to Brazil, lathcs with computerizcd numeric control were
cicarly prominent (rcaching 40% of the value exported in 1988), as were
conventional lathcs, milling cuttcrs, presses and shearing machines.

ín rbp ^C0nÍuJlctlllal and structural factors favored Argentina’s performance

in the factors, it should be stressed that
markcdlv sLc rl 88 mternal demarid for machines tool recovered
1988 was 34 t a'Cra^e va'ue annual Brazilian output in the period 1986-
significant expanTn Tf fezil^ °f 19S1'1983-
________  F Brazihan market, largely attributablc to numeric

Information tcchnologv and harmonizing specific policies, such as that on
o). qUIS"'onsby «ate companies.

few machines (Erber, SUrPlus «juivalcnt to USS 78,000, which is the price of a 
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control machines, opened the way for the entry of Argentine products cspeciallv
lathcs with computerized numeric control. It is worth noting that tariffnnd Y
tariff barriers to imports from third countiics were rctained under thf SotocoT
which mcant that until 1990 Argentine MT that had Brazilian equivalents enioycÍ
a strong competitive advantage over machines produced in other countries Z a
conjunctural element, the pnce factor of thc Argentine machines seems to have
bcen particularly favorablc at the beginning of the agrecment’s implemcntation
but its influence then declined. Bcyond the abrupt fluctuations in dic exchange rate
(the cruzado-austral rate was unfavorable for Argentine exporteis in 1988 and
very favorablc in 1989), structural differenccs affected price-setting. In 1987
Argentine MT wcre sold at prices 20%-50% lower than those of machines made in
Brazil. This diffcrcnce sprang from the high prices with which Brazilian MT werc
marketed, and from the structurally lower costs of Argentine production at the
time.

On the other hand, the average value of lathcs with computerized numeric
control exported to Brazil was considcrably higher than those of machines
exported to other destinations, such as Chile. The diffcrence is pardy cxplaincd by
the high unit value of computerized numeric control items imported from Brazil
for re-export. It should be pointed out that Brazifs Information technology policy
imposed the use of Controls produced in Brazil, which raised costs for both
Brazilian and Argentine manufacturers, forcing the lattcr to import computerized
numeric control items from Brazil.84 This iniplied that the margins of Brazilian
producers in some kinds of MT wcre quite high, given the scant compctition
between them and, particularly, the scarcity of imports that compcted with
national production in the Brazilian market. Although the biggei piofit margins
(which often enablcd significant investments to be made in expanding productive
capacity) cxplain part of the problcm, other factors also entered into play. Even
though Brazil had significant economies of scale in the pioduction of severa ' n ,
of MT, such economies wcre partially eroded by many manufacturers cr
product diversification, die high levei of national content in pro uctioi
high degree of vertical integration of production.

As regards parts and components, not than
computerized numeric Controls produced in B < ‘ P and mcchanical
International prices, but so too were scvcral c^cn1^ ’ ‘fauJ’ finishing. The
components, in some cases with problems o qu ) dic «bonanza” of
supply problems faccd by Brazilian MT rnan acturCIS neCcssary to maintain
1986-1988 served to reinforce dic perception t at 1 . ‘ ss Electronic and
high leveis of vertical integration - the classic accuniulatnc proc
------------------------------------------------------------ . • .c ítvliicrrv was thus creatcd
M An intc,rclatcd trade B^ecn thc AMT. and the B-Han eleetron.es .

(Erbcr, 1990).
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some lesser components were also imported by Argentina, and the country’s
Zuf crurers themfore benefited from payrng mternat.onal pnces - although they
paid thc corresponding tariffs - but within thc= leve sof local content of MT
Iwcd bv the Protocol (that is, a maximum of 20% of thc value of the MT could
be imported from third countries). In Argentina, mechamcal components fOr
which casting had significant weight, were produced at pnces lower than those of
Brazil, while those that were intensive in iron and Steel produets were more
expensive With regard to qualified manpower, Argentina had a significant
advantage over Brazil in terms of cost and availability. Since manpower has an
importam influencc on the cost of MT, this was not a negligible consideration.

Although Argentine manufacturers exploited thc conjunctural price differences
to start winning a ncw market, over time the price differcntial began to diminish.
While the financing conditions that they could offer whcn selling their machines in
Brazil at the start of the agreement were same or better than those that the
Brazilian produccrs offcred to their buycrs (through the FINAME financing lines),
this advantage continued to decline and was reversed in 1990. The Argentine
Central Banlds financing of capital goods exports grew in cost and was later
interrupted.

The Argentine manufacturers adduced that their MT competed favorably in
price, as well as in quality and performance with the equivalcnt Brazilian produets,
particularly for lathes with computcrized numeric control and milling machines. If
there were differences in quality, thesc could not have been too significant,
although the selling of more personalized machines perhaps confcrrcd some
competitive advantage. In that regard, a factor that apparendy favored sales of MT
made in Argentina was diat they could perform certain tasks or had accessories
adapted to the clients nceds, which cnabled a distinctive stamp to bc given to
machines made to order, for goods that are basically mass-produced. This
commcrcial approach, which in some cases was supplemented with pre-salcs
semees to learn the precise nature of the clienfs needs, offsct die disadvantages of

razi s ac' of pioducing plants and/or a developed tcchnical assistance Service in
iar Tting irms, which could come to hinder some after-sales Services. In

advanm&J e d*sadvantaêes in after-sales Service were apparendy offset by die
advantages offcred in pre-sales Services.

COmpany instal,cd a production affiliate in Brazil that
thc paicntcompany-

primarily for the automotivo indmr00^^ (rektlVCly SmPle) sPCCia* machlllCS
which proximity to the client ~ ‘S’ R °Perated in a market mche m
previous studv (Erbcr mH v VC’y IrnPortant- Dtuing an interview for a

I (t.ber and Vermulm, 1993) it became clear that this company, 
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whosc production was much Icss verticalized than thatof its local conapentors was
affectcd by local problems conceming thc supply of parts and componente.

In sum, thcre is no doubt that Argentine manufacturcrs took advantage of thc
commcrcial opportuntty offcrcd by the Capital Goods Protocol to sell a significant
quantity of MT in the Brazilian market, almost without having to give up parts of
their depressed domestic market. Thc prcsence of Argentine MT served to
introduce some elements of competition in pricing and performance that wcre not
common in the closed and dynamic Brazilian market. From this pcrspective the
Protocol also brought benefits for die Brazilian economy, in thc sense in that it cut
tlie cost of MT and gave users acccss to some benefits. Finally, it is worth noting
that in this period Brazilian producers frequendy harbored the suspicion diat
triangular impoits werc taking placc. dicy argued that dicir Argentine compcdtors
had imported machines from othcr countrics and had immediatcly exported them
to Brazil. Such conccrns prompted an improvement in die rulcs of origin, which
emerged from the successful negotiations bctwccn the two employer associations
(AAMTA and ABIMAQ) and, a that time, it served as a learning process for
MERCOSUR’s subsequent stage.

The Treaty of Asunción (1991-1997)

The signing of the Treaty of Asunción brought a new framework to the
economic and political lifc of dic four signatory countrics. From thc spccific
pcrspective of the machine tools industry, however, thc influencc of the Treaty was
somewhat tenuous, not only bccause trade bctween the two main countrics alrcady
enjoyed prefcrcnces established in thc Capital Goods Protocol, but becausc
macroeconomic and sectoral policy measures adopted by Argentina and Brazil
tended to erode the sub-regional prefcrcnces. Although thc acccssion of Paiaguaj
and Uruguay partially compcnsated for the decline in inti a-rcgional advantages
analyzed above, the smaller size of thesc two markets, (especiallj foi mac inc
tools) to a large extent limited the scopc of thc compensation. Finally, it s 101
stressed that thc historical weakncss of die Argentine MT in ustty vas <
insurmountable obstaclc, despite dic opportunities offcicd } MER ,
weakness sprang from die inter-play of several structuial actois in tic.sc
» <he J of the eo„,p»i«), and of ™ctoeeonon..e »

implcmcntcd sincc thc 1970s tlwr wcre negarwe foi the secto s t p
In this context, it is «orth «alping in greatct detail thc dewlop.ncnt of „ta-

regional rclations in thc machines tools scctoi.

The Sub-Regional Trade of Brazil and Argentina
’ Iv to thc United States

Tablc ls-2 shows that Brazilian MT expores wcnt ma> > .(fhliaccs in
and thc BC (espceially Gernaany, thc honre connny of rompam
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Brazil), «hich iltont.s the «F°« "*»*• of * «Mtku

in this study.
Mcntion has already becn madc of the limited effcct that the Capital Goods

Protocol had on Brazilian exports to Argentina. From the start o the 1990s there
was an increase in tradc with the sub-region (as evident in Table 13-2 and as shown
bv the indiccs of regional oricntation and intra-industrial tiadc in Table 3), making
MERCOSUR thc third most important destination of MT exports.

Disaggregating Brazilian cxports to MERCOSUR by class of product and
comparing thcm with cxports to thc rest of the world in constant values during the
pcriod 1991-1997, we can identify some significant features of Brazifs sub-
regional cxports.

First, the value and composition of cxports was sharply afFected by thc prcsence
of spccial machines in die export profile, such as multiple station machines and
spccial presscs, products typically uscd by thc automotive industry. Thc relatively
high values in 1991 and, pardcularly, 1996 may bc attributed to such products,
which rcspectively accountcd for 43% and 89% of Brazilian MT exports during
thosc two years. In tlie first case, exports to dic sub-region reached 42% of total
Brazilian exports for that class and, in the sccond case, 50%. With regard to dic
othcr years, the sub-region absorbcd nearly 10% of Brazilian MT exports; it should
be notcd that in 1997 thcsc values returned to the previous levei following dic
“leap” of 1996.

Second, refcrence should be made to tiie marked share of latlies in the
composition of sub-regional exports. Those witii numcric control represented a
significant portion of diose cxports, which points to intra-industrial tradc strictu
sensH-> bearing in mind the weight these products have in Brazilian imports from
Argentina. Howcver, die data suggcst diat die role of the sub-region in this
product type declined sharply.

ir , it is wortii noting the growing role of plastics shaping products in
raz lani exports. Exccpt for 1996, when cxports of diat class centered on spccial

P ■ i ’ the othcr years there were sales of relatively simple products, those
metais ^or example, such as guillotines, shearing machines,

r de ta ," ""'“T™ Argcnrina, „hich again points^ teindut.rial
tradc stnctHwsu, as was the case with lathes.

Finally, it should be stressrd t-km- .«
significant than world MT exports for Sub’regÍOn arC nWC.h a
boning machines or metal pofchers ^miShlnS’ such as gruldln& sharpening and
numeric control durino- n i T™S 8rouP was dominated by machines with
suggests diatthey wcreêfor rh?V° yCarS.of ,thc Pcriod (1991 and 1996), which

automotive industry, as were dic spccial machines
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exported in those two years. Table B-2 shows that in r,-„t
MERCOSUR there is a clear preponderance toward the A • ' CXpOrtS tO
absorbcd tbe mOst *'h
„„„„! hd». taguay and Urugnay b„y rcla.ively simple , Zp"g
and finishing the same as the other countries of Latin America. Reflcctmg at 2
partially the changes m the structure of Brazilian exports already analyzedsalesTo
Paraguay grew in value terms but at a rate lower than total exports (a little over
1% during the penod 1994-1996), while exports to Uruguay fell in value and
share (0.3% of the total in the latter three-year period). Table B-2 shows that the
share of these two countries in the total exported during the periods 1991-1993
and 1994-1996 was less than their share in the period 1986-1988, which suggcsts
that their involvcment in the sub- regional integration process had little cffect on
the BMTI.

MERCOSUR. s impoitance as a market for BraziPs leading MT exporters varies
according to whether thcy manufacture goods to order or in bulk. As to the
former, due to the high value of the produets and the nature of the orders, a sale
tends to have a significant effect on the sub-region’s share in their total exports.
Hence, in 1991, sales to the Argentine market accountcd for almost 50% of the
Grobb compan/s exports, and more than 50% of Schulefs exports in 1996.
Howcver, these were those two companics’ only exports to MERCOSUR in die
wholc period 1991-1997. With regard to mass-produeed goods, die sub-rcgional
market is only significant for the Romi firm, since it absorbs all of the compan/s
exports of machining centcrs, which in the period 1995-1997 accounted for about
10% of its exports of lathcs - that is, almost 12% of its total exports of machine
tools. In the last period analyzed (1995-1997), more than 90% of Romis ladie
exports to MERCOSUR were numeric control models. Howcver, the continuous
presence of Romi in die sub-region cannot bc attributed exclusivcly to the nature
of its produets, since die company has a very deflncd commcrcial strategy in which
the Argentine market is secn as an extension of the domestie market, as reflectcd ui
its direct exporting activities and recent changes widi a view to forming a stiategic
partnership. Companics such as Traub and Nardini, both of whic m< -e rnass
produced goods, participated irregularly in die sub-regional mar^ct in nc ? f
1991-1997. Only in the period 1992-1994 did they send *P°r ’°" °f
their exports to MERCOSUR (Traub almost 12% and ai mi °’ .
comprising lathcs without numeric control), which probably expams the c
suffered by the Brazilian and internation al m  ̂q I"rds,.nd

cases the sub-regional market seems to ha
surpluses.

nf the four companics that
Table B-4 reveals the year-on-year mov i Firstj it can be scen tlrat

exported most to MERCOSUR in the penod
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the concentration of the four biggest exporters to MERCOSUR is much less than for
., pvnnrrc exccot whcn for transactions involving special machines, which

th<'™l pattern (soe 1991 and 1996, »hen CK4 exceeded 80% and
90%). Sccond, sevcnteen companies were in the four best positions during the
period as a^ainst eight companies in the total. If the companies that do not
manufacture MT are excluded (they are examined below), the leading export firms
to MERCOSUR fali into txvo groups of companies. The first includes Schuler,
Grobb, Romi, Nardini and Traub, five leading companies in world exports. To
these can be added Thyssen and Hcller, txvo manufacturers of multiple station
machines and heavy machining centers, subsidiaries of German firms whose main
market is the automotive sector. These companies usually export to the developcd
countries, and only occasionally scll to MERCOSUR. That is, they act the same as
tlie manufacturers of special machinery described earlicr. The second group
consists of eight85 companies that are similar to each other but which differ from
the leading companies mentioned above. First, it should be noted that these
companies are systcmatic exporters. For example, tlie firm that operates least in the
international market exported in four consecutive years, while the others exported
almost every year.86 On average they exported for 6.1 years. However, in
MERCOSUR they are less consistently present since only two companies exported to
the sub-region for the same number of years as they exported to tlie world. Hence
the average number of years of export falis to 4.6.

The proportion of these companies5 exports absorbed by MERCOSUR varies
greatly over time, both between one company and another as well as witliin each
company. If we takc as a differentiating factor that the participation of MERCOSUR
in total exports is equal to or above 50% during tlie seven years, for the eight
companies there are only 16 instances xvhen exports exceeded that limit out of a
potential total of 56 cases. For only two companies, accounting for half of tlie
cases mentioned, is MERCOSUR tlie main systcmatic market (that is, in almost
exer} }ear in which they export). However, one of tlicm ended export operations
m "Í-ít MERC0SUR> tiic televance of the Paraguayan market for this
group i ers fiom its significance for the leading companies. For these firms, the
main alternative markets to MERCOSUR are other Latin-American countries, which
Cermf^S n leadcrs that exPort mainly to the United States and
commerchl , dlese ,smallcr companies sell in MERCOSUR through
thcirsales repieSentataves’ wlllc11 1Tnght partly explain the irregular nature of

Onecompanyinrhesamplethathasnotbcenidcntificd

i-our exported in the seven vearc •
This is the company that cxportc’d for

t years, as mentioned earlicr.
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If wc examine the destination of the orodurtc .
no significant differentiation between the products Jr/ ° theSC f™5’thCrC is
goiug .0 other destina.™,, „hich
Latin America. To eoneL.de d,is ?”'*
ptoto exported are d.e „ d.o,e ,otó in dlc do^“%

generally .eehnolog.eaily s.n.ple produto ,„ch „ drilli ™
wtho.lt numere eontrol, metal, honing maehines, small LJL
bending machines, shearmg maehines, metal punches and rolling machines Thesê
compames moreover, are traditional and importam suppliers of the Brazilian
market in those market mches” in which they operate, consisting mainly of other
médium and small companies in the metal-mechanic sector.

MT exports to MERCOSUR dius come from two typcs of companies: on the one
hand, leading firms of Brazilian industry that opted for the electronic paradigm
carly on by aequiring licenses or with die support of tiieir parent companies and,
on the othei hand, companies sclling rclatively simple products with some
electronic elements, but which in daose market “niches” are also important
suppliers in Brazil. Both groups of companies wcnt through the prior process of
accumulating the necessary technological base and minimum production scales for
the domestic market, and enjoyed a fair levei of proteedon. It is worth recaliing
diat the only company analyzed that adopted a subordination strategy ceased
activities.

Vicwed from another pcrspecdvc, Brazilian exports to MERCOSUR can be
classificd as temporary or systematic, depending on dic type of product. For goods
manufacturcd to order, the MERCOSUR market (unlike the US market) is not large
or dynamic cnough to prompt routine exports. An example of this is die case of
exports made by the leading manufacturers of special presses or multiplc station
machines. MERCOSUR does, however, offer a market for medium-sizcd companies
since, by virtue of its characteristics, it is a sufficiendy dynamic extension of die
Brazilian market to absorb systematic exports of simple kinds of numciic eontrol
lathes, as well as machines for shaping and finishing rclatively simple parts. Such
are the products exported by leading companies like Romi and Traub ( at es), as
well as some médium firms that partially adopted the electronic paradigm.

Tablc B-4 shows that, from 1995, companies in the automoth-e sector
producing vehicles and auto parts88 assumed a prominent role among th m
exportci/of MT to MERCOSUR. Data provided by Decex ^-tc that the e^are

some ten companies in the sector (makei, ^^^/jXlHaluw corresponding
exports MT to the sub-region; they generally e. p 4
to few machines. The main operations of mternat.onal firms shown

“ Gcrdau, a traditional Steel company, only exported metal rolling machines 
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inctafcd several cyp» of mxhta and, m one ase, teted several ya„. This
stemmcd from of » produenon l»e fom dn tata 1E1« ,o
Ar»™ ss a rcsnlt of .he snb-regional draon of labor mduccd by magranon.
The Brazilian anromorive regime (whieh, as has been seen, gives pr.onty ro capital
-oods crports) surely aeted as an addirional snmulus «to the Brazilian affrliate
was chosen as the origin of the equipment. The available data suggest that this
kind of exporr tcnds to be discontinuous over time; this case is thus similar to that
for machines made to order, as analyzcd above.

For the BMTI, in short, MERCOSUR seems to be a continuation of the Brazilian
market. This promotes economics of scale and training in the companies that
operate in that market. The data indicate that regional integration has not caused
trade diversion from other regions toward MERCOSUR. Seen from the Argentine
perspective, imports from Brazil have been increasing their sharc of the Argentine
market: from 3.4% in 1986-1988 to 7.5% in 1991-1993 and 13.6% in 1994-
1996. However, this latter average is strongly influenced by the unusually high
value of imports in 1996 (USS 35 million). This was the result of imports of
special machines, as was discussed earlier. In 1997, BraziFs share was again 7.5%.
Sincc Brazil has not won a greater share during a period of import growth in
Argentina (except 1996), the possibility that the creation of MERCOSUR gave rise
to trade diversion in this sector can be ruled out.

In light of the foregoing, the opening to imports was a turning point for the
BMTI. Argentina’s share of Brazilian imports deserves a special mention. Table B-3
shows that in the period 1986-1988, whcn imports from other countrics were
restricted and Argentine produets benefited from the liberalization arising from
the Capital Goods Protocol, this sharc was significant - equivalent to 11% of the
total. In vicw of the fact that Argentine exports were concentrated in a limited
range of produets (particularly lathes), this share should be underlined. However,
after the opening in the 1990s and the quantitative loss of sub-regional benefits,
the Argentine sharc fell drastically to 3.5% in the period 1991-1993 and tlien to
1.5% in 1994-1996.

With regard to the share of Argentine produets in total Brazilian imports,
tsaggregation by classes shows that betwcen 1991-1992 and 1995-1996 there

simnlc' m^r<|SS"C COnc^n^at’on °^e import profile in numeric control lathes and
Zentin nnothPr Í machincs cxP°“ed from Brazil t0

Ln ±rfWOri7 ^-^rial trade' On the other hand,

most important XrseTpc7h\p?Xt ofTh- 711
composition of Brazilian imports sincc th "V
profile, while imports of preces wem j, 10S5,relatlve sharc in the Brazilian
produets manufactured clsewhcre rh™'^ aY by the entry °f comPlcX

than m Argentina. The fali in the most 
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experiencing difficuldes when SXithrompttS^ ?a"UfaCtllrers were

Such difficulties can be partly attributcd to thc lack of fin” ' BraZ^Ian markeL
,hey migb, perh.pa abo be due to a «ta,olo^ X feZ, m

more technologically sophisticated while the Areentíne ' qP°r« were ever
aaumuladon, in largc par, beeauae ofthe poblic policie, aXp£™“ A^in"
drroughou, thc prcv.ooa ,e„ ycara. Irrespecd.e of S '<
data analyzcd predudc the poss.bdiç ,l,a, msrcosur ha, camed ,tade diveàion
toward Argentina.

The situation descnbed abovc changed in 1997. Thc Argentino share rose to
1.9% of the total and there was a change in thc profilc, sincc items in tire category
of milling and boring machines wcre in first place, accounting for almost half of
imports from Argentina. Imports in this category grew from a total of
USS 1,603,000 in 1995-1996 (of which less than 2% were numeric control
machines) to USS 4,368,000 in 1997, of which 88% were numcric control
machines.89 There was an increasc in thc catcgory’s share of total imports, from
2.6% in 1995-1996 to 9.3% in 1997. Sincc this category includcs milling
machines, it cannot bc ruled out that these changcs are thc rcsult of thc trading
company established bctwcen thc Frcsar and Romi companics dcscribcd in detail
bclow.

Intcrvicws with Brazilian lathcs produccrs and widi exccutivcs of thc ABIMAQ
wcre conductcd throughout thc dccadc (Erbcr [1990]; Erbcr and Vcrmulm
[1993] and [1997]). These corroborate thc statisties presented abovc, sincc these
actors’ pcrception of Argentine compctition varicd substantially. At thc bcginning
of dic 1990s, when the marked Argentine pcnctration arising from thc Capital
Goods Protocol had made itsclf fck (although general import liberalization had
not yct happcned), Argentine compctition was a cause for conccrn in thc Brazilian
níarkct and prompted strong claims of triangular operations, that thc Aigcntincs
imported machines from other cotmtries and rc-exportcd them to Biazil.

Ovcrall in thc dccade, in a contcxt of more widcsprcad opemng, once.thc
agreement bctwcen the AAMTA and thc ABIMAQ on tules of oiigin ha ce
rcachcd, and flows of imports from Argentina were more modciatc, impoits o
Argentine machines wcre no longer considcicd pioblcmatic. t P ’
competitive effects of imports from Argentina on thc lazi lan 111
probably fel, „,orc by ,hc eompnnies d», adopted .
numeric eo„trol MT d by ,he s«,or'S leading company I» S >
*e reccn, g.owd, of hnpora of milling m«l»» 

The values in USS presented correspond ar 1997.

Rrazil, Mcrcosur and thc Frcc Tradc Arca oftheAme
245



adoptcd by te tading comp»? of P^ m.chines. The releva of
thosc operadora for Argentme mdusrry is asiosed ow'

In sum for tire Brazilian market, imports of Argentine MT are a secondary,
although not negligible, sourcc of supply. There is nothing to mdicate that that
these imports, centcred on highly specific products for which Argentme mdustry
accumulated capacity ovcr the coursc of the time, represem trade dtversion from
othcr sources. On the contrary, such imports seem to reflect a healthy intra-
industrial nade that, in principie, has comparative advantages.

Unlike the BMTI, most of Argentina’s MT exports go to MERCOSUR (see Table
A-2), which absorbed 27% of the total value produced by the Argentine industry
in the period 1994-1996. Although significant for the survival of the weakened
AMTI, this sharc is smaller than in the period 1986-1988, when it was nearly 30%
(see Tables A-l and A-2). In 1986-1988 die indicator of regional orientation
reached exceptionally high values and then fell abrupdy, but in 1994-1996 and
1997 this index grew again (see Table 3). In 1991-1993 and 1997 the intra-
industrial trade coefficients were high. They were low in the period 1986-1988,
when Argentine exports to Brazil were not offset by imports from Brazil, and in
1994-1996, when Brazilian exports to Argentina - highly influenced by what
happened in 1996 - scarcely balanced the imports coming from Argentina.

Although Brazil is tlie main destination for Argentine MT exports, during tlie
1990s its sharc has bccn substantially smaller than it was under tlie Protocol (see
Table A-2). This decline was partially offset by tlie increase in die Paraguayan and
Uruguayan shares. During tlie period 1986-1988, die Brazilian market absorbed
about 28% of Argentine MT output. This share fell to 23% in die latter period.
The composition of Argentine exports varies significandy according to die various
destinations.

As was indicated earlier, until rccently diere was a clear predominance of
numeric contiol lathes and shaping machines in the products exported to Brazil. In
qm*?? 1996, the respective shares of these products averaged 35% and
33 /6. This composition changed in 1997, when products in the class that includes
milluig machines occupicd first place. Exports to Uruguay consisted almost
recSrofa”? shaPing. Machines, while Paraguay is the main
shavines remn111]1110 10ning machines and othcr conventional machines for
Sz removei, prad„CB similar to dlM raports ro m0

spares should be briefly analyzed. Brazilian
------ 1 in MERCOSUR are not very
total imported in the latter dircc-year

Finally, the supply of parts and r • -
imports of such products that are manufactured
significant amounting to less than 1% of the t ' '
period under discussion. Howevcr • k • r--------- -- ----- ---- ------- J

> azil is the main market for Argentine exports
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„f these producB accounttag for 48% „f sucl, sa    
Brazilian exports of parts and sparcs evolvcd in the r ■ . 7 ’
MERCOSUR was the second market after the United States7 ^7'7 b
share gl-ew significandy in 1996. However, as wida exports 27s
gr^a should be attributed to parts for presses; the Schulcr company accoJnt d
for 60% of the exports to MERCOSUR in that year. In Argentina’s imports of parts
and spares, Brazil s share, although growing, was still smaller than for imports of
fmished MT in the penod 1994-1996 (11.2% for parts and 13.4% for machincs)

Beyond the exceptional situation of 1996 outlined above, the growing weight
of Brazilian parts in Argentine imports suggests that some of these parts arc
increasingly used by the stagnatcd local production, which can take advantage of
the zeio tanff on components imported from Brazil. At the same time, this trend
also suggests that some of Argentina’s advantages in the production of parts and
components, attributablc to the effects of the Protocol, have declincd during this
decade.

In sum, International trade in parts and acccssories has apparcntly
complemented that in fmished machines, and occupics a fairly unimportant share
of total sub-regional transactions. Although in theory this is a field in which there
could be growth in Brazilian imports from MERCOSUR (given the training in the
Argentine companics), dic “natural” path of the two industries is not moving in
tliat dircction. That is, if it were left to the market, with no additional efforts to
coordinate production or orient International trade, the potcntial of intra-regional
trade would remain unexploited. Here too, therefore, the situation is similai to
that in the field of finished MT.

Paraguayan and Uruguayan Imports

As has been mentioned, neither Paraguay nor Uruguay have a machine tools
industry, nor an industry in tools or accessories. However, in both countncs icre
is a range of metal-mechanical establishments of other branchcs some o w ic
cast and machine spare parts. In both cases, the fact tliat suei .
makes possible various agreements or associations with mac iine too
Brazil and Argentina daat want to aequire or sub-contiact paits.

When die Treaty of Asunción was signed, Paraguay and Un-iguay had°a^zcio

tariffon capital goods. As a rcsult of «> 14% by
externai tariff, the two countncs agieed to
2°°6. o

Table u-1 shows that Urugua/s MT imports ‘dicir sharc of
and in 1996 stood at twice the value impoite in dcíirce: the share has
the countr/s total imports did not increase to the b 
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fluctuated bcnvecn 0.11% and 0.21% in this dccade, far bclow the percentages
recordcd in Argentina, but above tliose for Paraguay.

As resards the source, Table U-l shows that Uruguayan imports from
««h L 42% in ” T19’6' Whi“

salcs declined in absolute values during the 1990s, Argcntine exports were
sustained but at leveis lower than in the 1980s. Urugua/s mam supplier of MT is
Italy whose share grew in 1986-1996 and reached approximately 34% m the
period 1994-1996. As in Argentina, there has been a marked growth in imports
from China, whose share in the total imported was around 14% in the same
period, pcrhaps reflccting the demand for relatively simple and low-price
machines.

Paracma/s MT imports, as shown in Table P-l, are notably lower than in the
1990s relative to the period 1987-1989, and tlieir share of total imports has fallen
markedly. In contrast to the Uruguayan case, Brazil and Argentina are Paragua/s
main suppliers, although their share fluctuates substantially. Dcspite BraziPs
predominance in intra-zone imports in the period 1986-1988, the situation was
balanced during the 1990s thanks to the growth of the Argentine share.
Combined, the two countries increascd their share in Paragua/s intra-zone
imports from 46% in 1986-1988 to 63% in 1994-1996. Another significant
source of Paraguayan MT imports is the United States. So too is Taiwan, whose
participation has grown consistently during the last ten years.

Sales to Paraguay and Uruguay have been relatively marginal to Brazilian and
Argentine MT exports, although they have been more important to the AMTI than
to the BMTI. In other words, the Treaty of Asunción added little to the situation
that prevailed under the Capital Goods Protocol. The leveis of Paraguayan and
Uruguayan MT imports from the other two MERCOSUR countries should probably
be attributed to proximity, and to the adaptation of Uruguayan and Paraguayan
demand to Argentine and Brazilian supply. Although in the Paraguayan case the
growth in the share of its two neighbors after the Treaty of Asunción suggests that
there could have been some trade diversion, in the case of Uruguay the data
presented above seem to rulc out this possibility.

Investments and Strategic Partnerships

out Car^er5 machine tools industry does not attract a high
and the ncrd^Th11 mvCStnJent’ aMough the restrictions on International trade
cm tduc such" “ C11CntS fOr dle pUrP°S“ of P- -d after-salcs Services

subsidiaries in the ZT'Ucos^T) °f
investment in production units co.k'1 O'ily one case wa* identificd of direct
firm and a Brazilian partncr’to p odu!c ^"n “ Aige™nc

p oduce spccial machines for the automotive 
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industry. Having faced great difficulties at the start of the 199ns .

for szlts and mcbmça.
semces. In the same penod, Rn™ and the Argentine company L „ “d
the same model of commerc.al and tecbnological eooperation wi* Bridj™
Machines Limited, anned at the British market. Gi.en ta etaratteri.tta ®
agreement deserves to bc examined in detail. ’

Despite the enormous differences in size, the owners of both companies have
had a very good personal relationship for many years and, at the cnd of 1995, they
signed a formal agreement on productive complementarity. The Argentine firm
has begun to produce (five monthly units since Februaiy 1998) a conventional
lathe (TORMAX 20) for which there is still significam dcmand in Brazil. The
Brazilian firm will discontinue its production when Argentine output rcaches 25
monthly units. This decision is part of die Brazilian firnfs strategy of deepening its
specialization in computerized numeric control lathcs and machining centers,
replacing conventional lathes.

The lathes in question are manufactured in Argentina, importing from Brazil
two diirds of their value (the cast bcdplates, the shafts and gearing for the speed
box), but the aim was gradually to reduce the import component to 45% by the
end of 1998. It is also planned that the Argentine firm will produce another
conventional lathe, the output of which the Brazilian maker currently exports in its
entirety to United States. In return, the Argentine company has exclusive rights to
scll TORMAX 20 lathes in Argentina.

This formal agreement had an immediate aim for the Argentine manufacturer,
since the firm could claim the draw-back corresponding to its exports, which it
cannot currently do. The main consideration is that the Argentine entrepreneur
saw the agreement as a First step toward selling his milling machines in Brazil
through die Brazilian firm’s marketing chain. This happencd in 1996 an gave nse
to the second, informal component of die agreement. When the razi lan
ends production of a universal milling machine very similar to onc t ia
Argentine company has always manufactured, dic lattci lopes to <
ta ouiput of milling machines to exports 10 Brazil us.ng lhe :
ofthelarga Brazilianfirm.The millingmachines tobeespoitcd ■
with the leveis of nacional contem prevailing in tlic Argentine ' n hfch
lhe volume of output predudes excessivo reson ,o imported components,
vvould be only profitable if they wcrc imported from

„rrinl dierc is also a tcchnological
Although the core of dic agreement is conim Argentine

component, basically geared towards leaining m giaziiian
technicians and towards quality inspcctions 
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manufacturer. The agrcement between Romi and Ficsai thus allows both
companies to benefit from economies of spec.ahzat.on, sca e and tram.ng in
production and sales, generating potential benefits for their clients that translate

into lower prices and better Service provision.
Altliough the two cmployers associations cstablished consultation mechanisms

in 1994 to identify possible company alliances between the countries, this single
case was apparcntly the result of dircct contacts between the two firms. The
Argentine firms retain some locational advantages that allow them to develop at a
lesser scale in an expanded and open market likc MERCOSUR, and some of them
have accumulatcd particular technological capacities that make possible
specialization in quality MT. Like their non-leading Brazilian counterparts, the
firms in question suppíy certain market “niches” where their technological assets
have some weight. A division of labor between Argentine and Brazilian producers
that facilitares the development of economies of specialization and greater
Argentine production in the MERCOSUR context faces severe limitations. A market
as open to imports as Argentina discourages direct foreign investment (including
Brazilian) geared towards exploiting or developing production capacity, and
towards generating some process of productive specialization within MERCOSUR.

Howevcr, the refusal of the Argentine and Brazilian firms to reach
complcmentarity agreements, the lack of interest of Brazilian or other firms in
investing in Argentina, and the fact that production costs in Argentina are
relatively high for specialization in low value added MT, make unlikely a process of
productive and commercial specialization within MERCOSUR unlcss there is a
change in sectoral policies.

6. Challenges and Prospects

The analysis above shows that the paths followed by the two MT industries
diverged substantially from the end of the 1970s, when the AMTI bore the brunt of
import hberalization without safeguards. In the second half of the 1980s, the sub-
regional integration process prompted linkages between the two industries, which
thereto had been independem, but this development had different meanings for
each of them.

For the Argentine industry, espccially in the period of binational integration
dcr.thc Goods Protocol, sales to the Brazilian market provided an escape

Bra?il her C 3C k ° • satisfactory macroeconomic conditions in Argentina, and
'X ofZt “í” >”
markeo gave nsTro ° sliata ?ddllio" of d,c Pmguayan and Uruguayan
main market - akhm k FeaSC !n exP°rts> but Brazil continucd to be the
previous period Besidf at*VC Slgnifícance declined in comparison to tlae

s e ircct cffccts arising from the increase in trade (which

250
Brazil, Mei-cosurand the Free Trade Arca of the Américas



            

251
brazil, Mcrcosiir and tbc Frcc Trade Arca oftbcA

allowed the survival of companies that wcre operating under hiohiv r L.
conditions, either bec,t,se of the radical opeXg
support mechanisms such as financing for MT sales^ thr ' ' • tradltI0nal
afforded the AMTI indirect benefits through the negotiation of ZcETA^ 
Of these agreements, thc Argentine government was forced to abandon its Z
tariff policy so as to harmonize it with the Brazilian tariff which brought a
minimum levei of protection for Argentine MT. The entry of Brazilian machincry
played a secondary role m a context of massive imports, which accounted for 90%
of the apparent consumption of MT in Argentina. Howevcr, thc fragility
introduccd into the AMTI as a result of the opening of thc 1970s limited the scopc
of the Protocol and, later, of the Treaty of Asunción, especially when the industry
had to face thc ncw opening to imports in tlie 1990s.

Some Argentine companies have survived in a very unfavorable environment,
as a result of a great effort at rcstructuring, and have demonstratcd thcir capacity
to face competition from imports. However, there is no indication that the AMTI
will expand significandy in vicw of thc national economic policy mechanisms that
have prevailed in the 1990s. The rcason is that instead of seeking mechanisms
(such as tliosc applied in Brazil) to promote the tcchnological modernization of
users and simultaneously to strcngtlien thc tcchnological capacitics devcloped in
this area, priority was given to tlic import of tangible assets. mercosur, while
contributing to thc survival of thc industry (as either a market or a catalyst for
tariff changes), is not a sufficicndy solid platform to induce growth.

In the Brazilian case, the Protocol was operational under conditions of high
protection against imports from third countries, which allowed some local
companies to adopt the elcctronic paradigm. This was particularly thc case for
those that led the sector in Brazil and that were absent in Argentina. In this
contcxt, the entry of Argentine machincs represented a healthy injcction o
competition, albeit in a limited range of produets. As has alrcady been secn, ®
later signing of thc Treaty of Asunción coincidcd with the opening o t ic
imports and to exports. In this situation of gieatci °Pcnin^’ icssened
competition (initially limited to lathes and then to shaping mac 11
and Sid not represent a threat to the survival of thc Braz. an nid^y Ne.d^d.d

Brazilian MT exports concentrate on the sub-rcgional nla‘ 'ct’ a .$ °specia]iy true
constitutes an encouraging change to thc : natl°”a for mcdiiun companies
for the leading manufacturcrs of mass producc ‘ ieac|crs lack acccss to thc
making rclativcly simple produets and that un i x t ic mer’cqsur is a liscflli
markets of thc most advaneed countries. n tu fostering cconomics of
instrument for industrial deconccntration, as wc
scale and, consequcntly, cost and pricc icductions



To date MEKCOSUR intcgtatioo is Itaited to the trado atea and revoais fratures
„f intra-industrial tr.de, Thcre is no evidente of trado d.verston from tdsewhere,
„id he probable «eeption of the case of Paragnay, T ,s tradu.g relat.onshtp rvas
tadameítallv eompetitise exeept for the parmershtp benveen Fresar and Romi,
which aimed to make their product li.ics complonentary and to mtroduce
economies of scale in bodt eoinpanics, The success of Romis North-South and
South-South cooperation suggests that this mechanism could be extended for

mutual bcnefit.
The characteristics of both industries indicatc that thcre is an intention to

advance in this field of commercial partnership, and cven to cstablish industrial
agreements with a view to supplementing the supply of parts and components.
This would allow economies of scale and cost, as wcll as price reductions.
Although market failings as a coordinating instrument justify government
intervention in such situations, the policies implementcd by the Argentine and
Brazilian governmcnts do not include such intervention. Analysis of the policies
pursued by the two countries shows that the strength of the coinmon externai
tariff - the main cconomic instrument of integration established by the
governmcnts of the sub-region - was directly undermined by other policies
granting tariff exemptions to imports from third countries. Lcss directly but no
less influentially, such macroeconomic policies as exchange and interest rates can
notably erode the significance of the tariff prefcrence.

By virtue of their local naturc, the policies that directly affect the CET can be
most easily modificd, sincc such change can possibly be offsct by other measures.
Consequently, it is suggcstcd that the Brazilian government should dcfinitivcly
eliminate the ex-tariff conccssion and should not facilitate imports of used
machinery. The Argentine government should not grant exemptions to those
turnkey projccts that have not yct bccn approved. In the same way, but
recognizing the significance of the interests at stakc, it would be advisablc that the
tariff levied on imports admitted under the regime governing the automotive
sector in all the countries should rise to the levei of the CET. Throughout the sub-
region, moreover, clauscs on sub-rcgional purchases of capital goods should be
applicd, similar to those now in force under the Brazilian regime on national
purc ases. I these regimes continue, thcre is a possibility of introducing a vvide
range of industrial dcvclopmcnt Instruments that govcrnments use to foster
negouations benveen suppliers and buyers in the production chain. This

amsm co e used at the sub-regional levei by combining scvcral
Instruments, such as tariffs and investment crcdits.

light of the sub u™CaSOnablL t0 Propose changcs to macroeconomic policies in

goxcinments have mcchanisms to mitigate the 
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adverse cffects of such policies on tire MTI and itc •
Instruments that, in the face of currcnt conditions, can nomblv hOnZOntaI
benefit other sectors. This is evidenced by fiscal policy on canital J
purchases of such produets, as »ell as flra| and credit mecl,X Í"d
technological trainmg. «imuiate

Finally, analysis of the Argentine and Brazilian machine tools industrv
underlmes tire importance of inter-governnrental policy coordination The fact that
this issue recurs in the hterature makes it no less relevant. Study of tire two sectors
indicates that coordination should not be limited to the macroeconomic dimension
and financing, which are normally stressed, but should include sectoral policies
that, bccause of their linkage effects, have a major impact on other activitics.

Altlrough the Argentine and Brazilian govcrnments share a macroeconomic
vision that gives primacy to capital goods imports, botlr have coordinated policies
of relative protection for local industries; such policies have their minimum
common denominator in die common externai tarifF. From anothcr perspective,
dais indicates that the govcrnments recognizc that it is necessary somehow to
balance the immediate interests of machine tools consumers and die economic and
technological benefits that arise from having a local MTI.

The above analysis illustratcs the need to extend policy coordination beyond
die tarifF environmcnt, and to avoid the weakening of diat instrument. The above
sections, for example, show the importance for the dcvelopment of die BMTI of
such mechanisms as the financing granted by the BNDES system and the
automotive regime’s clauses on national purchases, such mechanisms being absent
from die Argentine market.

The Brazilian case demonstrares that, in an unfavorable macroeconomic
situation and in die face of a unilateral opening with little protection, tiiose
companies that had accumulated technological and productive competence un cr
die protected conditions of die 1980s, with the suppoit of sector. p y
measures, could also expand their exports, confront imports an cut Pncíj
benefit of consumers. Thus was obviated the classic dilcmma tiat c\c
should choose between local production and imports o capita go . c
that, if the process of accumulation had not happcnc ™ path
protection, and if policies similar to those of Argentina had • P
pursucd by the BMTI would have bccn similar to diat o t

On the assumption diat there will bc no tcchlJ0^ no global crisis
die introduction of electronics in the 1970s), an ti*^ capacj^ die leading
that leaves International MT companies with Sica^ capacjty to compete with
companies of the BMTI will probably rctain t ici rc]ativcly simplc goods (of
imports. For the medium-sized companies proc uc
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, COSUR) thc main problem of competing with imports isthe kind exported to M > fmancing. Finally, as was already mentioned,
perhaps the mdab j a subordination strategy were the most vulnerable as a
the compames that p . and jnternal competition. Hence their

look blok in face of
opening. . . .

With pro^ress on the coordination of tariffand macroeconomic policies, it is tobe hòpcdP that thc governments wiU deepen their efforts to coordtnate, whtch

wodd bc oossiblc if Argentina were to introduce promot.on mechan.sms simtlarXse ol Brazil. Whilc it should bc acknowlcdged, as mentioned earher, that the
Listcnce of such mechanisms in one country and their absence m the other are

Derhaos due to very diffcrent methods and paths for industrial dcvelopment, it is
precisely the integration process that offers the chance to change such methods
and paths.
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Sourccs: American Machiai* (1986 and 1990) and M^ki^ (1997).

1 Ordcred by main produccrs in 1997. USSR.
2 In 1986 and 1990, Rússia includcd thc countncs of

TABLE 1: World Output and Exports of Machine Tools, 1986-1997
(millions of US$ 1997 and percentages)

Country1 Production Exports X/P
1986 1990 1997 1986 1990 1997 1986 1990 1997

1 Japan 9964 13353 9746 4441 4856 6690 44.6 36.4 68.6
2 Gcmiany 8970 11980 6567 5761 7066 4269 64.2 59.0 65.0
3 United States 3985 4236 4598 856 1296 1206 21.5 30.6 26.2
4 Italy 2353 4521 3570 1408 2123 2126 59.8 47.0 59.6
5 Switzerland 2065 3575 1838 1826 3119 1655 88.4 87.3 90.0
6 Taiwan 532 1151 1758 378 781 1311 71.1 67.8 74.6
7 China 528 1002 1700 12 305 330 2.2 30.5 19.4

8 UK 1328 2049 1382 573 1066 794 43.1 52.0 57.5

9 France 953 1600 957 447 635 456 46.9 39.7 47.7

10 South Korea 483 958 881 39 106 305 8.1 11.1 34 6

11 Spain 574 1238 816 258 551 507 44.9 44.5 62.1

12 Brazil 537 526 545 57 46 147 10.5 8.8 27.0

13 Canada 303 443 471 209 234 595 68.9 52.7 126.2

14 Czechoslovakia 554 234 262 450 229 207 81.2 97.8 79.0

15 índia 392 296 246 48 35 7 12.2 11.9 2.9

16 Áustria 226 346 226 233 477 190 103.2 137.9 83.9

17 Poland 223 152 189 100 33 56 44.8 21.7 29.9

18 Sweden 310 330 181 238 353 200 76.6 106.8 110.5

19 Belgium 218 347 168 381 663 235 175.3 191.0 1402

20 Rússia2 5324 4880 167 418 366 78 7.8 7.5 46.7

21 Finland 74 62 160 26 46 140 35.3 74.8 87.7

22 Netherlands 94 166 108 175 239 196 186.2 144.4 181.7

23 Turkey 108 - - 15 - - 136

24 Demnark 104 104 72 75 116 69 72.2 111.9 95.8

25 Yugoslavia 566 769 68 318 567 53 56.2 73.7 78.5

26 Ukraine 64 - - 3 4.7

444 588 57 75 156 41 17.0 26.5 71.1

28 Croatia

29 Portugal

30 SlovakRep.

31 México

32 Argentina

33 Hungary

34 South África

Others

Total

19

25
4s”

261

474

41930

40

26
5?

33

16

168

55244

44

33

27

25
2o"

7

S
Õ"

37064

4
V

200

398

19420

24~

13~

39
i7

(T

353

25904

997).

32

22

35

14
T

T

3

0

21995

53.8

176

14.3

76.7

83.9

46.3

60.1

50.2
707

326"

36

210.6

46.9

74.0

65.1

129.5

57.2
24.7

74.3

52 8

59.3
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TABLE 2: Comparison of the Argentine and Brazilian MT Industries: Average

1995/97
(millions of US$ 1997 and percentages) _______________ ____________

Sourcc: SquarcsTO-1 and B-l

------------------------------------------- Argentina Brazil A/B (%)

Output
27 594 _____________4,5

Exports 13 116 ____________ 11,2

Imports 116 455 25,5

Apparent consumption 130 933 13,9

Export coefficient 46.9 19.5 __________ 240.5

Import coefficient 88.8 48.8 ___________182.0

TABLE 3: Trade Indicators for the MT Sector, 1986-1997

Argentina

86/88 91/93 94/96 1997

Index of regional orientarion 16.69 3.24 3.93 4.45

Index of rcvcaled comparativc advantages 0.41 0.21 0.13 n.a

Index of contribution to the trade balance -0.92 -1.41 -1.19 -0.82

Coefficient of intra-industrial trade 16.89 80.95 56.44 87.60

Value of intra-industrial trade 2256 8900 12398 15051

Brazil

86/88 91/93 94/96 1997
índex of regional orientation 1.26 1.09 1.32 0.58
Index of rcvcaled comparativc advantages 0.18 0.45 0.51 n.a.
Index of contribution to the trade balance -1.35 -1.48 -1.44 -1,47
Coefficient of intra-industrial trade 16.89 80.95 56.44 87.60
Value of intra-industrial trade 2256 8900 12398 15051

Sourccs: INTAL: Argentine trade 1986-96 and Brazilian 1986-1995;
DECEX: data for Brazil 1996 and 1997;
AAFAIHA: data for Argentina 1997;
UNCTAh: world trade 1991-96; and
American Machinist: world trade 1986-1988.
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TABLE A-1: Output, Trade and Apparent Consumption
of MT in Argentina, 1986-1997 P On

(millions current US$ and percentages)

Source: Authors* prcscntatíon based on data from AAFMHA and intal.

OUTPUT IMPORTS EXPORTS CONSUAimON 1/C X/I’
1986 33.17 16.41 4.72 44.86 36.58 1423
1987 39.91 38.34 16.0 62.23 61.61 40.14
1988 48.62 44.6 32.64 60.58 73.62 67.13
1989 41 64 29.91 31.31 40.24 74.33 75.19
1990 44.84 32.14 31.70 45.27 70.98 70.70
1991 30.42 98.82 16.10 113.13 87.34 52.93
1992 31.84 71.15 7.88 95.11 74.81 24.75
1993 25.18 90.39 7.17 108.40 83.38 28.46
1994 24.99 119.32 6.23 138.08 86.41 24.91
1995 31.03 84.37 16.32 99.08 85.16 52.61
1996 23.55 142.92 11.14 155.33 92.01 47.30

1997 25.81 112 68 10.25 128.24 87.87 39.71

Thrce-ycar averages

86/88 4057 33.12 17.79 55.89 59.25 43.86

91/93 29.14 86.79 10.38 105.55 82.22 35.62

94/96 26.53 115.53 11.23 130.83 88 31 42.34

Brazilf Mcrcosur and the Frce TradeArca oftbt, A
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TABLE A-2: Destination of Argentine MT Exports

(US$ thousands and percentages)

In absolute values _______
Destination 1990 1991 1992 1993 1994 1995 1996 1997

Brazil 29.315 1.340 2.248 1.919 2.459 10.697 6.307 6.592

Uruguay 904 991 456 450 147 813 540 378

Paraguay 293 233 531 130 333 724 747 335

TOTAL MERCOSUR 30.513 12.564 3.235 2.498 2.940 12.235 7.594 7.305

United States 334 405 337 4.371 200 970 799 970

Rcst ofLarin America 6.278 5.539 4.370 3.154 2.857 2.800 2.072 1.942

Rcst of thc world 1.634 1.117 364 696 474 1.174 941 31

Total 38.758 19.626 8.305 10.719 6.471 17.178 11.405 10.248

In percentages
Destination 1990 1991 1992 1993 1994 1995 1996 1997

Brazil 75.64 57.78 27.06 17.90 38.00 62.27 55.30 64.32

Uruguay 2.33 5.05 5.50 4.19 2.27 4.73 4.74 3.69

Paraguay 0.76 1.19 6.39 1.21 5.15 4.22 6.55 3.27

TOTAL MERCOSUR 78.73 64.02 38.95 23.31 45.43 71.22 66.58 71.28

United States 0.86 2.07 4.05 40.77 3.09 5.65 7.01 9.47

Rcst of 1 jrin America 16.20 28.22 52.62 29.43 44.15 16.30 18.16 18.95

Rcst of the «t>rld 4.22 5.69 4.38 6.49 7.33 6.83 8.25 0.30

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Three-year averages
Destination In thousands of 1997 USS In percentages

86/88 91/93 94/96 86/88 91/93 94/96
Brazil 16.710 5.169 6.488 65.06 40.12 55.52
Uruguay 517 632 500 2.01 4.91 4.28
Paraguay 201 298 602 0.78 2.31 5.15
TOTAL MERCOSUR 17.428 6.099 7.589 67.86 47.34 64.95
United States 774 1.704 656 3.01 13.23 5.62
Rcst of Jarin America 6.948 4.354 2.576 27.05 33.80 22.05
Rcst of thc workl 533 726 863 2.08 5.63 7.39
Total 25.684 12.883 11.685 100.00 100.00 100.00

source: Authors presenranon biscd on data from AAFMHA and IOTAI.. --------------------- ---------------                             

258 ~;___________ _____ ______________________________
Biazil, Mcrcosur and the Free Tradc Arca of thc Américas



Sourcc:

TABLE B-l: Output, Export, Import and Apparent CnnOf MT in Brazil, 1986-1997 ent Consumption

/millions current US$)

Ycar Output Exports X/P (%) Imports I/C(%) Consumption

1986 552 26 4.76 56 9.58 582

1987 523 24 4.68 114 —18.57 612

1988 547 40 7.32 146 22.35 653

1989 461 31 6.64 168 28.05 ___ 598

1990 431 37 8.67 208 34.55 602

1991 350 68 19.55 227 44.64 509

1992 286 65 22.79 168 43.24 390

1993 437 75 17.15 161 30.76 523

1994 467 62 13.32 228 36.02 633

1995 668 117 17.47 424 43.44 975

1996 522 119 22.81 426 51.36 829

1997 543 104 19.14 484

d bv ARIMAO. C

52.42

ACEX and DECE

923

K.
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TABLE B-2: Destination of Brazilian MT Exports, 1990-1997
(thousands 1997 US$ and percentages) in absolute yalues

Destination 1990 1991 1992 1994 1995 1996 1997

582 9.713 6.297 9.136 6.119 34.597 9.502

Paraguai* 164 940 767 893 1.242 1.123 1.403

Uruguai* 414 895 388 529 296 225 254

Total MERCOSUR 1.160 11.548 7.452 10.558 7.658 35.945 11.159

Rcst of 1-irin America 5232 7 281 8.809 9.784 14 245 7.685 6.913

Cetro anv 15542 21.058 10.333 8.736 9.748 17.950 15.609

United States 15782 31.913 44.991 31.217 79.548 50.839 39.366

China 0 0 0 163 320 2.105 1.163

Rot of rhc world 7.942 8.607 2.824 6.878 11.377 7.390 29.808

Total 45.658 80.408 74.409 67.337 122.895 121.914 104.018

In percentages

Three-year averages

Destination 1990 1991 1992 1994 1995 1996 1997

Argentina 1.27 12.08 8.46 13.57 4.98 28.38 9.13

Paraguay 0.36 1.17 1.03 1.33 1.01 0.92 1.35

Uruguay 0.91 1.11 052 0.79 0.24 0.18 0.24
Total MERCOSUR 2.54 14.36 10.01 15.68 6.23 29.48 10.73
Rcst of I Jtin America 11.46 9.05 11.84 14.53 11.59 6.30 6.65
Ccrmany 34. (M 26.19 13.89 12.97 7.93 14.72 15.01
United States 34.57 39.69 60.46 46.36 64.73 41.70 37.85
China 0.00 0.00 0.00 0.24 0.26 1.73 1.12
Rcst of thc world 17.40 10.70 3.80 10.21 9.26 6.06 28 66
Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Destination In absolute values In percentages
86/88 91/93 94/96 86/88 91/9.3 94/96

Argentina 1.418 7.933 16.617 3.29 10.00 15.97
Paraguay 992 957 1.086 2.30 1.21 1.04
Uruguay 272 637 350 0.63 0.80 0.34
Total MERCOSUR 2.682 9.527 18.054 6.23 12.01 17.35

8.471 9.288 10.571 19.67 11.71 10.16
Ciermany 3.791 11.735 12.145 8.80 14.79 11.67United States 23.327 41.511 53.868 54.16 52.33 51.77China 409 2.152 863 0.95 7 71 0.83
nest ot me world 4 392 c tno --------------------- -------------------------------------------—;--------------------------------- ------- —-------- 5 109 8.54» 10.20 644 s22

’------------ -—--- ?9.322 104.049 100.00 100.00 100.00
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TABLE B-3: Origin of Brazilian Imports by Country (thou,nnHe . .
US$ and percentages) in absolufe values nd constanf 199?

Origin

Germany

Argentina

China

1990

57.670

27.618

578

1991

87.3.35

18.727

201

1992

55.141

2.678

144

1993

64.510

1.764

114

1994

58.193

1.780

9(XI

1995

105.576

10.863

3.640

1996

178.646

4 900

2.350

1997

105.947

9.110

3.283
Spain 47.501 34.932 4.896 3.344 4.491 16.013 28.563
United States 41.684 32.966 31.694 31.875 36.712 74.594 63.695
Italy 27.1.3.3 30.175 28.368 33.440 50.707 62.128 54.716 100.80]
Japan 12.0.36 16.368 35.886 20.75.3 35.184 62.960 34.126 78.950
Switzerland____________ 16.907 12.084 13.421 5.885 20.765 36.869 16.479 15.602
Taiwan 1..341 1.376 5.956 5.376 12.269 14.333 8.972 24.878
Rcst of the world 21.568 32.616 12.099 20.351 44.324 57.238 43.173 40.035
Total 254.035 266.780 190.283 187.413 265.325 444.213 435.621 484.005

In percentages
Origin 1990 1991 1992 1993 1994 1995 1996 1997

Germany 22.70 32.74 28.98 34.42 21.93 23.77 42.24 21.89
Argentina 10.87 7.02 1.41 0.94 0.67 2.45 1.16 1.88

China 0.23 0.08 0.08 0.06 0.34 0.82 0.56 0.68

Spain 18.70 13.09 2.57 1.78 1.69 3.60 6.75 4.96

United States 16.41 12.36 16.66 17.01 13 84 16.79 15.06 16.82

Italy 10.68 11 31 14.91 17.84 19.11 13.99 12.94 20.83

Japan 4.74 6.14 18.86 11.07 13.26 14.17 8.07 16.31

Switzerland 6.66 4.53 7.05 3.14 7.83 8.30 3.90 3.22

Taiwan 0.53 0.52 3.13 2.87 ’ 4.62 3.23 2.12 5 14

Rcst of the world 8.49 12 23 6.36 10.86 16.71 12.89 991 8.27

Total 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Three-year averages
ln absolute values

86/88

38.059 1.5510.885.8486.624
0.61O.CM)2 297133

6.581.4816.35512.3441.651Spain 15.0313.4958.33428.18415.011United States 14.8014.3410.3955 85026.89111.562Italy 11.68II 39
44.09021.36011.907 4.867.6724 7059 116 2.00

Taiwan
18.89912.419Rcst of the workl 100.00100.00

187.555 7(1990/95) and 1*CEX (1996/97).111.288Total

86/88

34.20
Origin

Germany

Argentina

China

91/93

32.13
94/96

114.138
91/93

60.258

Japan

Switzerland

In percentages _________

94/96

30.24

381.720

Sourcc: Authors’ prcscntacion bascd on inforination pro n

0.07
12.108

15.45

3.14

10.70

8535

100.00

________________ _____ _—' 25/
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TABIE B-4: Moin Brozilion MT Exportersto MERCOSUR, 1991 and >997 (USS
thousands In overage value and share m lolol onnuol exports)___________

YEAR extorter CLASS NBM VAI.UE % CR4

1991 R. Grobb 57 | 4671 47.5 ________ 81.0

Nagd 60 1725 17.5

Romi 58 1064 10.9

Gcrdau 6.3 500 5.1

1992 Romi 57 184 2.9 ________ 44.5

Romi 58 1629 25.3

Traub 58 .356 5.5

Sratomaric 62 .350 5.5

Eisamc 62 .3.38 5.3

1993 Romi 57 292 .3.4 40.1

Romi 58 1600 18.5

Nardini 58 566 6.6

Sorg 62 5.38 6.2

Nwton 62 46.3 5.4

1994 Romi 57 254 2.6 51.4
Romi 58 1711 17.5
Unidcnriíied n.a. 19.37 19.8
NichofT 62 11.3 1.1
NichofT 6.3 600 6.1
Ncwton 62 422 4.3

1995 Thywcn 57 1105 15.2 46.6
Scania 60 81 1.1
Scania 61 802 11.0
Romi 57 98 1.3
Romi 58 7.38 10.1
lochpc 59 105 1.4
lochpc 60 471 6.5

1996 Schulcr 62 29812 84.8 92.4
Romi 57 2.32 0.7
Romi 58 2155 6.1
Ncwton 62 5.31 1.5

-------------------- —
Dana Scvvral 275 0.8

1997 Romi 57 694 6 7 AA 3
-------------------------------------------------------------------- - ------ 3419

Nagd
Scania

60
Scxrral

1548
972

13.8 ___________________

Sourcc: Authors’
Ncwton

prcscntation bascd
62

on Information pro
786

■'icicd by DECEX.
7.0
—
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TABLE p-l: Origin of Paraguayan MT Imports, 1986-1996
(thousands of 1997 US$ and percentages)

Origin 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 86/88 91/93
Argentina 13 94 136 71 279 518 754 332 338 649 433 81 535
Brazil 2210 3013 119 449 136 609 720 326 649 560 813 1781 552 674
Total
MERCOSUR 2223 3111 255 520 435 1127 1474 670 987 1209 1249 1863 1090 1148
Gcrmany 12 67 453 57 31 143 599 74 90 48 118 177 272 85
Bdgium 0 1 3540 3884 0 22 0 0 0 0 1 1181 7 0
Spain 1 45 53 4 5 13 0 10 0 7 170 33 8 59

USA 7 14 71 37 2(M 39 559 160 56 55 364 31 253 158

Italy ______ 17 941 1099 1 34 579 553 52 22 184 38 686 395 81

Taiwan 0 11 31 36 46 109 237 152 50 375 30 14 166 151

Rcst of rhc
worid 155 69 43 40 277 86 221 595 44 238 135 89 301 139

Total 2417 4259 5545 4579 1033 2119 3644 1714 1249 2116 2104 4074 2492 1823

% MT/Total 0.29 0.51 0.72 0.54 0.07 0.14 0.26 0.10 0.05 0.07 0.07 0.50 0.16 0.07

In percentages

Sourcc: Authors’ prcscntarion bascd on INTAL dara.

Origin 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 86/88 91/93 94/96

Argentina 0.54 2.21 2.46 1.55 26.98 24.46 20.70 19.37 27.04 30.65 20.56 1.99 21.46 25.94

Brazil 91.46 70.74 2.14 9.81 13.14 28.73 19.76 19.04 51.99 26.47 38.65 43.71 22.14 36.98

Total
MERCOSUR 92.00 73.04 4.60 11.35 42.13 53.19 40.45 39.12 79.03 57.11 59.36 45.73 43.76 62.98

Gcrmany 0.48 1.58 8.17 1.24 2.96 6.77 16.44 4.34 7.19 2.29 5.59 4.35 10.92 4.68

Bdgium 0.00 0.03 63.85 84.82 0.00 1.05 0.00 0.00 0.00 0.00 0.05 28.98 0.30 0.02

Spain 0.06 1.05 0.95 0.08 0.47 0.61 0.00 0.58 0.00 0.35 8.07 0.81 0.31 3.24

USA 0.30 0.33 1.29 0.82 1976 1.83 15.34 9.33 4.51 259 17.31 0.76 10.13 8.69

Italy 0.72 22.09 19.82 0.03 3.31 27.34 15.18 3.04 1.73 8.71 1.80 16.83 15.85 4.46

Taiwan 0.00 0.26 0.56 0.79 4.50 5 16 6.51 8.87 3.99 17.71 1.41 0.35 6.67 8.31

Rcst of thc
worid 6.43 1.61 0.78 0.87 26.86 4.05 6.07 34 72 3.55 11.24 6.42 2.19 12.06 7.63

______ ---------------------------- 263
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TABLE U-l: Origin of Uruguayan MT Imports (1986-1996)
(thousands of 1997 US$ and percentages) in 1997 US$

Origin 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 86/88 91/93 94/96

Argentina 267 519 669 1250 703 436 481 414 315 443 519 485 444 426

Braz.il 241 181 274 291 325 249 1015 714 347 295 188 232 659 277

Total
MERCOSUR 509 700 942 1540 1028 685 1497 1128 662 738 707 717 1103 702

Germany 89 48 213 347 60 20 165 104 43 179 116 116 97 113

China 0 41 111 189 418 638 889 711 699 455 502 50 746 552

USA 4 143 75 118 12 188 266 141 180 151 559 74 198 296

Italy 100 52 345 192 26 1136 216 966 568 1057 2200 166 773 1275

Taivvan 12 114 61 229 121 163 802 426 245 225 128 62 464 199

Rcsr of thc
worid 92 986 431 866 340 509 711 317 897 492 731 503 512 707

Total 805 2082 2179 3482 2004 3339 4546 3794 3295 3297 4943 1689 3893 3845

%MT/Total 0.06 0.13 0.14 0.22 0.12 0.18 0.21 0.15 0.12 0.11 0.15 0.12 0.18 0.13

in percentages

Origin 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 86/88 91/93 94/96

Argentina 33.21 24.92 30.69 35.88 35.06 13.05 10.59 10.91 9.56 13.45 10.49 28.72 11.40 11.07

Brazil 29.96 8.69 12.56 8.35 16.22 7.46 22.34 18.81 10.55 8.94 3.81 13.73 16.94 7.20

Total
MERCOSUR 63.18 33.60 43.25 44.24 51.28 20.51 32.93 29.72 20.11 22.39 14.30 42.45 28.34 18.27
Germany 11.01 2.29 9.78 9.98 2.99 0.60 3.64 2.75 1.31 5.43 2.34 6.90 2.48 2.93
China 0.00 1.95 5.07 5.43 20.85 19.11 19.55 18.75 21.22 13.80 10.16 2.98 19.17 14.36
USA 0.54 6.87 3.47 3.40 0.61 5.63 5.85 3.72 5.45 4.57 11.30 4.40 5.09 7.71
Italy 12.45 249 15.84 5.51 1.28 34.03 4.74 25.45 17.25 32.07 44.52 9.82 19.84 33.17
Taiwan 1.44 5.45 2.78 6.58 6.04 4.89 17.65 11.23 7.42 6.83 2.59 3.67 11.92 5.18
Rcsr of thc
wurkl 11.37 47.34 19.80 24 87 16.95 15.24 15.64 8.37 27.23 14.92 14.80 29.78 13.16 18.38
Total

Source: Aurli

100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00
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THE IMPACT OF MERCOSUR ON GROWTH IN THE PETROCHEMICAL SECTOR

Lia Hascnclevcr, Andrés Lépez, and José Clemente de Oliveira

1. Introduction
HROUGHOUT THE 1990s, MOST Latin-Amcrican countries adopted structural

i reform programs - trade opening, privatization and market deregulation -
and have cnjoycd higher macroeconomic growth and lower inflation than in the
1980s. The old regulatory framework developcd under import substituting
industrialization (ISI) has bcen dismantled and a new regime is emerging, as yet
not fully crystallized, in which the role of the State is being reduced and icdefined,
and in which market forces are gaining ground.

The Southern Cone of Latin America has been no exception to thesc trends,
although the countries of the region have had different experiences. In addition to
the general changes mentioned above, Argentina, Brazil, Paraguay and Uruguay
have also formed a customs union, MERCOSUR. Based on the Integration and
Economic Coopcration Program signed by Argentina and Brazil in 1986, .the
integration process was widened to include Paraguay and Uruguay in 1991 witli
the signing of the Treaty of Asunción. The treaty set out cri teria for the creation of
a customs union, which was completed in 1995, although there are significant
exceptions that reflect specific circumstances in the various productive sectors and
countries involved.

While it has affected sectors, firms and countries in different ways, MERCOSUR
has had a significant impact in addition to tlie changes wrought by structural
reform and macroeconomic change. The main aim of this article is to analyze — in
tlie case of the petrochemical industry (PCI) - the extent to which MERCOSUR has
enablcd the icstructuring processes to have lower social costs and how integration
has generated significant gains in terms of productivity, quality, economies of
scale, specialization and know-how, compared to what would have bcen the case
had unilateral opening occurred without MERCOSUR. The main questions are:

i) How has sectoral trade within MERCOSUR and with the rest of the world
changed in the 1990s compared with the 1980s?

>i) How has MERCOSUR influenced tlie redefinition of company strategies, types
of competition, and pattems of PCI specialization in the sub-region?

iii) How has MERCOSUR fostered the restructuring of the PC! with regard to
mvestment, productivity and compctitiveness?

tlnt^s/dTn lê1085?'"0 7 thC StUdy C°mblneS a scctoral studies approach with
that used in the analysis of trade and integration. It analyzes patterns of intra- 
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industrial spectatata, and the technologital and organiaational tharaueriatio of
petrochcmical production in the mercosur sub-reeion90 n • .
complicatcd .0 -aeparate” analyically MBKCOSWs fepL rroni *
by otlicr changes - trado opemng, privatiaa.ion, dertgdadon, mactoLomk
change etc. However, by examming certain indicators, particularly thosc related to
trade flows, and by mcans of consultations and interviews with the sectofs main
firms in Argentina and Biazil, it is possible to draw some preliminary conclusions
about die cfFects of MERCOSUR on the PCI in both countries and to identify some
of the challenges facing the sector.

The following section contains a biief synthesis of the International contcxt in
which the PCI is dcveloping, existing fornis of competition, the determinants of
competitiveness, and the main techno-productive characteristics of the industry.91
The third section summarizes the main features of PCI development in Argentina
and Brazil over thc past decade. The fourth section discusscs events in the 1990s,
highlighting the profound changes in the sector’s regulatory regime, its effccts on
the workings of the PCI, and its influence on the strategies and positioning of firms
in the sector. The fifth section analyzes the three questions poscd above with
respect to thc PCI’s recent development. Finally, the articlc discusscs the prospccts
for thc sector in the context of MERCOSUR, and makes some sub-rcgional policy
recommendations.

Brazil, Mercosur and thc Free Trade A rea oj the /

2. The International Context

The PCI is highly capital intensive, and investments in dic sector exhibit
significant economies of scale, both in productive units as well as at die firm/group
levei. There is also a high cost penalty for plants that operate bclow die mínimum

levei of efficiency of installed capacity.
Vertical integration is typical of die PCI. Among its main detei]n“

technological factors; economies of agglomeration, economies o
(diese are important given the highly specific nature of the teda^h

monopolistic elements (transfer prices, upsncam |iydr0carbons),
entry, etc.); and first-stage costs (extraction aíK te min^ petrochemjcai
which can bc absorbed by firms that can integia Be of thc cxistcnce of
production. Horizontal integration is also important, bccause

------------------------------------------------------------ thc cases of Argentina and Brazil,
90 With regard to petrochemical production, thc study focus« on icyll Supp|y is

given that Paraguay lacks domestic product.on a d^.n^^ >hemci| indllstty wh,ch has, as a

cxtrcmdy limitcd, although there is a rtaSO1 ' j°jnpllts (EREC0, 1994).
general characteristic, a high dcpendence on nnpo red mcthodologicll

” Definitions of dte technic.il aspects of perrochenucal pnxl

anncx.

technic.il


economies of scopc in R&D, marketing, administration and financing

(Chudnovsky and Lópcz, 1997).
Production capacity increases and decreases in a modular fashion because of the

strona indivisibilitics of investment in the sector. Durmg expansion phases, the
steps mvolved in proving the cxistcncc of reserves, sustaming favorable investment
conditions and in actuaUy making the investment take a substantial amount of
time In periods of falling demand, firms give prionty to continuing a high use of
capacity, but at the expense of operating at prices close to variable costs. This
happensin a context where compctition is largely oligopolistic at the national and
sub-regional leveis and, increasingly, at the global levei.

Transnational companies (TNCs) play a key role in this oligopolistic
competitiveness, particularly since they control most of die technologies used. In
many cases, these firms opt to exploit their active technologies via licenses - an
obligation for firms tiiat work exclusively on engineering and technological
development - or by direct investment abroad. A number of issues affect diese
decisions. They include the degree of maturity of die processes and produets, ease
of transport, the physical, geographic and economic characteristics of national
markets where the strategy will be applied, as well as those markets’ openness to
trade, capital and foreign tcchnology.

International trade does not loom large in the PCI. At the start of the decade,
only 8.0% of Western Europe’s plastics production was exported outside tlie
region; in tlie United States and Japan the percentages were 11.0% and 11.5%
respectively, most of which was sold to neighboring zones. This trade is also
“managed”, with oligopolistic practices, State regulations, and considerable use of anti-
dumping measures. Price setting depends largely on unabsorbed (excess) production
on the part of tlie main produccr markets, wherein the floor price is tlie variable costs
of production.

However, the PCI is subjcct to international price cycles, which are determined
by two factors: the price of raw materiais and, most important, die balance
between installed capacity and demand - which basically depends on the levei of
economic activity in developed countries (DCs), but which is increasingly rclatcd
also to growtli in Asian countries. The cxistcncc of price cycles reinforces the
miportance of maintaining integration strategies, both vertical and horizontal (since
they givc firms greater flexibility in their productive mix and smooth the impact of
different price changes dirough tlie various stages of die chain), and of establishing
long-term contracts. When prices are low, die need to keep using capacity leads firms
to practice aggressive export policies and dumping becomes habitual.

Between 1994 and mid-1997, prices boomed thanks largely to two factors: US
e nomie giow an nna’s strong imports. In die period 1998-2000, by 

268
Brazil, Mmosur and the Frce Trade Arca ofthe Américas



contrast, priccs for most high-volume thermoplastic products will bc I™ u
Of the slowdown in world economic growth and lower demand in AshH
the financial difficulties affecting many Asian firms could delay expansion prZZ
thercby tmproving the supply-demand balance and limiting the fali i
Hence rt is estimated that although the crisis is having negative cffccts on pXes in
the short term, the lower pace of supply in Asia could improve tire supply/demand
balances towards the cnd of the century, and thereby help to sustain priccs.

In recent dccades there has been a notable increase in tire participation of less
dcveloped countries (LDCs) in production and export of petrochemicals world-
wide. This bcgan in the large installations of the oil-producing countries in the
Middle East and North África, and in the fast-growing economies of South East
Asia. For a country to become a major exporter of petrochemicals, it has to have a
sizeable domestic market to sustain efficient plants both in scalc and tcchnology.

Most petrochemical tcchnology has come from a small group of firms based in
DCs, which dcdicated large proportions of their sales to R&D. To enter the PCI,
thercfore, LDC firms depcnd on importcd tcchnology. Altliough petrochemical
firms own a high proportion of the tcchnology supplied, a large number of
engineering firms are also tcchnology suppliers. There are usually various
alternativc suppliers of cach product in the commodities sector, but this does not
apply to fine Chemicals and specialties.

Finally, it should bc cmphasizcd that the exogenous determinants of the
sectofs competitiveness are the availability and price of raw materiais and the cost
of fixed investment. Raw materiais (petroleum, natural gas, liquid piopane gas)
represent a significant proportion (some 60-65%) of the production costs of basic
petrochemicals, a proportion that falis to 10-30% of the production costs of final
petrochemical products. The large sums involved and long maturity pciio s
investments in the PCI also make the cost of capital significant, this genera } pu

LDCs at a disadvantage.
92

3. The Evolution of the Petrochemical Industry in MERCOSUR

As in most other producer countries, the PCI includcd
from broad and, in the Brazilian case, well-ai i < ■‘ combination
the definition of rcgulatoiy frameworks and t ae imp cm dcveloped under
of fiscal and eredit Ztinauli and incentives. These seetotai pohe.es P

ISI and existed until tlae 1980s.

- ----------------------------------------- -----------------. , I nnez (1997) and López. (1994), for the case
” For a more extensive analysis, scc Chudnovsky an - P jç94) for the casc of Hrazi •

of Argentina, and Hascnclever (1988) and Ohve.ra (19
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In Argentina, although the first petrochemical plants were mstalled m the
1940s it was onlv at the end of the 1950s that the PCI really began to develop.
The fítst stage las'ted until the end of the 1960s, when the sector was run by a
Rroup of TNCs operating small plants for the domestie market. The development
of tlae PCI then took a leap with the creation of ovo petrochemical centers whose
“mother” plants - Petroquímica General Mosconi (PGM) and Petroquímica Bahia
Blanca (PBB) - were majority-owned by the State. The plan was that the satellite
plants to which the mother plants provided basic produets would operate under
the control of private capital (preferably national), widi minority State
participation. The ncw regime aimed to replace intra-firm vertical integration, a
characteristic of the sector at the international levei, with a public-private intra-
branch linkage (petrochemical pole). However, in practice these centers became a
kind of “anti-pole”, since tlic construction of the satellite plants was either not
implemented or seriously delayed. This led to unplanned exccsses and scarcities
which had to be resolved through exports and/or imports, depending on the
probleni.

The conibination of unsatisficd local demand with a favorable regulatory
regime enabled the PCI to be one of dic few growdi manufacturing scctors in
Argentina during the economic difficultics of dic 1980s. In light of the sharp fali
of tlie investment coefTicient in manufacturing industry in the 1980s, more than
USS 1.2bn was invested in the PCI - at 1980s prices - and 12 plants were opened. In
contrast to the absolute fali in GDP, tlie physical output of tlie PCI grew at an annual
rate of almost 10%, from just over 1 million tonnes to over 2.5 million tonnes
between 1980 and 1990. Exports grew - in physical volume - by 8.5% per year,
reaching almost USS 400m at tlie end of tlie dccade.

Promotion policies played a key role in tliis expansion. The State provided a
substantial portion of the investment costs (through industrial promotion
regimes), ensured favorable prices and the prcferential provision of raw materiais,
protccted tlie domestie market through tariff and non-tariff barriers, and regulatcd
entry to tlie sector as a means of avoiding “excessive” competition in the domestie
market. However, the regulatory regimes began to impose minimum scale
requirements on plants. As a result, the plants that opened in the 1980s were
generally internationally efficient in scale, albeit at the lower end of the range.

During this phase, the participation of national firms in the PCI grew strongly.
The “nationalist” bias in sectoral policies (eliminated at least formally after 1976),
national firms’ easicr access to official channels, and their superior knowledgc of

e oc en\ ironmenf’ were decisivc in fostering their rise to sectoral leadership.
The advance of national capital was concentrated in a few conglomeratcs that had
exrsted smce the second halfof the 1970s and were expanding their presence in the
Argentme economy. They were prime beneficiaries of the varioí sectoral and 
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regional industrial promotion regimes, which lasted until the 1980. r ,
and in contrast to what happened in Brazil, the tncs that leased the Th”? Y’
uscd in the plants during the !980s did not f„m prmctshi ™
managing the projects. r ai rirms

In Brazil, the First attempts to break into petrochemicals production date from
the 1950s. Towards the mid-1960s, títere were already some second generation
plants operating in São Paulo (largely owned by TNCs), as well as some units
owned by the parastatal oil company Petrobras. In International tcrms, the latter
were generally small-scale. It was not until the construction of the petrochemical
center in Sao Paulo (1964-1969) that the Brazilian PCI began to emerge as a sector
with an International scalc and modern technology. It was also here that the so-
callcd “tripartite” model began to devclop (see below), with the participadon of
national private capital, die State (through Petroquisa, the PCI subsidiaiy of
Petrobras) and foreign capital.

The rapid growth of the Brazilian economy from the mid-1960s generated
huge demand for petrochemical produets. This led the government to introduce
generous promotion regimes, rcsulting in the crcation of the petrochemical centcrs
of Camacari (Bahia) and Triunfo (Rio Grande do Sul) in the 1970s and 1980s
respcctively. Although they were set up to substituto imports, bodi centcrs began
operations with a capacity that exceedcd domestic demand. This turned Brazil into
an exporter of petrochemical produets.

The consolidation of the tripartite model facilitated the cconomic policy goals
of the State bureaucracy: the crcation of nationally-controllcd firms, dianks to the
presence of private domestic partners and the State sector, which were largely
fínanced with private capital through die participation of local and foreign pri\ ate
partners (who essentially brought the technological packagcs for the irms to  
install).  

Meanwhile, national capital sought to establish regional alliances. ben  
Mariani, Económico and Odcbrecht groups in Bahia, an tic .

Hansen groups inC,»dedoSuL“

their activities and saw kcy oppoi tunitics national private
brought about the domination of the petiociemic. u natjona| groups in
capital (which took place at a time of intensc ivcrsi íca f reducc the
otíer sectors), and enabled the groups to consohdatc thc.r hold.ngs

risks of petrochemical investment. way the PCI was
On balance, therc have been significamRdl^‘C^“ ikhough the PCI began a

established and dcveloped in Argentina an ia jnorc qUickly in Brazil,
decade carlicr in Argentina, die industiy g not invoivcd in die
particularly from the 1970s onwaics.

__ ___________ —' 27/
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construction of petrochemical centcrs in Argentina, while m Brazil thc tnpamte”
model was dcveloped to exploit thc bargaining power stemming from the size of
thc domestic market. Third, installed capacity in Brazil reached International leveis
in terms of both scale and tcchnology much earlier than in Argentina.

As a result of these different devclopment paths, in the thrce years 1994-96
Brazilian petrochemical production was nine times greater, consumption was six times
higher, and exports were five times greater than in Argentina. This is because the
Brazilian PCI supply structurc is more complete both horizontally and vertically.

However, in both countries the main criticisms of the old sectoral regulatory
regime concern the statc’s inability to discipline piivate flims, the difTictilties of
aligning existing domestic prices for pctrochcmiçais with internacional prices, and
the inefficicnt treatment of externalities arising from the operation of the sector,
both negative (environmental pollution) and positive (insufficient stimulus to
dcvelop human capital and domestic technological capacities). In the Argentine
case, there was also a rcdundancy of incentives, an absence of coordination
between the various State entities governing the sector, and inconsistencies
between the conception and implementation of policy (Chudnovsky and López,
1997).

4. The Restructuring of the Petrochemical Sector in the 1990s

In both countries, thc old sectoral rcgulatory regime began to be dismantled at
the end of the 1980s. Reforms includcd thc climination or reduction of transfers
through raw materiais priccs, as well as fiscal and credit promotion mechanisms,
trade opening, and thc privatization of state-owncd firms. Thc method and
schedule for this dismantling were heavily influenced in both cases by the
characteristics of thc old regime and the prior configuration of the sector, as well
as by the structural adjustment processes and reforms that began at the same time
in both economies. It was in Argentina that thc processes were more drastic in
terms of speed and size.

The MERCOSUR customs Union was founded in dais context. In the case of the
PCI, the common externai tariff (CET) did not differ much from the tariffs
prexious j applied in Aigentina and Brazil, although it was higher than those in
Paraguay and Uruguay. Consequently, thc two latter countries have made
intensive use of thc exccptions to thc CET as a means of maintaining more
favorable supply conditions from countries outside thc zone. Almost all
petrochemical Products are traded at a zero tariff within thc sub-region, and very
fewfallwithin tire so-called adaptation regime. 8

caoSw in Ín,dOmCStÍC c^umption, production and installed
capacity m the Argentine PCI have both grown more slowly as thc dccadc has
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progrcsscd. Consequcntly, imports have incrcased sharolv ar rh.
market share of domestic production (Table 1) WithintL k CXpCnSe °f the
the settofs exports, in decline during tire dccj, a?e S e»“ dS“”'

In Brazil, there bas been a moderaK inerease i„ eo,m„ptio„ wHe
instalkd capacity have been growmg siowly, „sulti„g > „„tcd in£“
imports. Exports to MERCOSUR have grown considerably, but at a lesscr rate tlnn
imports (Table 1). The inerease in imports did not have a markedly negative cffcct
on tlie market share of local firms in Brazil, and has worked more as an element to
regulate competition and foster change (increasing productive efficiency and
bringing about a convergcnce bctwccn domestic and international priccs).

In thc 1990s, the kcy issuc has been thc closer alignment of domestic prices
with thc International priccs of goods required by tlic sector. This appJics both to
pctrochemical produets (as a result of trade opening) and to raw materiais used by
tlie sector (as a result, in Argentina, of thc climination of special regimes and the
privatization and dcregulation of thc hydrocarbon market; and in Brazil of reforms
governing price fixing for raw materiais produeed by PETROBRÁS). This has
produeed a new situation whcrein tlie real endogenous competi tiveness of thc
sector stands revealed. Its capacity to expand with less State participation (apart
from CET protection, which is much highcr than in thc United States or Europe)
has disappcared in Argentina, and substantially diminished in Brazil.

Thc expcricnce scems to show that tlie PCl’s installcd capacity under ISI was
competitive enough to survive, with lower or zero transfers and greater exposure
to international competition than in thc past. In Brazil, it survived during a
transitional phase, in which a new rcgulatory regime has yet to icplacc that
established under tlie ISI modcl. This highlights the fact that tlie entrcprenetuial
and organizational capacity accumulatcd under ISI has been much gicatci than tiat
assumed by the critics of ISI in thc orthodox literature. At thc same time, gicatci
competition and fewer transfers to thc PCI have foreed fnms to utionaizc t
structures, and to inerease tlie efficiency of processes an t ic qua itj
Products. Consequcndy, it is clcar that productive efficiency has improvcd and that

human and physical rcsources are better used.
I„ the Argenthte c»e, tbe m„ked exp.nsíon of don«ie

key element in the continuity of the sector. growth rates, othcr
petrochcmical consuniption fostered by highci cc0^^ ^ese jnciudcd largc
factors helped inerease domestic dcinand for pctioc agriCLlitural output
investments by privatc firms; tlie rcactivation o cc' _|crnization of a substantial
and the automotive sector; the tcclmo-pro ueti c of modern marketing and
gtoop of ptaict Processing tos; »d d»
packaging practices, ctc.



Mcanwhile Brazilian PCI growth has becn hmited by factors such as the low
levei of per capita consumption - largcly because of income inequahties - and the
rather outdated technology of the plastics processing mdustry. Neither has títere
been any stimulus from GDP growth or an increase in exports tliat could have

offset such obstacles.
Although structural reforms led to a profit squeeze for Argentine firms in the

early years (through the ceiling on domestic prices and the increase in the price of
raw materiais), there were also beneficiai, albeit gradual, spill-over effects such as a
reduction in labor and energy costs, an impiovement in infrastructure and
Communications, and renewed access to the international capital market. These
effects redueed bodi the costs of production and investment. Thus Argentine
firms, through rationalization and downsizing, together with some investment and
smaller technological changes, achieved a sharp increase in labor productivity
(Table 1). Improvemcnts in quality control and cnvironmental management were
also notable, although some problems persist in the latter area.

In Brazil, the generalized crisis obliged firms to cut costs drastically to
compensate for the increase in the price of raw materiais and the new price ceiling
established by the direat of foreign competition. Firms enjoyed neidier
macroeconomic advantages such as a fali in the cost of labor or a more favorable
exchange rate, nor an improvement in infrastructure and Communications, nor
access to foreign credit (in a context of very high domestic interest rates). The
adjustment redueed produenon costs, achieved by small investments in
“debotdenecking” and the modernization of cquipment, while prompting a sharp
reduction in the labor force; such cuts were largely concentrated at the
management radier than tiie operational levei. Productivity gains also carne from
the reorganization of management as a result of mergers and aequisitions. The
lattcr also led to a reduction in die commercial structures and an increase in the
range of activity of die support structures, such as plants, technical assistance
cquipment and R&D. Moreover, as in Argentina, there were improvemcnts in
quality control and cnvironmental management.

The severe constraints on the PCI in Brazil over the past decade, a result of tire
oil crisis and the fali in domestic consumption, led tire sector to increase
productivity earher through more efficient energy use, the preparation of quality
Programs and personncl training. Argentina only began to take these steps in the

■ t0 t‘lc tanges in resource allocation and use, two other sets of
issues help expiam tire process of rcstructuring tire PCI in MERCOSUR. The First
SdTretheè8” and di gl‘ee °f Stat& withdrawa> from sectoral rcgulation,

tir • reform arC rC‘ated to thc dVnamic effcccs of
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In Argentma although the PCI has been liberalized and deregulated the
industr/s parucular charactenstics have meant that the old state reLation In
been replaced by pnvate rcgulation, which includes trends towards verticll
integration, inter-firm association, ordcring of markets, etc, within a framework
of greater concentration of local supply. Since the hydrocarbon market was
deregulated, greater integration of the PCI in tlie production and processing of gas
and petroleum appears to be an irreversible trcnd in Argentina. Almost 100% of
the supply of aromatics and olefins - the sectofs main basic products - is
controlled by firms that extract and process hydrocarbons; these firms are
operating towards the bottom of the petrochemical chain and control most of the
more modern installations at the domestic levei, gcnerally in association with
TNCs. There has thus been a switch from vertical inter-branch integration to
vertical intra-firm integration. Hence tlie dominam actors, except in the case of
stock transfers, will be those that make relevam investments in the future.

This brings us to the dynamic effccts of the restructuring process. The
definition of the role of various actors in the sector, ncw leading firms (Dow
Chemical, YPF, Pcrez Companc) that have access to international credit, domestic
markets that cxceed installcd capacity in various key products, and the possibility
of exporting tariff-free to the large Brazilian market, will bring about a phase of
heavy investment (Table 1). This will allow a substantial increase in output and an
improvement in the PCl’s trade balance. In this sense, the decision of some large
TNCs to make significam investments in Argentina has been clearly positive.

Expansion will largcly occur in commodity lines, since it is unlikely that there
will be an ambitious project in terms of tlie development of endogenous
technological capacity, nor a shift into specialisms such as plastics engineering, etc.
Most domestic firms contend that expenditure on developing their own
technology is not very profitable, and have traditionally preferred to maximize the
foreign contem of technology. TNCs, meanwhile, tend not to develop R&D
activities in their affil iates in LDCs.

The Argentine PCI will adapt to the size of tlie sub-regional market; extra-zone
export activities will become purely residual. The TNCs, which provide technology
and management, and the national conglomerates, which have access to raw
materiais and have experienced a long process of apprcnticeship in e sector,
come to dominate tlie main markets in clearly defined aieas of specia izatio

By contrast, there are doubts about the outeome of PCI restructuring in 
In particular, the statc’s ncw regulatory role has yct to e cu
oligopolistic sector that is more concentratcd dian in .lc p‘ , oli(ropoiy by
holding company that plays a ^^“'hc

regXoiy ^^«^ ‘̂devdopcd. Another weakness of the Braz.Han 
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PCI is its low levei of vertical integration. PETROBRÁS, which is still the main
supplier of raw materiais, has still not dcfined its new role in the industry. In
addition, invcstment in petroleum and gas rcmains undcr discussion. This
translates into a low levei of expectcd investment relative to the size of the
Brazilian markct (Table 1).

Hence the process of restructuring the Brazilian PCI does not yct guarantee that
it will achieve an adequate levei of international competitiveness. Thiee other
factors have blocked this objective: tlie lack of defínition as to who will bencfit
from the advantages of backward integration, tlie inadequate size of the leading
local groups, small economies of scope, and transaction costs that are inherent in
the gcographic and company fragmentation of the sector.

Consequently, tlie dynamic effects of the Brazilian restructuring process do not
yct appear very promising, bccause tlie main players in the sector have not been
clearly idcntified and expectations are low for a growtli in exports and domes tic
consumption. Investments in R&D, however, appear more positive than in
Argentina. Some TNCs have concentratcd thcir development ccnters for Latin
America in Brazil because of tlie size of tlie market. Similarly, when national firnis
broadened their networks of links with users, tliey also perceived more clearly the
importance of these investments to protect tliemselves against competition from
commoditics imports. The strengthening of this dynamic effect will depend on tlie
rcduction of inequalities in income distribution and on overcoming tlie structural
heterogencity of tlie processing industry.

5. The Impact of MERCOSUR on the Structure and Development of the
Petrochemical Sector

Intra and Extra-MERCOSURTrade Flows

Analysis of the destination of Argentine petrochemical exports reveals a clcar
reorientation towards tlie MERCOSUR markct and away from other destinations
during tlie 1990s. In cffect, during tlie period 1986-1988, an average of 14% of
total petrochemical exports went to Brazil, and 20.9% to MERCOSUR as a whole.
By contrast, m 1994-1996, when petrochemical export values were similar to
those of 1986-1988, MERCOSUR virtually doubled its share of Argentine
petrochemical exports (41.3%) in relation to 1986-1988. Brazil absorbed 32% of
those exports, 130% more than in 1986-1988 (Table 2)

MERCOSUR has also beeome inereasingly importara for Argentine imports
(a raost ail pnrdtases made dte snb-region carne frnm Brazil) in reeent yeara,
d hoogh the reooeraanon of trado has been slosver in the case of exports (Tabll

MHtCOSU»-» sharè rose
from 33.6a) in 1986-1988 to 39,2% in 1994-1996
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An examination of how the geographical distribution of BraziPs pctrochcmical
trade has developed shows similar trcnds for cxports but not for imports. In effcct
Brazilian pctrochcmical cxports incrcasingly went to MERCOSUR during the period
studicd. From 19.6% of Brazilian sales in 1986-1988, MERCOSUR’s share rose to
33.5% in 1994-1996. Argentina accounted for most of these sales and its share
grew somewhat more than those of the other countries in the bloe (Table 4).

Intercstingly, both Argentina and Brazil sold about 20% of their cxports in
1986-1988 to MERCOSUR and about 14% to each other. Although the shares
grew sharply in both cases, growth was greater in die Argentine case; this implies
that there was a greater rcorientation of cxports to the countries of the bloc.
Argentina cxports relativcly more to the Europcan Union and the rest of Latin
America, while Brazil cxports more to NAFTA (North American Free Trade
Agrccment) and As ia.

BraziPs imports from MERCOSUR (almost 90% of which wcre supplied by
Argentina) wcre proportionally much lower than Argentina^ (7.6% comparcd to
about 40%), and this share dcclincd rather than incrcascd in 1994-1996 comparcd
with 1986-1988 (Table 5).

Uruguayan cxports are almost cntircly absorbed by MERCOSUR, and
particularly by Brazil (over 90% in die years 1993 and 1996). Although
MERCOSUR is also the main source of Uruguayan imports, its share fell from
73.3% in 1993 to 58.6% in 1996. Brazil has suffcred most from this decline in
MERCOSUR imports; its share fell from 51% to 40% bctween 1993 and 1996
(Tables 6 and 7).

Paraguay does not export petrochcmicals (since it does not producc diem) but
its imports come mainly from MERCOSUR, widi Brazil providing die largest share.
Table 8 shows that MERCOSUR supplied over 80% of Paraguayan purchases in
1989 and 1996, with no real marked changc in its rclative share.

Both Uruguay and Paraguay have made extensive use of the legimc of
exceptions to the CET, which means that Argentine and Brazilian produccrs enjoy
smallcr margins of prefcrcnce in those markets than thcy would if the CET wcre
fully applied, although both coimtrics have bcen convcrging according to their
rcspcctivc timctablcs. It thus remains to bc sccn what happcns to pctrochcmical
trade in the two countries oncc the CET is fully in force.

Howcver, some trcnds raisc questions about the possibility of ttade dhcisio
the pctrochcmical sector since MERCOSUR was crcated. Tiade dixcision
whcn imports from tiiird countries are substituted by impoits tom ess c.
Producers in the member States of the customs union, causing a loss of
efficiency. Similarly, trade creation occurs whcn the consumption o
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Products is replaced by similar products at lower cost from other members of the

customs union.
It should be notcd that various authors have questioned the interpretation in

thc orthodox literaturc that all tradc diversion is harmful. Although in a static
analysis tradc diversion can in principie impede efficient tesouice allocation at a
global levei, it wiU not necessarily lead to a lower Standard of living in countries
that are members of thc integration process where the divetsion is occuriing. In
particular, if the post-customs union tariffs and non-tariff barriers are equal to or
lower than those that existed beforc integration, consumers in the sub-region will
pay the same or less than beforc, although the goods thcy consume come from less
efficient producers in terms of production costs. Leaving aside static analysis, in
certain conditions trade diversion can have positive consequences owing to
economics of scale, spccialization and know-how that can originate in an
intcnsification of trade betwcen partners, particularly when the diversion is
accompanied by an increase in intra-industry trade (Lucángeli, 1992). It is
therefore necessary to interpret the indicators of trade creation and diversion in the
broader context of the development of the sector as a whole.

First, we use an indicator that used by Yeats (1997) in his article criticizing the
effects of MERCOSURJs creation, and which is known as the regional orientation
indicator (ROI). The ROI compares the relation between die relative weight of the
sector within the total exports destincd for a specific sub-region with its relative
weight in exports to the rest of the world 93 It can take values from zero to
infmity; a unitary value suggcsts the absence of regional orientation for the good
in question, and a value higher than onc implies that die sector’s trade is biased
towards the sub-region being analyzcd.

The ROI takes values higher than 1 for petrochemical exports from both
Argentina and Brazil. This is repeated in almost all tlie families of products and
periods analyzed. This indicates that tlie weight of petrochemical trade in intra-
subregional trade is greater than in extra-subregional trade, and is more
pronounced in tlie Brazilian case. However, tlie intensity of tlie regional
orientation of the petrochemical trade fell in 1986-1988 and 1994-1996, both in
Argentina and in Brazil, although in the lattefs case there was an increase’in 1991-
1993 and 1994-1996 (Table 9). In both countries, a fali in ROI conforms to the
condition that, if petrochemical exports lose significance both in sales to
MERCOSUR and in extra-regional sales, that loss of significance is much greater in 

IROj = 100 where

= value of exports of producr j destined for country m.
XIm = value of total exports to country' m.
Xr, = value of exports of product j which go to third countries
Xfo = value of total exports to third countries.
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thc forrner case, given the strong growth of intra-MERCOSUR trade throughout the
decade.

This suggests that PCI exports from both countrics are more biased towards the
sub-regional markct than average productive sectors in cach economy although
this occurred before the integration process. From this, thcrefore, we cannot
necessarily deduce that trade diversion is present.

To analyze trade diversion, we have used a methodology originally suggested
by Balassa (1967), and used by Lucángeli (1992). The method consists of
comparing thc incomc elasticity of demand for imports in intra- and extra-zone
trade during the periods before and after integration 94 On the assumption that tlie
income elasticity of demand for imports without integration is constant, an
increase in that elasticity in intra-zone demand would indicate gross trade creation,
while an increase in the income elasticity of demand for global imports would
suggest the existence of real trade creation. Equally, a fali in extra-zone incomc
elasticity would indicate trade diversion.95

Two periods were chosen based on tlie available data: 1986-1988 and 1993-
1996. In the first period, although the PCI was not involvcd in thc early stages of
integration, the bulk of bilateral trade in tlie sector was governed by preferential
tariffs granted mutually by bodi countrics witliin die ALADI framework. Following
LucángclPs suggestion (1992), the import elasticities of Argentina and Brazil were
calculatcd together. This is prcferable to calculating tlie elasticities separately.96

This cxcrcise gives ratlier surprising results (Table 10). In the first period,
1986-1988, it can bc seen that the incomc elasticity of demand for intra-zone
imports was very high, while it was negative for total demand and extra-zone
imports. A decisive factor in this is die performance of a series of plants in 

94

95

Income-elasticity of demand of intra-zone imports: Ej = mjm / yf where

rn|m = growth rate of imports ofthc industry j coming from MERCOSUR.

y = GDP growth rate of country i.
Income-elasticity of total import demand: E, = m,,/y where

nijt = growth rate of total imports of product j.

y = GDP growth rate of country i.
Income-elasticity of demand of extra-zonal imports: Ej— nijr/y where

m|r = rate of growth of import s of product j originating outside MERCOSUR.

y = GDI* growth rate of country' i. . „>cllirc. ç:ncc
Although, as Lucángeli (1992) points out, this is nota ofsimplicity in
it only indicares the presence of trade creation and divcr i , n«unwtions and, from an
calculation. Morcover, thc other mcthods available makc questiona s
cmpirical point of vicw, do not produce more satisfactory resu rs. jnlpOrts of thc

Petrochemical imports have becn dcflatcd taking as; a baseca)cU|atcd in both cases in

main imported produets by' both countnes. 1 hus > &

constant 1990 dollars.
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Aroentina’s Bahia Blanca polc, which in a context of low demand in Argentina
began to export to Brazil. This led to a sharp reduction in the share of Argentina’s
domestic consumption met by imports (which explains a laigc pait of the fali in
the income clasticity of demand for petrochemical impoits in the Aigentina-Brazil
grouping). At the same time, it was assumed that Brazil would replace extra-zone
imports with purchases from its neighbor (explaining the shaip inciease in the
income clasticity of demand for intra-zone imports).

Although data from earlier periods have not been used, it can be inferred from
the above that trade diversion was occurring during this peiiod, facilitated by
preferential tariffs which were negotiatcd according to the needs of petrochem icals
firms in both countries. This can also be cxplained by the fact that since high
transport costs are characteristic of the petrochemical sector, it is natural that
imported supply should come from ncighboring countries, whose producers
bcnefit from having lower cargo costs to include in the sale price of the product.
In addition, it is obvious that in vicw of the nature of ALADI negotiations at the
time (essentially, preferences aimed at facilitating the entry of produets with
conjuncturally or structurally unmet local demand), trade "diversion" did not lead
to an increase in the price of the sectotis imported produets consumed in Brazil.

Looking at what occurred in 1993-1996, with fully functioning integration and
the total inclusion of the PCI in die proccss, it is clear that compared with 1986-
1988, the income clasticity of demand for intra-zone imports, far from increasing,
markedly declined. Meanwhile, the income clasticity of demand for global imports, as
wcll as extra-zone imports, turned positive and took on values higher than die income
clasticity of demand for intra-zone impoits. In othcr words, betwcen 1993 and 1996 -
comparing extremes - extra-zone imports grew proportionally more than intra-zone
imports.

To evaluate this phenomenon better, it is worth introducing two additional
considcrations. Taking Argentinc and Brazilian imports togcther (which amount
to almost 95% of MERCOSUR imports), extra-zone suppliers have increased their
relativo share from 74% in 1986-88 to 80% in 1994-1996.

Since both Argentina and Brazil have aligned their domestic prices with those
in the main refercnce markets at international levei, títere is nothing to suggcst die
rcplacement of efficicnt extra-zone producers by less cfFicient intra-zone producers,
but ratiiera natural reorientation owing to tltc eloseness of the countries in die
bloc. In addition at the international levei there is a strong tendency for foreign
trade to be conducted largely betwcen areas that are geographically close (the
degree of reg.onalizanon of sectoral trade is still small by international standards). 

Consequently, while diese observadons (and die specific phenomena affecdng
the development of die sector and die two economies in the period under study)
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suggcsc that the data should be trcated with caution, the indications are that there
has becn no trade diversion in the PCI. Probably the most reasonablc explanation is
that integration took place in a context of sharp reductions in barriets to cxtra-
zonc imports in both countries. In other words, it could bc a consequence ofwhát
is known as ‘open integration’.

Nevcrtheless, it is to be expected that the devclopmcnt of trade integration will
affect the patterns of specialization and competitiveness of the mcmber countries.
Several methodologies, based on the evaluation of trade performance at country
and scctoral levei, have becn developed to analyze these cffects, the scope of which
is discusscd at length in the extensive literature.

One such methodology is based on the contribution to the trade balance
indicator (CBI). This indicator expresses the relative comparative advantages of
different sectors in terms of their contribution to the international trade balance of
the country analyzed. It is constructed by taking the difference bctwccn the actual
externai balance as verified in the aggregate of the produets studied (expressed in
relative terms to the countr/s total trade) and the theorctical balance which would
result if the total trade balance were distributed in proportion to the share of each
aggregate of produets in the countr/s total trade. If the observed balance is higher
(lowcr) than the theorctical balance, the product or category of produets would
have rcvcaled comparative advantages (disadvantages). Consequendy, a CBI of > 0
indicates comparative advantages and a CBI of < 0 indicates disadvantages.97

In Argentina, the CBI for petrochcmicals has negative values throughout the
period studied, and tlie final product category shows the greatest comparative
disadvantages. In Brazil (1986-1988), this indicator shows comparative
advantages for the PCI, particularly for final produets, but in 1994-1996 tlie
advantages only continucd in intermediate produets. Final produets acquiied die
greatest competitive disadvantages (Table 11).

This exercise prompts two central observations. First, widi legai d to gcncial
exporting specialization, the Brazilian petrochemical sector has greatei advantages,
or fewer disadvantages, than that of Argentina. Second, these advantages haie
becn eroded if general exporting specialization are consideicd, sincc petioc emica
imports have grown significantly in bodi countries during the 1990s.

CBI = [(Xj-Mi)/(X +M)/2-[(X-M)/(X+M)/2 * (X, + M;) / (XtM)],
Xj = exports of producr i. X: toral exports.

Mj = imports of product i.M: total imports.
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Bilateral Argentine-Brazilian Trade

Amentine-Brazilian petrochemical trade grew considerably in the last decade,
althouah at a lower rate than total bilateral trade. It grew by 175% from an
average USS 157 million between 1986 and 1988 (10.8% of annual bilateral trade in
the period) to USS 432 million between 1994 and 1996 (4.3% of annual bilateral

trade in die period).
An analysis carried out at die beginning of die decade (López and Poita, 1992)

found that the start of die integration process had significandy changed the nature
of bilateral petrochemical trade, which until 1990 was basically dominated by
produets diat wcre eidier in surplus or déficit in each country, or in produets that
had a structural déficit in local supply. The latter largcly applied to Brazilian sales
to Argentina.

By contrast, currcnt bilateral trade is strongly weighted towards produets that
are in supply in both countrics (particularly thermoplastics). Trade is growing and
is relatively stable, beyond domestic demand fluctuations. In 1996, for example, a
year of strong growth in petrochemical consurnption in Argentina, local producers
kcpt up their supply commitments to their Brazilian clicnts. This phenomenon is
linked to the fact that operational margins for producers in the sub-region have
tended to levei out. Intra-zone exports are consequendy considered in die saine
way as local sales, and clients in die neighboring country receive the same
treatment as local clients. The creadon of the customs union assunied diat
producers in both countrics could benefit from incomc creatcd by die margin of
preferencc over extra-zone supply, and thereby súmulate the redirection of externai
sales to MERCOSUR. Brazilian producers have a 17% advantage on the transaedon
cost of exports to Argentina, and vicc-versa for Argentine firms in Brazil. As
mendoned earlicr, intra-zone producers can capture die regional preference by
setting their priccs at extra-zone import parity. If there is eventually excess sub-
regional supply, the producers can set their prices at sub-regional import parity,
sacrificing the inconie from the margin of preference, but limiting die entry of
competitive produets from die northern hemisphere or Asia (FIEL, 1997).

The bilateral trade balance is structurally in déficit for Argentina, which
rccorded a negative balance of US$ 90 million on average between 1986 and
1988. Aftcr a slight incrcase between 1991 and 1993, to just over USS 100
million on average, die Argentine déficit grew to USS 215 million between 1994
and 1996.

In this context it is uscful to analyzc intra-industry trade (IIT) in Argentine-
Brazilian commerce. One of the desired cffccts of trade integration is that this type
of rnade incrcases, particularly whcn the countrics involvcd have relatively similar
structural charactcnstics. In addition, incrcasing ht can generate welfare and 
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efficiency gains that are greater than those generated by increasing intcr-industrv
trade. For titis; analysts we use the tradicional methodology (developed originalk
by Grubel and Lloyd), which defines an IIT indicator98 that can take values of
between 0 and 100; values close to 100 indicate a greater weight of iit in the
activity analyzed.

On this basis, it can bc seen that the IIT has increased at a sustained rate since
the last decade. Both the speed of the increase and the value of the índex are higher
in the case of final produets (logically, given Argentinas low levei of production of
these goods), while the intra-industry trade indicator falis for intermediate
produets in the period (Table 12). This confirms what was said above about the
greater weight of final goods (particularly thermoplastics) produced in both
countries in bilateral Argentine-Brazilian trade.

The Influence of MERCOSUR on the Restructuring Processesof the PCI

The first point to highlight is that Argentine and Brazilian firms increasingly
considcr the member countries of MERCOSUR as part of tire domestic market. This
means that they do not use MERCOSUR as a regulator of domestic crises, but as a
market to be served permanendy. Thus a situation is being reached where
calculations about the market share of each firm are made at the sub-rcgional
MERCOSUR levei; in other words, the PCI’s oligopolistic competition is
increasingly played out in iMERCOSUR as a whole.

Geographical zones of influence are now being formed, such that firms in
Southern Brazil compete more strongly in the Argentine market because of thcir
geographical proximity, and Argentine firms are actively pcnctrating neighboring
areas of Brazil (the south and southeast).

MERCOSUR thus clearly influences firms’ strategies. TNCs with productive
installations in both countries can gain by restructuring thcir production,
marketing and support, and technological developmcnt operations, and by
establishing specializcd operations organized by type of client, pioduct vaiiety,
region, etc. They can therefore exploit opportunities for raw matei ial suppl) in
different locations, and strengthcn the synergies between company assers an
rcsources in the sub-region. Solvay and Dow Chemical are good examp cs o
phenomenon.

As for national firms, the Brazilian petrochemical companies positioningto
locate thcmselves in the Argentine market include Ciquine, w ic o o 

CCintra^ [1 -1 Mr Xtj|/(Mjj+Xij)] * 100 where
Mj, = imports of goods grouped under the activity’ i by country j-
Xjj = exports of goods grouped under the activity' i by country j
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Ar<>entina’s Maleic to control the sub-regional supply for a specific product.
PETROBRÁS in association with Dow and YPF, is also doing this with the MEGA
projcct Odcbrccht tricd but failcd to buy PBB. Mcanwhile, Argentine firms that
havc madc efforts in Brazil include Pérez Companc, which was associatcd widi
Odcbrccht in thc failcd attcmpt to acquirc PBB. It also has a piojcct to build a
polystyrcnc plant at the Triunfo polc, csscntially motivatcd by the availability of

raw materiais there.
In addiúon, thc increase in Brazilian exports to Argentina has brought

compctition to the local market. Howcvcr, Aigentine fiims aic mote conceincd
about supply from markets in Asia than from thcir neighbor. This concern was
particularly strong at thc end of last year bccause of the Asian ciisis. Asian goods
cntcring thc market increased to a levei which, according to some producers, could
bc considcrcd dumping. Similarly, imports from Argentina do not constitute
much compctition for Brazilian firms, which are also more conccrned about Asian
and Vcnezuelan supply. Obviously, Argentina and Brazil arc affected differently by
each other’s imports bccause of thc differcnce in the size of thcir industries and
domestic markets.

At the same time, rcdirccting to MERCOSUR diose Brazilian and Argentine
exports diat were previously sold outside the zone meant tliat firms in thc sub-
region maintaincd high leveis of use of productive capacity. Proximity to thc
neighboring market broadened the scopc for differentiating final produets through
interaction with clients. This improved export conditions bccause, instead of
sclling commodities to countrics further afield, differentiation in the sub-rcgional
market has enablcd firms to make highcr value addcd salcs and to enjoy greater
stability in their rclations with clients.

Even before MERCOSUR was formed, botli Argentine and Brazilian firms
exported to diird markets, altliough thcy did not always have a direct and
permanent market presence. Thc chance offcrcd by MERCOSUR to learn die export
business is largcly linked to thc opportunity to dcvclop rclations with clients in the
sub-region tlianks to geographic and cultural proximity. This cnablcs firms to
introducc ncw product grades, and consequendy achicve economics of scope and
highcr piofits. Howcvcr, according to Argentine and Brazilian producers, the
demands of clients in MERCOSUR do not differ significantly from those in other
markets. Current investmcnt is largcly thought of in terms of the sub-rcgional
maiket, which means that firms do not cxpcct to gcncrate hca\y extra-zone export
flows (any extra-zone exports would largely bc surplus trade). This follows
International trends, which indicatc that most International trade in pctrochemicals
takcs placc in zones that are geographically closc.

Consequendy for firms located in both Argentina and Brazil, MERCOSUR is an
opportunity. Such companies are competitive in terms of cost, technology and 
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scale, particularly once current investment bccomcs operational With t .
geographical proxnmty, their products enjoy preferencial access L k I $
comparcd with products from third countries. I„ the case “o^A
MERCOSUR also allows firms to invcst in interna tínnnii • • Argentina,

„ot haee oeeotted ifthe firms

” ™”*d to'

Companng Argentine and Brazilian scales, both the maximum and avenge
sizes of plants are larger in Brazil for almost all petrochemical products Brazilian
scales are also more or less the same as Europcan scales, and in some cases are
larger, although they are somewhat smaller than US scales; on averagc, Brazilian
plants are among the largest in tlie world. Obviously, Argentine scales are
generally far from International scales.

The changcs in organization, quality and processes, etc, cannot be attributed to
MERCOSUR per se, but rather to trado opening and deregulation implemented sincc
tlie beginning of the decade. Howcver, mercosur did generate changcs in firms’
strategies, such as tlie opening of commercial offices in the partner country, tlie
definition of complementary strategies in TNC aíTiliates, dircct investment in tlie
partner country through tlie purchase of firms and the establishment of new
plants, partnerships bctwecn firms in Argentina and Brazil, etc. MERCOSUR was
also determinant in the dccision of TNCs such as Solvay and Dow Chemical to
invest heavily in Argentina, first by aequiring existing firms, and now through
expansion projects, which would have bcen more difficult to justify if they were
only serving the domestic Argentine market.

6. Prospects and Policy Suggestions

The main advantage of a customs union for firms in the sector is tlie larger
scale of the market for their products (an advantage tliat is more relexant or
Argentina than for Brazil, given the differencc in the size of their markets) and the
possibility of replacing exports to countries further aficld (w ic can llf“‘
donc only by sclling in bulk) with salcs to clicnts in the sub-region. ns
product differentiation and better sales conditions. Increasing mar ‘ '
ge„„te positive efficts 0„ both phnt sele and even^«

groups that emerge as market fc,dus |evtl are assigoiSeant
nnportant for the PCI becausc cconomies o improve acccss toas those at the piam levei. Eeooomies ofseak at dte h m lesei ,mp
finance, increase the possibility ofbioadening innox* , r fnfrOrs

The choice of investment h^^^mTtcriat is a key element;

depending on the type of product. vai an . tQ SCCUrc acccss to raw
hcnce Dow Chemical and Solvay canic to & 
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materiais and base petrochemicals that were not ava.lable m Brazd, wh.le the
Odebrecht group positioned itself in Brazd to take advantagc of the alternauve
sources of raw materiais by the Paulínea petrochemical center project; the Perez
Companc group invests in Brazil largcly for the same reason. Other factors such as
the proximity of the market and favorable investment conditions can also mfluence

these decisions.
The firms interviewed also consider the position of competitors in the

neighboring country when devising their investment strategies. This probably
Icads to a “natural” coordination of investment, in light of the small number of
players that will remain in the sector. This coordination is in tuna determined not
only by access to raw materiais and financing, but also by the spced of project
implementation. The particular competition conditions in the sectoi mean that the
first player to invest in a product for which there is excess demand will discourage
other competitors from trying to occupy the same market.

The evolution and performance of the PCI havc a series of significam
repercussions for the rest of the economy, essentially because it is a supplier of
inputs that are widely dispersed in a vast number of productive activities. Local
production of these goods in countries witla high domestic demand not only
replaces imports, which weigh heavily on the trade balance, but also ensures that
domestic users (and especially the larger ones) have a continuity of supply that
would be more difficult to obtain if they had to rely solely on imports for supply.

At the same time, if these users are at a disadvantage to their countcrparts in
other countries owing to deficiencics in the price and quality of local production,
their competitiveness and costs can be adversely affccted. This can then trickle
down the domestic production chain, or reduce users’ ability to compete in third
markets or in the domestic market with imports from tlaird countries.

Thus, sectoral policies should foster competitiveness gains for the PCI while
ensuring the conditions for these gains to trickle down to the vast number of
petrochemical users, most of which are heavily labor intensive small- and medium-
sized enterprises (SMEs).

Another major condition for fostering the developmcnt of the PCI is a growing
domestic market. This depends in part on economic growth in tlae MERCOSUR
countries (since there is a close link between per capita, income and petrochemical
consumption), as well as on income distribution. It is also importam that the
petrochemical processing sector develops quantitatively and qualitatively to
increase market volume and to enable petrochemical firms to difFerentiate their
supp \ an proxide new product lines, tlae current demand for which does not
justiiy local production.
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This opens the field of action for public nolicv .1
largcly consista of SMes that are constraincd by lack of acccssraX?’'"8 ã"'"
Information, qw.lif.cd taman resonrces, etc. Policies aimed « resolvi^èlfa
and coordination failurcs affecting these firms and g kCt
competitiveness, will therefore have a positive impact on the pcT TheywUKlso
hclp to expand a sector that generates high leveis of employment.

Although the PCI is by nature a sector of oligopolistic competition, this does
mean that market-shanng agreements or othcr types of accords are acceptable
Hence, in addition to a policy to protect competition, it is necessary to maintain
the threat of competition from extra-zone imports as a means of “disciplining”
local producers. At the same time, to ensure that extra-zone import penetration
does not lead to predatory pricing, non-tariff protection mechanisms have to
become more agile so that they can be used at times of International crisis if it is
found that there is significam damage to local production (while avoiding the
crection of permanent barriers).

Another area for public policy could be to foster improvements in the pci’s
environmental management. There is still room for progress in this area, both to
reducc polluting emissions and to solve existing problcms.

With regard to technology, although there are various constraints (particularly
in Argentina), it would be desirable if policies were introduced to encourage firms
to increase the rcsources devoted to innovation. This would have two positive
effects: i) it would increase the sectores positive externalities; and ii) it would foster
greater product differentiation and eventually new production lines that are
currcndy absent in the sub-region.

Macroeconomic conditions also have a decisive impact on the evolution of the
sector. Maintaining price stability is clearly a positive factor, but it should be
accompanied by growth and better income distribution to inciease the domestie
market, and by similar conditions for access to ciedit as those piexa ino
internationally; this is a particularly serious problem for Brazil.

At the MERCOSUR levei, some mimmum levei of pohcy
necessaiy to prevent marked differences in the= *ncc™ of5[cvding firms’
(such coordination has not yet becn achicv )• M differences do
exogenous costs (tax, labor, raw material, ene g} > > decisions),
noc corccspond to scnKCnral f»» » 8 XX „ J-
coordinating the use of investment incenuves, and ehminatmo

subrcgional trade. . ... _nornnt
Although intra-MERCOSUR pohey comd10™0"Argentina and Brazil

to note that, unlike in the past, at least among pi conccrn about possiblc
and the chambcrs tliat represem them, there is 
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asvmmetrics between the two countries. However, they have major conccrns
about thc possibility of expanding thc integration process to other countries and
regions, with which thcre are various diffcrcnces in thc policies governmg the
sector. Negotiations between MERCOSUR and extra-zone countries or groupings
should considcr the active participation of thc business sector, and address tire specific
problcms aftecting different productivc activitics.

It is also necessary to support thc firms in die sub-region so that they improve
their competi tive opportunities vis-ti-vis extra-zone pioduceis and facilitatc intta-
subregional trade. In addition to the policies mentioned above, it is vital that the
countries of MERCOSUR make progress in improving their transport and
Communications infrastructurc, and in harmonizing norms and proccdures.

Sourcc: Authorx’ calculation bised on data froin AR1QUIM (Associação Brasileira da Indústria Química., Brazilian Chemical
Industry Association), IPA (Instituto Petroquímico Argentino, Argentino Petrochemical Instituto) and press Information.

TABLE 1: Evolution of the Petrochemical Industry in Argentina and Brazil
1990-1996

Argentina Brazil

% USS millions % USS millions

Productión (cum. growth 1990-96) 24.5 17.9

Impores (cum. growth 1990-96) 507.7 158.6

Exports (cum. growth 1990-96) -16.3 13.1

Apparent consumption (cum. growth 1990-96) 117.1 31.2

Imports/apparent consumption (1990) 17.1 9.1
Imports/apparent consumption (1996) 47.8 180
Export.s/Producrion (1990) 22.8 9.3
Exports/Production (1996) 15.4 8.9
Investment 1990-96 543 n.a.
Investment 1997-2001 2.191 3,235
Productivity (cum. growth 1990-96) 46.8 51.2

TABLE 2: Argentina: Destination of Exports of Petrochemical Products 1986-
1996

Destination Ave. 86/88 Ave. 94/96 Ave. 86/88 Ave. 94/96
USS thousands USS thousands % *’í»

MERCOSUR 50,370 139,772 20.9 41.3
-Brazil 33,682 108,514 14.0 32 1
NAFTA _____  43,399 21,413 18.0 6.3
Asian NlCs1 + Japan 10,414 7,130 4.3 2.1
EEC 58,432 68,251 24.2 20.2
Rest of Latin America 49,438 72,231 20.5 21 3Rest of world 29,142 29,637 12.1 8.8Total 241,196 338,435 100.0 100.0Extra-.MERCOSUR 190,826 198,664 79.1 SR 7

òuincc. Audiors caiculations based on DATAINTAL. — --- ------------------
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Source: Authors’ calculations bascd on DATAINTAJ..

TABLE 3: Argentina: Origin of Petrochemical Product Imoork
1986-1996 porTS

Origin Ave. 86/88

US$ thousands
Ave. 94/96

USS thousands
Ave. 86/88

%
Ave. 94/96

%
MERCOSUR 125,879 325,653 33.6 39.2-Brazil 123,737 ____  323,533 33.1 38.9
NAFTA 155,745 250,808 41.6 30.2Asian NICs1 + Japan 2,309 25,943 0.6 3.1
EEC 66,070 128,803 17.7 15.5 |
Rest of Latin America _________7 555 27,144 2.0 3.3
Rest of world 16,666 72,298 4.5 8.7
Total 374,223 830,649 100.0 100.0
Extra-MERCOSUR 248,344 504,997 66.4 60.8

Source: Authors' calculations bascd on dataintal.

TABLE 4: Brazil: Destination of Exports of Petrochemical Products
1986-1996

1 )estination Avc86//88
USS thousands

Ave. 94/96
USS tliousands

Ave. 86/88
%

Ave. 94/96
%

MERCOSUR 127,297 367,723 19.6 33.5

-Brazil 92,009 294,314 14.2 26.8

NAFTA 46,679 152,744 7.2 13.9

Asian NICs1 + Japan 70,848 131,843 10 9 12.0

EEC 98,125 148,864 15.1 ________ 13.6

Rest of Latin America 105,604 135,632 16.3 12.4

Rest of world 201,276 159,645 31.0 ___ 14.6

Total 649,830 1,096,450 100.0 100.0

Extra-MERCOSUR 522,532 728,728 80.4 66.5

TABLE 5: Brazil: Origin of Exports of Petrochemical Products

1986-1996
Origin

MERCOSUR

■Brazil

NAFTA

Asian NICs1 F Japan

EEC________________

Rest of Latin America

Rest of world

Total

Extra-.MERC.osuR

Ave. 86/88
USS thousands

Ave. 94/96
USS thousands

5,015

13,445

240,075

209,306

147,531
’ 207,234

1,498,755

1,367,676

Ave. 86/88

%
12.82 ~~

11.10

58.57

1.33
19.59 ~

2.09

5.60

100.00

87.18

Source: Authors’ calculations bascd on DATAINTAL.

Aw. 94/96
%
8.75 ~

7 56

39.04

6.23

22.31

9.84
13.83 ~

100.00

91.25
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TABLE 6: Uruguay: Destination of Exports

1993-1996

Source: Authors' calculations bascd on DATAINTAI..

Destination

1993 1994 1995 1996

USS thousands % USS thousand.s % USS thousands % USS thousands %

.MERCOSUR 1,475 99.9 15,131 9S.0 17,837 98.9 19,177 98.4

-Argentina 622 4.4 947 6.1 868 4.8 1,164 6.0

-Brazil 13,575 95.0 14,078 91.1 16,735 92.8 17,767 91.1

Rcst of worid 21 0.1 315 2.0 198 1.1 318 1.6

Total 14,296 100.0 15,446 100.0 18,035 100.0 19,495 100.0

TABLE 7: Uruguay: Origin of Imports
1993-1996

Source: Authors’ calculations bascd on DATAINTAI..

Origin

1993 1994 1995 1996

USS thousands % USS thousands % USS thousand.s % USS thousands %

MERCOSUR 58,239 73.3 66,858 65.8 74,805 62.7 71.760 58.6

•Argentina 18,254 23.0 21,415 21.1 25,515 21.4 23.405 19.1

-Brazil 40,532 51.0 46,311 45.6 50,029 41.9 48.995 40.0

NATFA 9,180 1.6 9,539 9.4 16,570 13.9 15.100 123

Asian NiQi + Japan 1,337 1.7 3,456 3.4 4,997 4.2 7.450 6.1

CEE 8,054 10.1 12,258 12.1 10,585 8.9 9.343 7.6

Rcst of Latin America 489 0.6 4,068 4.0 5,362 4.5 ’• 6.458 5.3

Rcst of world 2,125 2.7 5,368 5.3 6,995 5.9 12.411 10.1

Total 79,424 100.0 101,547 100.0 119,314 100,0 122522 100.0

TABLE 8: Paraguay: Origin of Imports
1989-1996

Origin

1989 1993 1995 1996
USS thousands % USS thousand.s % USS thousands % USS thousand.s %

MERCOSUR 10,417 84.9 18,280 84.3 31,423 81.5 32,990 83.5
-Argentina 2,912 23.7 5,354 24.7 9,879 25.6 9,236 23.4
-Brazil 7,494 61.1 12,619 582 21,327 55.3 23,551 59.6

NATFA 244 2.0 485 2.2 2,712 7.0 2,426 6.1
Asian NlGs + Japan 28 0.2 158 0.7 895 23 384 1.0
CEE 1,416 11.5 2,167 10.0 3,014 7.8 2,567 6.5
Rcst of Latin America 69 0.6 551 2.5 495 1.3 539 1.4
Rcst of world 98 0.8 33 0.2 35 0.1 584 1.5
Total

Source: Authors’ calcu

12,272

ations bascd oi

100.0

DATA INI

21,674 100.0 38,574 100.0 39,490 100.0
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TABLE 9: Index of Regional Orienfation
1986-1996

86/88 94/96

1.53 2.13
3.842.06 1.85
3.08Sourcc: Authors’ calculations bascd on dataintal.

__ (k

4.46

Argentina

91/93

1.36

1.53

3.83
4.67

0.86

1.47

1.62
1.48

Brazil
91/93

0.98
3.24
2.39
2.42

94/96
1.81

2.36

86/88
2,83
6.62

Final
Total pctrocheniicals

Basic_______
Intcrmcdiate

Sourcc: Authors’ calculations bascd on data from INTAI. and In ter-American Devclopmcnr Bank

TABLE 10: Argentina and Brazil. Elasticity of Petrochemical Imports with
Respect to Joint GDP
1986-1996

1986-1988 1993-1996
Intra-subrcgional imports 13.5 4.7
Extra-subrcgional exports -7.4 5.4
Total imports -2.4 5.3

Sourcc: Authors’ calculations bascd on DATA1NTAJ,

TABLE 11: Argentina and Brazil: Index of Contribution to Trade Balance
Argentina Brazil

86/88 91/93 94/96 86/88 91/93 94/96

Basic 0.20 0.24 -0.28 0 27 -0.19 -0.22

Intcrmcdiate -4.81 -1.62 -1.17 0.67 0.42 0.22

Final -4.71 -2.34 -3.88 1.23 -1.17 -2.15

Total pctrochcmicals -9.32 -3.72 -5.33 2.04 -0.94 -2.15

TABLE 12: Argentina and Brazil: Intra-lndustry Trade

Cocfticicnt of intra-industry trade

86/88________91/9o

30.7
46.4
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Sourcc: Authors' calculanons based on dataintal.

(continucd)
86/88 91/93 94/96

Argcntinc imports from Brazil

-Basic 5,860 12,590 35,117

-Intcrmcdiatc 73,390 64,912 85,831

-Final 44,487 75,401 202,585

Total 123,737 152,903 323,533

Tradc balance (in absolute value)
-Basic 4,796 3,004 24,504

-Intcrmcdiatc 49,369 54,143 61,889
-Final 35,889 46,415 128,626

Total 90,055 103,562 215,019
Value of intra-industry tradc

-Basic 2,128 19,171 21,225
-Intcrmcdiatc 48,042 21,538 47,884
-Final 17,196 57,973 147,918

Total 67,364 98,682 217,027
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Methodological Annex

PCI raw materiais arc those derived from Petroleum A/ •
hcavier cuts) and from natural gas (natural gas cthane li petraleum and
refinery gases). Petrochcmical produets can be d.vidcd into £categorfesf

a) basic produets result from the processing of pctrochemir-.i .
Thcy generally serve as inputs for the intermediate and final produets" of J™*™’5’
The onrs include: i) olef.s: «hylc„c, prop»,'X XX

aromat.es: benzene, toluenc, o-xylene, p-xylene; iii) synthesis gas; iv) methanoi- v

b) intermediate produets result from the processing of basic produets They are
used in the production of final petrochemicals or in other industrial sectors
(particularly the Chemical sector). Examplcs arc: adipic acid; tcrcphthalic acid-
acrylonitrile; caprolactam; cyclohcxane; vinyl chloridc; dimcthyl tcrephthalate;
styrenc; ethylene glycol; phenol; formaldehyde;

c) final produets are obtained from the processing of basic or intermediate
produets and arc widcly used as inputs by the manufacturing sector. Most of the
goods in this group are polymers, which are made up of four product families:

i) thermoplastics are plastic materiais whose primary characteristic is theú*
ability to change shape via diífcrcnt processes when exposed to hcat. The
main thermoplastics are addition and polycondcnsation polymers.
Polycthylene is onc of the most important addition polymers, and it has
several varieties (high density polycthylene, low density polycthylene and
low density lineal polycthylene), polystyrcne (classificd as cxpandablc,
conventional and high impact), polypropylcne, vinyls (for example,
polyvinyl chloride) and acrylics (for example, methyl polymethacrylate).
Condcnsation polymers include polyamidcs, the main varieties of which
are nylon 6.6 and nylon 6. Therc arc also engineering plastics. These are
high impact and corrosion resistant polymers, and constitute onc of t .e
most advanced produets of the PCI. The main ones uac
polycarbonates, polycetals, polyphcnylene sulph.de, polyphenylene ,
polycster ketone, polyamide-imide, polyamide,

ii) dKunombk»or rhemrorigidr arenrareri*rtar
hcar. This group difceur XíZ-Xd ™
maleics, epoxy, polyesters) and aminoplast. (
compounds and melaminc-foimaldch} c ,

iii) el—os are diffcrenr “

(SBR), polybutadiene, polyisopicnc, etc,
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iv) synthetic fibrcs and direads: polyamides (nylon), polyesters, acrylics, and
polypropelenes.

Therc are four other groups of final petrochemicals: i) fertilizers: urea
diamonic phosphate, etc.; ii) detcrgcnts: DDB/ABL, tensoactives, etc.; iii) solvents:
acetone, carbon tetrachloride etc.; iv) plasticizers.
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Comments by Renato Fonseca

I would likc to thank die organizers for thc invitation to participate in tiiis
evcnt and strcss that my comments are bascd on thc cxecutive summaries of the
papcrs as the complete vcrsions wcre not distributcd. This maued thc analysis as it
was impossiblc to cvaluate the conclusions in thc light of the methodologies
adopted and thc available data bases.

Thc papcrs intended to evaluatc the impact of MERCOSUR on the automotive,
petrochemical, dairy and machinc-tool sectors in member States. The choice of
diversified sectors in terms of productive structure and performance in the period
provides a great opportunity to infer more general conclusions on the impact of
MERCOSUR.

The papers in their complete format apparently strcss the evolution of the
selected sectors with emphasis on thc role of regional trade and tliird markets.
Thcy also discuss structural factors and relevant institutional framework. The
papers, howcver, rniss their main objective. That is, tiiey do not answer the
question thcy propose to answer. At most, here and there, effccts of MERCOSUR
are mentioned but a comprchensive and convincing evaluation is not presented. I
recognize the difficulties entailed by such a task sincc the main economics of
MERCOSUR, Argentina and Brazil, were marked by profound changes in the
period of implementation of the integration initiative. As underlincd in die papcrs,
at die same time of implementation of MERCOSUR, these two economics started a
process of unilateral trade liberalization, deregulation, privatization of State
enterprises and monetary stabilization. These changes importandy affccted die
performance of these economics over time and also, of course, the sectors under
study.

In spite of the difficulties of isolating die different effects on the evolution of
spccific sectors I believe tiiat die Information gathcred would make possiblc
tbought experiment, an abstraction cxcrcise. So I would ask: would the evolution of
such sectors bc significandy diffcrcnt if die MERCOSUR integration process had not
bcen started? Would thc outstanding incrcasc in productivity not have occurred?
Or thc structural and managcrial changes in die firms? Or the structural changes in
thc markets? °

In view of my frustration sincc this question was not broached I will takc leave
and try to answer it. In fact, bascd on thc summaries presented, I conclude that the
answer to thc questions I raised would be no, with the possible exception of one
sector.

In thc papers here “presented” there scems to be a consensual, although not
cxphcit, conclusion that thc important factor to cxplain thc productivity and 

296 Brazil, Mcrcosur and thc Frcc Trade Arca ofthc Américas



297

Brazil, Meramrand the Fm Trade Arm oftbeAaio

cfficiency gains in the Argentincan and Brazilian cm
liberalization process, unilaterally implemented by both comurié? tT
bZ™0" '°SCVral Oth“ s“dies dK “nsc<“''”c“ °f SS

It can also bc inferred from the summaries that the most importam effcct of
MERCOSUR is ielatcd to scale, that is the increased size of the domestic market
which results from integrat.on, I would like to stress two points related to this
The first is that the growth of domestic markets in the relevant period was also the
result of the rccovery of cconomic growth in response to economic stabilization.
Thus, a significam pait of market growth was independem from mercosur’s
favourable cffects. Secondly, in view of the considcrablc diffcrence in scale between
the economies involved, the stimulus due to an expanded market affects these
economies asymmctrically favouring the smaller economies and being a less
relevant factor for the Brazilian industry.

I would like to make some spccific comments on cach of the studied sectors. In
principie, it would seem that the petrochemical sector was the most significantly
affectcd by MERCOSUR. The sectoral paper emphasizes the shift in managcrial
strategy in Argentina and Brazil favouring binationai investments and growth of
intra-industry trade. Evcn in this case, it is stressed that the most important
changes resultcd from competition from supplicrs outside MERCOSUR, from
deregulation in both countries and from market growth. I would like to stress that
the growth of intra-industry trade in the Chemical and petrochemical scctors
precedes the mid-1980’s, it was relevant that a trade agreement between the two
countries was conceived. I believe that tlie sectoral paper should address this point
so as to improve the understanding of the Interactive proccss between firms in
both economies.

The paper on dairy produets underlines tlie effccts of competition between
imports from third markets and market growth for Aigentinean an ruguaj*
producers. In tlie words of the authors, Brazil would bc the ocomo^ ° . •
MERCOSUR dairy trade. But evcn thcn, according to the stu y, us c
cancelled by Brazilian progress towards sclf-sufficiency.

I would not have much to commmcnt on the PaP" °n ^ ‘̂"Xg othcr
which, according to it, was not affectcd by MER Brazjiian
reasons, tlie prior dismantlcmcnt of the to some capital
System of “ex tarifts” which, by providing n p - faVour MERCOSUR
goods imports, neutralizes tlie pjefcience v.1 . SUggestions induded
suppliers. Howevcr, attention is diawn ysom tarifis” and, cspccially, the
in the article as, for instancc, the r0ClTOncnt policies similar to
introduction in the wholc region o capi < Such rccommendations,
“the present Brazilian regime for domest.c puichases . 



which could be justified in the context of the harmonization of commercial
Systems, contradict the basic ideas that justify the creation of fiec tiade arcas or
common markets, that is to allow participating members to reap the benefits
generatcd by the transition to freer trade regimes.

In relation to the automotive sector it can be verified, once again, that the
increase in productivity as well as the structural and strategic changes in firms have
resultcd from trade liberalization. I recognize the progress in the integration of
plants installcd in Argentina and Brazil, although this trend precedes MERCOSUR.
MERCOSUR may have speedcd up the process of integration but the vision of
integrated Argentinean and Brazilian plants owned by multinational firms precedes
even the 1986 bilateral Program of Co-operation and Economic Integration. This
is evident in the evaluation of the histoiy of negotiations between automotive
produccrs and governmcnt. A good examplc of a plant integration strategy which
precedes MERCOSUR is tliat adopted by Saab-Scania, when installing their
Argentinean unit in the end of the 1970’s.

It nceds to be stressed, howevcr, that the establishment in Brazil of plants of
automobile producers which wcre alrcady installed in Argentina may be an
indication that in fact MERCOSUR has not becn working properly. If the two
markets are integrated, why should these firms engage in parallel investments
when they could expand their existing plants and sell their output in the
neighbouring country? This is a point I would like to have seen researched in the
paper on the automotive sector.

298 Brazil, Mercosurand the Free Trade Arca of the Américas



Comments by Jorge Chami Batista

I would like to thank the organizers of titis seminar for thc invitation to
comment on the papers just presented. I wotúd like to stress thc relevance of these
sector studies for thc analysis of regional integration processes. Unfortunately I
have not had access to thc manuscripts of the studies just presented, but to a
summary of them. So, I offcr my apologies in advance, if I have misunderstood
some of the points made in the studies, sincc the summarics lack some basic
Information.

In my view, the central theme which brings together the four papers is the
challengc to compete in third countries’ markets (extra MERCOSUR) and to expand
exports to these markets. This challengc is ever more pressing in view of the
foreign exchange crisis with which the region has now to confront.

There are three basic propositions in the papers regarding this challengc:

1. to use MERCOSUR as the base for improving competitiveness and, thus,
promote exports to markets outside the region. This proposition may have a
more protectionist version, as the papers on petrochemicals and on machine
tools seem to suggest;

2. to expand the set of regional agreements. This proposition should be seen in
opposition to the first one. The paper on the automobile industry
emphasises this proposition, especially with importing countries of South
America, like Chile, Venezuela and Ecuador. The paper also points out the
lack of a common regime for the industry, as die principal obstacle for these
agreements. The paper on pctrochcmicals, on thc other hand, explicitly
reveals that the industry is very concerned with thc possibility of expanding
the process of cconomic integration to other countries and regions;

3. to make efforts for a new multilateral round of negotiations that would give
first priority to reduce the advaneed cconomies’ protectionism on
agricultural goods. The paper on the dairy industry argues that the curient
restrictions on trade in agricultural produets are not likely to bc eliminated
witliin regional agreements with the United States or with the Europcan
Union. It should be noted that this proposition, rather than excluding the

other two, may supplemcnt them.
The 1990s have been marked by fundamental changes m the cconomic

environment of tlae region. The countries of thc xegion ha\e, a most
simultaneously, gone through programmes of trade libei alization ciegt at ,
privatization, price stabilization and regional integiation. Tie e ects o
programmes have combincd and are still being felt in the cconomies anc
of the region. As a result, it is cxtremely difficult to separate the eflects ot
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regional integration process such as MERCOSUR’s from the consequences of all
other progranimes.

The principal role of thesc industry studies is to hclp to foimulatc a cominou
national and regional objective. They are in fact essential to help to define what
thesc countrics aim at as regionally integrated nations. It appeais that we have
staycd somcwhat paralyzed by the dilemma as to whediei go ahead with the
integration process with other nations and regions 01 consolidatc the integration
process with MERCOSUR, or even go back to a less opcn regional integration. The
risk of a more protcctionist integration in the region looks especially moie likely
now, in light of die currcnt international cconomic crisis.

I understand that wc shall not be able to increase and upgrade exports as
desired, without an opcn regional integration process. It is also my view that we
shall attack in all fronts, pursuing both regional (Free Trade Agrecments or
Prcfcrential Agrecments) and multilatcral agrecments. The main aim is to
negotiate greater acccss to other markets, outside MERCOSUR. But the pre-
requisite is to define what diese countries’ general strategy is and what they are
looking for on a sector basis, since diese negotiations are inevitably carried
tiirough by sector. In order to do that, it is essential to listen to businessmen and
thcir representative associations. But, cxcept in very unlikcly circumstanccs, this is
a game with a negative outeome. The public authoritics tend to be pullcd in all
dircctions by difterent priva te interests. It is the public scctofs responsibility to
give direction and to transform the outeome of this game into a positive onc.

The four papers scem to recognize die tremendous progress achicved by the
industries studicd in their process of modernization, re-structuring, improving
competidveness and raising labour productivity. They also scem to recognize die
important role played by trade liberalization in these processes. The industries
studicd have at least survived, despite ficrcc international compctition brought
about by trade liberalization. In other words, die four papers secm to recognize
that trade liberalization in die 1990s has not led to dc-industrialization.

The papers on petrochemicals and machine tools emphasize the important role  
played by die import substitution phase of die industry for its succcss during die
trade liberalization peuod. The devclopmcnt of managerial and teclmological
capacities has becn much moie signiflcant than what the orthodox literature
admits”. Some success stories of import substitution industrialization (ISI) are
undcniable. This is truc, but it is only half the truth. It is important to avoid
simplificadons such as, whcn therc is succcss, it is duc to ISI, whcn there is failure,
it is due to trade liberalization. The central question in the carly 1990s was
whcthcr to opcn the cconomy or not. And here, die heterodox literature prcachcd
die maintcnancc of protectionism or an endlcss gradualism. The other half of the
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truth could well be that the capacity of response of industry to trade liberalization
was much greater than what the heterodox literature admitted. 

I would like to come back now to our central theme: the challenge to incrcase
exports to markets outside MERCOSUR or to foster investment proiccts with
output capacities that are larger than the regional demand. Gcnerally Brazil has
failed to do that, except in the primary goods sector and in the agribusiness where
Brazilian exports havc increased their sharc in world imports in the 1990s.This is
particularly true if fuels are excluded or if only non-OECD countries (excluding
MERCOSUR countries) are considered. This incrcase in competitivcness,
noncthclcss, does not offset the vcry poor performance of Brazilian exports of
manufactured goods to countries outside MERCOSUR.

The paper on dairy produets confirms this observation, since it is tlie only one
that is optimistic about the capacity of tlie industry to export to markets outside
tlie region. The paper reports a vigorous process of investment for the
modernization and expansion of capacity in the region. All the othcr papers revcal
that MERCOSUR has not becn the basis to improve industrial competitivcness, and
hencc, incrcase export penetration in othcr markets. Gcnerally speaking, firms have
shown a regional strategy, investing in order to satisfy regional demand, exporting
only occasional surpluses. The paper on petrochemicals points out that this
reallocation of output towards tlie regional market has had some positive aspects,
since traded output tend to conccntrate on higher value-added produets,
gcncrating larger profits. On the other hand, exports to othcr markets tend to
conccntrate on low value commodities.

Although manufacturing industry in Brazil has had succcss in iniproving its
capacity to compete with foreign goods, through a substantial incrcase in labour
productivity, on average, it has failed to expand output capacity compared with its
levei in 1989. A considerable part of tlie capital stock of manufacturing industry
has been replaced, as trade liberalization unvciled its obsolcsccncc. Thus, as
Argentina’s demand for Brazilian manufactured exports rose sharply, as a result of
its unilateral trade liberalization, economic expansion and BraziPs maigin of
preferencc, Brazilian exports to other markets tended to dccelerate in 1992/1993.
The rise in BraziPs domestic absorption in 1994/95 combined with the regional
demand to further reduce BraziPs capacity to export to othcr countries.

Morcover, Brazil already accounted for over 20% of Argentinas impoitsm
1992. In some scctors (at one digit levei) this share rose to 35/o betueen
and 1992. BraziPs share in Argentinas imports of Chemical produets has riscn
steadily from 13.7% in 1991 to 20.2% in 1995. Only in the capital goods
industry, Brazil has not increased its sharc in Argentina’s imports
and 1995. So, it looks as though BraziPs share in Argentinas impoits ia
a sort of top limit. Unless there is an expected change in trade an /
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rate policies, BraziPs exports to Argentina should be expected to expand moie or
less in line with Argentina^s import growth.

This is one of the reasons Brazil should look for gaining access to new markets
through regional or multilateral agrcemcnts. The paper on the automobile
industry reveals diis nccd quite clearly, among otiier things, to compensate for the
expected net importation of auto parts. But the paper was too benevolent with the
policies adopted for this industry and ratlier timid as regards its proposals for the
future.

The paper rccognizes die redundancy of the incentives and of die tarifF and
non-tarifF barriers of die automotive regime in the 2— half of the 1990s. But it
praises the results achieved, sincc the regime was able to reduce risk and thus
induce investment projects. In point of fact, what Brazil needs are investment
projects diat take die risk of aiming at the world market (or at least to one of the
main regional markets). Plants diat producc world modcls for the world market.
So far, in vicw of the incentive of the automotive regime, we have attracted a large
(probably excessive) nuniber of car assemblers whose plants are designed to
producc for MERCOSUR’s markets.

The paper proposals are radicr timid as it suggests to expand the regional
market dirough agrcemcnts widi Chile, Ecuador and Venezuela. As far as this
industry is concerncd, I understand Brazil should negotiate with NAFTA countries,
widi the Europcan Union and even with Asia. A free trade agreement with one of
diese regions would change complctcly die nature of die investment projects in
Brazil. As in the 1950s, Brazil can incrcase its bargaining power by opening
negotiations with all regions, but contrary to Juscelino Kubitschek’s
protectionism, die incentive now is a free trade market. It is true, as die audiors of
the paper on the automobile industry point out, diat die domestic structure of this
industry will largely depend on die strategy of the leading multinational firms.
Nonetheless, this strategy will, in turn, depend strongly on BraziPs integration
process with otiier countries and regions.
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