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EXECUTIVE SUMMARY
The recommendations made in this daft report represent the views of the consultants and
should not be interpreted as being endorsed by the European Commission. They are
intendedto form a basis for discussions among stakeholders and the practical implications of
the recommendations will need to be examined in depth in order to evaluate their feasibility.

This report presents the final results of the Overall SIA for the Association Agreement under
negotiation between the European Union and the Mercosur countries. The overall SIA has
been carried out in parallel with three sector SIAs, for agriculture, automobiles and the forest
sector. The report also provides the results of the assessment of mitigation and enhancement
opportunities and based on this assessment, puts forward a number of proposals for flanking
measures.
The overall SIA analyses the impacts of a postulated trade liberalisation scenario for four
components of an EUMercosur trade agreement: agriculture sector, industrial goods sector,
services and rules related measures (investment, trade facilitation and government
procurement).
The assessment is based on a range of evidence, including the results of CGE modelling of
EU Mercosur trade liberalisation, econometric analysis, literature analysis and case studies,
expert opinion and the views of key stakeholders.
Summary of Sustainability Impacts
For the EU, the assessment finds that the economic impacts are likely to be positive overall.
The CGE model estimates that full liberalisation would give an economic welfare gain of the
order of 0.1% of GDP. Additional gains can be expected from dynamic effects whereby
productivity is enhanced through greater competition and economies of scale. The gains in
economic welfare are associated with increases in output in some sectors and decreases in
others. Output of services and manufacturing goods is predicted to increase, while the
agricultural sector in general and processed foods in particular would contract. Anticipated
effects in the EU10 are similar to those in the EU15 but somewhat smaller.
The decrease in production in agriculture and food processing will reduce employment in
these sectors. If not mitigated by appropriate support programmes or other policy measures,
this adjustment process may lead to adverse social impacts in particular localities. Both
positive and negative environmental impacts will arise, associated with the production
changes. These will be localised and are expected to be small, and not significant in the
context of an effective regulatory regime.
For the Mercosur countries, the CGE model predicts that full liberalisation would lead to
static economic welfare gains of the order of 0.5% GDP in Argentina, 1.5% in Brazil and
2.1% in Uruguay and perhaps up to 10% of GDP in Paraguay. Most of the static welfare gains
in each of the Mercosur countries comes from goods liberalisation, with a smaller
contribution from liberalising crossborder trade in services. There are also significant
potential gains from trade facilitation measures, but these cannot be modelled with any
certainty. The sectoral changes indicated by the model are generally in the opposite direction
to those in the EU, and again are larger. The agriculture and processed foods sectors are
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expected to expand, while textiles and clothing, wood, pulp and paper, chemicals, metals,
motor vehicles, transport equipment (except for Argentina) and machinery are all expected to
decline. Output is also predicted to decline for financial services, utilities (except Uruguay)
and business services.
Economic gains are expected to increase in the long term in the Mercosur countries. The
exposure to competition is expected to induce efficiency and productivity gains, and the
opportunities for new investment and prospects of higher rates of return is likely to attract
foreign and domestic investment, depending on the other factors which affect the investment
climate. However, the pace of liberalisation and the adoption of complementary supply side
measures will affect the size of the gains associated with investment and productivity growth.
The study identifies social impacts in Mercosur that are beneficial in the short term as well as
the long term, and others that may be adverse unless effective mitigating action is taken. The
potential negative impacts include potential employment losses in parts of the manufacturing
sector and deterioration in decent work standards in some parts of the rural agricultural sector.
Gender impacts are expected to be mixed and relatively small.
Both positive and negative environmental impacts are expected. The main impacts that have
been identified are (i) opportunities for improved environmental services, subject to continued
state support and effective regulation (ii) risk of increased water pollution, requiring stronger
regulation (iii) a potentially significant adverse impact on biodiversity, exacerbated by
increased demand in Europe for biofuels, particularly from Brazil. Less significant impacts
that are identified include potential degradation of resource stocks of water and soils, air
pollution, spread of plant diseases and threats to animal welfare.
The expected impacts of the proposed trade agreement on climate change are mixed. The
economic modelling studies indicate a small reduction in greenhouse gas emissions from the
reallocation of production between Mercosur and the EU, countered by a larger increase due
to increased international transport. Efforts to reduce EU emissions through the use of
biofuels to replace fossil fuels are expected to benefit significantly from a reduction of
barriers to imports of Mercosur ethanol.
Mitigation and Enhancement Proposals
The aim of flanking measures is to define a package of initiatives to yield the best possible
outcome, not just in terms of trade liberalisation and economic growth but also of other
components of sustainable development. Flanking measures are intended to maximise the
positive impacts of the trade negotiations in question, and to prevent or reduce any potential
negative impacts.
A number of proposals for flanking measures have been put forward in the report,
Recommendations are developed for three types of actions: those actions that may be taken
within the proposed trade agreement; actions by other policymakers in the EU and Mercosur;
actions as part of EU development assistance to Mercosur countries. The proposed flanking
initiatives are:
·

Design a sequenced and differentiated programme of trade liberalisation which will
mitigate the potential adjustment costs.
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·

Consider the establishment of an EUMercosur trade adjustment assistance
programme to mitigate the labour market adjustment effects of EUMercosur trade
liberalisation in Mercosur.

·

Prepare a Regulatory Impact Assessment (RIA) report on the ‘ontheborder’ and
‘behindtheborder’ regulations affecting EUMercosur trade and investment flows.

·

Establish a permanent institutional body with responsibility for monitoring the
economic, social and environmental impacts of the EU Mercosur agreement.

·

The EC and Mercosur countries should seek to incorporate resourcing implications of
the flanking measures within the 20072013 programme of EUMercosur development
cooperation.

·

The flanking measures should be agreed as part of the trade agreement, to ensure that
they function as effective and timely preventative and mitigation measures.

In addition to these general measures the sector SIAs for agriculture, automobiles and forests
provide more detailed sectorspecific recommendations for flanking measures. These are
summarised in Annex 5 of this report.

SIA of Mercosur Negotiations – Final Report

page 10

1
1.1

INTRODUCTION
EU  Mercosur Trade Association Agreement Negotiations

Mercosur was created in 1991 with the signature of the Treaty of Asunción by four Latin
American countries (Argentina, Brazil, Paraguay and Uruguay).1The EU has supported the
integration process of Mercosur since shortly after its inception. In May 1992, one year after
the conclusion of the Asunción Treaty, Mercosur and the EU signed an interinstitutional
agreement which served as a vehicle for technical assistance, personnel training, and
institutional support for Mercosur. The two blocs signed an interregional Framework
Agreement in December 1995. It was the first agreement of its kind that the EU was
negotiating outside Europe. This agreement was designed to facilitate further negotiations on
commercial and economic cooperation while putting in place immediately a political dialogue
between the two regions.
The negotiations of the EUMercosur Association Agreement, which has three components
(political, cooperation and trade), were launched in the first EULatin America meeting of
Heads of States and Governments held in Rio de Janeiro in June 1999. The EUMercosur Bi
regional Negotiations Committee (BNC) is the main forum for negotiations. The first round of
negotiation was in April 2000. Since then, sixteen negotiating rounds have taken place.
During the spring 2004, substantial progress in the trade chapter allowed both parties to
realistically envisage a conclusion of negotiations by the end of October 2004. But the year
concluded on the failure to meet the deadline of October 31 for the completion of the
negotiations. Following a number of technical contacts in 2005 to discuss the ways to re
engage the process, Ministers met again in September of 2005 and Trade Commissioner Peter
Mandelson visited the region in March 2006. Since then, discussions have continued at the
technical level, but no new negotiating offers have been exchanged and the discussions are
currently at a standstill. It is in this context that the Commission decided to undertake a new
Trade SIA of the Mercosur – EU Association Agreement.2
The EU’s recently published trade strategy (EC, 2006a) identifies Mercosur as one of the
priority areas for forming regional trade agreements, due to its market potential and the high
level of protection against EU exports. The barriers that the EU imposes on many products in
which Mercosur is internationally competitive make this agreement also potentially attractive
for Mercosur.3
In terms of trade, despite the trade barriers in force, the EU is Mercosur’s first market for its
agricultural exports, accounting for 48% of total EU imports from Mercosur in 2005. EU
goods exports to Mercosur are largely industrial products, with machinery and transport
equipment alone representing over 50% of total exports, followed by chemicals and related
products at 20%.
EUMercosur relations are based on the Interregional Framework Cooperation Agreement
that entered into force in 1999. Its main goal was to prepare the negotiations in order to create
1

Venezuela has since become a member of Mercosur.

2

DG Trade commissioned a Trade SIA for EU Mercosur negotiations in 2003 (see, Planistat, 2003). The current study is
intended to update the 2003 study.
3

(de Azevedo and Henz, 2006)
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a free trade area between the two blocs. Negotiations on the trade chapter are governed by
three main principles EC, 2006b):
(i) A region to region approach, which constitutes the basis of discussions on all regulatory
areas;
(ii) The agreement should be comprehensive and balanced, going beyond the respective
obligations in WTO. No sector should be excluded, while taking account of product
sensitivities;
(iii) The agreement should constitute a single undertaking, implemented by the parties as an
indivisible whole.
The two blocs initially exchanged liberalisation offers on goods in June 2001, but both the EU
and Mercosur sought to either postpone or exclude their sensitive sectors from the agreement.
The two blocs are proposing tariff reductions based on different schedules. The EU system
divides the tariff reduction into four baskets (A: immediate opening; B: four years; C: seven
years; and D :ten years). Mercosur offers six baskets from immediate liberalisation (basket A)
to ten years plus grace (basket F). Besides the schedules, the number of positions also differs
between the two offers. Mercosur’s last offer of goods in September 2004 included an
immediate tariff elimination of 12% of tariff positions, an additional 6,1% in three years
reaching 41,2% in eight years (Table 1.1).Without considering the goods that will face quotas
and fixed preferences, Mercosur’s offer totalised about 89% of positions to be liberalised in
12 years. The EU proposal contained wider immediate tariff elimination, reaching 34% of
tariff positions, but encompassing a similar overall number of positions in ten years, or 93%,
including processed agricultural products (Table 1.2). It also offered fixed preferences of 20%
and 50% for 99 items and quotas for another 241 items. Those 340 positions with restricted
access to the EU market are mainly agricultural products.4
Table 1.1: Mercosur Offer on Goods

Category
A (immediate)
B (3 years)
C (8 years)
D (10 years + 1 grace)
E (10 years + 2 grace)
F (quota + 18 years)
Fixed Preference 20% & 50%
Unschedule
Totals
Source: IDB (2006a)

4

No. of Positions
1168
1760
1077
1889
2784
46
185
821
9730

September 2004
Mercosur Share (%)
12.0
18.1
11.1
19.4
28.6
0.5
1.9
8.4
100.0

IDB 2006a
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Table 1.2: EU Offer on Goods
Category
A (immediate)
B (4 years)
C (7 years)
D (10 years)
Processed Agricultural Products
(reciprocal)
Total Liberalisation
Preference—20%
Preference—50%
Quotas
Total Preference and Quotas)
Total not included
General Total

No. of NC
3526
2449
2079
1310
288

Share (%)
34
23
20
13
3

9652
43
56
241
340
435
10427

93
0
1
2
3
4
100

Source: IDB (2006a)

Although these proposals represented an advance comparing with the first exchange of
positions in 2001, they were not sufficient to guarantee an agreement between the two blocs.
Besides the issues related to goods, there were also disagreements in a number of areas
including services, investments, government procurement and intellectual property. 5 Services,
as the Communication are a key issue for the new FTAs, and the EU is seeking significant
liberalisation in this area, including the selling of crossborder services without the company
having to be established in the country where it would provide the service and the inclusion of
professional services, which would allow the transfer of skilled workers from EU companies
located in Mercosur.6
1.2

The European Commission’s Trade SIA Programme

The European Commission has been engaged in conducting Trade SIAs as part of its trade
policymaking process since 1999. The purpose of the Trade SIA programme is to inform
trade negotiators and other interested parties on the potential economic, social and
environmental impacts of the EU’s trade negotiations, in both the EU and Europe’s trading
partners.
The European Commission has defined the objective of its SIA studies (European
Commission, 2002) as a means of integrating sustainability into European trade policy:
· by analysing the issues of a trade negotiation with respect to sustainable development;
· by informing negotiators of the possible social, environmental, and economic
consequences of a trade agreement;
· by providing guidelines to help in the design of possible flanking measures, the sphere
of activity of which can exceed the commercial field (internal policy, capacity
building, international regulation), and which makes it possible to maximise the
positive impact and to reduce the negative impact of the trade negotiations in question.
The Trade SIA programme applies a standard approach in conducting the assessment. This
framework has two complementary elements:

5
6

IDB 2006a
IDB 2005
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 Trade sustainability impact assessment, comprising a balanced and integrated
assessment of potential economic, social and environmental impacts.
 Consultation process, whereby consultation with, and dissemination of
results to, partners and key stakeholders is an integral part of the assessment
process. Consultation and transparency are essential processes for ensuring the
credibility and legitimacy of the Trade SIA.

In 2006, DG Trade awarded a contract to a consortium led by the Impact Assessment
Research Centre at Manchester University to undertake a Trade SIA of the Association
Agreement under negotiation between the European Community and Mercosur. This report is
the final report for the first phase of the programme, and provides an update of the earlier
SIA of the proposed EUMercosur trade agreement that was undertaken for DG Trade in
2003.7
In addition to the Overview SIA, the current phase includes three detailed sectoral SIA
studies:
· Automobile Sector
· Forestry Sector
· Agricultural Sector
The current study identifies, as far as possible in quantitative terms, the likely impacts on the
three key areas of sustainability – economic, social and environmental development – of the
different aspects of the proposed EU  Mercosur trade agreement and on the basis of the
identified impacts it proposes mitigation and enhancement measures in different areas of
public policy, including trade policy.
The Final Overview SIA covers four main areas:
· Agriculture;
· Nonagricultural market access;
· Services;
· Investment, trade facilitation and other rulesbased measures in the proposed trade
agreement
The Final Overview SIA Report builds on the detailed assessment findings that were
presented in the Mid Term Report. The overall assessment will allow for the cross sectoral
and cumulative impacts likely to result from the implementation of the trade aspects of an
Association Agreement between the European Communities and Mercosur as a whole. It will
also integrate the findings of the sectoral Trade SIA studies that are being undertaken for
Automobiles, Forests and Agriculture.8
It also proposes mitigation and enhancement measures in different areas of public policy,
including trade policy. Based on the existing regulatory frameworks and domestic policies of
the countries under review, suggestions are made on what complementary measures might be
introduced to best address the negative impacts and maximise the positive impacts of further
trade liberalisation and changes in rulemaking between the EU and Mercosur in the
7
8

Planistat, 2003
Separate Reports have been prepared for the automobile, forests and agriculture sectors.
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automobile sector. This includes of the various options for mitigating and enhancing
measures, that could be introduced at domestic or regional level, in international fora, or in
other areas of the ongoing negotiation processes.
In accordance with the Terms of Reference, this Final Overview Report includes the
following elements:
· Introduction (Section 1)
· Trade SIA methodology (Section 2)
· Overview of EU Mercosur Trade Relations (Section 3)
· Modelling the EU Mercosur Association Agreement (Section 4)
· Main Findings of the Overall Sustainability Impact Assessment (Section 5)
· Mitigation and Enhancement Measures (Section 6)
· Consultation and Dissemination Activities (Section 7)
· Conclusions (Section 8)
· References (Section 9)
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2
2.1

METHODOLOGY
Trade SIA Framework

The purpose of the (ex ante) SIA is to support better policy making, by providing decision
makers with an evidencebased assessment of the potential positive and negative
consequences of their policy choices. To achieve this, the analysis strives to be credible,
evidencebased, and transparent. The results of the assessment also need to be provided to
decisionmakers at an early stage in the policy cycle, if they are to inform the decision
making process.
The main components of the SIA methodology are:
· Screening and scoping
· Scenarios
· Assessment of impacts
· Evaluation of alternative preventative, mitigation and enhancement measures
· Consultation and stakeholder engagement
The methodological framework for undertaking sustainability impact assessments (SIA) of
trade negotiations was originally developed in 1999, and has subsequently has been refined on
the basis of experience in its application. 9 This ongoing process of refinement and
development has been maintained in the current study, by incorporating economic modelling
as one of the analytical tools that is used to assess the significance of potential sustainability
impacts.
The methodology for the EUMercosur SIA includes an integrated CGE modelling
component which provides a quantitative framework for identifying static equilibrium
economic impacts and linking these to the analysis of social and environmental impacts
(Figure 2.1). This analytical framework provides a common quantitative foundation for the
assessment of sustainability impacts.

9

George and Kirkpatrick, 2004; EC, 2006
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Figure 2.1: The Integrated Framework
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The Copenhagen Economics Trade Model (CETM) is a global computable general
equilibrium (CGE) model incorporating some of the relevant environmental and social
parameters. The CETM captures linkages between the different sectors and regions of the
world economy, and allows for an economywide assessment at both the national and global
level.
Figure 2.1 shows the impacts that can be modelled directly in the CETM, in relation to the
corresponding core indicators of the SIA methodology. Generally, the main use of the general
equilibrium model is to provide estimates of the static equilibrium economic effects of the
trade agreement, but there are social and environmental indicators included as well in the
output of the model. Other economic impacts and associated social and environmental effects
are assessed separately.
An important part of the output from the model is the information on which sectors are
expected to contract or expand (for each country/region), and the relative magnitude of these
sectoral shifts. Combined with information on sector characteristics from a social and
environmental perspective, this information provides the starting point for the SIA analysis.
The model can calculate impacts on a wide range of variables for each individual country,
such as:
·
·
·
·

Economic welfare (measured as equivalent variation)
Real income
Total employment
Employment by sector and skilllevel
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·
·
·
·
·
·
·
·
·
·

Real wages
Return on capital
Economywide value added (GDP)
Value added by sector
Real prices for both domestic and imported goods and services
Output and market sizes for goods and services
Imports and exports by sector
Tariff revenues
Energy usage
CO2 emissions

Regarding social impacts, the CETM can analyse certain distributional effects of
macroeconomic and sectoral effects following trade reforms. The output includes quantitative
changes in real wages and sectoral employment for skilled and unskilled labour. Due to the
detailed regional and sectoral disaggregation of the CETM that is used for this study, this
output from the CETM shows in which sectors jobs will be lost, in which sectors employment
will increase, and the aggregate effect on wage levels for skilled and unskilled workers in
each country.
The focus of the environmental modules in the CETM is energy usage (electricity, oil, coal,
gas) and greenhouse gas emissions (CO2). The GTAP energy data set (EDS) is used, which
covers among other variables the quantity of energy usage by energy commodity and energy
use class. The energy and CO2 impacts of international transport are included in the model as
well, and will also be assessed separately by considering the estimated changes in trade flows.
The GTAP6 database provides the majority of the data for the empirical implementation of
the model. The database is the most recently updated source for internally consistent data on
production, consumption and international trade by country and sector on a global level. It is
based on detailed national accounts and balance of payments data from both national sources
and international organisations. Compared to previous versions of the GTAP database,
version 6 includes several important improvements with respect the EUMercosur context, all
of which are incorporated in the CETM:
·
·
·
2.2

improved domestic databases for Argentina and Brazil
improved treatment of data on services trade
improved tariff coverage using MAcMaps data on preferential rates
Causal Chain Analysis

SIA is an evidencebased methodology for assessing potential impacts of an intervention.
Causal chain analysis (CCA) analyses the evidence to identify the significant causeeffect
links between the proposed trade measure (scenario) and its final economic, social and
environmental impacts. CCA aims first at (i) linking changes in a trade measure to changes in
the incentives (prices) and opportunities (expanded market access), which can influence the
production system and trade flows; and then at (ii) linking changes in the production system
to sustainability impacts.
The evidence used in the CCA is drawn from a range of sources:
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· Economic theory;
· Economic (trade) models, based on available computable general equilibrium (CGE)
models and spatial trade model applications;
· Econometric data analysis and statistical data;
· Case studies;
· Consultations and expert opinions.
2.3

Static and dynamic effects

A change in a trade measure, such as the removal of a tariff, has two main effects. The first is
to create static gains from trade, including efficiency gains from exploiting comparative
advantage, the reduced costs from scale economies, reduction in distortions from imperfect
competition and increased product variety. The second effect is to create dynamic gains from
trade. These are the benefits from trade that accrue over time. The sources of these are not
well understood or documented, although there exists a number of theoretical reasons and
some empirical evidence suggesting that countries have benefited more from dynamic gains
than from static gains generated by trade liberalisation.
A static trade model has no explicit time dimension and abstracts from the process by which
an equilibrium might be reached over time, as well as from the dependence of the variables in
the model itself on a changing past or future. A dynamic trade model has an explicit time
dimension, but to be meaningful it should include variables and behaviour that at one time
depend on variables or behaviour at another time.
A conceptual framework for the SIA, which includes the static and dynamic effects of trade,
is presented in Figure 2.2.

SIA of Mercosur Negotiations – Final Report

page 19

Figure 2.2: Basic Principles of the Causal Chain Analysis
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Scenarios

Two scenarios are used in assessing the potential impact of the EUMercosur negotiations on
sustainable development:
· Base scenario: no change in the current negotiated trade measures affecting EU and
Mercosur trade, including no agreement on the trade liberalisation measures being
discussed within the WTO Doha Development Agenda negotiations. The baseline scenario
assumes, therefore, a continuation of existing trends in trade flows and current levels of
tariff and nontariff measures.
· Further liberalisation scenario: : this represents the strongest probable implementation of
the EU –Mercosur trade negotiations., including economic modelling of full tariff removal.
Negotiating options for the actual trade agreement cover a range of intermediate scenarios,
involving different degrees of liberalisation for each type product or service, differing for
each form of trade measure.
2.5

Sustainability Indicators and Impact Significance

The SIA uses the same set of nine core indicators as used in the previous SIA studies,
covering the economic, environmental and social dimensions of sustainable development
(Table 2.1). For each of the core indicators, second tier indicators are used to describe
specific impacts that are identified in the assessment.
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Table 2.1: Core Sustainability Indicators
Sustainability dimension

Core indicator

Economic

Real income
Fixed capital formation
Employment

Environmental

Biodiversity
Environmental quality
Natural resource stocks

Social

Poverty
Equity
Health and education

In addition to the nine core indicators for sustainability outcomes, the methodology allows for
two process indicators which influence the long term economic, social and environmental
impacts of trade liberalisation:
· Consistency with sustainable development principles
· Institutional capacity for effective sustainable development strategies
The key principles of sustainable development are taken to be the principles defined in the
Rio Declaration on Environment and Development10. The influence on capacity to implement
effective sustainable development strategies is assessed according to compatibility with
principles developed by the UN Department of Economic and Social Affairs (UNDESA) and
OECD11.
The sections of the report which follow apply this framework to the proposed EU – Mercosur
Association Agreement They describe the analysis of economic, social and environmental
impacts, followed by an analysis of process impacts under the headings of the impact
indicators defined in the SIA methodology. The impacts are summarised at the end of each
section, in tables of the form shown in Table 2.2.
The following symbols are used in the tables to show impact significance
é
ê
ñ
ò
ñò


10
11

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as nonsignificant compared with the base situation

United Nations (1992)
IDPM (2001), George and Kirkpatrick (2006b)
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Column 2

This shows the types of likely significant impact by country or sector that have
been identified in the analysis, grouped under the nine core indicators and two
process indicators defined in the methodology.

Column 3

Entries in this column summarise the main factors in the causal chain.

Column 4

An entry in this column indicates potential for either a mitigating or an
enhancing measure, or a combination of the two

Column 5

Significance of short and long term impacts.

Table 2.2: Format of impact summary tables
Causal factors

Factors affecting
significance

Potential
significance
long
term

Countries / sectors
affected

short
term

Impact

Economic
Real income
Fixed capital formation
Employment
Social
Poverty
Health and education
Equity
Environmental
Biodiversity
Environmental quality
Natural resources
Process
SD principles
SD strategies

Greater and lesser significance are defined by the SIA methodology as:
·
·

lesser significant impact – marginally significant to the negotiation decision, and if
negative, a potential candidate for mitigation
greater significant impact – significant to the negotiation decision, and if negative,
merits serious consideration for mitigation.

Distinctions between greater and lesser significance are based on the importance of an impact
for the particular economic, social or environmental factor concerned. They give no indication
of relative importance of different impacts. The following factors are taken into account in
evaluating significance:
·
·

The extent of existing economic, social and environmental stress in affected areas;
The direction of changes to baseline conditions;
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·
·

2.6

The nature, order of magnitude, geographic extent, duration and reversibility of
changes;
The regulatory and institutional capacity to implement mitigation and enhancement
measures.
Short and long term impacts

As shown in Table 2.2, the impact summary tables distinguish between short term and long
term impacts.
Short term impacts are those which occur during the period of adjustment, as production rises
in some sectors and declines in others to accommodate the changed trade measure.
Long term impacts are the combined outcome of the static changes which result once the
period of adjustment is complete, and of the dynamic effects of the trade measure.
2.7

Country Groupings and Case Studies

Any global or regional level aggregation aggregates variations in sustainability impacts
between countries and sectors. The main focus of the SIA is on the potential impacts in the
EU and Mercosur as a whole. However, the SIA will also provide information on potential
impact at the individual country level, where it appears that a particular country may be
disproportionately affected (positively or negatively), in economic, social or environmental
terms. Importer and exporters countries are likely to respond in different ways, e.g. depending
on their competitive position. Equally, social and environmental impacts may vary
significantly depending at the country or intracountry level.
To strengthen the analysis by allowing for potential differences in impact between countries, a
number of sector level case studies were undertaken in individual Mercosur countries.12 In
selecting the case studies, the following criteria were used:
·
·
·
·

Importance of the country as producer, importer or exporter of the product;
The trade structure of the country (taking into account the export or import dependence);
Importance of social and/or environmental issues;
Availability of data and overall feasibility with regard to time and funding resources
available.

2.8

Preventative, Mitigation and Enhancement Measures

The SIA methodology allows for evaluation of possible preventative, mitigation or
enhancement measures, subsequent to the assessment of potential impacts. These measures
can be categorised as follows:
· Traderelated measures, which can be integrated into the trade agreement
· International and regional measures to improve the policy environment and strengthen
national regulatory capacity
· National sectoral policy measures to remedy or regulate market imperfections
12

The country level sector studies are included in the individual reports for the Automobile, Forest and
Agriculture sectors.
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· National policy measures to mitigate adjustment costs.
The MTR identified the significant potential impacts of trade liberalisation in Mercosur and
the EU and provided a preliminary discussion of potential flanking measures. This Final
Report provides a detailed analysis of the potential preventative, mitigation and enhancement
measures that might be introduced as part of an EUMercosur Association Agreement
(Section 6).
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3

OVERVIEW OF EU – MERCOSUR TRADE RELATIONS

This section describes the pattern of trade and investment flows between the EU and
Mercosur, as background to the detailed assessment of sustainability impacts and flanking
measures in the later sections of the report.
3.1

Trade Flows

Mercosur is the main trading partner of the European Union (EU) in Latin America. Between
1995 and 2004, 42% of EU sales to Latin America went to Mercosur and 48% of its imports
from this region originated in the bloc of the Southern Cone 13 . However, the share of
Mercosur as a recipient of EU exports has been declining over the period, with corresponding
increases in the share of trade with countries such as Chile and Mexico (Table 3.1).
Table 3.1: Mercosur main trading partners
Value ($USm)

Export

Import

Total
Trade

Growth (%)

Share (%) by region

1995

2000

2004

95/00

00/04

1995

2000

2004

Asia

9171

7971

17537

13

120

13

9

13

European Union

18012

20025

30078

11

50

26

24

22

Intra Mercosur

14451

17741

17114

23

4

21

21

13

USA

10773

16930

24678

57

46

15

20

18

Rest of the world

18087

22196

44453

23

100

26

26

33

World

70493

84863

133861

20

58

Asia

7920

10085

15029

27

49

10

11

16

European Union

21949

21069

20007

4

5

27

24

21

Intra Mercosur

14439

17713

17879

23

1

18

20

19

USA

17635

18693

15696

6

16

22

21

17

Rest of the world

17915

20882

26210

17

26

22

24

28

World

79858

88441

94821

11

7

Asia

17091

18055

32566

6

80

11

10

14

European Union

39961

41094

50086

3

22

27

24

22

Intra Mercosur

28890

35453

34994

23

1

19

20

15

USA

28407

35623

40374

25

13

19

21

18

Rest of the world

36001

43078

70663

20

64

World

150351 173304 228682 15

32

24

25

31

Note: ASIA includes ASEAN members, Bangladesh, Hong Kong, Macao, Japan, Pakistan.
Source: COMTRADE

13

Data provided IADB (2006)
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The EUMercosur trade relation is characterized by sharp asymmetries. The first imbalance
relates to the weight of the bilateral trade relation in each partner’s total trade. In 2005,
Mercosur accounted for only 2.4 % of EU imports down from 2.95% a decade earlier; and for
1.7% of EU exports, down from 2.75% in 1995 (Figure 3.1). But for Mercosur countries, the
EU is a strategic trading partner. In 2005 the EU was the main client of the bloc of the
Southern Cone, absorbing 20.5% of its exports, and also its main provider (21% of Mercosur
imports). The importance of EU in Mercosur’s total trade, has however declined in the past
decade (Figure 3.1).
Figure 3.1: Share of EU and Mercosur bilateral trade
35
30

% share

25
EU exp to M'sur (% of
total EU exp)
EU imp to M'sur (% of
total EU imp)
M'sur exp to EU (%
total M'sur exp)
M'sur imp to EU (%
total M'sur imp)

20
15
10
5
0
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Period

Source: COMTRADE database

The second asymmetry that can be observed in the EUMercosur trade relation as regards the
trade balance. For a long time, the Mercosur trade balance with the EU was systematically
negative. However, in 2002, the trend was reversed and since then Mercosur has recorded
continuous trade surpluses which, in 2005, reached $10.07 billion (Figure 3.2). This surplus is
primarily the result of trade in the agricultural sector. In 2004 Mercosur’s agricultural exports
to EU were worth $16.2 billion and imports amounted to only $762 million. In contrast,
Mercosur exports of manufactured goods were $10.5 billion but imports reached nearly $20
billion. Although Mercosur trade with the EU has increased in absolute terms, as illustrated in
Table 3.1, the relative share of the EU as a trading partner has been declining.
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Figure 3.2: EU – Mercosur Total Trade (1995–2005)
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Source: COMTRADE

The Netherlands, Germany, Italy and Spain are the main recipients of Mercosur exports to the
EU while approximately 70% of Mercosur imports from Europe originate in Germany,
France, Italy and Spain. Despite their strong historical links, trade flows between Portugal and
Brazil are very low (3% of the EU total trade with Brazil). Considering the size of the
Brazilian economy, it is not surprising that Brazil is responsible for 75.7% of Mercosur trade
with the EU, while Argentina accounts for 21%, Uruguay for 2.3% and Paraguay for 1%14.
IntraMercosur trade increased significantly during the period that followed the creation of the
common market. From 1990 to 1999 intraMercosur trade rose from less than 10% to 25% of
total trade, but after the multiple crises that shook Latin America, at the turn of the centuries,
this share dropped significantly to 11%. Since than intraMercosur trade has only slightly
increased its share to 13% of total trade (Figure 3.3).

14

Data for 2004. Source: Eurostat.
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Figure 3.3: IntraMercosur Trade (% share of the total trade)
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Source: IADB, 2006

The composition of Mercosur exports to the EU is very different from the composition of
exports to the US (Table 3.2). More than 50% of Mercosur sales to the EU are composed of
food and raw agricultural materials and this export profile has varied little over time. On the
contrary, the composition of Mercosur exports to the US is characterized by a much lower
share of agrofood products (9.9% in 2002). Between 45% and 50% of Mercosur exports to
the world are manufactured goods. On the other hand, it is interesting to note that a high
percentage of Asian imports from Mercosur are ores and metals, and agrofood products. This
shows that Mercosur countries have benefited from the expansion of the Asian economies,
through a significant demand for raw materials15.
Table 3.2: Composition of Mercosur exports, 1995–2002 (%)
Food

Agricultural
Raw
Materials

Ores & Metals

95

02

95

00

02

95

00

02

World

35.5 30.5 33.9 5.2 3.9 3.3

7.3

7.6

7.1

3.7

6.6

8.3

LAC

24.3 19.5 19.2 2.9 1.7 1.6

2.4

2.5

2.7

8.3 13.2 15.3 61.8 63.0 61.2 0.3 0.1 0.1

USA

16.3 11.6

5.6 4.4 3.7

4.8

4.4

3.7

3.9

9.3

10.9 67.5 68.1 70.4 1.9 2.2 1.6

EU15

51.4 46.5 51.7 8.0 6.4 4.9

8.7

11.3 10.4 0.8

0.5

2.2

30.5 34.6 29.6 0.6 0.6 1.1

ASIA

34.3 36.5 40.1 7.6 7.5 6.1 25.6 26.4 23.3 0.8

0.8

3.5

31.5 28.8 26.9 0.2 0.1 0.1

95

00

02

9,9

00

Fuels

Manufactured
Goods
95

00

02

Goods not
elsewhere
95

00

02

45.7 49.1 45.4 1.4 2.3 2.1

Source: IADB (2004)

Mercosur’s export portfolio is fairly diversified, but with wide variation across countries.
More than 50% of Brazil’s exports are composed of industrial goods, but this percentage
decreases to 14.6% for Paraguay. Non agricultural raw materials and fuels account for 34% of
15

IADB (2004)
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Paraguay’s exports, while this sector only represents 11.6% of Uruguay sales to the world.
Agricultural raw materials and food account for 48.4% of Uruguay’s exports, 42.9% for
Argentina, 34% for Paraguay and 22.7% for Brazil16.
Mercosur countries are major producers and netexporters of agrofood products. In 2003,
Brazil ranked third in the top10 list of agroexporters and Argentina ranked seventh. Both
countries are also the second and third EU providers of agricultural products, behind the US.
The agricultural sector is a key component of Mercosur economies. In all the member states,
agriculture accounts for more than 10% of GDP. In addition, it is a very dynamic sector with
an impressive rate of growth (except in Paraguay). The data presented in Table 3.3 illustrate
that the sector is also an important source of employment. However, Table 3.3 does not
include employment data for the agrobusiness sector. In Brazil, if agricultural jobs are added
to employment in food processing industries, the percentage of the labour force employed in
the sector reaches 35%.
Table 3.3: Importance of the agricultural sector in Mercosur economies
Argentina

Brazil

Paraguay

Uruguay

Agricultural share (%) of GDP (2004)

11.2

10.4

27.2

12.4

Growth (%) agricultural GDP (2004)

7

5.3

2.1

9

Agricultural population (% of total)
2003

9.4

14.8

38.9

10.8

Source: World Bank, FAO.

Mercosur exports of agricultural products are diversified. Table 3.4 shows that the most
important products exported by Mercosur are: soybeans and soy products, bovine and poultry
meats and preparations, sugar, fruits juices, coffee, corn, wheat, tobacco, fruits and vegetables
(fresh and prepared).
Mercosur imports mainly mineral fuels and oils (15.5%), nuclear reactors, boilers and
machinery (14.4%), electrical machinery and equipment (13.8%), organic chemicals and
chemical products (8.1%), vehicles (7.1%), plastics and their products (4.2%) and fertilisers
(3.8%)17.

16
17

Data for 2003. Source : INTAL
Data for 2004. Source : COMTRADE
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Table 3.4: Value and destination of Mercosur agricultural exports (2004)
World
($USm)

Share of
Mercosur
total
agricultural
exports (%)

Asia
(%)

EU
15
(%)

Mercosur
(%)

North
America
(%)

Other
(%)

Beverages/Spirits

824

1.8

27

23

8

20

22

Bovine Meat/Preparations

4343

9.3

14

35

2

17

32

Coffee

1759

3.8

12

56

2

20

10

Corn

1825

3.9

42

19

3

0

36

Dairy products/Bird’s eggs/natural
honey

1014

2.2

12

16

10

9

53

Poultry meat/preparation

2875

6.2

58

7

8

6

21

Soybeans/soya products

18665

40

49

24

0

1

25

Sugar

2707

5.8

1

1

80

1

17

Swine meat/preparation

745

1.6

44

37

3

1

15

Tobacco

1666

3.6

33

2

1

7

58

Vegetables/fruits (fresh and
preparation)

1456

3.1

15

4

7

0

74

Fruit juices

1657

3.5

23

33

4

16

24

Wheat

1613

3.5

2

44

21

16

17

Other agricultural products

5565

11.9

11

63

0

20

5

TOTAL AGRICULTURE

46714

100

Source: COMTRADE

3.2

Foreign Direct Investment

The liberalisation process of the Mercosur economies during the 1990s fostered the adoption
of measures to promote the attraction of foreign direct investment (FDI). During this period,
many public enterprises have been privatised and foreign firms have invested heavily in the
region. Between 1996 and the year 2000, Mercosur attracted 52% of the net FDI flows
received by Latin America and the Caribbean (Table 3.5). But since 2001, the flows directed
to Mercosur have fallen for two main reasons: firstly, privatisation plans were largely
completed, and secondly, the economic crisis in Argentina provoked uncertainty among
investors. Mercosur only attracted 34% of the FDI in Latin America over the period 2001
2005. However, after a three year period of continuous decrease, FDI flows resumed with
growth in 2004.
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Table 3.5: FDI flows to Mercosur
19911995**

19962000**

20012005**

$USm

(% total)

$USm

(% total)

$USm

(% total)

Argentina

3,781.5

59

11,561.1

31

2,980.6

15

Brazil

2,477.4

38

24,823.6

68

16,480.7

83

Paraguay

103.8

2

185.1

1

53.9

0

Uruguay

82.5

1

187.2

1

367.9

2

MERCOSUR

6,445.2

36,757.1

19,883.1

Source: ECLAC (2005)

NB:* This does not include financial centres. FDI figures are equal to inflows of FDI minus capital outflows
generated by foreign investors. The figures differ from those presented in the Preliminary Overview of the
Economies of Latin America and the Caribbean, as the latter shows the net balance of foreign investment, i.e.,
direct investment in the reporting economy minus direct investment abroad.
** Annual average

The EU is the biggest investor in the region. The majority of European FDI is directed to
Brazil. In 2001, the FDI stock of the EU in Brazil amounted to US$ 74,508 millions and to
US$ 50,397 in Argentina (Table 3.6). Spain is the EU member with the largest stock of FDI in
Mercosur, followed by France, the Netherlands, the United Kingdom, Italy, Germany and
Portugal. EU investment is located in areas as diverse as telecoms, energy, financial services,
the automotive industry, the agroindustry and the retailing sector. It should be noted that
Mercosur does not have a common policy in terms of FDI, and corporate and social taxes vary
widely across countries.
Table 3.6: EU FDI Stock in Latin America, 2001
(Outward stock,
Millions Euros)

Latin America

Argentina

Brazil

Chile

Columbia

Mexico

Venezuela

European Union
(%)

194738

50397

74508

15064

5902

25945

7493

100

26

38

8

3

13

4

France

19504

5553

8389

698

262

1556

1647

Germany

17829

2336

7481

537

505

5102

966

Netherlands

12296

1646

5223

899

533

2630

1075

United
Kingdom

16963

3622

4508

2947

2085

2283

666

Italy

9117

3147

4648

91

60

387

229

8515

96

8185

16

0

88

5

110514

33997

36074

9876

3522

13900

2905

Portugal
Other

b

Source: Amann and Vodusek, 2004
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a

Eurostat BalanceofPayments (BOP) Economic Zone of Latin America includes: Argentina, Bolivia, Brazil, Chile,
Columbia, Costa Rica, Cuba, Ecuador, El Salvador, Guatemala, Honduras, Mexico Nicaragua, Panama, Paraguay, Peru,
Uruguay and Venezuela
b
“Other” has been computed as the difference between the estimated EU aggregate and the sum of the selected declaring
countries.
Note: Data on Spanish assets in Latin America are not separately available: it can be assumed they account for a significant
part of “Other”.

The concentration of FDI in services is particularly strong in the Mercosur region. In Brazil,
between 1997 and 2000, over 81 percent of all FDI inflows were to the services sector. A
large part of these investments were made by European firms, and in particular, Spanish
investors. However, with the deterioration in the global economic situation and the corporate
credit retrenchment, this pattern changed: in the early years of the new decade, less than 60
percent of FDI inflows were undertaken in services, while the share of FDI in manufacturing
rose to 35 percent in the same period.18 This shift in the composition of European investment
in Mercosur in part reflected the influence of devaluations on foreign investment decisions.
For the services sector, devaluation had adverse repercussions for foreign firms serving the
domestic market. On the other hand, devaluation increased the international competitiveness
of manufacturing, and foreign firms in Brazil and Argentina responded by increasing their
exports—particularly to the rest of Latin America. This led to new investment in the
automobile sector, involving such firms as Volkswagen in Brazil and Peugeot Citroen in
Argentina.
3.3

Tariff Rates

In 1995, Mercosur countries adopted a common external tariff (CET). As a result, the four
countries share the same level of tariffs with a few exceptions (2% of the tariff lines). With an
average MFN19 tariff that is approximately 11% and a maximum rate of 35%, Mercosur tariff
structure presents a low level of dispersion. The MFN average tariff for agricultural products
is 10% while the MFN average tariff for nonagricultural goods, capital goods and
information technology and telecommunication goods is 10.75%. Mercosur has a simple tariff
structure: all the tariffs are expressed in advalorem terms and there is only one tariff rate
quota (TRQ). Table 3.7 illustrates the average tariffs schedule and effectively applied
protection, by sector, in EU and Mercosur.20 The effectively applied level of protection on
manufactured goods is significantly lower in the EU (5.14%) than in Mercosur (13.8%). In
contrast, the agriculture sector is more protected in the EU, with an effectively applied tariff
of 17.9%, than in Mercosur (11%). In particular, the EU tariffs structure in the agricultural
sector contains 640 tariff peaks, defined as three times the average tariff rate, which suggest
significant variation in level of protection across commodities.

18

Amann and Vodusek, 2004

19

MFN: Most favored nation

20

The tariff data include zero tariff positions agreed as part of WTO negotiations.
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Table 3.7: EU and Mercosur Tariff Structure by sector: 2003 (all figures in percentage)
Country

EU tariffs
applied on
Mercosur
Exports

Simple
Average Tariff

Effectively
Applied Tariff*

Number of
Tariff Peaks

Maximum
Tariff Rate

Total

6.17

10.2

665

230

Agriculture

8.99

17.9

640

230

Raw
Materials

0.98

0.98

0

5

Textiles

10.59

17.2

17

29

Manufacture

4.72

5.14

6

27

Total

11.16

12.25

195

55

12.41

11.0

3

55

1.11

1.11

0

6

11.35

13.8

192

35

16.24

18.92

0

25

Sector

Agriculture
Mercosur
tariffs applied Raw
on EU
Materials
exports
Manufacture
Textiles

Source: Trains, MAcMap
*  data for 2001 from MAcMap The Effectively Applied Tariff is an ad valorum equivalent of applied border protection that
includes information on tariffs, special and mixed tariffs, quotas, tariff rate quotas and preferential rates

Although some main agricultural products exported by Mercosur to the EU enter the
European market duty free (soya products and coffee), the access for many Mercosur key
export products – such as bovine and poultry meats, sugar, wheat, corn and ethanol, is
restricted by TRQs and/or high tariff barriers (Table 3.8). It is necessary to differentiate
between sensitive products under the GSP where there are low or zero tariffs and those sectors
where individual Mercosur countries have graduated.
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Table 3.8: MFN rates on main exports by Mercosur
Share of Mercosur
agricultural
exports to the EU
(2004)

Tariff
Rate
Quota

EU MFN minimum tariff

EU MFN maximum
tariff

Equivalent ad
valorem

Equivalen
t ad
valorem

Oilcake from soya
bean

32.23%

No

0.0%

0.0%

Soya beans

19.25%

No

0.0%

0.0%

Coffee

5.94%

No

0.0%

11.5%

Bovine meat, fresh or
chilled

4.50%

Yes

20.0%

12.8%+
3,034 €/t

85.2%

Orange juice, not
frozen

4.26%

No

12.2%

15.2%+20
6 €/t

85.2%

Maize

3.18%

Yes

0.0%

90 €/t

73.2%

Bovine meat, frozen

2.43%

Yes

20.0%

12.8%+
3,041 €/t

141.8%

Raw Tobacco

2.96%

No

18.4
MIN 22€
MAX
24€/100
kg

11.2 MIN
22€ MAX
56€/100
kg

11.2%

Poultry preparation

1.94%

No

8.5%

867 €/t

33.2%

Poultry meat

1.92%

Yes

6.4%

1,024 €/t

87.9%

Preparation of bovine
meat

1.65%

No

16.6%

16.6%

Sugar

0.6%

Yes

138.3%

198.8%

2.9%

NB: The tariffs refer to the tariff lines where trade flows between the EU and Mercosur do exist. Ad valorem

equivalents have been calculated by the author according to the WTO methodology currently used in the
negotiation of the Doha round.
Source: COMEXT database, TARIC, author’s calculations for ad valorem equivalents.

Table 3.9 shows that there are protectionist tariffs in both EU and Mercosur markets and gives
an indication of levels. Both market also protect their market access with nontariff barriers.
Table 3.10 describes some nontariff barriers, such as the use of technical standards and
labels, that Mercosur economies apply on EU exports.
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Table 3.9: Trade restrictions on selected manufactured products21
EU tariffs
Motor vehicles

Export tax by
Mercosur

Mercosur tariff

10.0%
9% (Brazil)
5% (Argentina)

Untanned leather
Processed bovine
leather

6.5%

Other processed
leather

3.5%

Footwear

3.5%

17.7%

Other leather
good, e.g.
handbags

3.0%

17.7%

Metal products

1.2%

18.4%

Electrical
machinery

17.3%

Other machinery

16.3%

Source: COTANCE, European Commission TARIC database, Estevadeordal and Krivonos (2000).

Table 3.10: Summary of Main Mercosur NonTariff Barriers
Country/Sector

Type of Barrier

Description

Sanitary/ phytosanitary

Ban on the import of pork meat and pork meat products due to a
lack of recognition of free disease status (Classical Swine
Fever) for Spain

Argentina
Agriculture

Measures
Agriculture

Sanitary/ phytosanitary
Measures

Agriculture

Sanitary/ phytosanitary
Measures

Requirement of presentation of certificates concerning
traceability and genetically modified products
Import ban on bovine meat because of BSE;
EU countries banned: DK, ES, FIN, F, UK, IRL, IT, PR, BEL

Agriculture

Countervailing Measure

Applied customs duties on imports of olive oil and wheat gluten
from 10% to 31,5%, by derogation to the Mercosur Common
External Tariff.

Automotive

Standards & Technical
Requirements

Certificate of Homologation (CHAS) to ensure compliance of
parts with Argentine safety norms (tyres; seat belts).

21

These figures may have been altered by more recent measures, for example, the majority of Mercosur tariff
lines on footware were increased to 35% ad valorem in September 2007 .
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Horizontal

Export Subsidies and
Incentives

Variety of tax and tariff exemptions for imported capital goods
and excise and sales tax exemptions for exported products.

Horizontal

Tariff Level Changes

Arbitrary increases of tariffs and non transparent application,
e.g. imposition of temporary additional duties.

Horizontal

Quantitative Restrictions

“Canal Morado” to deal with underinvoicing. Requires
reference pricing, which is a long and costly procedure with
possible penalties attached.

Textiles and
Leather

Export Taxes

Cumulated export duties on raw hides and “wetblue” (pre
tanned hides). The combined taxes have been 15 %.

Agriculture

Subsidies

Alcohol production is subsidised indirectly discriminating
against foreign suppliers. No clear separation between fuel
alcohol and traditional alcohol markets.

Agriculture

Sanitary/ phytosanitary

Ban on imports of bovine animals, meat and products from
countries with countries with indigenous BSE cases

Brazil

Measures
Agriculture

Sanitary/ phytosanitary
Measures

Agriculture

Sanitary/ phytosanitary
Measures

New measures on imports of seed potatoes introduced but
no delay for their implementation, no technical justification
The import of apples, pears, plums, nectarines, peaches,
marmelos, cherries and nuts is restricted by phytosanitary rules.

Automotive

Import Ban on Used
Goods

Used cars, motorcycles and tyres are all banned. WTO dispute
settlement panel requested by EU to investigate ban on tyres.

Horizontal

Tariff Level Changes

Arbitrary increases and decreases of tariffs.

Horizontal

Nonautomatic import
licensing

Request left pending without formal reply; goods stopped at
border causing losses to exporters.

Pharmaceuticals

Enforcement problems on
IPR

Regulatory agency for marketing approval relies on the data
submitted by originators to license generics

Pharmaceuticals

Enforcement problems on
IPR

Delays in granting patents

Textiles and
Leather

Export tax

Export taxes on exports of bovine raw hides and skins.

Agriculture

Quantitative Restrictions
and Related Measures

Prohibition of imports of bovine products from countries that
were affected by BSE.

Horizontal

Representative Law

Foreign importers cancel, revoke, or do not renew their
contract with a local representative in Paraguay, without
justifiable reason, compensation has to be paid to the
representative.

Horizontal

Consular stamping
Requirement

Timeconsuming, expensive and difficult to fulfil procedures
cause delays and raise logistics costs. High fines for errors.

Paraguay
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Horizontal

Enforcement problems
with IPR

Problems related to music, movie and software piracy,
counterfeiting of trademarks and infringements of patents in the
pharmaceutical industry

Horizontal

Representation Law

No national treatment for foreign firms; the law imposes high
costs if foreign importer changes local representative or
distributor. Unclear application of penalties.

Agriculture

Standards and Other
Technical Requirements

Energy drinks cannot be registered as regular foodstuffs as long
as they exceed the caffeine maximum amount of 20 mg/100 ml
provided for nonalcoholic beverages

Agriculture

Standards and Other
Technical Requirements

Legislation restricts the EU exports of products using non
fortified wheat flour as an input.

Agriculture

Internal Taxation

Uruguay levies an excise tax on luxurious goods including
alcoholic beverages, soft drinks, cosmetics and perfumes,
tobacco, cigarettes and cigars, motor vehicles and motorcycles

Automotive

Import Ban on Used
Goods

Used cars, motorcycles, chassis and bodywork are generally
banned (a few exceptions e.g. classic cars and racing cars).

Horizontal

Enforcement problems
with IPR

Problems related to music, movie and software piracy,
counterfeiting of trademarks and infringements of patents in the
pharmaceutical industry.

Uruguay

Source: EU Market Access Database, available at http://mkaccdb.eu.int

During recent negotiations different proposals for tariff elimination have been advanced.
Mercosur proposes a less than full reciprocity approach with a phased reduction in tariffs for
different categories of goods and services:
·
·

For Mercosur imports from the EU the categories for tariff reduction are: A: 0 years;
B: 8 years; C,D,E: 10 years, with different levels of reduction per category
For EU imports from Mercosur, reductions are: A: 0 years; B: 4 years; C: 7 years and
D: 10 years.

The EU has proposed the same tariff reduction periods for both EU and Mercosur imports but
considers five categories (A to E) instead of the four proposed by Mercosur.
·

For Mercosur imports from EU and for EU imports from Mercosur, the categories for
tariff reductions are: A: 0 years; B: 4 years; C: 7 years; D: 10 years and E: not defined.

Regarding tariff rate quotas (TRQs) the EU proposes a twostep approach. In the first step, the
EU would grant Mercosur the right to export an additional but limited quantity of product X
within the framework of the EUMercosur agreement. In the second step, the volume granted
to Mercosur is linked to the WTO negotiations in the Doha Round. The second quantity that
Mercosur will effectively obtain will be inversely linked to the increase in the current volume
of the EU WTO TRQs that will be negotiated at the WTO. For every percentage point of
increase in the EU bound WTO TRQs, the second quantity devoted to Mercosur shall be
reduced by a corresponding five percentage points22.

22

Kutas, 2006
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Although the parties met several times in 2005 and 2006, they have been unable to
successfully relaunch the biregional discussions.
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4
4.1

MODELLING THE EUMERCOSUR ASSOCIATION AGREEMENT
Introduction

Quantitative modelling of the effects of trade liberalisation provides a valuable source of
information on the likely magnitude of the economic, social and environmental impacts of
trade liberalisation in the main sectors and different groups of countries. There are two main
approaches to economic modelling the impact of trade policy. The first approach uses the
computable general equilibrium (CGE) method. The second uses econometric techniques.
Both approaches have been used in this study, to inform the assessment EU Mercosur trade
liberalisation.
The CGE approach is based on the simulation of outcomes for a specified policy ‘shock’, and
it has been widely used to estimate the impact of trade liberalisation, taking both partial and,
more often, full implementation of liberalisation scenarios as policy shocks (Kirkpatrick and
Scrieciu, 2006). CGE economic modelling studies rely on an extensive economic theoretical
framework largely based upon the logic of general equilibrium and neoclassical economic
theory, where economic agents display rational optimisation behaviour. All model results are
specific to the details of the scenario (policy change) and structure imposed, especially
assumptions regarding response elasticities. As a general rule, the greater the degree of trade
liberalisation represented in the scenario (policy shock) and the more responsive the economy
is assumed to be (as represented by structural parameters), the greater the effect of
liberalisation predicted by the model. CGE models simulate the final equilibrium outcomes
that are reached after the market process of factor reallocation and adjustment has been
completed. For a documentation of the model, please refer to the technical annex which
outlines the main characteristics of the model
Econometric analysis uses actual or ex post outcomes data and tries to detect a pattern of
causal relationships in the data. The theoretical underpinnings in terms of how markets and
agents behave and interact is less explicit in econometric analysis.
4.2

CGE Modelling of EU Mercosur TradeLiberalisation

This section presents the results from a modelbased static comparative assessment of the
economic, social and environmental impacts of a potential FTA between EU and Mercosur is
expected to lead to economic gains for both the EU and the Mercosur, and understanding the
size and the source of these gains is essential for the overall assessment of such an agreement.
Our analysis assesses the size and source of the static comparative economic gains from
removing existing barriers to trade between the EU and Mercosur (but not internally within
the Mercosur), and we focus on those effects that can be modelled using reliable data of world
trade. We use a consistent and empirically wellfounded analytical framework (socalled
general equilibrium model) in which different scenarios of a free trade agreement can be
evaluated and compared with the current situation (the baseline). The baseline for our analysis
is therefore a global model of the production and trade structure for the entire world economy
including the best available information about cost structures (including inputs, labour and
capital) and price levels for both exported goods and those consumed domestically. We also
include information about trade barriers, both in the form of tariffs, but also nontariff barriers
such as quotas etc. Using this information, we are able to model and reproduce the trade flows
and production structures in the baseline year. The model uses the GTAP 6.2 database, which
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has baseline data for the year 2001. The database has been updated to adjust for changes in
the trading environment, such as the phaseout of the agreement on textiles and clothing
(ATC). See also the section on model data.
4.2.1 The applied trade liberalisation scenario
Within this consistent and wellestablished modelling framework we analyse the effects of a
scenario of a potential free trade agreement. No one knows what such an agreement will look
like in details, and no one knows when it will be implemented. We have been asked by the
Commission to look at the impacts of a scenario of full liberalisation of trade between the EU
and Mercosur. While such a scenario might be desirable for both the EU and Mercosur, it is
unlikely that full liberalization scenario can be agreed in the short term. The scenario for this
analysis as defined by the European Commission covers the following elements:
§

A removal of all tariffs and nontariff barriers in agriculture, while keeping the
domestic agriculture policies in both the EU and Mercosur unchanged

§

A removal of all tariffs and nontariff barriers in manufacturing, and thus providing
full market access for nonagricultural products

§

A removal of all barriers on crossborder trade in services (mode 1), while leaving
aside the potential gains from opening the two economies for investment in services
via lower barriers to consumption abroad, foreign establishment or movement of
natural persons (thus modes 2, 3 and 4 are not included)

§

A representation of trade facilitation measures (i.e. reducing barriers related to
customs procedures and other administrative burdens directly related to trade), which
for the purpose of the analysis has been modelled as reduction in trade costs of 1
percent23.

In summary, the applied scenario is a conservative estimate of an ambitious free trade
agreement. The scenario is conservative in the sense that where ever needed we deliberately
chose the most conservative assumptions, and we avoid overestimating the economic gains by
only including the effects which are widely accepted to be well captured in this kind of model
(e.g. we use a constant returns to scale model which provides more conservative evaluations
of free trade agreements than models with increasing returns to scale).
We also restrain from formal modelling of effects where little is known about the actual flows
and the factual barriers – as is the case for foreign direct investment in services. This does not
mean that investment in services is irrelevant or unimportant. On the contrary, relaxing

23

Quantification of the economic benefits from trade facilitation is challenged by the lack of reliable and precise
data and the complexity of the underlying issues. A review of the literature in this area was conducted by OECD
(2005). Quantitative studies generally show that reductions in trade transaction costs may result in welfare gains
of the same or larger magnitude than those expected from tariff liberalization (e.g., APEC, 2002). These studies
also generally show that no, or very few, countries would loose from global trade facilitation and that developing
countries have the most to gain from implementation of trade facilitation measures, although important
variations can be expected across countries, sectors, and types of traders (Francois et al., 2005; OECD, 2003). In
quantitative modelling, estimates in the range from 1 to 3 percent of trade costs are generally assumed. We have
chosen the more conservative estimate of 1 percent trade facilitation.
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barriers to foreign establishment in services could bring further benefits to both economies,
but the required data for formal modelling are unavailable.
Furthermore, we chose to model only the static comparative effects from trade liberalisation,
and thereby leaving the dynamic effects from trade induced productivity gains aside. Again,
we have deliberately chosen the most conservative assumption, and modelled the static
comparative efficiency gains from better allocation of production factors between sectors
based on today’s production and cost structure. However, recent literature on the dynamics of
trade liberalization suggest that trade liberalization can lead to greater international
competition and thereby put increased pressure on domestic firms to improve productivity and
to innovate, but such effects are not formally modelled and any such benefits should thus be
added to the static comparative gains quantified in this analysis.
At the same time, the scenario is ambitious. It is ambitious in the sense that all barriers that
can formally be included in the model are removed in the scenario. That being said, we also
underline that the scenario is not chosen because we consider it as the most likely, nor
necessarily as the most desirable scenario. It could turn out that both negotiating parties find it
useful to negotiate further liberalisations in services, especially in reducing the barriers to
foreign establishment of service firms, while keeping some of the existing protection in
sensitive sectors such as agriculture, food and automobiles, or at least consider very long
transition periods for such ambitious trade reforms.
The above mentioned scenario is deliberately chosen as the one giving the best possibilities
for revealing potential social and environmental sideeffects that needs to be dealt with in
order to achieve the economic gains from free trade. When negotiating a final agreement, the
current analysis can then serve as part of the evidencebase and make negotiators well
prepared to tackle potential concerns.
4.2.2 Summary of results
In this study we have analyzed the possible effects on the Mercosur and the EU from a full
free trade agreement, where all of the above mentioned barriers are removed. We use a well
known and stateoftheart general equilibrium model (CGEmodel) of world trade for the
most recent year.
If the scenario described above were fully implemented in this setting (corresponding to
today’s situation) we estimate conservatively that the Mercosur countries all in all will obtain
a welfare gain amounting to around 9 billion USD. The welfare gain captures the effect from
a more efficient allocation of production factors between sectors, lower prices on imported
goods and services and higher wages as the economies have adjusted to the new equilibrium
without barriers. The welfare gain also takes into account that tariff revenues are lost. But as
shown, it is all in all an economic welfare improvement for the Mercosur area.
The corresponding gain in the European union (EU25) is around 4 billion USD (or 0.1 percent
of GDP), measured at current price levels and with the production structure and productivity
levels as in the model baseline. These efficiency gains primarily arise because Mercosur has a
comparative advantage in agricultural products and processed food, and because the EU has a
comparative advantage in manufacturing and services. This is the general picture, but as our
studies show, there are also specialized comparative advantages at the sectoral level.
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Overall, the results of our analysis show that a full free trade scenario between the two regions
will lead to positive net income effects across all countries. Looking closer at the effects of
each trade liberalization measure in the scenario, we find that for the Mercosur countries,
tariff reductions are the single most important measure, while our analysis shows that trade
facilitation is of relatively large importance to the EU. Trade liberalization of crossborder
services in itself does not give as large a contribution to the overall result. However,
liberalizing other modes of trade in services, especially foreign establishment (FDI), certainly
constitute an important part of the trade negotiations, and economic effects should be
expected in the service sector as well as economywide from liberalising other modes of
service trade.
At the aggregate, production and output will increase in both economies. On a sector specific
level, we find that in general, there will be an overall contraction of Mercosur manufactured
goods and expansion in agricultural goods, most notably so for processed foods. For the EU
the effect is the reverse, i.e. output of manufacturing goods will increase, while the
agricultural sectors, and again processed foods are expected to shrink in relative importance.
Whether some sectors will shrink in absolute terms depends on a number of assumptions to be
made outside the model, i.e. will the identified upward pressure on unskilled wages in
Mercosur attract labour from the informal sector to the formal sector? In this case the absolute
change even in those sectors contracting in relative terms could be positive.
We also include the effects of removing the impediments to crossborder trade in services.
However, large gains from trade in services are expected to arise from removing barriers to
foreign establishment. These effects are not included in the model, and therefore substantial
additional gains are expected from liberalising in this area as well.
Besides the static efficiency gains that have been modelled in a stateoftheart CGEmodel
there are also other potential effects:
§

Economic gains from removing barriers to foreign direct investment

§

Dynamic gains from tradeinduced productivity gains

§

Economic gains from expanding the labour force in Mercosur (from informal to
formal sector)

§

The loss of tariff revenues is included in the welfare economic evaluation. However,
potential negative welfare effects from replacing the lost tariff revenues with revenues
from raising other taxes and the distortion effects hereof are not considered.

These aspects of free trade are also important, but have not been included in the model.
4.2.3 Background and model description
The EU and Mercosur are significant trading partners. Almost one quarter of Mercosur total
imports originates from the EU. On the European side, Mercosur is EU’s 9th biggest trading
partner, with trade amounting to more than two percent of total European trade.
A free trade agreement with the Mercosur union is – from a purely economic point of view 
almost the same as a free trade agreement with Brazil (and Argentina). Even though the
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European Union is applying very high tariffs on agricultural goods and processed food from
these countries, these are exactly the products that make up the largest part of European
imports from Mercosur. A shopping trip to the local European supermarket confirms that even
with high tariffs, Brazilian and Argentinean beef still remains competitive. The newcomer to
Mercosur, oilexporting Venezuela joining in 2006, stands out as a special case in terms of
trade with the EU, where oil comprises the most traded product.
In general, Mercosur has better market access to EU than what EU is given in Mercosur.
However, in those sensitive sectors where tariffs are the highest the picture is reversed. EU
has higher protection in the sensitive sectors than the Mercosur. EU firms are exporting
chemicals, machinery and transport services and many other goods and services. EU based
multinationals also have shifted a large amount of foreign direct investment into the Mercosur
countries. Partly to jump over import barriers and serve the growing South American market
from within. And partly with the purpose of reexporting the goods produced in South
America to other parts of the world and even back to Europe. The substantial investments by
European automobile manufacturers in Mercosur are important to the sector, and since the
effect on FDI has not formally modelled, the effect on the traded flows of automobiles should
consider how FDI could shift in a more liberal trading context.
Even though Mercosur is intended to be a customs union, EU firms still face very different
trade barriers in the five countries in Mercosur. Furthermore, a number of internal nontariff
trade barriers between the Mercosur members reduces the attractiveness of the combined
market.
4.2.4 Trading Landscape
EU is Mercosur’s most important trading partner24, 23 percent of all Mercosur trade is with
the EU. Meanwhile, 2.3 percent of EU’s trade is with Mercosur, which makes Mercosur EU’s
9th biggest trading partner. In 2003, the total bilateral trade volume between the regions
amounted to 155 billion Euros. Furthermore, this trade is growing in importance, e.g. the
volume of trade in goods has doubled since the 1990s.
A very large share, 63 percent25 of EUs trade with Mercosur(5) is attributable to trade with
Brazil, 21 percent with Argentina, 12 percent with Venezuela and the remaining 4% is
divided between Uruguay and Paraguay. Meanwhile more than 90 percent of Mercosur’s
trade with EU is accounted for by EU15.
On the product side, the main part of exports from the EU to Mercosur is attributable to
machinery, transport equipment and chemicals and related products. For Argentina, Brazil,
Paraguay, and Uruguay, the most important exports are agricultural products in general and
grains, crops and processed foods in particular. Venezuela’s export differs from the other
Mercosur countries. Here the majority of exported goods consist of mining, metals and
minerals.

24
25

(2004) according to Eurostat, Comext, Statistical Regime 4.
(2001) Source: GTAP.
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4.2.5 Existing Trade Barriers
Theoretically, a customs union implies free trade within the union (i.e. no tariffs or nontariff
trade barriers) and common external barriers for imports originating from outside the union.
Although, Argentina, Brazil, Paraguay and Uruguay, formed the Customs Union Mercosur in
1995, many discrepancies are still in place both internally between its members and externally
towards other trading partners such as the EU. Internally in Mercosur, both tariffs and non
tariff barriers are hindering free trade between the Mercosur members26. The internal trade
barriers between Mercosur members are assumed to remain in the scenario. Thus, the results
of the analysed scenario is not dependent on further internal integration between the Mercosur
members, and the results of the EUMercosur free trade scenario represents the isolated effect
from removing external trade barriers visàvis the European Union. Externally, each
Mercosur country has its own external tariff, so European exporters are not just facing one
unified external trade system in Mercosur. In fact, European exporters have to deal with each
country separately. Therefore, in practice there are a number of issues, which need to be
sorted out before the customs union is fully achieved. Thus, existing barriers to trade between
Mercosur and the European Union are quite disparate, on a country as well as sector specific
level. However, import protection visàvis EU is more homogenous for the four founding
Mercosur countries, Argentina, Brazil, Paraguay and Uruguay, (hereafter Mercosur4) than for
Venezuela, who joined the Mercosur in 2006.
Below we summarize sector specific trade barriers for goods traded between the EU and
Mercosur. The figures reported stem from the GTAP database and MAcMapHS6 database,
which in addition to tariffs also include nontariff trade barriers which have been converted
into advalorem equivalents. For more information on the MAcMaps data base.27
European import protection on goods from the Mercosur, which is summarized in Table 4.1:
below, is mainly present in eight sectors for Mercosur, with the highest levels of protection in
place for grains, other crops, and for processed foods in particular, where import protection is
as high as 35% for Brazil and Uruguay, and 92% for Paraguay. The import protection of the
sectors in the model is weighted by the trade volume of the products in each sector. Therefore
sectors in countries with a significant trade specialisation in particular products facing high
protection, will therefore have a high weighted import protection. For example exports from
the processed food sector in Paraguay to the European Union faces an average weighted
import protection of 92 percent. This is because Paraguay is specialised in processed food
products with very high tariffs28.

26

This is most notably true for the automobile sector, which was initially left out of the agreement, then
scheduled for inclusion in 2000, and later postponed until 2006. For an interesting case study on trade for the
automobile sector for Argentina and Brazil, see Brambilla (2005).
27
Refer to Boet et al (2004)
28
In the baseline year 2001, Paraguay faced a meat import ban. In the period immediately preceding the ban,
46 per cent of Paraguay’s export of the aggregate processed food was beef, which faces a tariff of 130 percent
when imported into the European Union. Another 15 percent of Paraguay’s processed food exports to the
European Union is sugar, which faces a 180 percent tariff.
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Table 4.1: Weighted Import Protection Levels (%) on Mercosur Goods in the EU

Grains
Other crops
Animal Products
Forestry
Fisheries
Mining
Processed Foods
Textiles and Clothing
Lumber, Wood, Pulp, Paper
Chemicals
Metals and Nonmetallic Minerals
Motor Vehicles
Transport Equipment
Machinery

Argentina
28
10
3
0
10
0
11
3
0
0
5
1
0
0

Brazil
28
2
1
0
5
0
35
4
1
1
3
2
1
0

Paraguay Uruguay
28
28
0
8
0
2
0
0
0
8
0
0
92
35
1
1
0
0
0
0
2
0
6
2
0
0
0
0

Source: Tariffs and ad Valorem Equivalents for merchandise: GTAP database version 6 and MAcMAPsHS6 database.
Note: The import protection shown in the table is the weighted average protection for each sector obtained by weighing the
import protection for each individual products in the sector by trade volume of each product.

Turning to import protection on goods coming into the Mercosur countries from the EU, the
levels of import protection are overall higher and present in all sectors, but Fisheries. Here,
Processed Foods is also a sector with significant import protection, albeit not as high as their
European counterpart. The levels of protection are highest for manufacturing goods, most
notably so for Textiles and Clothing and Motor Vehicles. It is interesting to note that the
general level of import protection is lower in Argentina than in the other Mercosur.
Table 4.2: Weighted Import Protection Levels (%) for European Goods in Mercosur

Grains
Other crops
Animal Products
Forestry
Fisheries
Mining
Processed Foods
Textiles and Clothing
Lumber, Wood, Pulp, Paper
Chemicals
Metals and Non metallic Minerals
Motor Vehicles
Transport Equipment
Machinery

Argentina
5
5
4
3
1
6
15
19
11
11
14
16
6
14

Brazil
9
8
7
4
1
4
16
18
13
9
13
18
1
13

Paraguay Uruguay
8
8
13
13
4
4
4
4
0
0
1
1
16
16
14
14
10
10
9
9
13
13
14
14
11
11
12
12

Source: Tariffs and ad Valorem Equivalents for merchandise: GTAP database version 6 and MacMaps,HS6 Database.
Note: The import protection shown in the table is the weighted average protection for each sector obtained by weighing the
import protection for each individual products in the sector by trade volume of each product.
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4.2.6 The CGE Model
This section provides a brief overview of the global computable general equilibrium (CGE)
model used in this study. The methodology is comparable with recent policy analyses of the
World Bank, the IMF and the OECD, incorporating similar quantitative modelling
frameworks. For a more detailed description of the model please refer to the technical annex.
The GTAP database, version 6.229, provides the data for the empirical implementation of the
model. The database is the source for internally consistent data on production, consumption
and international trade by country and sector. For more information, please refer to Dimaran
and McDougall (2006). The GTAP data on protection incorporates the Macmaps data set30,
which includes a set of ad valorem equivalents (AVEs) of border protection across the world.
The source information concerns various instruments, such as specific tariffs, mixed tariffs
and quotas, which cannot be directly compared or summed. In order to be of use in a CGE
model, these have been converted into an AVE per sector, per country and per trading partner.
Impediments to trade in services are not as clearly visible as is the case with tariffs for trade in
merchandise. Rather, trade barriers in the service sector often entail prohibitions, quantitative
restrictions and government regulations, which limit the market access to foreign suppliers.
These are not easy to quantify. In order to remedy this lack of data, we follow Francois, van
Meijl and van Tongeren (2005)31 in estimating tariff equivalents for the service sector through
the use of a gravitytype equation. For estimating services barriers, we used total trade in
services by GTAP sector, as reported in the GTAP 6.2 database. These totals in turn are based
on IMF BOP data, and supplied to the GTAP consortium through CEPII (Paris) and the CPB
(the Hague).These estimates are then incorporated into the analysis in the following way:
Services barrier liberalization involves a technical change  basically a reduction in the cost of
production for foreign delivery through a coefficient that works like a Samuelson iceberg
coefficient. This is illustrated in Figure 1 in the technical annex. A one per cent drop in trade
costs, modelled this way, means that it costs 99 per cent of the preexperiment price to deliver
the service, or that identically for the same cost you can deliver 101 per cent of pre
experiment levels crossborder. The methodology employed for estimating the services
barriers and how these are incorporated in the analysis is described in the technical annex.

29

Available in June 2006.
The MacMaps database is the result of a joint effort by the International Trade Center (governed by UNCTAD
and WTO) and Cepii.
31
Francois. J.F., H. van Meijl and F. van Tongeren (2005), “Trade Liberalization in the Doha Development
Round,” Economic Policy April: 349391.
30
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Box 4.1: Overview of the model
The model employed in this study is a global, multiregional, multisectoral general
equilibrium model. In each region, there is a single representative household, which
allocates its expenditures over personal consumption today and savings (future
consumption). The representative household owns all production factors and receives
income by selling them to firms. It also receives income from tariff revenues. Part of the
income is distributed as subsidy payments to some sectors.
On the production side, firms use domestic production factors (capital, labour and land) and
intermediate inputs from domestic and foreign sources to produce outputs in the most cost
efficient way that technology allows. Factor markets are competitive, and labour and capital
are mobile between sectors but not between regions.
Prices on goods and factors adjust until all markets are simultaneously in (general)
equilibrium. This means that we solve for equilibrium in which all markets clear. While we
model changes in gross trade flows, we do not model changes in net international capital
flows. Rather our capital market closure involves fixed net capital inflows and outflows.
The model is described in more detail in the technical annex.

4.2.7 Model Data
The GTAP version 6.2 dataset is benchmarked to 2001, and includes detailed information on
inputoutput, trade and final demand structures for the whole world this year. However, there
are some important changes to the trade policy environment that have happened since then,
that we wish to include in the basic dataset. Therefore, before conducting any policy
experiments, we first run a preexperiment, where we include the ATC phaseout, Chinas
accession to the WTO, EU 10 joining the European Union in 2004, as well as Venezuela
joining the Mercosur in 2006.
In short, the data set we employ for the analysis is a representation of a notional world
economy in 2001, where we have realized many of the trade policy reforms that have taken
place since then.
For the purpose of this study, the GTAP data base has been aggregated into 22 sectors and 10
regions. Table 4.3 below shows the sector structure.
Table 4.3: Sectors in the Model
Primary sectors

Manufacturing Sectors

Service sectors

Grains

Textiles and Clothing

Utilities

Crops

Wood, Pulp and Paper

Construction

Animal Products

Chemicals

Wholesale, retail

Forestry

Metals

Communications

Fisheries

Motor vehicles

Transport Services
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Mining

Transport Equipment

Finance

Processed Food

Machinery

Business Services
Other Services

Note: The detailed mapping between the aggregated sectors and the original GTAP sectors, together with a list of regions
used in the model can be found in the Annex.

Most sectors in model are selfexplaining from the sector label in the table above. A few
sectors need a little more explanation. “Processed food” is covering product categories like
processed meat, vegetable oils and fats, dairy products, processed rice, sugar, and beverages
and tobacco products. The label “other services” covers travel and tourism receipts, hotels,
and other personal services, as well as dwellings.
4.2.8 Economic effects in the scenario compared to the baseline situation
We now turn to the results of the analysis and we focus on describing and discussing the main
results.
Real Income Effects
When we construct our key economic indicator, real income, we combine the effect of
changes in incomes and changes in consumer price levels and calculate the net economic
effect for a representative consumer in each economy32, and look at the results in the free
trade scenario compared to the constructed baseline.
We show that the trade liberalisation scenario defined above have positive real income effects
for all countries in Mercosur, and a positive real income effect for the European Union as a
whole (EU25). The effect on real income is also positive for EU15 as well as EU10 taken
separately. In total both EU and Mercosur gain economically from free trade. Seeing that the
Mercosur countries have higher initial barriers to trade, these countries are expected to
experience larger gains from free trade, mainly because of the increase in purchasing power
for domestic consumers when the high tariffs on European goods are dropped. This is
confirmed by the model simulations. In absolute terms, a potential full FTA is expected to
lead to a real income gain of a little over 9 billion US$ for the Mercosur countries. For the
EU25, the corresponding figure is close to 4 billion US$.
Let’s take the combined Mercosur economy as example. Real income basically increases
through two channels. One is through the generation of higher incomes when exportoriented
sectors expand their activity, as does for example the Brazilian processed food sector (e.g.
meat products and dairy products). The other effect is through the reduction of consumer
prices for imported goods when tariffs on European imports are removed. We need to keep
both these effects in mind when evaluating the economic impact of a free trade agreement on
final consumers.

32

Technically we measure the change in socalled ‘equivalent variation’ (EV). The idea is that we find the
income required to ensure that we are at the new level of utility but with the old set of prices. Assume that trade
liberalisation makes prices fall. At the original price level, what is then the minimum amount of money which
we would have to give to our representative consumer to make her as well off as she will be after the price fall?
The answer is EV. EV is almost always used as the best lower bound approximation of the true welfare effect in
terms of consumer’s surplus.
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The national real income effects are summarized in Table 4.4 below. As can be seen from the
table, large countries have large absolute gains. Thus, approximately three quarters of the net
income gain in Mercosur is attributable to Brazil and the lions part of the European gains are
not surprisingly found in EU15.
Table 4.4: Real Income Effects, Overview
Gain in Millions of US$

Change from baseline

Argentina

1 255

+ 0.5%

Brazil

6 883

+ 1.5%

Paraguay

643

+ 10.0%

Uruguay

369

+ 2.1%

Venezuela

91

+ 0.1%

EU15

3700

+ 0.1%

EU10

201

+ 0.1%

Source: Model simulations

Seeing that the Mercosur region is economically much smaller than the European Union33,
this naturally implies that the relative effects on real income for Mercosur are larger. For
Argentina and Venezuela, the effects are 0.5 and 0.1 percent of GDP respectively, while for
Brazil the corresponding figure is 1.5 percent. The biggest relative effects are shown to arise
in Uruguay and Paraguay, where a full FTA between Mercosur and EU25 is expected to lead
to increases in net income amounting to 2.1 and 10.0 percent of GDP. For the European
Union the relative net income effect is shown to be approximately 0.1 percent.
In order to find out more about the effects of different trade liberalization measures, we now
decompose the real income effects with respect to tariff reductions, service liberalizations and
trade facilitation.
Tariff reductions are the most important factor for the gains from trade liberalization in the
Mercosur countries. This measure accounts for a little over 60 percent of the real income
effect. The second most important factor for the Mercosur countries is trade facilitation,
which would account for approximately 30 percent of the gains under the assumptions made
in the model. It is interesting to note, that although our liberalization scenario assumes a full
liberalization of trade in services for Mode 1, this measure is shown to have a limited effect
on outcome. In short, tariff reductions and trade facilitation are very important for the
Mercosur to realize the potential gains of a free trade agreement with the EU. The main
reason for this result is that Mercosur is facing high tariffs in EU on those trade flows that are
already the most important ones. Therefore, if substantial tariffs are removed on those goods
which are already traded the most, then this is inevitably having a large impact.
On EU’s part, trade facilitation is shown to be the single most important trade liberalization
measure. Here, trade facilitation accounts for approximately half the increase in real income
for EU25. Tariff reductions are attributable for 35 percent, while the corresponding figure for
33

i.e. in GDP terms, the Mercosur market is less than 10 % of the European Union, according to the World Bank
World Development Indicators (WDI) 2005.
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service liberalization is 15 percent. Thus, for both regions tariff reductions and trade
facilitation are the shown to be central, while the gains are not very sensitive to the level of
Mode 1 liberalization taking place in the service sector.
Table 4.5: Decomposition of Real Income Effects, (Millions of US$)
Total gain

Of which from
Goods
liberalisation

Of which from Cross
border Service Trade
Liberalization

Of which from
Trade
Facilitation

Argentina

1 255

411

138

705

Brazil

6 883

4 510

465

1 908

Paraguay

643

502

12

129

Uruguay

369

272

21

76

Venezuela

91

267

61

297

Total Mercosur

1103

507

697

502

EU15

3 700

1 306

558

1 836

EU10

201

39

18

144

Total European
Union

201

39

576

144

Source: Model simulations

Output effects
In this section, we describe the changes in output in each country. Here we measure the
changes in value added holding producers prices constant. This economic indicator is thus
used to analyze how much more value is created from expanding production in each economy
as a result of our trade liberalization scenario. Since we hold producer prices constant this is
an aggregated indicator for the goods producing sectors to reflect the changes in physical
output due to free trade.
First we summarize the overall national effects on production, and later we go on to discuss
the changes in sectoral output for each country. Looking at the increase in economywide
output, the largest relative effects are in Mercosur, again most notably so in Paraguay, where
output is expected to increase by 2.5 percent as a result of a potential FTA. Also, the expected
effects are quite large for Uruguay and Brazil, with expected increases of close to one percent.
For Argentina, Venezuela and the European Union, the effects on total output are smaller. The
national changes in output are summarized in table 4.6 below.
Table 4.6: Economywide output changes

Change from
baseline

Argentina

Brazil

Uruguay

Paraguay

Venezuela

+ 0.3%

+ 0.8%

+ 2.5%

+ 0.9%

+ 0.3%

EU15

EU10

+ 0.1%

+ 0.1%

Source: Model Simulations
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Note: Output is measured by value added (GDP) at given produce prices.

Effects on Sectoral Outputs
Disaggregating the economywide output changes, we find that the specific barriers removed
in our scenario leads to some changes in the production structure across sectors. These
changes are summarized in Table 4.7 and 4.8 below. Overall, a pattern emerges where, for
Mercosur, there is an increase in the production of agricultural goods, while the
manufacturing sectors in general contract. The opposite is true for Europe, here, production of
agricultural goods is expected to lose importance, while the manufacturing sector in general
will expand. The changes in sectoral output composition mirror the underlying initial levels of
trade protection, i.e. domestic output is expected to decrease as a result of increased
competition, in the industries that initially enjoyed high levels of import protection.
Production of grains, other crops, animal products and processed foods are expected to
increase across all Mercosur countries. Meanwhile, in the manufacturing sectors metals,
motor vehicles, transport equipment and machinery are all shown to contract. As pointed out
in the previous section, these are among the sectors where the exante Mercosur trade barriers
were higher than their European counterparts.
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Table 4.7: Sectoral Output Shares in Mercosur in baseline model data
Value Added Shares, 2001
Argentina

Brazil

Paraguay

Uruguay

Grains

1.5

0.5

2.3

1.9

Other crops

2.5

2.6

13.2

1.6

Animal products

1.8

1.8

4.7

7.1

Forestry

0.2

0.2

2.1

0.5

Fisheries

0.1

0.0

0.1

0.3

Mining

2.2

1.3

0.1

0.3

Processed foods

3.9

3.4

4.8

7.4

Textiles and clothing

1.5

1.5

1.9

2.2

Lumber, wood, pulp, paper

1.8

1.8

1.4

1.4

Chemicals

2.6

3.4

0.6

3.1

Metals and nonmetallic minerals

2.3

2.7

2.6

2.5

Motor vehicles

0.9

0.8

0.03

0.5

Transport equipment

0.2

1.0

0.0

0.1

Machinery

1.7

4.3

1.0

1.1

Utilities

2.2

3.2

18.8

4.4

Construction

4.2

9.3

4.6

3.3

Trade

14.4

9.0

18.6

8.6

Communications

2.3

1.6

1.3

2.2

Transport services

5.3

2.4

3.3

10.4

Financial services

3.9

8.5

2.6

3.8

Business services

6.4

13.2

3.0

5.3

Other services

38.2

27.4

12.9

31.8

Total

100

100

100

100

Source: Model simulations
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Table 4.8: Sectoral Output Shares in Mercosur in full free trade scenario
Value Added Shares, 2001
Argentina

Brazil

Paraguay

Uruguay

Grains

1.7

0.6

2.6

2.1

Other crops

2.5

2.6

12.2

1.6

Animal products

1.8

2.3

6.4

7.4

Forestry

0.2

0.2

1.9

0.5

Fisheries

0.1

0.0

0.1

0.4

Mining

2.2

1.3

0.1

0.3

Processed foods

4.1

5.0

8.3

8.7

Textiles and clothing

1.5

1.4

1.4

1.8

Lumber, wood, pulp, paper

1.7

1.7

1.1

1.3

Chemicals

2.6

3.2

0.5

2.9

Metals and nonmetallic minerals

2.2

2.3

2.1

2.2

Motor vehicles

0.8

0.6

0.0

0.3

Transport equipment

0.2

0.8

0.0

0.1

Machinery

1.4

3.3

0.4

0.7

Utilities

2.2

3.2

17.4

4.5

Construction

4.2

9.4

5.0

3.4

Trade

14.3

9.1

18.1

8.7

Communications

2.3

1.6

1.3

2.2

Transport services

5.3

2.4

3.3

10.1

Financial services

3.8

8.4

2.0

3.8

Business services

6.4

13.0

2.6

5.2

Other services

38.3

27.4

13.1

32.0

Total

100

100

100

100

Source: Model simulations

For Argentina, a potential FTA with the EU is expected to lead to an increase in overall
production amounting to 0.3 percent. In general, the sector specific effects are not so big in
Argentina as for the other Mercosur countries. Comparing the changes in output to their
relative share of total production gives a better picture of each sector’s effect on the overall
economy. Each industry’s share of production is available in the annex. For Argentina, output
in the sector ‘other service’, is attributable to 38 percent of total value added, thus the 0.2
percent increase in this is expected to have a significant effect on the overall economy.
Meanwhile, the 15 percent decrease in machinery sector, although dramatic on a sector
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specific level, does not translate to a big effect on the general Argentinean economy, since
this sector only accounts for 1.7 percent of total production.
The Brazilian economy is shown to expand overall output by 0.8 percent as a result of a
potential FTA. Here, the biggest relative increase is shown to occur in the processed food
sector, which is expected to expand by close to 50 percent. Seeing that 3.5 percent of total
production is attributable to this sector, this large increase will have a significant effect34 on
the overall output increase in the economy. The same is true for animal products, which is
accountable for 1.8 percent of total value added, and is expected to increase by 32 percent,
which implies an overall effect of 0.6 percent. Motor vehicles are shown to be the sector
expected have the biggest contraction, here production will decrease its share of total value
added from 0.9% to 0.6%. However, the overall effects of this decrease will not be very big,
since less than one percent of total value added is attributable to this sector. The production of
machinery is also expected to contract in relative terms.
The effects in the applied free trade scenario are expected to have large effects on the
Paraguayan economy (detailed results are shown in appendix). As previously pointed out,
this is true at the aggregated level i.e. the overall effect on output is expected to be 2.5
percent, but also on disaggregate level. As can be seen from the table above, the largest
absolute increase is shown to occur in the processed foods sector, where output is expected to
increase by almost 75 percent. Seeing that this sector is accountable for close to 5 percent of
overall production, this leads to a big increase (i.e.3.5%) of total value added. Animal
products is the sector with the second biggest expected expansion, i.e. 37 percent. Close to
five percent of all Paraguayan production stems from this sector, so a large share of the
overall gain comes from this increase as well. On the contracting side, the motor vehicles,
transport equipment and machinery sectors are all expected to lessen their importance in terms
of share of total value added. Although these are large sector specific changes, the effect on
total output is very limited since these sectors account for less than 0.1 percent of overall
production. The utilities sector, which is expected to decrease by 7.8 percent, is the single
most important contracting sector, since it is accountable for close to 20 percent of total
production. (i.e. the decrease in this sector is accountable for a total decrease of 1.5 percent of
overall production).
In Uruguay, the processed foods sector has the relatively largest share of overall production
in all of Mercosur. 7.4 percent of total value added in Uruguay is attributable to this sector,
the expected 17 percent increase in production in this sector, is accountable for a 1.3 percent
increase in overall production. This is counteracted by the expected decrease in production in
the textiles and clothing sector, which accounts for a decline of 0.3 percent of total value
added. Please refer to appendix for details.
The total effect on EU15 output sums up to 0.1 percent of GDP. The lowering of Mercosur
import protection leads to an expansion of the European metals, machinery and automotive
sectors. In general, production of manufacturing goods is expected to increase, while the
agricultural sectors in general and processed foods in particular are expected to contract.
Meanwhile, the service sectors, which are attributable to about 75 percent of EU output value,
are also positively affected from the removal of the barriers to crossborder trade in services.
However, the service sectors will further benefit from reducing the barriers to foreign
establishment.
34

i.e. 0.466*3.5=1.6% to be exact.

SIA of Mercosur Negotiations – Final Report

page 54

Table 4.9: Changes in Sectoral Output, EU
Value Added Shares in baseline model data (2001) and in the scenario of free trade

Baseline data

Free trade scenario

Change in scenario from
baseline

EU15

EU10

EU15

EU10

ΔEU15

ΔEU10

Grains

0,16%

0,77%

0,15%

0,76%

0,01%

0,01%

Crops

0,92%

2,05%

0,92%

2,05%

Animal Products

0,58%

1,29%

0,56%

1,28%

Forestry

0,19%

0,50%

0,19%

0,50%

Fisheries

0,28%

0,08%

0,28%

0,08%

Mining

0,44%

1,51%

0,44%

1,51%

Processed Foods

3,17%

6,17%

3,01%

Textiles and Clothing

1,22%

2,73%

Wood, Pulp, Paper

2,34%

Chemicals

0,01%
0,02%

0,01%

6,00%

0,16%

0,17%

1,23%

2,73%

+0,01%

+0,01%

3,50%

2,34%

3,50%

3,33%

3,74%

3,34%

3,75%

+0,01%

+0,01%

Metals

3,68%

5,54%

3,71%

5,58%

+0,03%

+0,03%

Motor Vehicles

1,94%

1,76%

1,97%

1,78%

+0,03%

+0,01%

Transport Equipment

0,53%

0,56%

0,53%

0,57%

Machinery

6,58%

6,55%

6,67%

6,60%

Utilities

2,10%

3,86%

2,10%

3,87%

Construction

6,04%

6,29%

6,04%

6,29%

Wholesale, Retail

12,99%

13,13%

12,99%

13,15%

Communications

2,46%

2,33%

2,46%

2,33%

Transport Services

4,36%

6,10%

4,36%

6,11%

Finance

4,17%

2,28%

4,17%

2,28%

Business Services

11,91%

11,62%

11,92%

11,62%

Other Services

30,62%

17,60%

30,62%

17,62%

Total

100,0%

100,0%

100,0%

100,0%

+0,00%

+0,01%
+0,09%

+0,05%
+0,01%

+0,01%

+0,01%

+0,02%

+0,01%
+0,02%

Source: Model simulations

For EU10, the effects are very similar to EU15 with an expected contraction in the
agricultural sectors, most notably so for processed food, which for EU10 is a substantial
sector in terms of overall production (i.e. 6.2%). Here, the manufacturing sectors are also
expected to increase their importance, with significant overall effects in the sectors metals and
machinery which are accountable for about six percent of total output each.

SIA of Mercosur Negotiations – Final Report

page 55

Trade Effects
Having analyzed the expected changes in production, we now turn our attention to the effects
on trade. As previously pointed out, production in the agricultural sectors in Mercosur are
expected to expand, while the manufacturing sectors in these sectors will decrease output as a
result of trade liberalization. Table 4.10 below show the changes in export for each sector in
Mercosur.
Table 4.10:Change in Exports, Mercosur (value of exports, millions. USD)
Argentina

Brazil

Paraguay

Uruguay

Mercosur

478
22
21
1
2
8
2829
125
42
143
215
8
31
33
31
1
43
92
20
28
160
237
4.399
14
13

191
2.024
118
11
6
243
31.203
244
456
378
448
886
411
1.436
5
3
121
49
72
80
672
18
25.735
38
75

15
218
9
2


1.829
51
32
14
8


15
138

11
1
8
5
7
9
1.284
42
4

16
3
22
4
2
1
1.114
88
16
36
18
35
4
33
38

5
5
55
8
2
5
874
27
3

288
2.137
161
16
5
361
37.242
229
449
124
256
816
380
1.412
123
4
181
150
62
117
857
332
34.124
26
100

Grains
Crops
Animal products
Forestry
Fisheries
Mining
Processed foods
Textiles and clothing
Wood, pulp, paper
Chemicals
Metals
Motor vehicles
Transport equipment
Machinery
Utilities
Construction
Wholesale, Retail
Communications
Transport services
Finance
Business services
Other services
Total
Change in country exports (%)
Share of Mercosur change (%)

Pct of
baseline (%)
7
22
36
12
7
2
210
4
8
1
2
11
9
13
6
9
16
24
1
13
16
14
26

Source: Model simulations; Note: Intra Mercosur trade included

As can be seen in Table 4.10, the expected changes in exports are largely in line with the
prediction with regards to changes in production, although the overall increase in agricultural
production is mainly spilling over in an increase in processed foods. Above, the primary
agricultural sectors, i.e. grains, crops, and animal products are all shown to increase in Brazil
in Table 4.10, however, as seen in Table 4.10, they’re shown to decrease in exports. The
underlying reason for this is that these products are used as intermediate inputs in the
processed foods sector, which could increase as much as triple. This is also true for Paraguay.
It is always difficult to predict the impact of large changes, but given that the EU in the base
year apply a very high protection against Paraguayan food products (92%) we can certainly
predict a large increase on this trade link if these barriers are completely removed.
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Mercosur imports are also expected to increase in the free trade scenario, and when the intra
Mercosur trade is counted and measured in values imports increase more than exports and the
trade balance is worsened, cf. Table 4.11.
Table 4.11: Change in Imports, Mercosur (value of imports, millions. USD)

Grains
Crops
Animal products
Forestry
Fisheries
Mining
Processed foods
Textiles and clothing
Wood, pulp, paper
Chemicals
Metals
Motor vehicles
Transport equipment
Machinery
Utilities
Construction
Wholesale, Retail
Communications
Transport services
Finance
Business services
Other services

Total
Change in country
imports (%)
Share of Mercosur
change (%)

Argentina

Brazil

Paraguay

Uruguay

Mercosur

Pct of baseline
(%)

4
63
21
0
1
1
532
203
190
264
286
527
1
1.440
79
13
198
36
30
193
267
433
4.560
18

776
614
284
7
15
253
4.199
919
580
1.487
1.768
7.906
255
8.249
108
16
623
9
219
537
2.334
800
27.925
39

18
101
29
0

352
1

3
13
16
0
2
10
521
78
36
41
60
28
0
117
9

26
3
36
53
21
44
1.755
64

25
16
38
15
29
77
1.115
26

801
790
349
7
19
265
5.897
1.316
860
1.880
2.220
5.461
256
10.158
38
29
872
47
263
799
2.651
1.354
35.290
34

68
57
189
38
36
6
205
42
32
10
38
90
7
35
2
49
41
8
4
39
44
32
34

13

79

5

3

100

645
115
54
88
105

Source: Model simulations
N.ote.: Intra Mercosur trade included

The corresponding results for the EU are very similar to the expected changes in output.
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Table 4.12: Changes in Exports, EU (value of trade, million. USD)

Grains
Crops
Animal products
Forestry
Fisheries
Mining
Processed foods
Textiles and clothing
Wood, pulp, paper
Chemicals
Metals
Motor vehicles
Transport equipment
Machinery
Utilities
Construction
Wholesale, Retail
Communications
Transport services
Finance
Business services
Other services

Total
Change in country imports (%)
Share of Mercosur change (%)

EU15
302
55
263
0
9
19
6.697
1.051
113
1.466
1.469
4.545
79
9.327
11
0
0
0
244
0
170
0
11.222
0.4
96

EU10
7
5
7
1
0
0
178
24
0
32
113
133
34
318
6
0
4
0
25
0
0
5
497
0.3
44

EU25
309
50
270
1
9
19
6.872
1.075
113
1.498
1.583
4.679
113
9.645
4
0
4
0
269
0
170
5
11.719
0.4
100

Pct of baseline (%)
4.2
0.2
3.3
0.0
0.3
0.1
5.0
0.8
0.1
0.4
0.7
1.7
0.1
1.4
0.0
0.0
0.0
0.0
0.2
0.0
0.1
0.0
0.4

Source: Model simulations, including intraEU trade
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Table 4.13: Changes in Imports, EU (value of trade, million. USD)

Grains
Crops
Animal products
Forestry
Fisheries
Mining
Processed foods
Textiles and clothing
Wood, pulp, paper
Chemicals
Metals
Motor vehicles
Transport equipment
Machinery
Utilities
Construction
Wholesale, Retail
Communications
Transport services
Finance
Business services
Other services

Total
Change in country imports (%)
Share of Mercosur change (%)

EU15
116
1.655
535
22
86
384
29.918
378
6
615
1.623
1.069
88
3.187
250
10
261
113
46
141
993
419
37.088
1.5
98

EU10
6
12
6
0
0
0
175
23
0
52
114
100
40
411
4
0
3
0
14
0
0
3
565
0.3
2

EU25
123
1.667
541
22
86
384
29.743
401
6
668
1.737
1.170
128
3.598
253
10
263
113
60
141
993
422
37.653
1.4
100

Pct of baseline (%)
1.8
3.4
5.5
0.6
2.3
0.3
23.0
0.2
0.0
0.2
0.8
0.5
0.2
0.5
1.6
0.1
0.4
0.6
0.0
0.3
0.6
0.5
1.4

Source: Model simulations, including intraEU trade

As could be expected, trade liberalization implies an overall increase in export for all
countries in Mercosur and the EU. The aggregated changes in national imports and exports
are summarized in Table 4.14.
Table 4.14: National Trade Balance Effects (percentage change)
Argentina

Brazil

Uruguay

Paraguay

EU15

EU10

% change in exports

+14%

+38%

+42%

+27%

+0,4%

+0,3%

% change in imports

+18%

+39%

+64%

+26%

+1.5%

+0.3%

Source: Model estimations

The largest increases in export are evident in the Mercosur countries. The increases in exports
are expected to be big in Brazil, Uruguay and Paraguay. Seeing that the majority of EU
Mercosur trade is accounted for by Brazil, the 37 percent increase in Brazilian exports implies
a large increase in trade between the two trading blocs.

SIA of Mercosur Negotiations – Final Report

page 59

4.2.9 Social effects in the scenario compared to the baseline situation
We now turn to the social effects in terms of wages and return on investment. We decompose
the real income effects with respect to the three production factors unskilled labour, skilled
labour and capital. Table 4.15 contains summarizing data on changes in wages for skilled and
unskilled labour and changes in real return to investment.
Table 4.15:Summary, Decomposed Income Effects (percentage change)
Argentina

Brazil

Uruguay

Paraguay

EU15 EU10

Unskilled Real Wage Effects %

0.3%

0.9%

5.5%

1.4%

0.2%

0.1%

Skilled Real Wage Effect %

0.0%

0.7%

3.2%

0.7%

0.3%

0.2%

Real return to Investment %

0.1%

1.8%

8.0%

1.4%

0.1%

0.2%

Source: Model estimations

Wage Effects
Trade liberalization is shown to have positive effects on wages for both skilled and unskilled
labour in both the EU and Mercosur. The wage increase for unskilled labour will be relatively
higher in the Mercosur countries, while skilled European workers are expected to enjoy the
larger wage increase35.
Real Return to Investment
The real return to investments is also expected to increase across both Mercosur and Europe
as a result of a potential FTA. Overall, the increase in return to capital will be higher for the
Mercosur countries, most notably so for Uruguay (8.0%) but also for Brazil and Paraguay.
The increase in return to investments is expected to be smaller for Argentina, Venezuela and
the European countries.
4.2.10 Energy and environmental effects in the scenario compared to baseline situation
The total consumption of coal and oil declines in the scenario while the consumption of gas
increases. All in all the demand for the energy goods falls. Brazil is the country that reduces
the energy demand most. The total decrease in Brazil is 5.2 Mtoe where the main part comes
from reduction in oil demand. EU15 is the region with the largest increase in energy demand
measured in absolute terms. In relative terms Venezuela increases the demand most. For both
regions it is the demand for gas that increases most.

35

Employment is – by definition – kept constant in the scenario. Therefore, the shown wage shift is the resulting
change in wages that exactly clears the labour markets. If we made different assumptions about the functioning
of the labour markets some of this wage increase will be transformed into higher employment, and smaller
increases in wages.
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Table 4.16: Energy consumption for firms and households (Mtoe)
Coal

Oil

Gas

Total Energy

Benchmark

Scenario

Benchmark

Scenario

Benchmark

Scenario

Benchmark

Scenario

Argentina

0.7

0.7

25.9

25.9

17.4

17.3

44,0

43.9

Brazil

12.3

11.6

81.8

77.6

7.1

6.8

101.2

96.0

Paraguay

0,0

0,0

0.1

0.1

0,0

0,0

0.1

0.1

Venezuela

0,0

0.1

54.6

55.8

27.6

28.1

82.2

84,0

EU15

215.0

215.1

569.4

571.8

230.9

230.9

1015.3

1017.8

EU10

92.3

92.4

43.2

43.3

34.6

34.6

170.1

170.3

Sum

320.3

319.8

776.8

774.5

317.6

317.7

1414.6

1412.2

Source: Model simulations

The decrease in demand for energy and the shift towards gas and away from oil results in a
decrease of CO2 emissions from EUMercosur production. The largest reduction comes from
oil while emission from gas increases.
4.2.11 Overview of key indicators
Our free trade scenario is welfare improving for both trading blocs in terms of increasing real
income. All countries in Mercosur as well as the two parts of Europe we analyze (EU15 and
EU10). Aggregate output in all parts of the two trading blocs is also expected to increase as a
result of free trade.
A free trade scenario as analyzed here will entail large scale and long term adjustments to the
two economies. Brazil, Paraguay and Uruguay can foresee an economic gain from a major
restructuring of their economies, with a decrease in output shares for some sectors and a
increase in output from the processed food sector.
From a social point of view these sectoral changes will imply adjustment costs which have
not been quantified in our economic study. From a labour market point of view the overall
change is positive in all economies since both skilled and unskilled wages are expected to
increase, or may – depending on the functioning of the labour market – attract labour to shift
from the informal to the formal sector and thereby increase the labour supply. Furthermore
there is generally a positive social profile of the wage shift in the direction of more
convergence between skilled and unskilled wages. Unskilled wages increase generally more
than for skilled labour in Mercosur. In the EU the reverse is true and skilled wages increase
more than unskilled.
In terms of energy consumption we assess that a free trade agreement could lead to less
energy consumption in production because the energy intensive parts of the manufacturing
sector are shifted towards Europe, where firms generally are more energy efficient than the
Mercosur counterparts. The lower energy consumption and substitution towards more gas
leads to a small downturn in total carbon emissions from production in Mercosur and EU
together. A drop in emissions in Mercosur is counteracted by an increase in emissions in the
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EU, but the netresult is expected to be a small reduction in carbon emissions. Carbon
emissions elsewhere in the world are assumed unaffected.
4.2.12 Effects on the rest of the world
The rest of the world is also affected by a potential free trade agreement between the EU and
Mercosur. While most participating parties will loose tariff revenues, except Paraguay, while
other parts of the world will see increasing tariff revenues. It is important to recall that tariffs
internally between Mercosur members are assume unchanged in the scenario, and the model
simulations shows the isolated effect from removing tariffs on imports of EU products into
Mercosur countries. Therefore all tariffs on internal Mercosur trade remains in the scenario.
The other South American countries are expected to see higher tariff revenues, cf. Table 4.17.
Table 4.17: Tariff Revenue Effects, millions of dollars
Base revenue

New revenue

Change

Argentina

1.984

1.044

940

Brazil

5.609

3.185

2.424

Paraguay

151

164

13

Uruguay

246

129

117

MERCOSUR associates

3.625

3.558

67

Other South America

6.725

6.995

270

EU15

20.861

18.306

2.556

EU10

6.207

2.152

4.055

ROW

183.166

184.642

1.476

Source: Model results

Total world welfare in terms of real income is increased by a bilateral free trade agreement
between the EU and Mercosur. The gains to the two parties (EU and Mercosur) outweigh the
loss to the rest of the world. The other South American countries (both the Mercosur
associates and the rest of South America) are facing a relative decline of real income of 0.1
percent. While the negative real income impact on the rest of the world is large in absolute
values, the change is insignificant in relative terms (less than 0.1 percent).
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Table 4.18: Welfare Effects, millions of dollars
Goods liberalization
(tariff cuts and other
AVTs)

Liberalisation of
cross border
trade in services

Total effect
(including 1 pct. trade
facilitation)

411

138

1.255

4.510

465

6.883

Paraguay

502

12

643

Uruguay

272

21

369

MERCOSUR
associates

165

12

173

Other South
America

65

7

67

EU15

1.306

558

3.700

EU10

39

18

201

ROW

2.594

199

2.982

Argentina
Brazil

Source: Model results

4.3

Econometric Modelling of EU Mercosur Trade Liberalisation

4.3.1 Introduction
This section provides econometric estimates of the empirically analyzes the determinants of
EUMercosur trade using the gravity model methodology. The gravity model is the most
widely used method of estimating the determinants of trade flows, and can be easily extended
to allow for the estimation of the impact of trade costs and other policy variables on the
pattern of trade. Recent advances in international trade theory led Baldwin and Taglioni
(2005) have confirmed the robustness of the gravity model approach for describing bilateral
trade flows between countries and the use of the gravity model to explain trade flow patterns
has gained in popularity in recent years.
Gravity models are estimated on the basis of data from many countries. 36 They assume that, in
the absence of an RTA, members’ trade will bear the same relationship to gross domestic
product (GDP), population and distance as does the arm’s length trade of the sample
countries. Gravity models can be used in several ways, the most common of which is to
include a regional binary variable (or variables) to estimate whether or not formal economic
integration has had a significant effect The standard gravity model premises that the volume
of trade between any two countries i and j (Tij) is a function of each country’s trade
potential(TPi, TPj) and their mutual trade attraction (TAij).
T f ij i j ij = (TP,TP,TA)

36

Kirkpatrick and Watanabe, 2005
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A country’s absolute trade potential depends on its total economic size (GDP), other
economic factors such as the relative level of economic development, and geographic
characteristics such as area and population. The greater a country’s area and population, the
smaller the fraction of economic activity expected to cross its borders, whereas GDP and
relative stage of economic development are both expected to affect bilateral trade positively.
.The trade attraction between two trading partners is determined by total cost. Geographical
proximity obviously reduces shipping costs; it also reduces other costs associated with time
lags (e.g. interest charges, spoilage or obsolescence). Cultural similarities (e.g. common
language, acquaintance with partner country’s customs or tastes) and historical ties (e.g.
colonial relationships)can facilitate trade. The attractiveness of trade can also be enhanced by
behind the border policy factors, such as the regulatory environment for business or the
quality of the transport and communications infrastructure.
The gravity model employed in this section will analyze the determinants EUMercosur trade
flows, conduct a simulation of a tariff reduction in an envisaged EUMercosur FTA and
analyze the potential impact of policybased mitigation and enhancement measures that might
need to be implemented in light of the future EUMercosur FTA . The aim of the econometric
analysis is threefold:
1. To quantify empirically the importance of ontheborder and behindtheborder policy
factors in determining the outcomes of trade liberalization
2. To supplement CETM computable general equilibrium analysis by conducting a
simulation of a reduction in tariffs as a result of a EUMercosur FTA within gravity
model methodology.
4.3.2 Methodology and Data37
Standard gravity models assume that the volume of trade between two countries is positively
related to the size of these economies as measured by GDP and negatively related to the trade
costs between them. A number of variables are normally used to capture trade costs. These
include whether a country is landlocked or an island economy, the distance between the
exporter and importer, as well as various ‘dummy’ variables that indicate whether the country
pair belongs to an regional trade agreement, or shares a common language, border or colonial
heritage with its trade partner. Our methodology augments the ‘standard’ gravity model with
policy variables that impact directly on the ontheborder and behindtheborder trade costs
and assesses their relative importance in determining export performance. We also include in
the model a variable that captures incorporation of investment provision in RTAs. The basic
structure of the augmented model is as follows:
ln EXPijt = β0 + ln β1GDPit + ln β2GDPjt + ln β3GDPpcit + ln β4GDPpcjt + ln β5Dij + ln
β6REMOTEi + ln β7TARIFFji t + β8dRTAij + β9BORDERij + β10dLANGij + β11dCOLONYij +
β12dISLANDij + β13dLANDLij + ln β14REGit + ln β15TFit + ln β16INFRAit + β17INVESTij + α ijt
+ e ijt
(1)
where i denotes the exporter, j denotes the importer, t denotes a year (t=2003, 2004) and the
variables are defined as follows:

37

EXP ijt denotes the natural logarithm of total exports from i to j at time t,

The methodology used in this study broadly follows T. Iwanow and C. Kirkpatrick, 2007
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GDPi and GDPj is the natural logarithm of real GDP of exporting and importing
country, respectively,
GDPpci and GDPpcj is the natural logarithm of per capita GDP of exporting and
importing country, respectively, .
D is the distance between i and j,
REMOTE is the remoteness variable measured as the weighted average distance to all
other countries, weighted by GDP
TARIFF is a simple average tariff applied by country j on country i products;
LANG is a binary “dummy” variable which is unity if i and j have a common
language and zero otherwise,
COLONY is a binary variable which is unity if i and j were ever colonies after 1945
with the same colonizer,
BORDER is a binary ‘dummy’ variable which is unity if i and j share a common
border,
ISLAND is a variable which is 1 if one of the trade partner is an island economy and 2
if both partners are island economies and 0 otherwise,
LANDL is a variable which is 1 if one of the trade partner is landlocked and 2 if both
partners are landlocked and 0 otherwise,
RTA is a binary variable that is unity if i and j both belong to the same regional trade
agreement,
TF is exporting country’s i trade facilitation variable,
REG is exporting country’s i quality of regulation variable,
INFRA is exporting country’s i infrastructure variable,
INVEST is a variable capturing the incorporation of investment provision in RTAs
α i(j)t is a set of importer and time “fixed effects”,
e ijt is the error term that is assumed to be normally distributed with mean zero.

Depending on the specification we estimate the model with either for 9 year period from
19962004 or for 2 years data running from 2003 to 2004 for 110 countries. We include a
time specific (yearly) and partner (importer) dummies in all regressions.38
Our dataset contains around observations of bilateral total trade. These data for all 110
countries are obtained from UN Comtrade database. We follow the literature and define the
manufacturing sector as commodities in categories 5 to 8 in SITC rev. 2 except those in
category 68 (non ferrous metals). The standard variables used in gravity model analysis are
included in our model. We thus include a measure of simple average tariffs, obtained from
TRAINS database 39 . Anderson and van Wincoop (2003) show that bilateral trade is
determined by relative rather than absolute trade costs and to control for this factor we include
a remoteness term in the model defined as the weighted average distance to all other
countries, weighted by GDP. As a proxy for market size we include real GDP and GDP per
capita at constant 2000 prices from the World Development Indicators. Other variables that
are intended to capture variation in trade costs between country pairs such as distance,

38

Recent literature illustrates that a sample selection bias can arise if the gravity model is estimated as in (1). To
deal with this problem of sample selection bias we follow Helpman et. al. (2006) who propose the use of the
Heckman twostep procedure (Heckman, 1979)
39
We only include tariff variable in the regressions where we constrain the sample to EU and Mercosur
countries. For bilateral import protection, we use applied tariffs, lnTi,j,t = ln (1 +t i,j,t). t i,j,t indicates the applied
tariff rate offered by importer i to exporter j in period t.
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regional trade agreement membership, adjacency or whether countries share a common
language or colonial past, are taken from Rose (2004) database40.
4.3.3 BehindtheBorder Policy Factors
Recent episodes of trade liberalization have exemplified significant crosscountry
heterogeneity in the impact of trade reform on economic performance, suggesting that country
specific factors play an important part in determining an economy’s response to changes in
trading opportunities and incentives. Economic research found a variety of conditions related
to the structure of the economy and its institutions such as regulatory quality, infrastructure or
trade facilitation to be important in determining the outcome of trade liberalization.
Freund and Bolaky (2004) identify regulations that govern labour market flexibility, business
entry and bankruptcy, and within a growth regression model show that trade enhances growth
rates in economies with good regulatory quality. Limão and Venables (2001) find that own
infrastructure accounts for 40 percent of transport costs for coastal countries while own and
transit country infrastructure contributes 60 percent of transport costs for landlocked countries.
Finally, Wilson et. al. (2004) and Walkenhorst and Yasui (2005) show that improvements in
trade facilitation significantly expand trade and improve welfare. Country characteristics
related to regulatory or infrastructural barriers entail a negative externality on private
transaction and consequently raise trade transaction costs with negative effects on export
performance. A standard methodological approach that quantifies export performance in
relation to trade costs is the gravity model. The gravity model will test empirically the impact
of ontheborder and behindtheborder factors have on Mercosur’s export performance.
4.3.4 Trade Facilitation
Trade facilitation has been identified in various fora as an area for trade negotiations where
there are potentially large gains to be generated to both parties. In a narrow sense, trade
facilitation efforts simply address the logistics of moving goods through ports or more
efficiently handling documentation associated with crossborder trade. A broader definition of
trade facilitation includes the quality of the transport infrastructure, transparency and
professionalism of customs and regulatory environments, as well as harmonization of
standards and conformance to international or regional regulations.41 It is claimed that high
trade transaction costs have a negative impact on trade performance: ‘companies may suffer
from slow and unpredictable goods delivery and direct costs in terms of rent payments and the
compliance with strenuous customs procedures. There may also be significant indirect costs
related to foregone business opportunities and the need to hold excessively high levels of
stock’.42
The CETM model includes trade facilitation as part of the full liberalisation scenario, by
modelling the impact of a 1% reduction in trade costs.43 For Mercosur, the trade facilitation
related reduction in costs accounted for approximately 30% of the aggregate welfare gains
from full trade liberalisation. For the EU, trade facilitation was shown to be the single most

40

Here we would like to express our gratitude to Andrew Rose for kindly sharing his data sets which are
available on his website at http://faculty.haas.berkeley.edu/arose/RecRes.htm
41
OECD, 2005
42
OECD, 2005
43
See footnote 21
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important trade liberalisation measure, accounting for approximately half the increase in real
income for EU25 (Table 4.19).
Table 4.19: Decomposition of Real Income Effects, (Millions of US$)
Total gain

of which from Goods
liberalisation

of which from
Crossborder
Service Trade
Liberalization

of which from
Trade Facilitation

Argentina

1 255

411

138

705

Brazil

6 883

4 510

465

1 908

Paraguay

643

502

12

129

Uruguay

369

272

21

76

Venezuela

91

267

61

297

Total Mercosur

9 241

5 428

697

3 115

EU15

3 700

1 306

558

1 836

EU10

201

39

18

144

3 901

1 345

576

1 980

Total European
Union

Source: CETM model simulations

There is a broad consensus that trade facilitation does have the potential to contribute
significantly to smoother and intensified trade between countries, particularly in terms of
eliminating burdensome trade procedures, increasing transparency, improving business
opportunities and security, and generally enhancing competitiveness and economic
development to the benefit of both the government and the private sector44. An additional gain
may come from increased government revenue, through more efficient and reliable tax
collection and reduced corruption Trade in both developed and developing countries stands to
gain from trade facilitation.. Both the country improving its customs procedures and the
countries exporting to this country stand to benefit from the efficiency measures. Over the
longer term, improved trade facilitation can be expected to have a positive impact on the
economy’s international competitiveness, by facilitating the process of global production
networks and transnational operations of multinational companies.
Studies on the costs of implementing trade facilitation measures are scarcer. Analysis of such
costs is important in designing assistance programs, as priority should be given to the most
costeffective element of trade facilitation. The OECD conducted a series of country surveys
in 2004 and 2005 that addressed this issue of particular concerns to developing countries and
LDCs member of the WTO. Data on implementation approaches and costs of eleven trade
facilitation measures selected among those proposed by WTO members for negotiations was
collected in fourteen developing countries.45 While the OECD cost study does not include any
44
45

Hellqvist (2003), UNECE (2002)
OECD, 2004; OECD, 2005c
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conclusive quantitative cost estimates for the measures examined, it provides very useful
information on the relative complexity of the various measures examined and some of the
major issues associated with their implementation. The study notes that the interlinkages
between various trade facilitation measure require the need for a coherent implementation
plan of the trade facilitation measure to be included in the negotiations.46
The total time required to complete import and export procedures in the four Mercosur
countries and in the EU is show in Table 4.20.
Table 4.20: Trade Facilitation Costs

Region or
Economy

Cost to
Documents Time for
export (US$
for export export
per
(number)
(days)
container)

Documents Time for Cost to
for import import import (US$
(number)
(days)
per container)

Mercosur

7.75

22.5

900.5

8.75

25.25

1159.5

Argentina

6

16

1470

7

21

1750

Brazil

7

18

895

6

24

1145

Paraguay

9

34

685

13

31

1077

Uruguay

9

22

552

9

25

666

EU25*

5.26

12.52

1072.74

6.91

15.22

1130.35

East Asia

6.9

23.9

884.8

9.3

25.9

1,037.1

Europe & Central
Asia

7.4

29.2

1,450.2

10.0

37.1

1,589.3

LA & Caribbean

7.3

22.2

1,067.5

9.5

27.9

1,225.5

MENA

7.1

27.1

923.9

10.3

35.4

1,182.8

OECD

4.8

10.5

811.0

5.9

12.2

882.6

South Asia

8.1

34.4

1,236.0

12.5

41.5

1,494.9

Sub Saharan Africa

8.2

40.0

1,561.1

12.2

51.5

1,946.9

·

 Excludes Cyprus, Luxemburg and Malta.

Source: World Bank (2006)

The figures in Table 4.20 show that the costs to export and import (US$ per container) are
comparable in the EU25 and in Mercosur, but are significantly higher in both regions
compared to the average costs in the OECD countries and in East Asia. This suggests that
there are potential gains to be realised in the EU and in Mercosur from a reduction in the trade
facilitation costs incurred by exporters and importers.

46

Duval, 2006
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For the gravity model analysis we define trade facilitation as an aggregate index of trade
facilitation based on time and costs of custom procedures from the World Bank’s Doing
Business database. The index consists of the following components:
· number of all documents required to export/import goods
· time necessary to comply with all procedures required to export/import goods
· cost associated with all the procedures required to export/import goods
4.3.5 Regulatory Quality
In addition to the ‘ontheborder’ costs which are represented in trade facilitation, there may
be additional costs to business resulting from inefficient or unnecessary regulation or from
inadequate infrastructure services.
There is a growing body of evidence to show that the quality of the regulatory environment
has a significant impact on economic growth.47 Regulatory reform is now a priority area for
policy reform in many OECD and a growing number of developing countries. Many of the
regulatory reform programmes that have been implemented have been based on the
assumption that regulatory interventions by government impose a significant and growing
additional to the costs of doing business and represent a major barrier to private investment
and the growth of the private sector. The World Bank’s annual Doing Business reports have
provided cross country information on the level of regulation costs on business.48 This dataset
in Table 4.21 contains information on time and money spent on bureaucratic procedures and
thus gives a consistent account of regulatory efficiency on a cross country basis.
Table 4.21: Bureaucratic requirements to start a business

Region or Economy
Mercosur
Argentina
Brazil
Paraguay
Uruguay
EU25
East Asia & Pacific
Europe & Cen. Asia
Latin America
MENA
OECD
South Asia

Procedures
(number)
14.7
15
17
17
10
7.5
8.2
9.4
10.2
10.3
6.2
7.9

Duration
(days)
74.7
32
152
72
43
29.9
46.3
32
73.3
40.9
16.6
32.5

Cost
(% GNI per
capita)
50.7
12.1
9.9
138.6
42.2
9.6
42.8
14.1
48.1
74.5
5.3
46.6

Min. Capital
(% GNI per
capita)
47.2
5.6
0
0
183.3
42.3
60.3
53.9
18.1
744.5
36.1
0.8

Source World Bank (2006)

Areas of regulatory quality that are widely perceived as being important for potential
investors and existing businesses include, the bureaucratic requirements to start a business,
the efficiency of contract enforcement regulation, the costs associated with closing a business,
and the flexibility of labour regulation.

47
48

See, Jalilian, Kirkpatrick and Parker (2007)
World Bank, 2006
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Our main regulatory quality variables were constructed using information relating to the cost
effectiveness of regulation from the World Bank’s ‘Doing Business’ initiative. This dataset
contains information on time and money spent on bureaucratic procedures and thus gives a
more precise and consistent account of regulatory efficiency relative to perception based
indicators. Using the ‘Doing Business’ dataset we construct two indices, a contract
enforcement index and a business regulation index.49
The contract enforcement regulation index consists of the following subcomponents:
· number of procedures in a court case involving bridging a contract;
· time in calendar days to resolve the dispute;
· cost in court fees and attorney fees, where the use of attorneys is mandatory or
common, expressed as a percentage of the debt value.
The business regulatory index measures restrictions in factor movement, across and within
industries, and consists of three subcomponents:
·

·

·

Labour legislation index – is an average of three indices covering flexibility of
hiring, conditions of employment and flexibility of firing constructed by Botero et.
al. (2003) from detailed analysis of labour markets around the world.
Index of business entry – comprises of a number of all procedures required to
register a firm, average time spent during each procedure, official cost of each
procedure.
Bankruptcy regulations – consist of cost of the bankruptcy proceedings, average
time to complete a procedure and a recovery rate, which calculates how many
cents on the dollar claimants (creditors, tax authorities, and employees) recover
from an insolvent firm.

4.3.6 Infrastructure Quality
We also construct a domestic infrastructure indicator, which consists of data on the share of
paved roads, road and rail density, per 1000 population and the number of telephone and
mobile phone subscribers, per 1000 population. The data are obtained from the World
Development Indicators and International Telecommunication Union.
The original data used to construct the trade facilitation, regulatory quality and infrastructure
variables described above were derived from a variety of sources and are measured in
different metrics, including, survey results indices, percentages, and number of users. In order
to ensure compatibility between the various variables used, all indicators were indexed and
rescaled to vary from 0 to 1 so that higher quality of regulation, trade facilitation and
infrastructure correspond to higher values of the index.
4.3.7 Investment Provision
The proliferation of RTAs and their expanding coverage of new policy areas has been
identified in the literature as a major new phenomenon with potentially profound implications
for international economic relations. An important characteristic of these new generation
RTAs is that while trade remains their principal component, they increasingly address an
49

The literature review, in the previous section, indicated that legislation in these two regulatory subcomponents
might be particularly important for export performance.
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expansive set of investment issues. Since the early 90’s EU began to negotiate with non
member countries in different regions trade agreements which incorporated investment issues
and has been the driving force behind what some call ‘new regionalism’. The gravity model
employed in this study will be augmented with a variable capturing investment provision in
RTA to analyze the effects of such provision on export performance.
As an indicator of incorporation of investment provision in RTA we use an index designed by
Lesher and Miroudot (2006). The authors assemble information from a full set of existing
RTA and compute a index of based on six broad categories.
1. Right of establishment and nondiscrimination in the preestablishment phase
(national treatment (NT) and mostfavourednation treatment (MFN));
2. Nondiscrimination for postestablishment (NT, MFN);
3. Investment in services (specific provisions on establishment, NT and MFN in services
sectors);
4. Investment regulation and protection (provisions on performance requirements,
ownership requirements, expropriation, fair and equitable treatment, free transfer of
funds and temporary entry and stay for key personnel);
5. Dispute settlement (StateState and StateInvestor dispute settlement); and
6. Investment promotion and cooperation (cooperation mechanisms, harmonisation of
rules, asymmetries and future liberalisation).
Also this index varies from 0 to 1; where 0 indicates no investment provision in an agreement
and 1 indicates highest degree if incorporating investment provisions50.
4.3.8 Tariff Reductions
By including a tariff variable in the gravity model, we investigate the likely impact of
reduction in tariffs as a result of EUMercosur FTA.
4.3.9 Results
The results of applying the model described in the previous section are presented in Table
4.2251. Our approach is to regress trade facilitation, regulatory quality and infrastructure and
RTAs with investment provision on bilateral trade volumes while controlling for the standard
gravity model controls such as country size and geographical indicators52.
Table 4.22 shows secondstage Heckman procedure results that give the unbiased estimates
for the model with a selectivity term included that controls for sample selectivity bias53. The
regression in column 1 includes only ‘standard’ gravity model variables that control for
external trade costs and dummy variables for Mercosur exports to EU and EU exports to
Mercosur. Trade cost variables related to geography and culture are important for export
performance. Both distance from a trade partner and remoteness from the rest of the world
exert a negative, statistically significant effect on bilateral trade flows. In fact, the magnitude
50

For full details of calculation of that index please consult Lesher and Miroudot (2006)
In columns 13 we presents results of gravity model with data running for a 2 year period 200304
52
Our regulatory variables dataset are highly correlated, with an average coefficient of correlation of about 0.85,
thus if included in the model their impact could be indistinguishable due to multicollinearity. They are therefore
entered separately in the regressions.
53
Results of the whole Heckman procedure are available from the authors upon request.
51
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of the coefficient on distance is the highest of all variables indicating continuous importance
of transport costs in determining trade patterns. Also, common language and colonial heritage
continue to play a significant part in determining bilateral trade patterns. Being a landlocked
economy has a statistically significant, negative effect on export. Our results also suggest that,
ceteris paribus, countries that are members of Regional Trade Agreements trade more among
themselves. Crucially, for this study, the coefficients for dummy variables on ‘Mercosur to
EU’ exports and ‘EU to Mercosur exports’ are insignificant indicating the volume of trade
between both regions is in line with the predictions of the model (i.e. EU and Mercosur don’t
seem to either over or under trade)
Columns 2 and 3 show the gravity model regression results with indices intended to capture
internal (ontheborder and behindtheborder) trade costs as proxied by trade facilitation
environment, business regulation quality and infrastructure availability variables. As
expected, each of these variables is significant at 1% level and has a positive impact on export
performance. Our results show that regulatory quality, proxied by the contract enforcement
and business regulation quality indices, is a robust (most significant) institutional determinant
of export performance. The impact of the infrastructure index, which measures both transport
and communication infrastructure quality is also large, although marginally smaller than that
of regulatory quality. Improvements in border procedures and customs environment, as
measured in the trade facilitation index, also impact on export performance but the effect is
significantly smaller than of the other two institutional variables.
Quantitatively, our results imply that, ceteris paribus, a 10 per cent improvement in the
regulatory environment will result in a 8 per cent increase in manufactures export
performance. An identical rise in the infrastructure index would increase bilateral exports by
over 6 percent, and a similar trade facilitation improvement would yield a rise in exports of
about 2 percent.
To isolate the effect of internal policy environment and infrastructure on Mercosur we include
in the gravity model interaction variables between the regulatory quality, infrastructure and
trade facilitation and the ‘Mercosur’ dummy’, as presented in column 3 of Table 4.22. The
interaction variables provide an estimation of the additional effect of these key regressors for
Mercosur countries. The positive sign of interaction variable between regulatory quality, trade
facilitation and infrastructure and Mercosur dummy seems to suggest that improvements in
regulatory quality are more positive factor for trade in Mercosur than for the remaining
countries in our sample. However, these variables are insignificant in the regression indicating
that if anything internal trade cost variable exert a similar effect in Mercosur as for the rest of
the world.
In column 4 we include the results of a regression with a variable that captures RTA with
substantial investment provision protocols. In this regression we extend our dataset to years
19962004 in order to adequately capture the effects of establishment of a large amount RTA
with investment provision at the turn of the centuries. When the index variable that indicates
the existence and depth of a RTA with substantive investment provisions is added to the
gravity model, the percentage of variation explained by the data stays about the same, but the
RTA dummy variables are statistically significant with positive coefficients. This gives
evidence that entry into force of a RTA with substantive investment provisions is positively
related to trade flows.
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Finally, in column 5 results of a gravity model regression where country sample is restricted
only to bilateral trade between EU and Mercosur countries. The results show that variables
related to market size and external trade cost which determine volume of trade for the whole
sample of countries also determine EUMercosur bilateral trade. Crucially, to this study the
coefficient on tariffs gives an indication of an effect of a reduction in bilateral tariffs between
EU and Mercosur. The coefficient is negative and statistically significant, which show that
tariffs still suppress trade between these two regions. Quantitatively, this results implies that
a 10% reduction in tariffs between EU and Mercosur would rise bilateral exports by around
1%. This result, however, almost certainly underestimates the effect of tariff reduction on
trade as the tariff variable is calculated on total trade and doesn’t take into account of tariff
escalation and tariff peaks that are imposed on sensitive products for which potential for trade
expansion in greatest.
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Table 4.22: Gravity Model Results
GLS: 2nd Step Heckman
Explanatory
Variables
GDP
GDP partner
GDP per capita
GDP per capita
Partner
Distance
Remoteness

(1)

(2)

(3)

(4)

(5)

1.211***
(.009)
.067***
(.012)
.912***
(.009)
.048***
(.012)
1.40***
(.020)
.017***
(.002)

1.21***
(.009)
.164***
(.021)
.903***
(.009)
.059***
(.012)
1.38***
(.020)
.013***
(0.13)

1.22***
(.009)
.181***
(.022)
.906***
(.009)
.053***
(.012)
1.37***
(.020)
.014***
(.007)

1.16***
(.004)
.089***
(.006)
.882***
(.004)
.082***
(.005)
1.30***
(.009)
.018***
(0.19)

.776***
(.118)
.746***
(.042)
.191***
(.030)
.916***
(.096)
.169***
(.017)

.762***
(.117)
.730***
(.043)
.290***
(.032)
1.0***
(.093)
.178***
(.017)

.702***
(.118)
.802***
(.043)
.302***
(.032)
.986***
(.093)
.180***
(.017)

.823***
(.055)
.782***
(.020)
.215***
(.014)
1.038***
(.043)

.976***
(.015)
.303***
(.034)
.890***
(.015)
.192***
(.034)
1.066***
(.031)
.029**
(.010)
.093***
(0.06)
.336***
(.092)
.476***
(.075)
.737***
(.046)
.258***
(.071)

Tariffs
Colony
Language
Landlocked
Border
RTA
RTA with
investment prov.
Mercosur  EU
Exports Dummy
EU  Mercosur
Exports Dummy
Contract
Enforcement
Business
Regulation
Trade
Facilitation

.191***
(.008)
.141
(.162)
.231
(.255)
.861***
(.068)
.207***
(.075)
.661***
(.070)

Infrastructure
Business Reg*
Mercosur Dummy
Trade Facilitaion*
Mercosur Dummy
Infrastructure*
Mercosur Dummy
Selectivity Term
(Mills Ratio)

No. of Ob
R2 / Pseudo R2
Prob > F

1.16***
(.076)
18500
0.7104
0.00

1.12***
(0.473)
18500
0.7156
0.00

.785***
(.072)
.175***
(.075)
.767***
.070
2.26
(3.25)
1.510
(2.83)
1.910
(1.41)
1.353***
(.059)
18500
0.7256
0.00

.975***
(0.402)
78407
0.7134
0.00

1.09***
(0.073)
2442
0.9159
0.00

* For all tables * indicates significance at 10%, ** at 5% and *** at 1% level, respectively. Robust
standard errors in parenthesis.
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5

MAIN FINDINGS OF THE OVERALL SUSTAINABILITY IMPACT
ASSESSMENT

5.1

Introduction

This section of the final report provides the results of the assessment of the potential
economic, social and environmental impacts of EU Mercosur trade liberalisation. The
findings are drawn from the detailed analysis that was undertaken in the Mid Term Overall
Report, and on the sector reports for agriculture, forests and automobiles that accompany this
overall report. The following sectors are discussed:
·
·
·
·

Agriculture Sector
Industrial Sector
Services
Rule Based Measures

The findings of the SIA are provided for the EU and Mercosur countries.
5.2

Agriculture Sector

5.2.1 Introduction
A sectoral SIA for agriculture has been carried out in parallel with this overall SIA of the
proposed EUMercosur trade agreement. This section of the report summarises the results of
the final agriculture SIA Report, and identifies both beneficial and potentially adverse impacts
on a range of economic, social and environmental factors which contribute to sustainable
development.
5.2.2 CGE Model Results
The Copenhagen Economics Trade Model (CETM) aggregates agricultural production into
four product groups as shown in Table 5.1.
Table 5.1: Product aggregation used in the economic model
Sector

GTAP sector

Corresponding ISIC/CPC codes

Grains

Paddy rice; Wheat; Cereal grains nec.

CPC 01110116, 0119

Crops

Vegetables, fruit, nuts; Oil seeds; Sugar cane,
sugar beet; Plantbased fibers; Crops nec

CPC 012017, 019

Animal Products

Bovine cattle, sheep and goats, horses; Animal
products nec; Raw milk

CPC 02110212, 02910295, 0297
0299

Processed Foods

Bovine meat products; Meat products nec;
Vegetable oils and fats; Dairy products;
Processed rice; Sugar; Food products nec;
Beverages and tobacco products

CPC 21112114, 216218, 2225

Source: CETM

SIA of Mercosur Negotiations – Final Report

page 75

The results of the modelling indicate that liberalisation would globally increase agricultural
and food output in the Mercosur region, while output would decrease in the EU (Table 5.2).
The estimates are for full liberalisation. Lesser degrees of liberalisation, including the
introduction or revision of tariff rate quotas, would have smaller effects in the same direction.
Table 5.2: Changes in agriculture and processed output, perfect competition model, full
liberalisation. Result of the CETM (percentage changes)

Grains
Crops
Animal Products
Processed foods

Argentina
11.3
1.7
4.1
6.1

Brazil
15.1
0.4
31.9
46.6

Paraguay
10.8
7.8
36.6
72.9

Uruguay
8.6
1.2
4.6
17.1

EU15
4.4
0.2
3.5
5.1

EU10
1.5
0.4
1.0
2.7

Source: CETM

Within the EU, the EU 15 will be relatively more affected by liberalization of agriculture and
food products. The projected output decrease for full liberalisation is highest for food
products (5.1% for the EU15 and 2.7% for the EU10). Grain output is projected to decrease
in the EU 15 by 4.4% and in the EU 10 by 1.5%. The effects for animal products are
estimated as 3.5 % (EU15) and 1% (EU10). It should be noted that in the EU, a high
proportion of grains are fed to cattle. This is less the case in Mercosur where grass and grass
forage currently form a higher proportion of beef cattle diets. An increase in animal product
imports to the EU, and a corresponding fall in domestic livestock production, will therefore
see a significant fall in EU demand for grains fed to livestock. This is likely to account for the
projected decrease of grains output in the EU, as well as an increase of wheat imports from
Mercosur.
The consequences on crops estimated by the model are different: the EU15 output is projected
to increase slightly (by 0.2%) and decrease for the EU10 by 0.4%. The main EU exports to
Mercosur, wines, spirits, malt and olive oil, are produced from crops in this category. This
result tends to indicate that expansion of those products will compensate a cut in sugar beet
production.
Mercosur agriculture and food output are expected to increase through liberalization. The
model indicates that production in Brazil and Paraguay would increase particularly for animal
products, with respectively 31.9% and 36.6% for full liberalization. Food products would
develop strongly in Paraguay (72.9%) and Brazil (46.6%), while Uruguay would increase its
food products output by 17.1%. Grains would develop more equally in the four countries,
although the increase in Brazil is projected to be twice that in Uruguay (respectively 15.1%
and 8.6%). It should be noted that any significant rise in chicken production in the Mercosur
states would increase demand for grains, particularly wheat, in these countries. Changes in
output for crops are projected to be less than 2% for Brazil, Argentina and Uruguay, and even
negative (7.8%) for Paraguay. These modelling results are surprising, as sugar is in this
category, and Brazilian sugar could be expected to develop after liberalisation through better
access to the EU market.
The results of the modelling for export quantities indicate that Mercosur countries would
increase their exports of food products to the EU, with a high percentage of growth (Table
5.3). EU exports would fall in the EU10, with limited gains for EU15 exports.
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The modelling results for animal products, which indicate a decrease in exports of living
animals and raw milk from Mercosur to the EU, need to be treated with caution: animal
products, under the definition of GTAP database, are only traded in a very limited way, and so
exports are small and are strongly dependent on factors other than tariffs, such as sanitary
measures.
Based on the model, food exports would expand, due primarily to increased output in the food
processing sector. Changes in output would be reduced for less than full liberalisation (as
shown in Table 5.3), however, a significant increase is expected. According to the modelling
results, the largest change in export quantity in processed foods would come from Paraguay
and Brazil, followed by Uruguay and Argentina.
Table 5.3:Change in Export Quantity, full liberalisation. Result of the CETM (% change)
Argentina

Brazil

Paraguay Uruguay

EU15

EU10

Grains

15.8

26.1

22.7

25.9

2.8

0.2

Crops

0.8

33.2

36.1

3.6

1.2

1.0

Animal Products

17.3

54.9

75.5

35.7

2.1

2.3

Processed foods

40.5

339.9

608.7

131.2

0.5

5.3

Source: CETM

Under full liberalisation, employment will follow the same trend as output. The model
projects a considerable increase output in animal products in Brazil (37.5%) and Paraguay
(43%), and this is likely to occur mainly in poultry farming and cattle breeding. Employment
in the grains sector is estimated to grow up to 10% to 20% for full liberalisation, varying
between countries. This may be the result of increasing wheat production for export to the
EU, and increasing maize production for animal feeding. Employment in the food industry,
here under the category of food products, will increase mainly in Brazil and Paraguay, clearly
linked to the expansion of food products output and exports.
With the EU, employment in the agricultural and food sector is expected to decrease in the
shortrun. Employment is likely to decrease in all agricultural sectors, and particularly in the
EU 15. Employment in animal products is likely to fall as a result of increased meat imports
from Mercosur. The expansion of food product imports from Mercosur will lead to a
contraction of food processing within the EU, and thus declines in employment.
Table 5.4: Employment Effects, full liberalisation. Result of the CETM (% change)
Argentina

Brazil

Paraguay

Uruguay

EU15

EU10

Grains

14.2

19.1

14.2

11.1

4.8

1.9

Crops

3.6

3.3

6.1

3.0

0.1

0.7

Animal Products

6.3

37.6

43.3

6.7

3.9

1.4

Processed foods

5.9

47.4

76.7

17.1

5.2

2.6

Source: CETM
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5.2.3 SIA Findings: Mercosur
Economic Indicators
Real income
Output is expected to rise significantly for the agricultural sector as a whole, with little
adverse impact from reduced barriers to EU imports. Mercosur production is particularly
competitive for meat, cereals, sugar, ethanol and fruits, for which exports to the EU are
expected to increase. Production in Mercosur is expected to expand in these sectors, allowing
the development of agriculture and of the food industry. Exports of soya products to the EU
may fall in response to a fall in EU beef and chicken production.
The CETM model projections for full liberalisation indicate a rise in output for grains of the
order of 10% for all the Mercosur countries. For animal products, which include cattle
rearing, the projected increase is significant in Argentina and Uruguay at around 4%, and
considerably higher in Brazil and Paraguay at over 30%. Larger increases in production are
projected for meat and other processed foods, of nearly 50% in Brazil and over 70% in
Paraguay. These modelling estimates are for full liberalisation rather than the more limited
agreement likely to be reached, and are strongly dependent on the assumptions made in the
model. Agricultural output in Mercosur has been growing rapidly in recent years, with
increasing exports to the EU and other countries. Therefore, the sector is already highly
competitive and is in the process of responding to market opportunities that already exist. The
model results give an indication of the possible magnitude of the effects that could occur over
the ten year period in which an EUMercosur trade agreement would come into effect.
Employment
Employment in agriculture is expected to rise approximately in proportion to the output
changes, as indicated by the modelling results. The model assumes fixed total employment,
with the increase in agriculture coming from a decline in other sectors. In practice most of the
increase is expected to come from the rural informal sector and the rural unemployed. This
will apply mostly to satisfy demands for additional employment in agricultural production and
the processing industry (sugar or ethanol for instance), with a smaller increase in urban areas
for other processing and transport (including harbour services for the increased exports).
In Brazil and Paraguay, where the percentage increase in output is greatest, the recorded level
of rural unemployment is below the national average, reflecting the existing trend of rising
production and its demand for extra labour. The additional output due to EUMercosur
liberalisation will encourage a further decrease in unemployment. In Argentina and Uruguay,
for example, rural unemployment is considerably higher than the national average. The
additional demand for agricultural labour in these countries may help to address this problem.
As noted in the case study for ethanol, these effects may change in the longer term through
increased incentives for mechanisation, resulting in higher skill levels and lower agricultural
employment. In the shorter term, increased employment in large scale production may be
countered by loss of livelihoods for small scale farmers. The effect of the EUMercosur
agreement would be an incremental addition to existing pressures in this direction.
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Fixed capital formation
The expected increase in agricultural output will stimulate additional investment in the sector.
This is expected to include new infrastructure and machinery as well as the acquisition of
land. Total fixed capital for the agricultural sector should increase.
Social Indicators
Poverty
To the extent that the increased employment in the sector comes from the pool of
unemployed, it will have a beneficial impact on rural poverty, which is particularly high in
Paraguay and Brazil. There may however be an adverse effect associated with the need for
additional land. Land tenure is weak in many areas, particularly in Paraguay, where the
overwhelming majority of peasants have no formal land titles. Informal farmers are likely to
be displaced by the expansion of commercial farming. Depending on the labour productivity
of new commercial activities, the number of employment opportunities may not be sufficient
for the number of people displaced, and the standard of living provided by formal
employment may be lower than in informal farming. In Brazil in particular, additional land
for agricultural production is expected come from forest clearance, resulting in the loss of
livelihoods for indigenous people.
For expanding production of sugar cane for ethanol, some of these potentially adverse impacts
may be countered by the introduction of a certification scheme for ethanol imports into the
EU.
The case study for beef has identified a potentially serious concern. A small part of the
employment in cattle raising is forced labour. The Brazilian government is endeavouring to
combat the problem, but the trade agreement could exacerbate it. Without effective mitigation
the number of forced labourers would increase, without any improvement in wages or
working conditions above those of the existing workforce, and a significant decrease for the
people affected. The case study also identifies a potential increase in disputes over land
tenure, with further adverse impacts on poverty for small scale farmers who lose their land.
It is therefore concluded that liberalisation offers potential for a reduction in rural poverty
throughout the region, but that there could instead be significant adverse effects in some areas
in the absence of strengthened regulation.
Health and education
Improved export performance should in principle help to strengthen Mercosur economies
overall, which would help enable increased public finance and higher health expenditure. This
is particularly the case in Paraguay, where the modelling results indicate a significant increase
in overall welfare. In the other Mercosur countries, the static welfare gains are too small to be
significant in this respect. Dynamic effects offer greater potential in all the countries, but this
depends strongly on other aspects of government policy that interact with trade liberalisation.
Similar considerations apply to education, with potential for both positive and negative
effects.
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Equity
Expansion of production will lead to an increase of total farm income, but not necessarily to a
reduction of income inequalities in the farm sector. Increased incentives for mechanisation
may in the long term lead to higher skill levels in the sector and hence to reduced inequalities
for those in employment. This would however be associated with a decline in agricultural
employment. The overall impact would depend on increasing the quantity and quality of
employment in other sectors. In the absence of structural changes leading to higher skill levels
overall, a decrease in inequality typically requires redistributive public policies.
The effects on poverty discussed above may, in the absence of effective mitigation, have
significant adverse impacts on equity. Competition between farmers for new arable lands is
expected to increase land prices, and also land conflicts in areas where land tenure is weak.
Small scale farmers could be the losers of that process, including women. Adverse gender
impacts may arise through the loss of traditional livelihoods and limited opportunities for
women in the formal sector. Working conditions have to be watched with scrutiny. Forced
labour in Brazil is already a problem in the bovine sector. Although the government is
working to combat it, liberalisation could amplify this problem.
The problems for sugar cane production are smaller, but could be significant. Sugarcane
production for ethanol is expected to develop in new regions where land is available, but
where workers are not organised in tradeunions and may have difficulty in obtaining good
working conditions. A certification scheme for EU ethanol imports, with appropriate social as
well as environmental criteria, could help to address this.
More generally, agricultural export development on its own is not expected to reduce
structural income inequalities in Mercosur.
Environmental
Natural resource stocks
Agricultural production is expected to rise significantly in all the Mercosur countries, placing
pressure on both land and water. The modelling results indicate a significant rise in grain
production in all the countries, with a large increase in meat production in Brazil and
Paraguay. The animal products sector also rises significantly in Argentina and Uruguay. As
discussed in the case studies for ethanol and beef, there are potentially significant adverse
effects from both intensification and expansion.
In Argentina the projected increase in beef production is relatively small. Production is likely
to be intensified, with less available land than in Brazil. Significant adverse impacts on water
resources are expected to be restricted mainly to the semiarid central area where water is
scarce.
In Brazil the expansion of beef production is expected to have a direct impact on
deforestation, while the expansion of sugarcane would have an indirect spillover effect by
taking land from products which would move into forested areas. For sugarcane, certification
of EU ethanol imports could help to address the problem. For beef and other products the
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expansion would add to existing long term pressures on forests which need to be addressed by
a stronger regulatory regime.
Other potential impacts which may occur from increased production unless adequately
regulated, include flooding, especially on the plains such as the Pampas (arising from
disruption of soil hydrology), and soil erosion from cultivation of steep slopes.
Environmental quality
In many of the areas where agricultural production would increase, such as the Cerrado,
conversion of these lands to arable cropping or intensive grassland management would
require application of agrochemicals, artificial fertiliser and irrigation, both of which would
have impacts on soil and water quality. Some adverse pollution impacts may occur in this and
other areas where production increases, which may be locally significant in the absence of
effective regulation. The use of agrochemicals potentially affects both water and soil
pollution. An increase in poultry meat production could also have an impact on water
contamination, depending on production methods. Effective regulation will be required in
order to avoid locally significant impacts of this nature. If certificates aimed at ensuring the
sustainability of production are in place, there is a significantly reduced risk of adverse
impacts from increased production; such certificates should be monitored and possibly revised
to ensure the best positive impact on the environment.54
Biodiversity
Large areas of the Mercosur region are of global environmental significance, particularly the
Amazon and Cerrado. Global attention is, understandably, focussed on the threats to the
Amazon rainforest resulting from increased trade. The most sensitive regions lie within the
Mercosur region and although timber logging has been the major driver for deforestation in
the Amazon, subsequent conversion of land to soya bean production has ongoing impacts on
biodiversity and enforces more permanent changes to soils and hydrology..
The Brazilian Cerrado is South America’s largest, and one of the world’s most biologically
rich, areas of savannah. Conversion to monoculture crop production (particularly soya beans)
and intensification of beef production is reducing the area of natural and seminatural habitat.
At present, there remain large areas of relatively undisturbed Cerrado where conversion to
soya bean production or cattle ranching would significantly reduce biodiversity.
The region includes extensive areas of wetland at the Deltas of the Orinoco, Parana and Tigre
rivers. Conversion to plantation forestry is the main threat to biodiversity in these areas.
In other areas such as the Pampas of Argentina, Uruguay and southern Brazil, and the
Brazilian sertão, centuries of extensive agriculture, particularly cattle ranching, have already
replaced the climax natural vegetation with more open grassland. Conversion of grassland to
soya bean and cereal production, particularly on the fertile soils of the Pampas, has a negative
impact, particularly on areas of Pampas, that are otherwise rich in diverse vegetation.
The last ten years have seen the conversion of the majority of soya bean production to
Genetically Modified (GM) varieties. Fears have been expressed about the impact that the
54
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transfer of novel genes from GM crops could have to natural organisms and systems. Perhaps
because the soya bean is not closely related to any South American plant, these fears have not
yet been realised.
Any conversion of pristine habitats and natural resources to agricultural production, whether it
be cattle ranching, sugar cane plantations or arable cropping, would have significant negative
impacts. The increased intensification of the most agriculturally areas, such as the Parana
plain and the Pampas, is likely to have fewer negative impacts but, in common with any such
intensification of land use, issues of pollution, both diffuse and point source, and reductions in
soil quality, would need to be addressed.
In relation to natural resource stocks, the projected expansion of beef production and
sugarcane are both expected to have adverse impacts on deforestation in the Brazilian
Amazon. This will also have adverse impacts on biodiversity. In the case of sugarcane, a
certification system for EU ethanol imports could be an important mitigating measure.
The beef case study also identifies a potential adverse impact on biodiversity through
production development in the Cerrado, where intensification is expected to lead to the
cultivation of more natural pasture in seeded grasslands. Stronger measures of public control
will be necessary in both regions to avoid potentially significant adverse impacts. There is
still room to expand production onto seeded grasslands, and thus avoid additional degradation
of natural ecosystems.
Process indicators
The proposed trade agreement is judged to be highly consistent with principle 12 of the Rio
Declaration, in promoting a supportive and open international economic system. There are
however potential conflicts with the Rio principles of reducing and eliminating unsustainable
patterns of consumption (principle 8) and enhancing technology transfer (principle 9). Except
in these areas, the scenario is judged to be relatively neutral in respect of sustainable
development principles.
In relation to consumption and production patterns, the scenario aims to accelerate economic
growth in both the EU and Mercosur. To the extent to which it achieves this goal, it will add
to the underlying processes which drive increasing consumption and associated wastes.
Stronger environmental regulation will therefore be needed, to achieve a sustainable balance
between economic growth and environmental degradation. The EUMercosur trade
liberalisation scenario adds incrementally to this general need.
In relation to technology transfer, the scenario encourages a movement of capital into low
added value agricultural production and out of higher added value industrial production.
While some aspects of agricultural production have a high technology content, the overall
effect may be to inhibit technology transfer rather than enhance it.
EUMercosur agricultural liberalisation is judged to be neutral in its influence on institutional
capacity for strategic sustainable development planning.
The potential sustainability impacts in Mercosur agriculture are summarised in Table 5.5
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Countries / sectors Causal factors
affected

Factors affecting
Potential
significance
significance
short
term

long
term

Table 5.5:Sustainable development impacts of agricultural liberalisation in Mercosur
Impact

Real income

Paraguay, less significant
in others

Long term gain
depends on growth of
other sectors

é

é

Employment

Greatest in Brazil and
Paraguay. Meat, grains,
ethanol production.
Land acquisition,
machinery, infrastructure

Export development

Long term effect
depends on overall
structure of economy

ñ



Export development

Long term gain
depends on overall
growth of economy

ñ

ñ?

Greatest in Brazil and
Paraguay.
Paraguay beneficial, others
mixed.

Demand for
agricultural labour
Poverty,
government
expenditure

Land tenure, forced
labour

ñò



Long term effect
depends on overall
growth of economy

ñò



Mixed effects, potentially
adverse for women

Land conflicts,
mechanisation

Employment in other
sectors, redistributive
policies

ñò



Greatest in Brazil and
Paraguay for land.
Argentina for water
All

Increased
agricultural
production
Increased
production,
agrochemicals;
Intensification,
animal welfare;
Deforestation and
monocultures for
increased
production
Deforestation and
monocultures for
increased
production

Regulatory regimes,
ethanol certification

ê

ê

Production methods,
regulatory framework

ò

ñò

Regulatory regimes,
ethanol certification

ê

ê

Acceleration of
underlying
processes. Capital
movement out of
higher technology
industries

Environmental
regulation.
Development planning



ò





Economic
Export
development, lower

consumer prices

Fixed capital formation

Social
Poverty
Health and education

Equity

Environmental
Natural resources

Environmental quality

Biodiversity

Greatest in Brazil, Amazon
and Cerrado

Process
SD principles

SD strategies

Positive for international
cooperation, adverse for
consumption and
production and for
technology transfer,
otherwise neutral.
Neutral impact

Legend: é beneficial greater significant impact, ê adverse greater significant impact, ñ beneficial lesser
significant impact, ò adverse lesser significant impact, ñò beneficial and adverse impacts likely to be
experienced according to context (may be lesser or greater as above),  nonsignificant impact compared with the
base situation.

Greater and lesser significance are defined by the SIA methodology as:
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·
·

lesser significant impact – marginally significant to the negotiation decision, and if
negative, a potential candidate for mitigation
greater significant impact – significant to the negotiation decision, and if negative,
merits serious consideration for mitigation.

5.2.4 SIA Findings: EU
Economic
Real income
Increased imports from the Mercosur region will compete with domestic products, reducing
prices to EU producers and processors, and consumers. This impact is likely to be greatest at
the lower end of the commodity market. An additional outcome of reduced tariffs could be
both regions improve their balance of trade, leading to welfare gains for both regions as the
EU will improve both its nonagricultural trade with Mercosur, as well as total agriculture and
food trade.55 Increased imports from Mercosur to the EU would increase pressure on EU
producers, primarily in the area of chicken and sugar production, leading to higher
differentiation of these markets within the EU. Further impacts expected include increased
imports of processed foods and ethanol from Mercosur sugarcane. Lower tariff rates could
also lead to a reduction in deadweight losses, which would prove particularly beneficial for
economies engaging in their own reforms—such as the new accession countries.56
Competition is likely to increase for sugarcane and chicken, with EU producers having greater
potential for securing differentiated markets for domestically produced beef and fruit. While
EU chicken producers would benefit from lower wheat prices (for feed) arising from greater
imports, this is unlikely to offset the competitive advantage (particularly lower labour costs)
of chicken producers in the Mercosur region. A decline in EU chicken production would
therefore reduce demand for grain production, particularly wheat, resulting in lower domestic
prices.
The market for apples and pears is already segmented by the different seasons of production
(southern and northern hemisphere) but improving storage techniques is prolonging the
seasons, thus increasing competition.
The EU Biofuels Strategy57 seeks to increase consumption of transport fuels produced from
renewable feed stocks, reducing consumption of fossil fuels. While the EU targets for biofuels
present an opportunity for EU producers, it is widely anticipated that a significant component
of these targets will be met, at least initially, by imports from overseas, including Mercosur.
Although the overall effect for EU agricultural production is adverse, liberalisation of the
Mercosur market would be beneficial for some EU products such as wine, olive oil and
spirits. Reduced trade barriers will allow some firms to expand their markets, leading
consumers in Mercosur to gain better access to improved foreign varieties of goods such as
wine, olive oil and spirits All these products are likely to enter at the top of the consumer
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market. If this is associated with stronger protection of geographical indications, European
wine producers are expected to gain further market share in Mercosur.
Employment
The agricultural sector in the EU remains a key source of employment in rural areas, and
particularly in Poland, Italy, Spain, France and Hungry, which combined account for nearly
twothirds of the total EU agricultural labour force.
Accompanying the decline in agriculture within the EU is a reduction in agricultural
employment, particularly for the new member states. EU employment in the farm and
agricultural processing sectors will follow the output changes, and again may be significant in
local areas. This may be in part offset, however, by increased geographical differentiation of
production, thus creating jobs in food processing sectors producing higher value products.
Employment in primary commodity production is likely to fall, particularly in the areas of
economically marginal production such as the uplands and mountainous regions where
production is least competitive. These agriculturally marginal areas are those most likely to
receive rural development support from the CAP for economic adaptation and the
maintenance of high nature value areas which will tend to reduce the impact of trade
competition.
Opportunities for reemployment would be lower in the EU10 compared to the EU15. The
CETM model results suggest that the EU15 will be somewhat more affected than the EU10,
but qualitative considerations suggest that some of the new member states are more
vulnerable for some of the affected products. In Europe as a whole, domestic markets are
likely to react by providing increased opportunities for employment in the food processing
sectors, producing higher value products sold with strong geographical indications. This will
present opportunities for increased employment in food and drink processing and distribution.
The overall effect on agricultural employment in the EU15 is expected to be a small addition
to the long term trend towards lower agricultural employment. For the new member states,
employment opportunities associated with accession will be somewhat reduced by greater
competition from Mercosur.
Fixed capital formation
The increased exposure of EU agriculture to competition from Mercosur may adversely affect
investment in the agriculture sector. Some processing facilities for products such as beef and
sugar may suffer from closures and a decrease in capital stock. A reduction in agricultural
investment in the EU itself would be partially compensated by investment in products
benefiting from greater exports (wine, olive oil and spirits), but the overall effect of the trade
agreement is expected to be a transfer of investment out of European agriculture into more
competitive economic sectors. The overall effect for the EU economy as a whole is expected
to be beneficial.
Social
Poverty
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The overall impacts of the Agreement on social welfare will be most adverse, particularly for
countries specialising in meat and cereal production, including France, Spain and Ireland.
Likewise, the accession countries are expected to feel short term impacts on rural incomes and
unemployment. The economic impacts on employment will have corresponding social effects,
with a possibility of short term adverse effects on poverty in localised areas. For beef
production, France, Spain and Ireland are expected to be among the most affected. In the new
member states, and to some extent in the EU15, existing problems of unemployment and
poverty could increase in the short term, depending on social policies at the national level.
The additional difficulties could be significant in accession countries where social policies
have been dismantled and new systems are not yet fully in place.
Health and education
Imports from Mercosur will continue to comply with EU sanitary and phytosanitary standards
(SPS), and no adverse health impact is expected from increased imports. Concerns that have
been raised regarding plant diseases and animal welfare are discussed below in relation to
environmental quality.
No significant impacts on education are expected in the EU.
Equity
The adverse employment effects are likely to be felt by the least competitive farmers and
processing facilities. Some rural areas will be negatively affected, and small farms may be
more affected than large ones. As already noted, producers involved in undifferentiated
commodity production and in agriculturally marginal areas will be most affected, increasing
geographic disequilibrium. More competitive and entrepreneurial farmers will be in a stronger
position to decrease their production costs, while less competitive ones will experience greater
difficulties. Income inequalities among EU farmers could therefore increase in the short term.
Rural development support to maintain traditional agricultural systems, cultural landscapes
and natural value, and to encourage diversification into new nonagricultural activities, would
reduce negative impacts. The longer term impact on income distribution is not expected to be
significant.
No significant gender impacts are anticipated.
Environmental
Natural resource stocks
Impacts on the stocks of water and soil will depend on the changes to agricultural production
systems. Reductions in the intensity of production or complete agricultural abandonment,
which is likely to occur in the agriculturally marginal areas (for instance uplands and
mountainous regions) will decrease pressure on natural resources. In these areas, water
supplies and quality could be ameliorated and soil erosion decline. On the other hand, the
increased competition from Mercosur imports may stimulate higher intensity of production,
which could place greater demand on ground and river water and on soils. The EU Water
Framework Directive and the EU Action Plan for Soils will both result in policy measures to
address threats to water and soils.
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The overall impact of the trade agreement is expected to be less agricultural production in the
EU, and decreased pressure on water supply, with a beneficial effect in those areas where the
resource is scarce. Loss of competitiveness may encourage greater intensity of production in
order to increase yield, but the overall effect on soil and water resources is expected to be
small and beneficial.
Environmental quality
The factors outlined above on natural resource stock also apply to environmental quality.
Policy interventions through Pillar II of the CAP (particularly the agrienvironment
programmes) will seek to address any threats to environmental quality. The quality of water
may improve in some areas through reduced use of agrochemicals, although in others there
may be adverse pollution impacts associated with a decline in livestock farming and an
increase in use of chemical fertilisers. The overall effect is not expected to be significant.
Concerns have been expressed that increased imports of Mercosur produce may increase the
likelihood of plant diseases being introduced, particularly for citrus fruits58. EU phytosanitary
standards have been designed to prevent impacts of this nature. The EC maintains regular
surveillance of exporting countries’ compliance with these standards, and so it is not
anticipated that the EUMercosur trade agreement would entail a significant increase in risk.
Concerns have also been expressed in respect of animal welfare, in that standards which relate
to methods of production rather than to the characteristics of a product are not permissible
under normal WTO requirements. Imports from Mercosur countries would be produced under
their own standards rather than EU standards. It has been suggested that EU producers could
become uncompetitive, through the higher costs of producing to high standards59, or that there
would be an economic incentive for the EU to relax its animal welfare standards60. During the
WTO negotiations the EU has proposed that compensation should be permissible for the
additional costs of meeting legal standards 61 . Any such arrangement in the EUMercosur
agreement would be a matter for negotiation, and would need to be WTOcompliant.
For the potential impact on climate change, the case study for ethanol concludes that
increased imports of sugarcane ethanol from Mercosur will have a significantly beneficial
impact on greenhouse gas emissions. For beef production, the case study indicates that the
combined impact in EU and Mercosur on greenhouse gas emissions will be neutral, except for
the adverse effect of increased international transport and a small increase in overall
production. For other agricultural products the impact of higher production in Mercosur and
lower production in the EU is also expected to be neutral.
The modelling results support this. For full liberalisation of all goods and services they
indicate that the production changes would reduce CO2 emissions in the EU and Mercosur
combined (including Venezuela) by less than 0.1%. This does not include emissions of
methane, ammonia and nitrogen oxides, which are significant for cattle raising and other
agricultural activities. Here too it is expected that an increase in Mercosur will be
approximately cancelled by a corresponding decrease in the EU.

58

EUCOFEL (2007)
van Horne and Bondt (2003)
60
CIWF (2000), EAW (2000)
61
CEC (2003)
59

SIA of Mercosur Negotiations – Final Report

page 87

An additional factor not allowed for is the effect of forest clearance on carbon sequestration.
However, a greater impact on climate change is expected to come from the increase in carbon
emissions arising from increased international transport.
Biodiversity
Increased competitive pressure on EU agriculture, particularly on beef, chicken and cereal
production, will tend to increase the specialisation of production systems, reducing diversity
of habitats. Agriculture specialization is expected to increase, with a concentration of
production in some sectors, and a possible small decline in agricultural biodiversity.
Agricultural abandonment could also reduce biodiversity of ‘seminatural’ habitats such as
hay meadows, but will provide opportunities for recolonisation of ‘climax’ vegetation. On the
other hand a move to less intensive production systems (such as organic) could increase
biodiversity. Once again, policy interventions such as the CAP agrienvironment schemes will
be available to reduce negative impacts.
The overall fall in EU agricultural output is expected to result in an overall impact on
biodiversity in the EU that is small but beneficial.
Process indicators
The agricultural component of the proposed EUMercosur trade agreement is judged to be
highly consistent with principle 12 of the Rio Declaration, in promoting a supportive and
open international economic system. There is however a potential conflict with Rio principle
8, for reducing and eliminating unsustainable patterns of consumption. Except in this area, the
scenario is judged to be relatively neutral for the EU in respect of sustainable development
principles.
In relation to consumption and production patterns, the scenario aims to accelerate economic
growth in both the EU and Mercosur. To the extent to which it achieves this goal, it will add
to the underlying processes which drive increasing consumption and associated wastes.
Regulation in the EU is considered to be strong enough to prevent significant adverse impacts
in the EU, but increased EU consumption will also have potential adverse impacts in
Mercosur and globally. In order to achieve a sustainable balance between economic growth
and environmental degradation, stronger global environmental regulation will be needed,
along with stronger regulation in Mercosur. The EUMercosur trade liberalisation scenario
adds incrementally to existing needs for stronger environmental regulation.
EUMercosur agricultural liberalisation is judged to be neutral in its influence on the EU’s
institutional capacity for strategic sustainable development planning.
The expected sustainability impacts of EU Mercosur trade liberalisation in the EU are shown
in Table 5.6
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Economic
Real income

Employment

Fixed capital formation

Social
Poverty

Health and education
Equity

Countries / sectors Causal factors
affected

Factors affecting
Potential
significance
significance
long
term

Impact

short
term

Table 5.6: Sustainable development impacts of agricultural liberalisation in the EU

All

Lower consumer
prices

ñ

é?

Areas of economically
marginal production.
Sugar, wheat, chicken,
beef, fruit.
All

Competition from
Mercosur imports

Long term gain
depends on growth of
other sectors
Rural development
support

ò

ò

Fall in land value
and closure of
facilities

Long term gain
depends on growth of
other sectors

ò

é?

Areas of economically
marginal production.
Accession countries
most vulnerable.

Fall in
employment

Social policies

ò




ò




Less competitive small
farms

Fall in
employment

Rural development
support

Environmental
Natural resources

Water and soils

Reduced
production

Water Framework
Directive and Action
Plan for Soils

ñ

ñ

Environmental quality
Water and air pollution

Mixed effects

Reduced
production, higher
intensity
Lower Mercosur
standards

Regulatory framework





Border monitoring of
EU standards and
surveillance
Certification of biofuel
production





éò

éò

Policy interventions in
CAP reforms

ñ

ñ

Global environmental
regulation and support
for Mercosur regulation



ò





Plant diseases
Animal welfare
Greenhouse
emissions

Biodiversity

gas

Global

All, mixed effects,
benficial overall

Benefit from
Mercosur ethanol.
Smaller adverse
transport effects
Specialisation,
abandonment.

Process
SD principles

SD strategies

Positive for international
cooperation, otherwise
neutral except for increased
consumption
Neutral impact

Acceleration of
underlying
processes

Legend: é beneficial greater significant impact, ê adverse greater significant impact, ñ beneficial lesser
significant impact, ò adverse lesser significant impact, ñò beneficial and adverse impacts likely to be
experienced according to context (may be lesser or greater as above),  nonsignificant impact compared with the
base situation.
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5.3

Industrial Sector

5.3.1 Introduction
The industrialisation process in Mercosur countries was for many years been promoted by
protectionist import substitution industrialisation (ISI) strategies. However, with the adoption
of liberalisation policies in the late 1980s and 1990s, the tools for pursuing industrial
development strategic objectives shifted from control and ownership to market regulation and
development. Trade policy is seen as one of the key policy instruments for industrial
development.
The manufacturing sector now accounts for a significant share of GDP in each of the
Mercosur countries (Table 5.7).
Table 5.7: Manufacturing Value Added (% of GDP)
1995 1996

1997

1998 1999 2000

2001

2002 2003

2004

Argentina

19

19

20

19

18

18

17

22

24

24

Brazil

24

23

20

17

17

17

14

13

12

11

Paraguay

15

15

15

15

14

13

14

14

14

14

Uruguay

19

19

18

18

16

16

15

16

18

21

Source: World
Bank: World
Development
Indicators

Manufactures also account for a significant proportion of Mercosur exports and imports.
Brazil has the highest share of manufactures in total exports at almost 70 percent; Argentina
(51 percent), Uruguay (44 percent) and Paraguay (24 percent) have lower share of
manufactures in exports (Table 5.8). In contrast, imports of manufactures dominate total
imports in all four countries (Table 5.9).
Table 5.8: Share of Non Agricultural Exports in Total Exports (%)
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Argentina

50

48

51

49

50

56

55

54

51

51

53

Brazil

68

67

66

68

68

73

70

70

68

69

71

Paraguay

55

42

28

26

29

34

30

24

22

24

Uruguay

54

52

50

48

48

52

54

49

46

44

Source: UN COMTRADE

Table 5.9: Share of Non Agricultural Imports in Total Imports (%)
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Argentina

93

94

94

94

94

94

93

94

95

97

96

Brazil

88

88

90

89

91

92

93

92

92

94

94
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Paraguay

81

79

80

78

82

82

85

87

Uruguay

88

88

88

88

88

87

87

84

91
85

89

Source: UN COMTRADE

Existing levels of protection in Mercosur on manufactures are on average around 12% (Table
5.10), although there are sizeable variations in the AVE level of protection on specific
products and subsectors (see Section 2 above). The average tariff rate imposed by the EU on
Mercosur exports is 5%. These subsectoral variations in protection levels are found in the
external tariff and nontariff barriers applied to trade with the EU, and in the barriers to trade
which are imposed on intraMercosur trade flows.
Table 5.10: EU and Mercosur Tariff Structure by sector: 2003 (all figures in percentage)
Country

EU tariffs applied
on Mercosur
Exports

Mercosur tariffs
applied on EU
exports

Simple
Average Tariff

Effectively
Applied Tariff*

Total

6.17

10.2

665

230

Agriculture

8.99

17.9

640

230

Raw
Materials

0.98

0.98

0

5

Textiles

10.59

17.2

17

29

Manufacture

4.72

5.14

6

27

Total

11.16

12.25

195

55

Agriculture

12.41

11.0

3

55

Raw
Materials

1.11

1.11

0

6

Manufacture

11.35

13.8

192

35

Textiles

16.24

18.92

0

25

Sector

Number of
Tariff Peaks

Maximum
Tariff Rate

Source: Trains, MAcMap
*  data for 2001 from MAcMap The Effectively Applied Tariff is an ad valorum equivalent of applied border protection that
includes information on tariffs, special and mixed tariffs, quotas, tariff rate quotas and preferential rates

5.3.2 CGE model results
The Copenhagen Economics Trade Model (CETM) aggregates industrial production into five
product groups as shown in Table 5.11.

Table 5.11. Nonagricultural product aggregation used in the economic model
Sector

GTAP sector

Corresponding ISIC/CPC codes

Textiles and wearing
apparel

Wool, silkworm; textiles; wearing
apparel; leather goods

CPC 0296, ISIC 1719; 243
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Wood and paper

Wood products; paper products;
publishing

ISIC 2022

Petroleum, coal
products

Petroleum; coal products

ISIC 23

Motor vehicles and
parts

Motor vehicles and parts

ISIC 34

Transport equipment

Transport equipment nec

ISIC35

Electronic equipment

Electronic equipment

ISIC32

Machinery

Machinery and equipment

ISIC 2931;33

The results of the modelling indicate that liberalisation would reduce the output of
manufacturing output in Mercosur (Table 5.12). The estimates are for full liberalisation.
Lesser degrees of liberalisation, including the introduction or revision of tariff rate quotas,
would have smaller effects in the same direction.
.The estimates in Table 5.12 show the change in output relative to the sector’s output level in
the base scenario equilibrium for Mercosur. Table 5.13 show the changed predicted by the
CETM for industrial sectors in the EU 15 and EU10.
Table 5.12: Static Equilibrium Changes in Industrial Sector Output, Mercosur (percentage
change in sector output)

CETM model
Textiles and Clothing
Wood, Pulp, Paper
Chemicals
Metals
Motor Vehicles
Transport Equipment
Machinery

Argentina

Brazil

Paraguay

Uruguay

1.4
1.8
0.1
3.7
9.7
4.0
15.3

6.5
5.0
5.1
14.0
29.1
17.6
24.3

27.8
21.3
20.1
19.1
66.4
63.0
57.8

15.7
7.8
5.4
13.8
41.6
35.7
38.0

Source: CETM Model

Table 5.13: Static Equilibrium Changes in Industrial Sector Output, EU (% change in sector
output)
EU 15

EU 10

Textiles and Clothing

0.9

0.2

Wood, Pulp, Paper

0.1

0.0

Chemicals

0.4

0.2

Metals

0.7

0.6

Motor Vehicles

1.8

0.7

Transport Equipment

0.1

1.0

Machinery

1.4

0.8
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Source: CETM Model

The results of the modelling also indicate that Mercosur countries as a group would reduce
their exports of manufactured products to the EU (Table 5.14). However, the changes in
Argentina are positive, in contrast to the other three Mercosur countries. In absolute value
terms, the largest declines are in machinery and motor vehicles.
Table 5.14: Change in Exports, Mercosur (value of exports)
Argentina

Brazil

Paraguay

Uruguay

Venezuela

MERCOSUR

Textiles and Clothing

125

244

51

88

30

229

Wood, Pulp, Paper

42

456

32

17

15

449

Chemicals

143

378

14

36

410

124

Metals

215

448

8

18

515

256

Motor Vehicles

8

866

35

77

816

Transport Equipment

31

411

4

5

380

Machinery

33

1.436

33

106

1.412

15

Source: CETM Model

The CETM results are broadly similar to the results of other modelling studies of EU –
Mercosur trade liberalisation (summarised in the Mid Term Report), in showing a decline in
manufacturing sector output in Mercosur and a small increase in the EU.
The model results for employment follow those for output, with employment predicted to
decline in manufacturing (Table 5.15). Under the full liberalisation scenario, the implications
of production shifting in response to changes in comparative advantage induced by trade
liberalisation would be a s shift of labour out of manufacturing and into agriculture and food
processing activities.62 Table 5.16 shows the predicted changes in the EU.
Table 5.15: Changes in Employment, Mercosur (%) (Full Liberalisation scenario)
Argentina Brazil Paraguay

Uruguay

Venezuela

Textiles and clothing

1.6

6.1

27.3

15.7

0.1

Wood, pulp, paper

1.9

4.8

20.9

7.9

0.0

Chemicals

0.3

4.5

19.8

5.5

2.1

Metals

3.8

13.6

18.0

13.8

3.4

Motor vehicles

9.9

28.6

66.4

41.6

0.2

Transport equipment

3.9

17.2

63.0

35.7

2.0

15.4

23.9

57.3

38.0

3.1

Machinery

62

(The figures in Table 5.15 show the percentage change in employment in the sector: the industry changes in
employment have a smaller percentage impact on the total level of employment).
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Table 5.16:Changes in Employment, EU (%) (Full Liberalisation scenario)
EU 15

EU 10

Textiles and Clothing

0.9

0.3

Wood, Pulp, Paper

0.1

0.1

Chemicals

0.4

0.2

Metals

0.7

0.6

Motor Vehicles

1.8

0.7

Transport Equipment

0.1

1.0

Machinery

1.4

0.8

5.3.3 SIA Findings: Mercosur
Economic
Real Income
The modelling results are consistent in showing a general decline in manufacturing in
Mercosur following trade liberalisation. The results of CGE modelling give an indication of
the changes in economic incentives that result from trade liberalisation. If it is allowed that
resources move smoothly and instantaneously in response to these new comparative
advantage ‘signals’, then the predicted changes in output occur. In the real world, however, an
industry’s response to trade liberalisation will be influenced by the effect which trade
liberalisation has on longer term productivity growth and investment, and by corporate
strategic planning decisions.
Trade opening can induce greater competitiveness and export performance on the part of
domestic manufacturing firms, allowing them to adjust positively to the new market
incentives and opportunities. However, a necessary condition for this positive adjustment
process to occur is a phased process of liberalisation which gives the affected industries time
to adapt. The costs of adjustment associated with trade liberalisation are likely to be lower if
adjustment is spread over time.63 The optimal sequencing of trade liberalisation is to begin
with the elimination of quantitative restrictions by conversion into tariffs, followed by a
phased reduction of tariffs.
European FDI accounts for a significant share of total FDI in the manufacturing sector in
Mercosur. The main determinants of FDI inflows are the investment climate within the
Mercosur countries and the potential for growth in the domestic and export markets. In the
early 2000’s European FDI diversified into the services sector in response to domestic market
opportunities, but more recently, has switched back to investing in those parts of
manufacturing where there is potential of export growth, such as automobiles.
The inflow of FDI can also contribute to productivity growth and economic growth, with the
potential for economy level spill over externalities from the industry in which the investment
63

Winters, 2000
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is made. To the extent that investors continue to have confidence in Mercosur as a stable
investment environment with potential for market expansion, the potential negative impact of
trade liberalisation on manufacturing sectors will be moderated. But for other sectors which
are unable to compete internationally as import substitutes in the domestic market or as
exports, trade liberalisation will accelerate the underlying process of sectoral decline.
The short term impact of trade liberalisation on the manufacturing sector in Mercosur is
expected to be significant and negative in the short term, but the adverse impact will be less in
the longer term as industry adjusts to the new competitiveness pressures induced by greater
openness.
Fixed Capital Formation
The results for the CGE model are based on a fixed capital stock, which is redeployed across
sectors in accordance with the static output changes that occur as a result of trade
liberalisation. However, in a dynamic context, trade liberalisation may have a positive impact
on investment behaviour, and particularly on the investment decisions of foreign investors.
Multinationals will tend to invest in sectors with the most promising growth potential and will
pick the companies in the host country which are likely to be the most productive. Trade
liberalisation is unlikely, therefore, to have any significant adverse impact on the inflow of
FDI in the manufacturing sector in the short term. Over time, however, it may have an impact
on the subsector allocation of new investment. The removal of protective barriers will make
investment in import substitution production less attractive, while at the same time increasing
the attractiveness of those activities which have the potential to compete internationally and
expand production for export markets. The long term gains that investment may have on
economic growth would be dependent on technological development and the dynamics of both
foreign and domestic firms.64.
Employment
The CETM predicts percentage changes in sectoral employment similar to those for output.
The model follows the standard computable general equilibrium modelling approach and
assumes that total employment is fixed at the national or regional level. Workers from a
declining sector are able to immediately find work in an expanding sector, hence, the model
allows only for the evaluation of interindustry shifts in employment. 65 Transitional and
persistent unemployment effects due to labour market constraints and the associated
adjustment costs are not generally evaluated within a CGE modelling framework. In other
words, CGE models tend to remain silent on employment effects such as moves into or out of
disguised unemployment in very low productivity, informal sectors, from or into formal
employment in higher productivity, modern sectors within a country/region, or the migration
of jobs from one country to another as a consequence of trade liberalisation. 66, 67.
For each of the Mercosur countries the model predicts a negative overall impact on
employment in the manufacturing sector, reflecting the predicted structural shift from
64

Ozler, Yilmaz and Taymaz (2004)
Changes in relative wages are used to maintain overall level of employment (and unemployment) constant.
66
Ackerman, 2005
67
The short term adjustment costs in employment may be significant, particularly if they are concentrated in
particular subsectors and/or regions. Recent work by the OECD has considered ways in which governments can
assist workers displaced by trade to reintegrate into the labour market (OECD, 2005).
65
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industrial to agricultural based production which occurs following trade liberalisation.
Although this will be compensated by a rise in employment in other sectors, a time lag can be
expected between declining employment in one area and a rise in another. Given the rigidities
in the labour market and the high level of official unemployment in the urban sector in
Mercosur countries68, the overall employment effects of trade liberalisation during the period
of adjustment are expected to be negative, and may be significant if the pace of liberalisation
is faster than can be accommodated by the markets.
The long term impact on industrial employment will be similar to that for output. However,
the pressure to maintain cost competitiveness in international markets may accelerate the
adoption of less labour intensive technology, with negative consequences for employment,
particularly for unskilled labour. In contract, trade liberalisation which extends to labour may
increase the employment opportunities for skilled labour, for example engineers, who are
displaced as a result of sector level adjustments to trade liberalisation.
Social indicators
Poverty
CGE models by design are not particularly well suited for poverty analysis due to their lack of
disaggregated information at the household level and their inability to distinguish between
poor and nonpoor individual households. The CETM model gives estimates of the static
equilibrium effects on skilled and unskilled real wages in each of the Mercosur countries. A
significant rise in unskilled wages is projected for Paraguay. The effect in the other countries
is small, including a small decrease in skilled wages in Argentina (potentially offset by trade
facilitation measures). These changes are derived on the assumption that overall employment
remains constant. If we allow for the decline in manufacturing employment during the
adjustment period and the likelihood that, during this period of adjustment, many of the
displaced workers will join the pool of urban unemployed, then any gain in wages by those
remaining in employment is likely to be offset by the fall in income for the nowunemployed.
Many urban households in Mercosur countries are on or below nationally recognized poverty
levels. The impact of industrial trade liberalization on poverty within the manufacturing sector
during the adjustment period is expected, therefore, to be adverse, although the negative
impact on household incomes of manufacturing sector labour could be partly offset by any
reduction in prices of consumption goods resulting from trade liberalization.69 Longer term
impacts may be more beneficial, if trade liberalization raises investment and the long run
economic growth path and subsequent increases in incomes of poor households.70 From the
perspective of national poverty levels, the impact of trade liberalization is more difficult to
predict.
Health and Education
The direct fiscal impact of the removal of tariff barriers to imports of industrial goods would
be to reduce government revenue, if this is not mitigated by levying the same amount of

68

14% in Argentina, 12% in Brazil, 10% in Paraguay, 13% in Uruguay. Official figures on employment in
developing countries typically understate the level of labour un and under employment.
69
Barraud and Calfat (2006) estimate that trade liberalisation in Argentina will lower poverty levels, by reducing
the prices of consumption goods and increasing the demand for labour in non traded sectors such as construction.
70
However, economic growth is not a sufficient condition for poverty reduction.
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income by other means 71 . Table 5.17 indicates the potential magnitude of the effect for
industrial and agricultural tariffs combined. About three quarters of the total can be expected
to come from industrial liberalisation 72 . A reduction in social expenditure could then be
expected. Depending on the types of alternative taxes that are chosen, further social impacts
would occur, if the incidence of their effects differed from those of the import tax which they
replace. The short term impact of industrial trade liberalisation on expenditure in health and
education might also be negative. Longer term impacts will depend on the ability of the
industrial sector to respond positively to increased competition.
Table 5.17: Tariff Revenue Effects, millions of dollars
Base revenue

New revenue

Change

Argentina

1.984

1.044

940

Brazil

5.609

3.185

2.424

Paraguay

151

164

13

Uruguay

246

129

117

Source: Model results

A study by the IMF indicates that trade liberalisation has typically been associated with a
marked decline in trade tax revenue. 73 In middle income countries revenues as a share of GDP
fell by about a third, while in low income countries the decline was over 40 percent. Many
middle income countries have responded by raising revenue from other sources to leave total
tax revenues broadly unchanged, but in low income countries total revenues declined in
parallel with the falling trade tax revenues. The report also notes that the revenue concerns
may be exacerbated by short term expenditure pressures that can arise from liberalisation,
such as increased social outlays for displaced workers.
The IMF study advocates the use of domestic consumption taxes, notably VAT, to offset the
anticipated loss. If the system is appropriately designed, consumer prices can be left almost
unchanged, so that distributional impacts are minimised, and potentially avoided altogether
through appropriate adjustment of income tax, enabled by an anticipated rise in incomes. The
study reports Tunisia, Malawi, Uganda, Senegal and Jordan as examples of where tax reforms
have been used successfully to replace lost tariff revenues, in contrast with many other cases
where reforms have not been undertaken, revenues have fallen, and government expenditure
has had to be cut. In Jordan and Senegal IMF funding programmes had explicitly linked trade
reform with domestic tax changes.
Equity
In addition to the potential impacts on employment and poverty discussed above, industrial
liberalisation may have impacts on gender equity. These are considered unlikely to be

71

If trade liberalisation proceeds by substituting tariffs for nontariff barriers there may be a positive revenue
impact in the initial phases of trade liberalisation.
72
Kowalski P (2005)
73
IMF (2005)
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significant for the industrial sector as a whole, although there may be significant differential
impacts at the subsector level, where female employment may be concentrated.
Trade liberalisation has in general tended to lead to increasing feminisation of the workforce,
with effects on gender equality that have not been clear cut 74 . Reforms which draw more
women into the labour force can coincide with persistent gender segmentation in labour
markets, and specific policies are often needed in order to achieve greater gender equality.
The short to medium term effects for EUMercosur liberalisation may differ from the more
general case, with an overall movement out of industrial employment and into agriculture.
Although some significant effects may occur for particular industries, the overall gender
impact is expected to be relatively neutral.
Environmental indicators
Biodiversity
Production levels are expected to rise for processed food, particularly in Paraguay and Brazil,
and decline in most other manufacturing sectors. The principal biodiversity effects will occur
through any consequent changes in pollution (primarily of water) and water consumption,
which may have knockon effects through pollution of aquifers or a fall in groundwater levels.
Water resources are relatively abundant in the Mercosur countries, and impacts from
consumption changes are unlikely to be significant. The effect on water pollution may be
significant in local speciesrich areas if existing pollution levels are high, and regulation is
weak. The overall effect of the production changes is expected to be beneficial but small, with
a possibility of localised effects that are adverse, but also small. The overall impact on
biodiversity of industrial liberalisation in Mercosur countries is therefore expected to be non
significant.
Environmental Quality
Impacts will occur for both air pollution and water pollution as a result of the production
changes. In Mercosur countries these are expected to be beneficial overall as a result of the
overall fall in manufacturing production, but with the possibility of localised adverse effects
from the increase in production of processed foods. These could be significant if regulatory
regimes are weak or are unable to respond (Box 6.1). The potential for adverse effects is
particularly high in Paraguay and to a lesser extent Brazil. Any reduction in intraMercosur
shipments of industrial goods will contribute to the overall improvement in environmental
quality.
Little effect on greenhouse gas emissions and climate change is expected from the production
changes, as these consist primarily of movements of production between the EU and
Mercosur and also other countries. A quantitative estimate of the effect is given in Section 5.
A significant adverse effect may however arise from the increase in international transport.
For full liberalisation of agriculture as well as manufactured goods, this could amount to an
increase in global CO2 emissions of about 0.15%.

74

UNRISD (2005)
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Box 5.1. Industrial Pollution and Regulation
In terms of the impact of industry on the environment, there is evidence that pollution has increased
with the increased privatisation, reduced participation of the government in the productive sector, and
the liberalisation of capital and trade flows (Young, 2003). A detailed analysis of the contribution of
different sectors in Brazil to overall air pollution points to the complexity of the pollution haven
debate and the countryspecific terms of production and trade, as well as the importance of the
regulatory structure and reach of the government in monitoring and controlling sectorspecific
pollution levels. While large industry, such as the automotive and paper sectors, are subject to greater
regulation and are more highly visible in Brazil, smallscale industries are among the most polluting in
the countryby sector. Based on the number of employees, smallscale industries in the wood
production, leather products and metal production far exceed largescale contributors (Jayaraman,
Lanjouw, 2004). Smallscale industries may not only be more difficult to monitor and thus their full
contribution to overall scales of pollution unknown, they also have fewer opportunities to incorporate
new technology into production due to cost; monitoring their compliance is more difficult; disposing
of waste properly may be more expensive, and there is often reduced awareness to potentially harmful
effects of pollution among smallscale producers (Jayaraman and Lanjouw, 2004).

Natural Resource Stocks
The overall effect of industrial liberalisation on water resources in Mercosur countries will be
beneficial, because of the overall decline in industrial production. Water resource pressures
tend to be low in the region, and so any localised adverse effects are not expected to be
significant.
Similar effects are expected for industrial energy consumption. As assessed in the economic
model, energy consumption may fall slightly overall through a change in energy mix. A larger
decline in the industrial sector will be countered by an increase for other sectors.
In the longer term, improvements in production technology can be expected to include
reduced intensity of energy consumption and water use. Reduced energy consumption in
production will partially counter increased consumption in international transport. However,
except perhaps in particular areas where industrial use is a major factor and environmental
stress is high, these effects are unlikely to be significant in relation to the general pressures on
resources.
The beneficial environmental effects will be greatest where the production changes are largest
and the current environmental performance is weakest, and will be maximised by strong
policy responses to the opportunities for better regulation. It should however be noted that if
the goal of greater economic growth is achieved, with a large industrial component in the long
term, the beneficial technology effects will be accompanied by adverse scale effects. This will
add further to the need for stronger environmental regulation.
Process indicators
Consistency with sustainable development principles

SIA of Mercosur Negotiations – Final Report

page 99

The proposed EUMercosur trade agreement is judged to be highly consistent with principle
12 of the Rio Declaration, in promoting a supportive and open international economic system.
There are however potential conflicts with the Rio principles of reducing and eliminating
unsustainable patterns of consumption (principle 8) and enhancing technology transfer
(principle 9). Except in these areas, the scenario is judged to be relatively neutral in respect of
sustainable development principles.
In relation to consumption and production patterns, the scenario aims to accelerate economic
growth in both the EU and Mercosur. To the extent to which it achieves this goal, it will add
to the underlying processes which drive increasing consumption and associated wastes.
Stronger environmental regulation will therefore be needed, to achieve a sustainable balance
between economic growth and environmental degradation. The EUMercosur trade
liberalisation scenario adds incrementally to this general need.
In relation to technology transfer, the scenario has mixed effects. The anticipated decline in
industrial production will initially tend to inhibit technology transfer rather than enhance it.
However, by exposing domestic industry in Mercosur to greater competition, liberalisation
will enhance incentives for investment in internationally competitive technologies. The
relative importance of these effects will be influenced by other aspects of domestic industrial
policy.
Institutional capacity for effective sustainable development strategies
The influence of EUMercosur trade liberalisation on institutional capacity for strategic
sustainable development planning is judged to be neutral.
Impact Summary
The significance of the impacts of full trade liberalisation on the industrial sector in Mercosur
are shown in Table 5.18 in terms of the core and process indicators.

Countries / sectors Causal factors
affected

Factors affecting Potential
significance
significance
long
term

Impact

short
term

Table 5.18: Summary of Sustainability Impacts for NonAgricultural Goods Sector:
Mercosur

All

Domestic industrial
development policy

ò

ñ?

Investment climate
Firm dynamics

_

ñ?

ê

ñ?

Economic
Real income

Fixed capital formation

Employment

All

All

Short term decline
in industrial
output
Output changes at
firm level
New investment
Reduction in
output

Labour market
flexibility,
transferability of
skills

Social
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Poverty

Loss of
employment and
household income

Health and education

Decline in
government
revenue from
trade tariffs
Mixed effects for
individual sub
sectors

Equity

Environmental
Biodiversity

Environmental quality

Natural resources

Process
SD principles

SD strategies

Gender impacts

Minor effects in both
directions, small beneficial
overall effect
Beneficial overall impact
on air and water pollution,
possible local adverse
effects

Water
consumption and
pollution
Reduction in
industrial sector
activity

Climate change

International
transport
Reduction in
industrial sector
activity

Overall beneficial effect on
water and energy

Positive for international
cooperation, otherwise
neutral except for
consumption and
production and technology
transfer
Neutral

Acceleration of
underlying
processes

Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact

ò

ñ?

ò?



Employment
structure





Effective regulation





Improvements in
pollution control
technology
Changes in output
mix
Carbon trading etc.

ñ

ñ

ò

ò

ñ

ñ



ñ





Informal sector
income generation
opportunities,
development policy,
long term growth
Tax reforms

Environmental
regulation and
technology
cooperation

The following symbols are used in the tables to show impact significance
é
positive greater significant impact
ê
negative greater significant impact
ñ
positive lesser significant impact
ò
negative lesser significant impact
ñò
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)

impact has been evaluated as nonsignificant compared with the base situation

5.3.4 SIA Findings: European Union
Economic Impacts
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The level of EU tariffs on non agricultural imports from Mercosur are lower than on
agricultural imports and have relatively few tariff peaks (Table 5.19). There are also nontariff
measures applied to some manufactured goods imported from Mercosur, but again these are
fewer than in agriculture (Table 5.20).
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Table 5.19: EU and Mercosur Tariff Structure by sector: 2003 (all figures in percentage)
Simple Average
Tariff

Effectively
Applied Tariff*

Number of
Tariff Peaks

Maximum Tariff
Rate

Total

6.17

10.2

665

230

Agriculture

8.99

17.9

640

230

Raw Materials

0.98

0.98

0

5

Textiles

10.59

17.2

17

29

Manufacture

4.72

5.14

6

27

Total

11.16

12.25

195

55

Agriculture

12.41

11.0

3

55

Raw Materials

1.11

1.11

0

6

Manufacture

11.35

13.8

192

35

Textiles

16.24

18.92

0

25

Country

EU tariffs
applied on
Mercosur
Exports

Mercosur
tariffs applied
on EU exports

Sector

Source: Trains, MAcMap
*  data for 2001 from MAcMap The Effectively Applied Tariff is an ad valorum equivalent of applied border protection that
includes information on tariffs, special and mixed tariffs, quotas, tariff rate quotas and preferential rates

Table 5.20: Trade restrictions on selected manufactured products
EU tariffs
Motor vehicles

Export tax by Mercosur

Mercosur tariff

Nontariff barriers

10.0%
9% (Brazil)
5%
(Argentina)

Untanned leather

Yes

Processed bovine
leather

6.5%

Other processed
leather

3.5%

Footwear

3.5%

17.7%

Other leather good,
e.g. handbags

3.0%

17.7%

Metal products

1.2%

18.4%

Yes

Electrical machinery

17.3%

Yes

Other machinery

16.3%

Yes

Yes
Yes
Yes
Yes

Sources: COTANCE, European Commission TARIC database, Estevadeordal and Krivonos (2000).

The modelling results for the EU show that trade facilitation accounts for approximately half
the increase in real income for EU25. Tariff reductions are attributable for 35 percent, while
the corresponding figure for service liberalization is 15 percent. (Table 4.19)
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The main gains to the EU manufacturing sector from trade liberalisation with Mercosur are
likely therefore, to result from increased exports of goods and investment to Mercosur, rather
than from a reduction in the price of Mercosur manufactured goods sold in the European
market.
The predicted changes for the nonagriculture sector output (assuming full liberalization) are
shown in Table 5.21. The lowering of Mercosur import protection leads to an expansion of
the European metals, machinery and automotive sectors. In general, production of
manufacturing goods is expected to increase,
Table 5.21: Changes in Sectoral Output (Value added shares in baseline model data (2001) and
under the scenario of free trade)
Baseline data

Scenario (free trade)

Change in scenario from baseline

EU15

EU10

EU15

EU10

ΔEU15

ΔEU10

Textiles and
Clothing

1,22%

2,73%

1,23%

2,73%

+0,01%

+0,01%

Wood, Pulp, Paper

2,34%

3,50%

2,34%

3,50%

Chemicals

3,33%

3,74%

3,34%

3,75%

+0,01%

+0,01%

Metals

3,68%

5,54%

3,71%

5,58%

+0,03%

+0,03%

Motor Vehicles

1,94%

1,76%

1,97%

1,78%

+0,03%

+0,01%

Transport Equipment 0,53%

0,56%

0,53%

0,57%

Machinery

6,58%

6,55%

6,67%

6,60%

+0,00%

+0,01%
+0,09%

+0,05%

Source: Model simulations

For EU10, the effects are very similar to EU15 however, the manufacturing sectors are also
expected to increase their importance, with significant overall effects in the sectors metals and
machinery which are accountable for about six percent of total output each.
Employment is predicted to increase in the manufacturing sectors Table 5.22.
Table 5.22: Employment Effects (% change)
EU15

EU10

Textiles and Clothing

0.9

0.3

Wood, Pulp, Paper

0.1

0.1

Chemicals

0.4

0.2

Metals

0.7

0.6

Motor Vehicles

1.8

0.7

Transport Equipment

0.1

1.0

Machinery

1.4

0.8

Source: Model simulations
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The changes in exports from the EU to Mercosur are shown in Table 5.23 and are very similar
to the expected changes in output.
Table 5.23: Changes in Export Quantity, EU (percentage change)

Mining
Textiles and Clothing
Wood, Pulp, Paper
Chemicals
Metals
Motor Vehicles
Transport Equipment
Machinery

EU15
0.0
1.7
0.9
0.8
1.5
3.2
0.1
2.5

EU10
0.4
0.5
0.2
0.3
1.0
0.8
2.6
1.2

Source: Model simulations

The changes in imports of manufactures are smaller, confirming the EU’s comparative
advantage in manufactured goods (Table 5.24)
Table 5.24: Change in Imports %, EU
EU15

EU10

Mining

0,4

0,2

Textiles and Clothing

0,3

0,1

Wood, Pulp, Paper

0,0

0,1

Chemicals

0,2

0,1

Metals

0,8

0,3

Motor Vehicles

0,5

0,5

Transport Equipment

0,1

0,5

Machinery

0,5

0,3

Source: Model simulations, including intraEU trade

The aggregated changes in national imports and exports are summarized in Table 5.25 below.
Table 5.25: National Trade Balance Effects (percentage change)
EU15

EU10

% change in exports

+0,4%

+0,3%

% change in imports

+1.5%

+0.3%

Source: Model estimations

The model predictions for EU manufacturing show modest gains in output and exports. The
more significant gains to the EU from trade liberalisation in manufacturing are likely to be
linked to the investment flows to Mercosur. There has been significant levels of EU
investment in the manufacturing sector in Mercosur and the EU is now the largest investor in
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the Mercosur region. The majority of European FDI is directed to Brazil. In 2001, the FDI
stock of the EU in Brazil amounted to US$ 74,508 millions and to US$ 50,397 in Argentina
(Table 5.26). Spain is the EU member with the largest stock of FDI in Mercosur, followed by
France, the Netherlands, the United Kingdom, Italy, Germany and Portugal. EU investment is
located in areas as diverse as telecoms, energy, financial services, the automotive industry, the
agroindustry and the retailing sector.
Table 5.26: EU FDI Stock in Latin America, 2001
(Outward stock,
Millions Euros)

Latin
Americaa

Argentina

Brazil

Chile

Columbia

Mexico

Venezuela

194738

50397

74508

15064

5902

25945

7493

100

26

38

8

3

13

4

France

19504

5553

8389

698

262

1556

1647

Germany

17829

2336

7481

537

505

5102

966

Netherlands

12296

1646

5223

899

533

2630

1075

United Kingdom

16963

3622

4508

2947

2085

2283

666

Italy

9117

3147

4648

91

60

387

229

Portugal

8515

96

8185

16

0

88

5

110514

33997

36074

9876

3522

13900

2905

European Union (%)

Otherb
a

Eurostat BalanceofPayments (BOP) Economic Zone of Latin America includes: Argentina, Bolivia, Brazil, Chile,
Columbia, Costa Rica, Cuba, Ecuador, El Salvador, Guatemala, Honduras, Mexico Nicaragua, Panama, Paraguay, Peru,
Uruguay and Venezuela
b
“Other” has been computed as the difference between the estimated EU aggregate and the sum of the selected declaring
countries.
Note: Data on Spanish assets in Latin America are not separately available: it can be assumed they account for a significant
part of “Other”.
Source: Amann and Vodusek, 2004

The concentration of FDI in services is particularly strong in the Mercosur region. In Brazil,
between 1997 and 2000, over 81 percent of all FDI inflows were to the services sector. A
large part of these investments were made by European firms, and in particular, Spanish
investors. However, with the deterioration in the global economic situation and the corporate
credit retrenchment, this pattern changed: in the early years of the new decade, less than 60
percent of FDI inflows were undertaken in services, while the share of FDI in manufacturing
rose to 35 percent in the same period.. This shift in the composition of European investment
in Mercosur in part reflected the influence of devaluations on foreign investment decisions.
For the services sector, devaluation had adverse repercussions for foreign firms serving the
domestic market. On the other hand, devaluation increased the international competitiveness
of manufacturing, and foreign firms in Brazil and Argentina responded by increasing their
exports—particularly to the rest of Latin America.
Trade liberalisation is likely to give added assurance to European investment on the
investment climate in Mercosur. The inclusion of an investment agreement in the agreed
liberalisation programme, which improved the transparency of investment conditions and
brought about a greater degree of harmonisation in national policies towards FDI in the
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Mercosur countries, would contribute further to the attraction of inward investment from
Europe to the manufacturing sector.
The economic impact of trade liberalisation in the EU25 is expected to be positive. Real
income can be expected to increase, as a result of increased production for export to
Mercosur, and from the returns on investments made in Mercosur. Employment is also
expected to increase. There is unlikely to be a significant impact on investment in Europe.
Social Impacts
There are unlikely to be any significant social impacts resulting from trade liberalisation of
manufactures trade with Mercosur. There are adjustment costs in the EU industrial sector
resulting from underlying shifts in global competitiveness and comparative advantage, the
additional impact of EU – Mercosur liberalisation in non – agricultural goods trade is unlikely
to be significant.
Environmental Impacts
The change in production resulting from increased exports on nonagricultural goods to
Mercosur will give rise to increased environmental scale effect pressures. However, given the
effective implementation and strengthening on environmental regulation on industrial sector
activities, these additional environmental effects are not expected to be significant.
The expected sustainability impacts for nonagriculture goods sector in the EU are shown in
Table 5.27.
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Table 5.27: Summary of Sustainability Impacts for NonAgricultural Goods Sector: EU
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact

ñ

ñ

_



ñ

ñ

Social
Poverty





Health and education





Equity





Environmental
Biodiversity

















ñ





Economic
Real income

All

increase in
production of
exports
Increased
investment in
Mercosur

Fixed capital formation
Employment

Investment climate

All
All

increase in output

Environmental quality

Natural resources
Process
SD principles
SD strategies

The following symbols are used in the tables to show impact significance
é
ê
ñ
ò
ñò



positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as nonsignificant compared with the base situation
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5.4

Services

5.4.1 Introduction
The performance of the services sector is also an important contributor to economic growth.
The availability of efficient financial services, for example, has been shown to be a key input
to economic advancement. 75 Infrastructural services are also an essential factor for rapid
economic growth. 76 Environmental services are increasingly important in managing
environmental outcomes of economic growth. Similarly, the competitiveness of firms in open
economies is determined in part by access to lowcost and highquality telecommunications,
transport and distribution services, and financial intermediation.
Regional trade agreements increasingly include negotiations on services. 77 The EU ahs
adopted a GATS approach to services liberalisation in its regional and bilateral trade
negotiations. 78
In principle, GATS covers all commercial tradable services, with the
exception of some aspects of air transport such as traffic rights, and services supplied under
government authority. The WTO Secretariat has drawn up a list of twelve groups of service
sectors, which is used in the negotiation of commitments by most WTO member countries79.
These are:
·
·
·
·
·
·
·
·
·
·
·
·

business (including professional and computer) services
communication services
construction and related engineering services
distribution services
educational services
environmental services
financial (insurance and banking) services
healthrelated and social services
tourism and travelrelated services
recreational, cultural and sporting services
transport services
other services not included elsewhere.

GATS has two main components: the framework agreement covering general rules and
principles; and national schedules listing (a) specific commitments made by individual
countries on access to their domestic markets by foreign suppliers and (b) sectors where
countries notify that they are withholding Most Favoured Nation (MFN) treatment from
foreign services suppliers in their markets (MFN exemptions). The Agreement defines four
ways in which a service can be traded, known as modes of supply. Each country’s national
schedule defines its market access commitments by sector and by mode. The four modes are:
1. Crossborder trade  transactions across borders, such as transport and financial
trading

75

See Jalilian and Kirkpatrick (2005).
World Bank (2004); Jalilian, Kirkpatrick, Parker (2006)
77
Roy and Marchetti (2006)
78
As opposed to a NAFTA approach which is based on a negative list scheduling modality.
79
WTO (1999)
76
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2. Consumption abroad  movement of the consumer to a foreign country, e.g. for
tourism or education
3. Commercial presence  direct investment in a foreign country, e.g. for delivering
services such as telecommunications or electricity
4. Presence of natural persons  temporary entry of people as providers of services such
as consultancy, or to act as temporary local managers for their employers.
The commitments made are determined by the negotiation process. Liberalisation is achieved
through negotiating rounds in which the negotiating countries offer to make certain
commitments, and request particular commitments from others. Offers may be withdrawn if
countries consider that those made by other countries are inadequate. At the end of the round,
the set of offers that have been accumulated are converted to commitments.
Mode 4, covering the movement of people (‘natural persons’) is a contentious area, since
labour market regulation and wider national immigration controls place inevitable constraints
on this form of liberalisation. The GATS agreement makes clear that it does not apply to
‘natural persons seeking access to the employment market’80 , and that commitments need
apply only to temporary stay. Most of the scheduled commitments made by developed
countries apply only to ‘intracorporate transferees’ or highly qualified personnel and business
visitors, with some progress on contractual services suppliers. Developing countries have
argued for access to providers of lowskilled and labour intensive services.
Barriers to services trade are typically those defined in GATS Article XVI:
·
·
·
·
·
·

limitations on the number of service suppliers;
limitations on the value of service transactions or assets;
limitations on the number of service operations or quantity of output;
limitations on the number of people employed in a particular service;
measures which restrict the types of organisation that may supply a service;
limitations on the participation of foreign capital, in terms of a limit on foreign
shareholding or the total value of individual or aggregate foreign investment.

5.4.2 Services Sector in Mercosur and EU
It is generally recognised that the share of services in GDP and employment rises as per capita
incomes increase. In the lowestincome countries, services generate some 35 percent of GDP.
This rises to over 70 percent of national income and employment in OECD countries. 81 Table
5.28 shows that the share of services in GDP in the EU15 has risen steadily since 1995 to over
70% in 2004. The share of services in Mercosur increased between 1995 and the beginning of
the new decade, but decline after 2001, reflecting the financial and macroeconomic volatility
experienced in the region in this period.
Table 5.28: Mercosur services value added (% of GDP)
Country\Year
Mercosur
80
81

1995
58.2

1996
60.0

1997
60.3

1998
60.5

1999
63.1

2000
63.3

2001
60.6

2002
56.9

2003
53.6

2004
53.0

WTO (1994)
Hockman 2006
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Argentina
Brazil
Paraguay
Uruguay
EU15

65.8
54.3
49.3
63.6
67.8

65.1
62.3
48.2
64.5
68.4

64.8
62.4
48.9
65.0
68.8

65.3
62.8
48.8
65.3
68.9

66.9
65.3
52.1
68.3
68.9

66.9
64.7
53.5
68.1
69.5

68.1
53.9
51.1
69.2
69.6

56.8
53.3
51.3
66.1
70.1

54.3
50.0
48.5
61.8
70.8

54.0
49.6
48.5
60.0
71.3

Source: World Development Indicators (Edition: April 2006);

World trade in services has grown more rapidly than merchandise trade. The same pattern
has occurred in the EU and Mercosur. Over the period 20002005, EU (25) services exports
grew by 11% per annum, while those of Mercosur (4) grew at 8% per annum. In 2005, the
total value of services exports was $1233 bn., compared to $3988bn merchandise exports.82
For Mercosur, services exports were $23bn in 2005, compared to merchandise exports of
$163bn.
Table 5.29 Value of Merchandise and Services Trade in 2005 (billion dollars)
Merchandise
Exports

Merchandise
Imports

Services
Exports

Services
Imports

EU 25

3988

4120

1233

1119

Mercosur 4

163

113

23

31

Source: WTO 2006
Mercosur is a net importer of services, and runs a traditional deficit in the service accounts.
The deficit, in Brazil, for instance was US$7.2 billion in 2001 although by 2004 it has shrunk
to US$5.1 billion.
The MERCOSUR Council approved the Montevideo Protocol on Trade in Services at the end
of 1997. It entered into force in 2005 after having been ratified by Argentina, Brazil and
Uruguay. The protocol aimed at total liberalization of trade in services in Mercosur over a 10
year period83. The obligations on market access and national treatment do not apply to sectors,
subsectors, activities or measures not inscribed in the lists of specific commitments. The
Protocol of Montevideo follows the GATS model in that a Member may adopt or maintain
quotas to services providers, economic needs tests, limitations on foreign investments and on
the participation of foreign capital in a company. Nonetheless, the validity of these measures
is conditioned on their inscription in the Member's schedules of specific commitments.84
The composition of the services sector in Mercosur shows some variation between countries
(Table 5.30). In Brazil, Finance, Insurance, Real Estate and Business Services is the largest
services sub sector contributing 42% of total services sector output. In Argentina and
Uruguay, the Finance, Insurance, Real Estate and Business Services subsector is again the
largest subsector, contributing 34% and 44% respectively, to total services sector output. In
Paraguay, Wholesale and Retail Trade, Hotels and Restaurants is the single largest subsector
(45.6%).
82

WTO, 2006
INTAL, 2005
84
WTO, 2004
83
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Table 5.30: Service SubSectors in Mercosur as % of Total Service Sector (excludes
community, social and personal services)
1995

2000

2002

2003

2004

2005

4.1

4.6

5.5

5.5

5.3

5.1

9.7

9.2

6.7

8.4

9.9

10.7

Wholesale and retail Trade,
Hotels, Bars and Restaurants,
Transport,
storage
and
communication
Finance, Insurance, Real
Estate and Business Services
Brazil
Electricity, Gas and Water
Services
Construction

32.6

30.5

28.7

29.9

30.6

30.3

15.5

16.8

18.0

18.2

18.8

19.6

38.1

38.9

41.1

38.0

35.4

34.3

7.3

8.0

7.6

7.8

7.8

7.9

21.0

20.8

19.5

18.6

18.7

18.5

Wholesale and retail Trade,
Hotels, Bars and Restaurants,
Transport,
storage
and
communication
Finance, Insurance, Real
Estate and Business Services
Paraguay
Electricity, Gas and Water
Services
Construction

18.7

16.9

16.6

16.4

16.9

17.0

11.4

12.5

13.8

14.1

13.9

13.8

41.5

41.8

42.6

43.1

42.6

42.7

5.2

5.7

5.9

6.0

5.9

5.8

14.2

11.4

10.3

11.4

11.1

11.2

Wholesale and retail Trade,
Hotels, Bars and Restaurants,
Transport,
storage
and
communication
Finance, Insurance, Real
Estate and Business Services
Uruguay
Electricity, Gas and Water
Services
Construction

48.1

45.3

44.8

45.8

45.9

45.6

12.8

17.2

18.0

17.5

18.3

18.7

19.8

20.5

21.0

19.4

18.8

18.7

6.3

6.8

7.6

7.3

7.1

7.3

11.1

9.8

7.7

7.5

7.6

7.7

Wholesale and retail Trade,
Hotels, Bars and Restaurants,
Transport,
storage
and
communication
Finance, Insurance, Real
Estate and Business Services

24.7

22.1

17.9

18.4

21.1

22.7

14.5

15.0

15.2

16.2

17.1

18.4

43.4

46.2

51.6

50.6

47.1

44.0

Argentina
Electricity, Gas and Water
Services
Construction

Source: Calculated by the authors with data from ECLAC Statistical Yearbook
for Latin America and the Caribbean, 2006
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5.4.2 Potential Benefits and Costs of Services Trade Liberalisation
The lowering of barriers to trade in services can contribute significant static efficiency gains
in terms of allowing foreign suppliers to provide lower cost services to the domestic market.
Increased openness to international trade in services also offers large potential benefits
through dynamic effects on overall economic performance. Services liberalisation can also
deliver significant gains in terms of sustainable development and poverty reduction, by
raising investment in basic infrastructure and improving the quality of the services
delivered.85
CGE modelling of services liberalisation faces a number of challenges. Many of the barriers
to trade in services are hard to quantify and this increases the unreliability of the resulting
estimates of the effects of trade liberalisation. Also, the debates about liberalisation in services
concentrate on rule changes, such as the removal of particular regulations, rather than the
lowering of trade barriers by a given percentage. A further complication is that the impacts of
a particular measure extend beyond the trade effects and can have significant impacts on
domestic policy and national autonomy. Modelling studies are not well suited to take into
account the highly differentiated nature of services and the linkages to domestic regulatory
policy. The nature of liberalisation in services is fundamentally different to liberalisation in
goods. In the latter case, the discussion centres on changes in the level of effective trade
barriers expressed in quantitative terms. In the case of services, liberalisation is mainly about
qualitative measures, such as regulation changes, which have to converted to quantitative
equivalents in order to be modelled. Second, most services are consumed at the point of
production, which means that trade in services is closely linked to movement of capital and
labour.86
The CETM modelling study (Section 4) predicts that services trade liberalisation would
account for about 8% of the real income gains in Mercosur.87 The estimates of the gains from
services liberalisation are large because protection levels are high in the services sector, and
services make up a growing share of trade. However, the overall gain in economic welfare
is associated with significant changes within the services sector output as shown in Table
5.31, with a decline predicted for financial services and business services in all Mercosur
countries. The retail and wholesale services sector is also projected to be adversely affected
by trade liberalisation in Argentina and Paraguay. 88.
Table 5.31: Changes in Services Output, Mercosur (percentage change)
Wholesale, Retail
Communications
Transport Services
Finance
Business Services
Other Services
Source: Model simulations

Argentina
0.4
1.1
0.8
2.1
1.0
0.2

Brazil
0.7
0.2
0.7
1.4
1.2
0.3

Paraguay
2.7
1.3
0.1
23.1
12.5
1.5

Uruguay
0.7
2.5
3.2
0.6
2.0
0.7

85

Adlung 2007
Stiglitz and Charlton (2006)
87
Mode 1 only was covered in the model estimates
88
The large fall in domestic output projected for finance and business services in Paraguay is associated with a
larger increase in static economic welfare than in the other Mercosur countries.
86

SIA of Mercosur Negotiations – Final Report

page 113

For the EU, the gains from services trade liberalisation will accrue mainly from improved
market access for the export of services. For the Mercosur countries the gains will accrue
mainly from the efficiency and competitiveness gains in the domestic market that result from
increased imports of services. 89 However, trade liberalisation does not in itself create a
competitive domestic market and the anticipated welfare gains may not occur where the
domestic market is highly imperfect or monopolistic. Furthermore, the premature exposure of
domestic infant industries may result in the displacement of domestic suppliers by foreign
providers. The sequencing of domestic reforms such as privatisation or regulation prior to
trade liberalisation then becomes a critical issue in determining the magnitude of the gains
from services liberalisation in sectors such as financial, distributional and environmental
services.
It cannot be assumed, however, that these potential gains will be realised simply by the
opening up of services markets. The main concern of foreign private investors in determining
the scale of their involvement in foreign markets is the quality of governance, including the
predictability of the regulatory environment and the general business environment. 90 In
addition, the benefits from foreign entry will depend on the domestic market conditions and
effectiveness of public institutions and policy. For example, if private involvement in sectors
previously entirely in the public sector occurs without creating conditions of effective
competition, the economic efficiency gains from trade liberalisation will not be forthcoming
(Parker and Kirkpatrick 2005; Mattoo, 2005). Similarly, if increased entry into the financial
services sector is not accompanied by adequate prudential supervision, the result may be
increased systemic risk ( Brownbridge and Kirkpatrick, 2002).
The impact of services liberalisation has raised concerns as to the potential adverse social
impact, particularly in the areas of utilities services which have historically been delivered by
the public sector. Private sector involvement may result in increased prices (to ensure
financial viability) or a concentration of investment and provision in areas of high population
or income. As a result, if policies to ensure universal service at affordable prices are not put in
place as part of the regulatory framework, the access of the poor to essential services may not
improve.91
The concentration of FDI in services is particularly strong in the Mercosur region. In Brazil,
between 1997 and 2000, over 81 percent of all FDI inflows were to the services sector. A
large part of these investments were made by European firms, and in particular, Spanish
investors. However, with the deterioration in the global economic situation and the corporate
credit retrenchment, this pattern changed: in the early years of the new decade, less than 60
percent of FDI inflows were undertaken in services, while the share of FDI in manufacturing
rose to 35 percent in the same period (Amann and Vodusek, 2004). This shift in the
composition of European investment in Mercosur in part reflected the influence of
devaluations on foreign investment decisions. For the services sector, devaluation had adverse
repercussions for foreign firms serving the domestic market.

89

There may be increased exports in certain sectors, such as construction, where Mercosur firms have
established a comparative advantage. Exports of services personnel under mode 4 is another area of potential
export growth.
90
IMF (2003); Kirkpatrick et al (2006a: 2006b)
91
Kirkpatrick et al (2006); Kirkpatrick and Parker (2005)
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Liberalisation within the EUMercosur agreement is expected to lead greater competition
from EU providers in Mercosur, particularly in banking, insurance, telecommunications,
computer and related services, distribution services, environmental services and construction
and engineering services. Exports of services from Mercosur to the EU are less significant
although there is potential for growth, particularly in mode 4 (movement of people)
professional labour92.
Trade liberalisation in services often raises issues of national economic and social policy and
concerns about policy autonomy. Where domestic regulatory capacity is weak, the overrapid
liberalisation of services can give rise to adverse effects. Financial sector liberalisation has
been linked to increased financial instability; utility sector liberalisation has sometimes been
accompanied by increased market concentration and higher prices for consumers;
liberalisation of environmental services has raised issues of national regulatory capacity and
autonomy93; and liberalisation of distribution services has been associated with job losses and
social unrest94.The challenge for policymakers is to liberalise trade in a manner consistent
with other public policy objectives.
5.4.3 EU  Mercosur Negotiations in Services
The EUMercosur bilateral negotiation on reciprocal liberalization of trade in services began
when the EU presented, in July 2001, the first draft of the proposal on Services Chapters.95 By
2003, both parties had agreed on the methods and modalities of the agreement. The objective
of the agreement was to achieve a ‘comprehensive and balanced level of liberalization in
services with substantial sectoral coverage that strengthens transparency between stakeholders
and is in concordance with the existing GATS commitments’. Both parties have adopted
GATS commitments as a starting point for bilateral discussions, hence only service
liberalization that goes beyond the existing GATS framework would constitute preferential
access at the bilateral level. 96
Table 5.32 compares GATS commitments of EU and Mercosur with those offered in the
framework of bilateral negotiations and shows that neither party has offered many GATS
plus elements. The EU has offered liberalization of 20 subsectors that were not included in
initial offer presented at the WTO. Of these sectors 15 belong to the transport service sectors
and the rest are spread out among health services, tourism services, educational and business
services. All of these sectors have been undertaken with limitations.97 Mercosur’s offer in the
service sector has incorporate more ‘new’ sectors compared with GATS commitments but
given the fact that there is no free provision of services between Mercosur member countries
this offer is less attractive that it would have been with the free circulation of services in
place. Argentina offered additional subsectors corresponding to professional services,
environmental services, tourism services, greater coverage of construction services, the
establishment, without limitation of insurance companies and commitments for news agency
services and air transport services. Brazil, in addition to Uruguay Round commitments, has
offered some new services in professional sector, environmental services, telecommunication,
financial services and transport services. The offer presented by Paraguay contains a
92

Valladao and Guerrieri (2006)
George, Kirkpatrick and Scrieciu (2006)
94
WTO (2002)
95
Pena, 2005
96
opt. cit.
97
opt. cit.
93
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significant amount of ‘new’ service subsectors. These belong to business services, distribution
services, computer services, environmental services and tourism services. Finally, Uruguay
has presented a broad offer in relation to coverage with 10 sectors at bilateral negotiations as
opposed to 6 at Doha98.
Pena (2005), summarizing the proposals, states that the value of the Mercosur offer is
concentrated in the value of the Brazilian contribution, especially in telecommunications and
financial services. The Brazilian offer for liberalization in the telecommunication sector is
conditioned by disciplines that would be negotiated for the sector whereas financial sector
liberalization is subject to (discretional) presidential authorization.
In term of conflicting areas in service liberalization, there were particular difference in
maritime transport, financial and telecommunication services, investment and government
procurement. The EU requested access to maritime transport, along with the Mercosur
countries, and to tenders for government procurement. With regards to the latter point,
Mercosur proposes to grant this facility to companies that were already installed in the
region.99 The EU also requested the possibility of selling crossborder service without the
need for the company to be established in the country in which it would be providing the
service. It, also argued for an inclusion of ‘profession services’ in the agreement, which
would allow the transfer of skilled labour from Europe to the affiliates of European
companies located in Mercosur. The EU also focused on sectors considered sensitive by
Mercosur, such as mining (including the extraction of oil and gas), financial services,
telecommunications, environmental services (including water and sewage) cabotage and
fisheries.100
Divergence negotiation positions also exist with regards to the rules that would govern the
future agreement on services. Mercosur requests a modification of specific commitments
after the agreement is in place and has indicated a desire to introduce safeguard measures.
Both of these proposals face significant opposition form the EU. There are also some
complementary areas in the negotiations. With regards to modalities on subsidies it was
agreed to adopt multilateral rules to the bilateral process. Concluding, the emerging
consensus turns around a set of obligations which basically reiterates those existing GATS
commitments, while the majority of the proposals containing ‘GATSplus’ elements are still
pending.101 In terms of specific commitments, neither of the parties appears willing to grant
specific preferential concessions. The September 2004 offers were considered unsatisfactory
by both parties but it has not been possible to regain momentum in the services sector
negotiations.
Table 5.32: Comparison of specific commitments in different Service Liberalization
scenarios
Argentina
Sector
1. BUSINESS SERVICE
A. Professional

UR

Doha

16
4

16
4

Brazil
M/
EU
25
7

UR

Doha

10
4

19
5

Paraguay
M/
EU
20
6

UR

Doha

0

1
1

Uruguay
M/
EU
7
1

UR

Doha

14

19

EU
M/
EU
30
11

UR

Doha

43
11

43
10

M/E
U
43
10

98

opt. cit.
INTAL, 2005
100
opt. cit.
101
Pena, 2005
99
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Service
B. Computer Related
5
5
5
1
1
5
5
1
5
5
S.
C. Research and
3
3
Development Serv.
D. Real Estate Serv.
1
1
2
2
E. Rental/Leasing
3
3
4
4
Serv.
F. Other Business
7
7
13
6
14
13
5
5
10
18
18
19
Serv
2. COMMUNICATION S.
15* 15* 15*
1
1
9
13
1
1
13 12*
14*
3. CONSTRUCTION AND
4
4
5
4
5
5
5
5
5
RELATED
ENGENEERING
4. DISTRIBUTION SERV.
3
3
3
3
4
4
3
4
4
4
5. EDUCATIONAL SERV.
1
4
4
6. ENVIRONMENTAL S.
1
4
4
4
4*
7*
7. FINANCIAL SERVICES
20
20
21 11*
11*
35*
5
5
10
3* 3*
26* 22
22
8. HEALTH RELATED
1
3
3
AND SOCIAL SERVICES
9.TOURSIM & RELATED
3
3
4
1
3
3
3
3
3
3
3
3
3
S.
10. RECREATION AND
1
1
1
1
1
1
4
4
CULTURE RELATED S.
11. TRANSPORT SERV.
10
5*
5*
12*
3
1
1
10
11
20
12. OTHER SERVICES nes
4
4
SECTORAL COVEREGE
61
61
85
35
49
93
5
9
45
23
28
96 119
133
UR: Uruguay Round Doha: Initial offers presented in Doha Negotiations M/EU: offers presented at the bilateral
process
* Aware that the countries did not undertake their commitments according to the classification of W/120, thus
comparison can not be made between commitments of various countries.
Source: Pena, 2005

5
3
2
5
20
14*
5

4
5
7*
22
4
4
4
35
4
153

5.4.4 Financial Services
In Brazil, the financial services alone accounted for 7.7% of GDP in 2003, up from 5.4% in
2000. In accordance with Article 192 of the Constitution, commercial presence restrictions
apply in financial services. As of 2004, the establishment in Brazil of new branches of
financial institutions domiciled abroad, as well as the increase in the participation of
individuals or foreign entities domiciled abroad in the capital of financial institutions with
headquarters in Brazil, was prohibited.102
In Argentina, the economic and financial crisis of 2001/02 has resulted in a considerable
decrease in assets holding in the financial system. As a result the government has established
temporary restriction on withdraws from the system, a moratorium on the repayment of public
sector debt and has devalued the currency all of which had serious impact on the trust in the
financial sector and have increased credit risk. Credit levels have been recovering since the
end of 2003, but at the end of 2005 were still below 1998 levels. The Argentine financial
sector legislation is governed by the principle of national treatment for foreign capital. The
opening of branches in Argentina, whether domestic or foreign financial entities, requires the

102

WTO, 2004
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prior approval of the Central Bank of Argentina and depends on compliance with the
prudential regulations concerning minimum capital, liquidity, solvency, risk and return103.
In Uruguay, despite the impact of the financial crisis the financial sector continues to be one
of the main contributors to GDP. In 2004, it accounted to 9.4 per cent of total GDP, compared
with 10.2 per cent in 2000. The banking system had recovered somewhat from the crisis of
2000/01 but, as in Argentina, the deposits and loans were still lower in 2005 than in 1998.104
Traditionally, Uruguay has had a liberal financial system in which transactions can be in
Uruguayan or foreign currency with no restrictions on capital movements. Banks wishing to
become established in Uruguay must be organized as Uruguayan public limited companies
with registered shares or as branches of foreign banks, provided that their articles of
incorporation do not prohibit Uruguayan citizens from being members of their management
board or from holding any other senior post within the territory of Uruguay. The commercial
presence of banks is subject to a quantitative limit: in any one year, the number of
authorizations for new banks to operate may not exceed 10 per cent of the banks existing in
the year immediately preceding105.
The financial sector in Paraguay is significantly smaller than in other Mercosur countries as,
in 2003 it accounted to only 2.8 per cent of GDP. A large share of the baking sector are direct
subsidiaries of fully foreign owned banks such as Citibank, Lloyds TBS, Banco de Brasil with
ABN Amro being the largest bank in Paraguay with 14.8 per cent of total banking assets. 106
The past decade saw two significant financial crisis in Paraguay after which the banking and
finance companies were subjected to controls and the number of financial entities was
considerably reduced which, in turn, led to high level of concentration. The Banking Law
provides that foreign investment in financial institutions is subject to the same treatment as
investment of Peruvian capital.107
Financial services can contribute to economic growth and poverty reduction (Jalilian and
Kirkpatrick 2005), and to the growth of a wide range of activities, from the smallest
(microfinance) to the largest (merchant banking) and the most innovative (venture capital).
The Mattoo et al (2001) study shows a strong correlation with growth rates.
Experience with liberalisation in other countries is mixed, and depends strongly on effective
regulation (Brownbridge and Kirkpatrick 2002). The experience of the Asian financial crisis
in 1997 demonstrated the dangers of financial liberalisation which is not supported by a
strong regulatory framework. The crisis can be ascribed to liberalising prematurely, longterm
foreign borrowing, fragmented financial regulation and supervision, unclear division of
responsibilities, and a restrictive regime regarding foreign bank entry. In Africa it is argued
that restructuring was insufficient to change the behaviour of the financial institutions, that
uncontrolled fiscal deficits combined with liberalisation to increase public debt, and that
regulatory and supervision mechanisms were inadequate to monitor the working of the
system108.
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The World Bank’s report on Finance for Growth109 presents a strong case that entry of foreign
financial institutions improves the efficiency of the domestic financial sector (through
competition and international expertise), strengthens its stability, and increases access to
lending for small and mediumsized enterprises (SMEs). The report cites Argentina as a prime
example of the positive impact foreign entry has had on the efficiency and competitiveness of
local banking systems, and as a case where foreignowned banks have proved a stabilising
force. The report was written in 2001, shortly before the Argentinian economic crisis. It has
been argued that domination of Argentina’s domestic banking industry by foreign ownership,
and its reluctance to lend to SMEs, played a major role in the collapse110. Domestic banks
may be more sensitive than international ones to local cyclical pressures for credit
management, and more likely to address gaps in the credit system for disadvantaged groups
and regions. Strong regulation and a controlled pace of liberalisation are likely to be key
factors in mitigating potential adverse impacts.
Financial services liberalisation needs to be coupled with strengthened regulation and
supervision in order to achieve its intended benefit. Such action is also essential to avoid the
potential pitfalls. Mattoo (2001, 2005) has presented strong evidence that countries which
have successfully reformed their financial (and telecommunications) services sectors have on
average grown about a percentage point faster than other countries, but notes that ‘it would be
wrong, however, to assume that these gains can be realized by a mechanical opening up of
services markets... if increased entry into financial sectors is not accompanied by adequate
prudential supervision, the result may be insider lending and poor investment decisions.’.
In the light of these considerations, Mercosur countries are expected to adopt a cautious and
sequenced approach to further liberalization of the financial services sector. There are
significant benefits to be realized, but are expected to occur incrementally over a phased
programme of selective liberalization.
Professional and Business Services
In its GATS Schedule of Specific Commitments, Brazil left unbound in general the cross
border provision and consumption abroad of professional services. Commercial presence was
bound for some services under certain conditions.
For accounting, auditing, and
bookkeeping, commercial presence is bound only if a foreign supplier cedes its name to
Brazilian professionals, to constitute and exercise full participation in a new legal person
within Brazil. Participation of nonresidents in legal persons controlled by Brazilian nationals
is not allowed. 111 Also, Brazil's Schedule refers to special registration requirements for
accountants who wish to audit such companies as financial institutions and savings and loans
associations, and Brazilian accounting and auditing standards must be followed. For
architectural and various engineering services, commercial presence depends on foreign
service suppliers joining Brazilian service suppliers in a specific type of legal entity
(consórcio), where the Brazilian partner must maintain the leadership112.
Argentina has made full specific commitments in the professional services sector under the
GATS, in various areas such as legal, accounting, auditing and bookkeeping services,
architecture and engineering. This applies to market access and national treatment both for
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crossborder supply and for consumption abroad and commercial presence. Argentina has
also made commitments in other sectors, which, in their turn, involve the concession of
certain types of professional services such as information technology, communications,
construction, distribution, financial, and tourism services, among other business services113.
The supply of services through the presence of natural persons is unbound with respect to
market access and national treatment for all the sectors included in Argentina's GATS
schedule, except for measures concerning the entry and temporary stay of managers,
executives and specialists. With regards to Mode 4, Argentina recently significantly improved
its level of commitments by incorporating the categories of businessmen, professionals and
specialists, intracorporate transfers, and representatives of foreign enterprises114.
Uruguay did not make any specific commitments in the professional services sector under the
GATS. The supply of services through the presence of natural persons was unbound as far as
market access or national treatment are concerned for all the sectors included in the GATS
schedule, except for measures concerning the entry and temporary residence of managers,
executives and specialists115
In general, professional services tend to be fairly highly regulated, including legal,
accountancy, architectural, urban planning, engineering, and scientific and technical
consulting. Significant market entry barriers are applied in the form of residency requirements
or qualification requirements, either by state regulation or through selfregulating professional
bodies, in some cases for consumer protection 116 . Professional qualifications obtained in
Mercosur countries are less acceptable in the EU than vice versa. The EU is therefore likely to
gain economically from employment of professional staff in Mercosur, with a corresponding
decrease of professional employment in Mercosur. The effect is likely to be small however,
since Mercosur professionals can charge lower fees and have greater experience of the local
business environment.
Other business services include computer and electronic services, research and development,
real estate, management consulting, technical testing and analysis, and services incidental to
specific industries. Many of these services are less highly regulated. Services that can be
provided electronically provide significant opportunities for Mercosur countries to export
services to the EU and to each other, with a language advantage for provision to Spain and
Portugal. Further liberalisation by the EU would provide economic gains both in the EU and
Mercosur countries.
Business services are skill intensive and contribute to innovative capacity and
competitiveness. Foreign direct investment and the movement of natural persons are
complementary in business services since some skills may be firm specific. Thus, liberalising
FDI (mode 3) in these services will not have all the expected benefits unless Mode 4 is also
liberalised.
Telecommunication Services
In Brazil, the telecommunication sector accounts for 2.7% of GDP in 2003. In 2006, there
were 38.8 million fixed telephone lines and mobile density reached 59% with 99.9 million
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mobile subscribers. 117 Since the recent deregulation of the telecommunication services
competition has emerged in the longdistance and mobile telephony, but not in the local fixed
telephony. The sector is organized and regulated through General Telecommunication Law
passed in 1996. Article 18 of that law provides the Executive Branch the right to limit foreign
participation in the sector. Companies that apply for authorisation to supply services in the
fixed telephony must be constituted in Brazil under domestic law, with offices and
administration in Brazil118. As the result of this restriction Brazil has no GATS commitments
in telecommunication in force.
In 2005, the telecommunication sector in Argentina accounted to 5.4% of GDP. Total
teledensity in 2006 (fixed telephones plus mobiles) was 85%. In November 2000, Argentina
has liberalized its market after which all national and international telephony was offered on a
competitive basis as a consequence of implementation of the Fourth Protocol of GATS.
Decree No. 764/2000, liberalizing the telecommunications market, established a new
regulatory framework which guarantees equality and freedom of trade and industry in the
telecommunications market, with no restrictions on the participation of foreign capital.
However, the situation of legal duopoly allowed companies to develop dominant positions:
strength in facilities (networks), in services (telephony in all its forms, data transmission),
market concentration (many captive customers) and financial resources (monopoly
income).119
The telecommunication sector in Uruguay accounted for 3.6 per cent of GDP in 2004. At the
end of 2006 there were around 1 million fixed telephone lines and 2.33 million mobiles
(mobile density was 68%).120 The main feature of the telecommunications market in Uruguay
is the presence of segments that are subject to differing degrees of competition. In
international longdistance telephony and mobile telephony, a number of operators
compete. 121 In the case of urban fixed telephony and national longdistance telephony,
however, the state continues to exercise a monopoly through the National
Telecommunications Authority (ANTEL). Foreign companies may operate in any of the
sectors open to private competition. Uruguay has no commitments on telecommunication
services in GATS.
The telecommunications sector in Paraguay accounted for 3.9 per cent of GDP in 2002. The
level of development in the fixed telephone infrastructure in Paraguay is low, with fixed line
telephone density at only 10%. Mobile phones to a large extend met the unsatisfied demand
and by 2006 there was over 3 million mobiles in Paraguay with mobile density at nearly
50%.122 As of 2004, the telecommunication service sector in Paraguay is open to competition
with the exception of fixed line telephony which is a state monopoly. In 2000, the government
made a failed attempt to privatise the Paraguayan Communication Company (COPACO). The
telecommunication sector has also become more open to foreign investment as by 2004 in
almost all telecommunication markets, with the exception of basic telephony, there was some
degree of foreign participation123.
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Communications services, particularly telecommunications, play an increasingly important
role in enhancing business competitiveness in Mercosur as well as in the EU. As suggested by
the Mattoo et al (2001) study on growth rates, improving communications may make a major
contribution to Mercosur economic development. Significant gains are available, either
though liberalization or public investment. However, the international evidence suggests that
the liberalization of telecommunications sector will be most successful where it is
accompanied by effective regulatory institutions. 124 Further efficiency gains may be available
from regulatory convergence with the EU. However, careful management would be needed to
ensure that the benefits outweigh the potential negotiation, transition and compliance costs of
convergence125.
Transportation Services
In Brazil, transportation accounts for some 2.7% of GDP in 2002, slightly less than in 2000.
For other economies this share is roughly similar. In the last decade the Mercosur economies
introduced deregulation of the transport sector, in general, however, there are still provisions
that shelter the sector from international competition.
Domestic (cabotage) air services are reserved for national enterprises or nationals in
Argentina and Uruguay126. Authorization to provide passenger and merchandise transportation
services within Brazil is granted only to companies with headquarters in Brazil and under
Brazilian management, and in which four fifths of voting rights are in domestic hands. Certain
restriction on operation of national and international air transport also apply in Paraguay
although out of four airlines that had regular international flights to Paraguay, none were
Paraguayanowned. In general, Mercosur economies require companies providing
international air transport services to be subject to the concession or authorization regime.
They must have an agent in a Mercosur member state, establish a domicile for all legal
purposes, and be specifically subject to local jurisdiction.
Likewise, navigation and cabotage in maritime transport are reserved for national vessels in
Mercosur. These restrictions often extend, as for example in Argentina, to auxiliary services
such as to transhipment, dredging and towing operations and any other service or commercial
activity carried out in Mercosur countries’ waters. However, some exceptions may apply as
the Executive, in Argentina, Uruguay and Brazil, may allow exceptions so that vessels flying
other flags can provide cabotage services when national vessels are not available. In Brazil,
there are no restrictions on the origin of capital for the establishment of a maritime transport
operator. Under the Maritime Law, Brazilian flag vessels must be registered in the Registry
of Maritime Property, and owned by natural persons resident and domiciled in Brazil or by a
Brazilian shipping company (EBN) established in Brazil according to domestic law.
Transportation services can be a significant barrier to realising the potential benefits of other
aspects of trade liberalisation. The section on trade facilitation identifies infrastructure
deficiencies as a major constraint on export performance. The main benefits in terms of
improved efficiency in transport services can be expected to result from increased foreign
investment in infrastructure, resulting from investment liberalisation and improved credibility
and confidence in the domestic regulatory environment affecting long term foreign contracts
and concessions.
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Environmental Services
The global environmental market as a whole (including environmental goods and services)
has increased rapidly in recent years, from an estimated $ 453 billion in 1996 to $563 billion
in 2002 (Environmental Business International figures). The EC, Japan and the United States
account for about 65 per cent of annual revenues. In 2002, the environmental services sector
accounted for over 65 per cent of the environment industry.
The traditional environmental infrastructure services of water, sewage and solid waste
management represented over 80 per cent of the environmental services market, although
environmental noninfrastructure and support services are becoming more significant. Most
trade in environmental services takes place through commercial presence (mode 3) with the
accompanying presence of natural persons (mode 4).
Both the water and waste management segments of the global environmental market are
dominated by a relatively small number of European multinational companies that are
increasingly integrating their operations across water, waste and energy services.
Traditionally, environmental services have been considered mainly in relation to the operation
of infrastructure facilities to provide water and waste treatment services, which account for as
much as 80 per cent of the environmental services market. Historically, the major water and
waste management services were largely provided by the public sector. However, over the
past two decades, trade in environmental services have grown as a result of the adoption of
policies aimed at encouraging private sector participation in the supply and management of
environmental services (Kirkpatrick and Parker, 2005; Kirkpatrick, Parker and Zhang, 2006).
If a government decides to involve private firms, including foreign ones, in the provision of
services in a monopoly or oligopoly market structure, it is desirable to establish a regulatory
framework which can control for inefficient monopoly behaviour. Where the service is a basic
good such as water for household use, the case for regulation is reinforced by the need to
ensure that the welfare and social objectives for the sector are met. In the context of GATS,
this highlights the contentious interface between market liberalisation and domestic
regulation.
The Preamble to the GATS recognises ‘the right of members to regulate, and to introduce new
regulation, on the supply of services within their territories in order to meet national policy
objectives and, given asymmetries existing with respect to the degree of development of
services regulations in different countries, the particular need of developing countries to
exercise this right’. Article VI (Domestic Regulation) aims to deal with impediments to trade
and investment resulting from domestic regulation, but requires only that in sectors where
commitments are undertaken, each member shall ensure that all measures of general
application are administered, ‘in a reasonable, objective and impartial manner’. In other
words, the provision recognises the right of countries to apply domestic regulations and this
also their right to impose restrictions on trade, the only requirement being that countries only
apply such regulations that do not constitute ‘unnecessary’ barriers to trade (Drabek, 2005).
Recent years have seen a movement towards more reliance on private markets to supply
goods and services traditionally provided exclusively by the state. Private participation in the
water and sanitation sector in developing countries has been predominantly by foreign
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companies. While private sector participation in water services has been associated with a
range of contractual arrangements, in practice, contracts under which private firms provide
the services but government remains the ultimate owner of the water system and may remain
responsible for some new investment, are commonplace. While the forms of private
participation in the water sector vary in the allocation of risk, duration of the arrangement and
assigning of asset ownership, all involve some form of contract with, or regulation by, the
public sector.
Effective regulation achieves the overall welfare goals set down by the government for the
regulator. Welfare goals will typically include economic, social and environmental objectives.
In the developing country context, poverty alleviation and distributional objectives will be
given a greater weighting than in developed countries. For example, expanding water services
to communities and households that are currently inadequately supplied will often be an
important regulatory goal in lowerincome countries. This suggests that regulation of the
water sector in developing countries may face a greater dichotomy than in developed
countries between promoting economic and social goals (Smith, 2000). What is deemed
regulatory ineffectiveness in one context, for instance, a failure to remove crosssubsidies that
favour the poor, may not be in another context where poverty reduction is a primary goal of
public policy (World Bank, 2003b). In the case of the water sector, there will also be
environmental considerations to be built into the regulatory interventions.
Environmental services supplied primarily through Mode 3 will often require market entry for
personnel associated with the establishment of foreign companies. In addition, there will be
increased demand for environmental support services such as construction, engineering, legal
and consulting services.
The effects of liberalising environmental services in the EUMercosur agreement are expected
to be positive127. For water and wastewater, the EU would achieve a significant economic
benefit from increased overseas investments, with smaller gains for solid waste management.
An economic benefit is also expected in Mercosur, through increased efficiency due to greater
competition. This may be associated with positive depending on the nature of accompanying
regulation and government subsidy programmes. 128
Other environmental services include air quality protection, remediation services for
contaminated land and water, noise abatement, and services to protect biodiversity and
landscape129. Both European and Mercosur companies can expect to benefit from improved
access to the growing demand for environmental services.130
Construction and related engineering services
Construction and civil engineering are essential components of many aspects of development,
and can help to generate large economic benefits. In this subsector the potential static welfare
gains from complete liberalisation may be greater in the EU than in Mercosur, through
increased mobility of Mercosur workers to the EU. However, the scenario for mode 4
liberalisation is restricted primarily to professional staff, and so the gains to the EU would
come mainly from the sale of services to Mercosur. Gains in Mercosur would come largely
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from productivity improvements or reduced rents. The sector is however one in which Brazil
and Argentina already have highly experienced firms using modern techniques, and so the
gains may not be large. Relaxed entry requirements may result in a small loss of employment
of Mercosur professionals, but salary differentials would limit this effect.
Distribution services
The scenario for services would expand the ability of EU distribution companies to establish
outlets in Mercosur, where their technological capability is likely to give them a competitive
advantage over local distributors. The EU would gain economically from the return on
investment, while Mercosur would experience welfare gains from increased economic
efficiency.
Most of the increase in efficiency in Mercosur is likely to come from reduced employment in
the industry. The number of small traders can be expected to decline, with a smaller number
of jobs becoming available in new outlets. The welfare gain will come mainly from lower
consumer prices, particularly for higher income urban communities. Beneficial and adverse
impacts have been observed in a study of the actual effects of retail services liberalisation in
Thailand, where they have been the subject of social unrest and intense political debate131.
The SIA of the WTO negotiations on distribution services concludes that in many developing
countries the potential gains are likely to be compromised by small retailers being squeezed
out of the market and pressures exercised on suppliers by big international retail chains132.
Effective regulation and appropriate phasing of reforms would be needed in order to mitigate
such effects.
In the longer term, liberalisation can be expected to improve the effectiveness of those
distribution services which supply modern industrial and commercial equipment to other
sectors of the economy. This may have a significant beneficial long term effect on Mercosur
growth rates.
Educational services
Education services are partially exempt from liberalisation under GATS Article I.3, which
provides a general exception for services provided in the exercise of government authority
that are not supplied on a commercial basis or in competition. This is expected to apply
similarly in the services scenario for EUMercosur liberalisation. The scenario will provide
some additional freedom to offer private sector education, but no major economic impacts are
anticipated.
Energy services
Supply of natural gas and oil is less influenced by trade liberalisation than electricity supply.
As with water supply services, the increased efficiency arising from increased competition is
likely to improve availability as well as saving costs. Similar improvements have been
achieved, however, in state owned utilities, through appropriate public investment 133 .
Privatised utilities have however proved more efficient in extending coverage. Trade
liberalisation can help to improve the performance of the energy services sector, but effective
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regulatory frameworks are also needed, in order to prevent the formation of private
monopolies and maintain access for poorer communities.
Large numbers of professional and skilled staff are employed in the energy industry.
Liberalisation may entail some loss of local employment associated with greater entry of EU
firms, but this may be more than offset by a high degree of skill transfer. This may in turn
lead to increased competitiveness of domestic energy services, depending on the country’s
development strategy and its success in building the appropriate technological infrastructure.
Healthrelated and social services
As with educational services, health and social services are partially exempt from
liberalisation under the GATS exception for government services, which applies also in the
services scenario for EUMercosur. Qualification requirements, residency requirements or
economic needs tests apply for example to doctors, nurses and pharmacists, and mode 4
liberalisation under the scenario will be limited. The opening of markets to foreign health
service companies is largely a matter for individual governments’ choice.
It has been suggested that health care services are an area in which developing countries could
become major exporters, either by attracting foreign patients, or by migration of health
personnel 134 . Other studies have suggested that it is only in countries with high health
standards and a surplus of medical personnel where such exports would not have an adverse
effect on the health of the country’s own population135. A review by UNCTAD136 concludes
that health services liberalisation has had a beneficial effect in most cases, by exercising
downward pressure on health service costs. The report notes however that poorer countries
are not well placed to benefit, and that direct action is needed to improve health services for
the poor..
Tourism and travelrelated services
The growth of the tourism industry is determined mainly by market opportunity and
government policy, and so the effects of further liberalisation are expected to be small. The
principal economic impacts of EUMercosur liberalisation are likely to come through greater
European involvement in local travel agencies, hotels and restaurants, but the sector is already
highly competitive. Economic gains to the EU from foreign earnings and to Mercosur from
greater competition are not expected to be significant.
Services Liberalisation and Mode 4
Mode 4 commitments in services are a contentious area for negotiation. Mode 4 is defined as
the supply of a service by a service supplier of one WTO member, through the presence of
natural persons of a member in the territory of another member on a temporary basis. Mode
4 service suppliers generally gain entry for a specific purpose, are confined to one sector, are
temporary (the time frame is left to the discretion of each country and is set out in Members’
commitments on Mode 4), and are at all skill levels (World Bank 2004a:167).
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Conditions for Mode 4 tend to be more restrictive than for other modes. GATS schedules are
mostly biased in favour of intracorporate transferees, so that the value of these commitments
is dependent on access conditions under mode 3. More that 40 per cent of all WTO
horizontal commitments relate to this category of workers, and a further 50 per cent of
commitments cover executives, managers, specialists and business visitors (Marchetti
2004:27). Most of the commitments pertain to intracorporate transferees (tied to mode 3) and
highly skilled professionals. Few offers include new semiskilled and lessskilled categories,
remove horizontal and sectoral limitations, or address work permit and visa procedures (the
GATS visa).
Mattoo (2003) identifies five key impediments to mode 4 trade. First, quantitative restrictions
on the movement of natural persons with a view to protecting local labour markets. Second,
economic needs tests and labour certification requirements, whereby prospective employers
must certify that no domestic workers were available prior to hiring the foreign worker. There
is often a lack of transparency and a high degree of administrative discretion applied to such
tests. Third, the issuance and renewal of visas and work permits may be expensive and lack
transparency. Fourthly, social security contributions, double taxation and nonportability of
pension and other social contributions. Finally, lack of recognition of qualifications,
educational degrees, training and experience, especially in the regulated professions.
Governments are reluctant to undertake permanent commitments when employment demand
varies with cyclical conditions and when there are domestic difficulties of integrating foreign
workers into the labour force and society. Thus, while the potential gains from increasing
temporary mobility of labour, including service suppliers under GATS mode 4 are large,
‘expectations of farreaching forward movement need to be tempered because of the political
sensitivity of such trade in receiving countries’ (World Bank, 2004:144).

5.4.5 SIA Findings: Mercosur
Economic impacts
Real Income
As indicated by the model results the overall impact on static economic welfare of the
services component of the EU Mercosur agreement is likely to be positive. Much greater
long term gains are available provided that the opening of services markets is complemented
by domestic regulatory reform. These gains can, in turn, make a significant contribution to
investment and economic growth. However, the implementation of appropriate and effective
regulation would entail both costs and time, which Mercosur governments will have to weigh
against the emerging benefits in a carefully phased programme of reforms.

Fixed Capital Formation
The exposure of Mercosur’s services industries to foreign entry and competition can be
expected to encourage investment in establishing a commercial presence on the part of foreign
firms, particularly from EU companies. However, the recent downturn in private foreign
investment in the infrastructure sector in Latin America, including the Mercosur countries,
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has highlighted the importance of regulatory and contractual credibility for foreign investment
decisionmakers.
Domestic investment in services provision may also increase over time, as local firms
establish an export capacity in services sector activities. There are a growing number of
Mercosur service companies that have themselves acquired technological and services
capacities. This may come from participating in joint ventures in their own countries, but in
some cases, including Brazil, the export capacity is based mainly on indigenous knowledge
and experience (Zarrilli, 2003).
Employment
In Mercosur countries there will be negative adjustment effects on employment in the short
run, as sectors become more efficient and productive. Impacts are expected to be small
overall, and restricted to service subsectors such as distribution. In comparison with similar
changes associated with privatisation and other domestic reforms, impacts from services
liberalisation are not likely to be more than minor in significance.
The long term effects on employment in Mercosur are expected to be positive. Most of the
anticipated employment changes arise through increases in productivity, which are likely to
be associated with a beneficial long term effect on wage levels.
Social impacts
Poverty
The increase in investment in infrastructure services provision, such as water and sanitation,
and electricity has the potential for improving the access of the poor to essential
services.137This will require an effective regulatory institutional structure which can ensure
that the services provided to the poor are affordable and accessible..
Health and Education
There is a substantial body of empirical evidence showing that improvements in the quality of
basic infrastructure services has a positive impact on the health of the poor 138 . Trade
liberalisation may contribute to this, provided that the new investment in infrastructure results
in improved quality, affordability and accessibility for the poor. Liberalisation of
environmental services may have significant social and health impacts, depending on the
nature of associated reforms. Potential efficiency improvements may have significant
beneficial effects, but adverse effects can occur for poorer social groups if the reforms are not
accompanied by effective regulation and government subsidies.
Equity
There are no significant impacts on equity attributed to services liberalisation.
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Environmental impacts
Biodiversity
No significant impacts on biodiversity have been identified.
Environmental quality
Services liberalisation is expected to help increase the use of environmentally efficient
management techniques and technologies, and add to the pressures on government to improve
environmental regulation and enforcement. This will provide a fairly small addition to the
promotion of such techniques by international agencies.
Liberalisation of distribution services is expected to lead to goods being sourced from a wider
area, with consequent adverse impacts on local pollution and climate change associated with
increased transport. Changes in packaging techniques may have adverse impacts on waste
generation, requiring stronger regulation to encourage recycling.
Natural resource stocks
Greater use of environmentally efficient management techniques and technologies will tend to
reduce pressures on consumption of water and other resources. The impact is not expected to
be significant in relation to other effects in this area.
Process Indicators
Some of the service sectors affected, particularly telecommunications, can have important
beneficial influences on processes of economic and social transformation.
Liberalisation will also help to enable stronger environmental management. Increased
transport associated with distribution services liberalisation will additionally add to climate
change pressures.
Consistency with sustainable development principles
The effects will be similar to those identified for industrial products. All are beneficial or
neutral, except for the principle of reducing and eliminating unsustainable patterns of
production and consumption (Principle 8).
Institutional capacity for effective sustainable development strategies
The effects on sustainable development strategies will be similar to those for industrial
products. These are all relatively neutral in that they neither add to nor detract from Mercosur
countries’ capacity to implement effective sustainable development strategies.

The impacts discussed above are summarised in Table 5.33.
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Countries / sectors
affected

Causal factors

Factors affecting
significance

long
term

Impact

short
term

Table 5.33: Sustainable development impacts of services liberalisation in Mercosur

Strongest in
Transportation, Finance
and Telecom.

Static welfare

Competitiveness of
domestic service
providers
Regulatory capacity
Other aspects of
economic policy
Domestic regulation
Business
environment

ñ

é



é



ñ

Education and
training; labour
market flexibility and
retraining

ò

ñ

ñò

ñ

ñò

ñ

Mixed small effects





No significant impacts
identified
Environmental services,
energy services.





Potential
significance

Economic
Real income

Higher growth
Fixed capital formation

Employment

Distribution, smaller
effects in other sectors

Market access for
FDI commercial
presence
Service sector
exports
Production, labour
productivity.

Social
Poverty

Unemployment in
short term, better long
term economic
performance
More efficient
services, potential
adverse effects for
access to services

Health and education

Equity

Strong regulation

Environmental
Biodiversity
Environmental quality

Distribution services
Natural resources

Environmental services,
energy services etc.

Greater use of
improved
management
techniques
Increased
packaging
Minor beneficial
impacts

Government
willingness to revise
legislation

ñ

ñ

stronger
recycling

ò

ò





Consistent with
most principles.
Small incremental
consumption
pressures
Consistent with
most strategic
objectives. Concern
for adverse effects
on telecoms

Effective regulation



ò

Technology strategy





regulation,

Process
SD principles

SD strategies

Legend: é positive greater significant impact, ê negative greater significant impact, ñ positive lesser
significant impact, ò negative lesser significant impact, ñò positive and negative impacts likely to be
experienced according to context (may be lesser or greater as above),  nonsignificant impact compared with the
base situation.
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5.4.6 SIA Findings: EU
Economic Impacts
Liberalisation of EU Mercosur services trade is expected to have a positive impact on real
income, employment and fixed capital formation in the EU, as a result of increased export
opportunities in the Mercosur region.
Social Impacts
The liberalisation of services sector is not expected to have any significant social impacts in
the EU 25 countries.
Environmental Impacts
No significant environmental impacts in the EU have been identified for services
liberalisation.
Table 5.34 summarises the anticipated impacts in the EU from services liberalisation within
the EU Mercosur Association Agreement.
Table 5.34: Sustainable development impacts of services liberalisation in the EU
Causal factors

Factors affecting
significance

International
companies investing
abroad

Greater market
access

Level of
liberalisation

Potential
significance
long
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Legend: é positive greater significant impact, ê negative greater significant impact, ñ positive lesser
significant impact, ò negative lesser significant impact, ñò positive and negative impacts likely to be
experienced according to context (may be lesser or greater as above),  nonsignificant impact compared with the
base situation.

5.5

Investment

5.5.1 Introduction
The negotiations on the EU Mercosur trade agreement include a number of areas relating to
domestic regulatory rules. 139 Liberalisation in these areas is seen as complementing the
traditional market access measures by providing an ‘enabling environment’ for the expansion
of international trade and investment flows.
The inclusion of investment in trade negotiations is intended to minimise the conditions and
regulations on foreign investors entering and operating in the host countries, to improve the
transparency and consistency of the regulations that are applied to foreign investors, and to
grant them national treatment. An investment agreement can include a number of different
provisions, depending on the objectives of the agreement.140 This would typically involve
the removal of performance requirements and the adoption of a range of investor rights. The
underlying premise in favour of an investment agreement is that it will increase the flow of
foreign investment. In addition, by improving investor protection and confidence, domestic
investment may be stimulated. Proponents of investment agreements argue, therefore, that the
improvement of the investment ‘climate’ and the liberalisation of investment would be of
mutual benefit to both parties in the trade agreement.141 However, the inclusion of investment
provisions in trade agreements has been contentious since investment provisions affect
domestic policy space with possible implications for the domestic economy.
An investment agreement can combine elements of these approaches simultaneously. In the
case of the EU – Mercosur negotiations, discussions on an investment agreement have
focused on the improvement of the investment environment and a progressive liberalisation of
investment, complemented by appropriate domestic regulations.142
There is an extensive literature on investment agreements, particularly in the context of
developing countries. There are opposing theoretical arguments on investment provisions.
Proponents argue that the inclusion of investment provisions within trade agreements will
increase FDI, by fostering an enabling environment and strengthening the credibility and
security of government commitments to investors. Opponents are sceptical of the influence of
investment provisions on the inflow of FDI, or are concerned about the potential loss of
control over domestic policy space (UNCTAD, 2006)
The empirical evidence on the economic impact of investment provisions in regional trade
agreements is generally positive. Dee and Gali (2003) find that FDI responds positively to the
nontrade provisions within RTAs. Similarly, Te Velde and Bezemer (2006) find that regions
139

The main areas for negotiation are the socalled ‘Singapore issues’ , namely, investment, trade facilitation and
public procurement.
140
Te Velde and Fahnbulleh, (2006) identify the following areas that can be covered in an investment agreement:
Investment promotion and cooperation, liberalisation and market access, and investment protection.
141
The following paragraphs are taken from Te Velde and Fahnbulleh (2006)
142
EU FTAs have in general, been concerned with investment cooperation, promotion and to some extent
liberalisation, rather than investment protection
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with more investment provisions provide US and UK investors with positive signals about
how different regions will treat them. Furthermore, the type of regional grouping matters for
attracting FDI (i.e. whether or not the RTA includes certain trade and investment provisions).
The OECD (2006) finds that investment provisions in RTAs are positively associated with
both trade and investment flows, and that they matter more for FDI flows than trade flows.
The impact with investment provisions have on the inflow of FDI depend on the quality of
domestic institutions, such as the rule of law and governance. 143
5.5.2 Foreign Investment Regime in Mercosur
The provisions in an investment agreement would depend in part on existing commitments on
investment. Investment promotion measures may already be included as part of trade
facilitation measures and may also form part of an agreed aid for trade programme of flanking
measures. With respect to investment liberalisation, the provisions within the FTA will need
to take into account any existing commitments in GATS services sectors. It would also need
to take account of any TRIMS commitments. With respect to investment protection, the legal
implications of the RTA investment agreement would need to take into account any existing
international commitments on investment protection.
The foreign investment regimes have been significantly liberalized in the last 15 years, in
each member of Mercosur, and are now considered to be conducive to attracting large foreign
investments. In Brazil, constitutional amendments passed in 1995 eliminated the distinction
between foreign and national capital. Constitutional Law now mandates the same legal
treatment for national capital, and foreign capital invested in the country, under the same
circumstances, and prohibits all forms of discrimination not explicitly foreseen in the Law.144
As a consequence, the Federal Government does not grant special incentives to foreign
investment, other than those available to investment in general, and foreign direct investment
(FDI) is accorded, in general, national treatment. However, restrictions to foreign investment
apply in a number of areas. These include mining of mineral resources as well as exploitation,
refining or transportation of hydrocarbons which remains under a state monopoly. Direct or
indirect investment in health care in Brazil is closed to foreign enterprises. Investment in
highway and road transport is limited to no more than 2025% of the capital stock with voting
rights. Commercial presence of foreign entities or individuals is restricted in financial services
as the installation of new financial institutions is subject to casebycase approval.145
Also in Argentina foreign companies can invest without prior approval, on the same
conditions as investors domiciled in Argentina, and have the right to repatriate their
investments and transfer their profits abroad at any time. However, until late 2006 the
repatriation of direct investments as a result of the sale or definitive disposal of the investment
is subject to the prior approval of the Central Bank of the Argentine Republic insofar as it
exceeds US$2 million per month146. Under certain conditions, direct investments are subject
to the 30 per cent deposit. Further, in 2003, a new law on the preservation of cultural property
and assets was adopted. This imposed a 30 per cent cap on the participation of foreign

143

There is the possibility of reverse causation, where investment agreements have a positive impact on the
quality of domestic institutions, thereby increasing FDI.
144
WTO, 2004
145
opt. cit.
146
WTO, 2007
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enterprises in the ownership of communications media and limited their voting rights to 30
per cent147.
In Uruguay, the Investment Law prescribes that the investment regime shall not discriminate
between foreign investors established in Uruguay and Uruguayan investors. There are,
however, some restrictions concerning market access. 148 For example, foreign investment is
specifically prohibited in the following sectors: the operation of radio and television stations;
cabotage and domestic transport of passengers by sea or air; fishing within an area of 12
nautical miles; and ownership of more than 49 per cent of the shares in railway companies.
In general, foreign investors may engage in any type of activity on the same terms as
Uruguayan investors. Foreign investors are eligible for the same incentives as Uruguayan
investors.
As in the case of other Mercosur’s members Paraguay's foreign investment regime is
relatively open. There are no restrictions on foreign investment and private investment in
general, other than in sectors reserved for the State. There are no prohibitions on Paraguayan
investment outflows or restrictions on conversion or transfer of foreign currency. Private
sector participation is restricted in areas reserved for the State, such as some specialized
telecommunications services. 149
The Colonia and Buenos Aires Protocols codify common rules on investment for Mercosur’s
member and nonmember countries, respectively. These protocols, however, make no
progress in disciplining investment incentives and still await ratification by some members150.

5.5.3 SIA Findings: Mercosur
Economic Indicators
Real Income
European investment in the Mercosur region is already very substantial and an investment
agreement is expected to confirm investor confidence in the region. Given the substantial
inflow of FDI to the services sector, the impact of an investment agreement may be muted.
However, if an agreement resulted in the relaxation or removal of sectoral restrictions, there
could be a proportionately larger increase in European investment into these sectors. An
investment agreement will also act as a signal to non EU investors. The additional inflow of
FDI that can be attributed to the agreement is unlikely to be significant, but any agreement
can be expected to stabilise the long term flow of FDI. Over time, the inflow of new FDI is
expected to contribute to economic growth.
Fixed capital investment
An investment agreement is expected to have positive impact on foreign direct investment and
may also increase domestic investment.
147

opt. cit.
WTO, 2006
149
WTO, 2005
150
Bouzas, Da Motta Veiga and Torrent (2002)
148
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Employment
The increase in growth resulting from FDI inflows is expected to have a positive long term
impact on employment
Social Indicators
Poverty
In the long run, the increase in real income attributable to higher FDI inflows may have a
indirect trickle down effect on poverty. The inflow of FDI into the basic utilities sector is also
likely to contribute to poverty reduction, provided that domestic regulatory offices are able to
regulate for accessibility and affordability criteria in the delivery of services by private utility
operators.151
Equity
An investment agreement is not expected to have a significant impact on equity.

Health and Education
If FDI results in learning by doing and skills enhancement externalities, the quality of the
labour force may be positively affected. Similarly, if the health safety standards in foreign
owned enterprises are superior to domestic enterprises, there may be some marginal
improvements in health for employees. Neither of these potential externalities of FDI is likely
to be significant in the context of the middle income Mercosur countries.
Environmental Indicators
Biodiversity
An investment agreement is not expected to have any significant impacts on biodiversity.
Environmental quality
The impact of increased FDI on the environment has been widely discussed in the literature
(see section 4 above), particularly in the context of pollution havens and a ‘race to the
bottom.’ Any liberalisation of FDI market access should be conditional on an effective
environmental regulatory capacity and where necessary, a strengthening of environmental
regulatory capacity. There is also evidence to suggest that FDI can introduce improved
environmental control technology, thereby contributing to improvements in environmental
quality. FDI in environmental services can also contribute positively to environmental
quality. 152 The impact of an increase in FDI resulting from an investment agreement is
expected to be confined to the long run scale effect associated with increased output.
151
152

See, Kirkpatick and Parker 2007
George, Kirkpatrick and Scrieciu, 2006

SIA of Mercosur Negotiations – Final Report

page 135

Natural resources
Increased foreign investment in extractive industries and in sectors that use natural resources
as inputs can be expected to put additional pressure on the natural resources capital stock and
may require appropriate flanking measures in terms of environmental controls and regulation.
Process Indicators
Increased FDI may contribute to Principle 9, the exchange of scientific and technological
knowledge, and enhance the development, adaptation, diffusion and transfer of technologies,
including new and innovative technologies. This is consistent with the other principles of
sustainable development. In terms of the criteria for effective national sustainable
development strategies, an investment agreement which was linked to the provision of
environmental services and environmental technology transfer would contribute to criteria
A.3, ‘the integration of the maintenance of sustainable levels of resource use and the control
of pollution to maintain a healthy environment into economic policy’ An agreement of
investment would not be contrary to the other criteria for effective national development
planning.
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short
term

long
term

Table 5.35: Summary of Sustainability Impacts for Investment Agreement: Mercosur
Impact
Countries / sectors Causal factors Factors affecting Potential
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The following symbols are used in the tables to show impact significance
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é
ê
ñ
ò
ñò

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)

impact has been evaluated as nonsignificant compared with the base
situation.

5. 5.4 SIA Findings: EU
The inclusion of investment agreement provisions in the EU Mercosur Association
Agreement is expected to generate economic gains for European investors in Mercosur. It is
not expected to impact on the inflow of FDI to the EU. There are no significant social or
environmental impacts expected in the EU Member States (Table 5.36)
Table 5.36: Summary of Sustainability Impacts for Investment Agreement: EU
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
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Impact
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Factors affecting Potential
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The following symbols are used in the tables to show impact significance
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5.6

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as nonsignificant compared with the base situation.
Trade Facilitation

5.6.1 Introduction
The CETM model includes trade facilitation as part of the full liberalisation scenario, by
modelling the impact of a 1% reduction in trade costs. For Mercosur, trade facilitation
accounted for approximately 30% of the aggregate welfare gains from full trade liberalisation
Trade liberalisation accounted for a further 60% of the total real income gains. For the EU,
trade facilitation was shown to be the single most important trade liberalisation measure,
accounting for approximately half the increase in real income for EU25. Other modelling
studies of trade facilitation as part of trade liberalisation also indicate significant gains
(Engman, 2005).
Econometric estimates of the influence of trade facilitation costs on export performance in
Mercosur were presented in Section 4.3 and showed that a reduction in trade facilitation costs
could have a significant (positive) effect on Mercosur exports (Table 4.21).
There may be other benefits accruing from trade facilitation reforms. In some developing
countries an immediate gain may come from increased government revenue, through more
efficient and reliable tax collection and reduced corruption153. Larger long term gains may
153

Engman (2005)

SIA of Mercosur Negotiations – Final Report

page 139

occur by increasing the ability of developing countries to attract foreign direct investment and
integrate into global supply chains, and hence accelerate their rate of growth154 . Investing
companies typically require cheap, quick, transparent and predictable customs services155.
There is a broad consensus that trade facilitation does have the potential to contribute
significantly to smoother and intensified trade between countries, particularly in terms of
eliminating burdensome trade procedures, increasing transparency, improving business
opportunities and security, and generally enhancing competitiveness and economic
development to the benefit of both the government and the private sector156. Landlocked
countries in particular can expect to benefit from reduced border delays and transit costs.
Studies on the costs of implementing trade facilitation measures are scarcer. Analysis of such
costs is important in designing assistance programs, as priority should be given to the most
costeffective element of trade facilitation. The OECD conducted a series of country surveys
in 2004 and 2005 that addressed this issue of particular concerns to developing countries and
LDCs member of the WTO. Data on implementation approaches and costs of eleven trade
facilitation measures selected among those proposed by WTO members for negotiations was
collected in fourteen developing countries (OECD, 2004; OECD, 2005c). While the OECD
cost study does not include any conclusive quantitative cost estimates for the measures
examined, it provides very useful information on the relative complexity of the various
measures examined and some of the major issues associated with their implementation. The
study focused specifically on implementation costs for Government and considered the
following 4 cost components (1) Regulatory costs, (2) Institutional costs, (3) Training costs
and (4) Equipment/Infrastructure costs specifically and directly related to a given TF measure.
However, the study notes that overall implementation costs of specific measures will be
affected by the current level of infrastructure development in each country, which may need
to be improved before a particular measure, may be effectively implemented. While the study
did not attempt to compare costs of various measures examined, risk assessment, auditbased
controls, and special procedures for authorized persons are identified as the most complex and
costly measures, followed by advance lodgment and processing of data. In contrast, advance
rulings and security for duties and taxes reportedly have minimal implementation costs. The
study concludes that the costs of even the most technically demanding measures were by no
means large, observed interlinkages between various trade facilitation measure require the
need for a coherent implementation plan of the trade facilitation measure to be included in the
negotiations (cited from Duval, 2006)
Similarly, Finger and Wilson (2006) point out that there are a number of administrative
reform measures that are at the center of the negotiations on GATT Articles V, VIII, and X
that would likely not require largescale investments or new infrastructure projects to support
modified GATT rules. These include, for example, more explicit rules on publication of fees
for imports and exports, and more rapid response mechanisms to adjudicate customs disputes,
among others.
Finger and Schuler, 2000, cited in Finger and Wilson, 2006), based on analysis of World
Bank projects, estimated that each of the 16 areas of the customs valuations agreement would
cost more than $2.5 million to implement. They find that the costs of implementing the
customs valuation agreement together with agreement on Traderelated Aspects of Intellectual
154

OECD (2005a)
Engman (2005)
156
Hellqvist (2003), UNECE (2002), Ivanow and Kirkpatrick (2007)
155
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Property Rights (TRIPS) amounted to millions of dollars in middleincome developing
countries.
It is widely agreed that trade facilitation does offer potential benefits to all countries, but the
measures ‘present much less scope for tradeoffs than other areas of negotiation’, so that ‘a
capacitybuilding approach to this issue may be more effective than taking a strictrulesbased
approach subject to the dispute settlement processes’157. In order to reap the potential benefits,
many developing countries have embarked on customs modernisation unilaterally as part of a
broader programme of reforms, with assistance from international agencies such as the World
Bank and UNCTAD 158 . Experience suggests that factors essential for success include
‘properly identifying problem areas and coherently designing reform programs’159.
These considerations suggest that trade facilitation does offer significant potential economic
benefits although these cannot be quantified with any certainty. They are probably fairly small
in the short term, but may make a significant qualitative contribution to longer term
development processes. Effective technical assistance is likely to make an important
contribution in ensuring that the benefits outweigh the costs.
Much of the expected benefit of pursuing trade facilitation in the Mercosur negotiations is
expected to come from moving towards standardisation and simplification of customs and
other procedures in the Mercosur countries, where EU imports are required to comply with
different customs procedures in each country.
The total time required to complete import and export procedures in the four Mercosur
countries is show in Table 5.37. Comparatively, time required to complete customs
procedures in Latin America is higher than in East Asia and in the OECD countries (World
Bank, 2006).
Table 5.37: Time Required to Complete Import and Export Procedures

Documents
to
export (number)
Signatures
for
export (number)
Time for export
(days)
Documents
for
import
Signatures
for
import (number)
Time for import
(days)

Argentina
6

Brazil
7

Paraguay
9

Uruguay
9

6

8

7

10

23

39

34

22

7

14

13

9

9

16

11

12

30

43

31

25

Source: World Bank (2006)

5.6.2 SIA Findings: Mercosur
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Economic Impacts
The main economic benefit to developing countries from trade facilitation will be in the
efficiency gains from customs and related procedural reforms. These gains can be expected to
contribute to an improvement in the business environment and will facilitate the growth of
investment and employment in exports production. An increase in imports could contribute to
additional employment opportunities in port handling and distribution activities. There could
also be gains in economic efficiency associated with a reduction in rent seeking activities. The
size of these gains will be lower, however, in the short run, as in terms of employment
retrenchment and as financial costs are incurred in implementing the reforms. The potential
gains from trade liberalisation will also be reduced if they are not accompanied by a reduction
in domestic regulatory barriers to private sector development (see section 4.3).
Social Impacts
The social impacts of trade facilitation reforms are unlikely to be significant.
Environmental Impacts
The environmental impacts of trade facilitation reforms are unlikely to be significant. It has
been argued that the detailed design of a trade facilitation agreement ‘should not be allowed
to have any impact on environmental, human health and other public welfare legislation and
regulation’, and that a potentially beneficial impact on implementing borderrelated
multilateral environmental agreements (MEAs) could be outweighed if trade facilitation
measures were to become a barrier to the effective implementation and further development
of these MEAs160. In the context of the assumed negotiation scenario, these effects are not
expected to be significant.
Process Indicators
Trade facilitation gains are consistent with the sustainable development principles and
strategy indicators but are not expected to have a significant impact on them.

The potential impacts of trade facilitation reforms are summarised in Table 5.38.

160

IISD (2003)
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Table 5.38: Summary of Sustainability Impacts for Trade Facilitation: Mercosur
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact
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The following symbols are used in the tables to show impact significance
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positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as nonsignificant compared with the base situation
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5.6.3 SIA Findings: EU
The CETM CGE model predicts large gains in economic welfare in the EU from trade
facilitation reforms. These will accrue largely as a result of the reduction in trade costs
incurred by EU exports to Mercosur. There are no significant social or environmental impacts
in the EU associated with trade facilitation reforms. These effects are shown in Table 5.39.
Table 5.39: Summary of Sustainability Impacts for Trade Facilitation: EU
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
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short
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Impact
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The following symbols are used in the tables to show impact significance
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positive greater significant impact
negative greater significant impact
positive lesser significant impact
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negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as nonsignificant compared with the base situation

5.7

Government Procurement

ò
ñò

5.7.1 Introduction
Government procurement is the term used to describe the purchasing activities of government
and government controlled entities. Government spending on tradable goods and services was
estimated at more than US $2,000 billion annually in the 1990s. 161 Today, the purchases of
public authorities and other entities operating in the utilities sector in the EU alone, exceeds
this figure. Government procurement is arguably the largest trade sector sheltered from
multilateral disciplines. It was initially excluded from the GATT  Article III (national
treatment) does not apply to procurement. With the completion of the Tokyo Round on
multinational trade negotiations in 1979, a code of conduct for central government
procurement, known as the Agreement on Government Procurement (GPA), was introduced
into the GATT. The code bound only its signatories and most GATT contracting parties did
not join. During the Uruguay Round the coverage of the agreement was expanded to include
services and additional government entities. Transparency in government procurement was re
introduced as part of the WTO negotiation agenda at the Singapore Ministerial meeting in
December 1996, as one component of the socalled ‘Singapore issues’ (the other ‘behindthe
border’ Singapore issues related to multilateral rules for competition, trade facilitation and
investment). In July 2004, the World Trade Organization (WTO) General Council decided not
to launch negotiations on new multilateral rules on transparency in government procurement
(or competition and investment). Multilateral disciplines on government procurement remain
subject, therefore, to the amended plurilateral Government Procurement Agreement (GPA)
which came into force in 1996. The agreement regulates public tenders in a way to guarantee
the transparency of procedures and to ensure equal treatment for domestic and foreign
suppliers.
The European Union has identified the absence of multilateral disciplines in the field of
public procurement as a serious constraint on the ability of EU companies to compete for
government contracts in areas such as transport equipment, public works and utilities, and
seeks to improve the terms of access to procurement markets outside the EU for EU
exporters.162 To achieve this, the EU aims to negotiate access to procurement markets through
its bilateral trade agreements and free trade agreements (FTAs), by encouraging third
countries to negotiate substantial commitments with the EU.
Government procurement has been an integral part of the ‘second wave’ of regionalism which
has been characterised by a ‘deepening’ of these agreements to include ‘behind the border’
regulatory issues including investment, technical barriers, and trade facilitation. The
European Commission’s recent Communication on trade policy states that:

161
162

OECD, 2002
http://ec.europa.eu/trade/issues/sectoral/gov_proc/index_en.htm
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‘Free Trade Agreements (FTAs), if approached with care, can build on WTO and other international
rules by going further and faster in promoting openness and integration, by tackling issues which are
not ready for multilateral discussion and by preparing the ground for the next level of multilateral
liberalisation. Many key issues, including investment, public procurement, competition, other
regulatory issues and IPR enforcement, which remain outside the WTO at this time can be addressed
through FTAs.’ EC, 2006:8).

With regards to public procurement the EU Communicating highlights that:
‘Public procurement is an area of significant untapped potential for EU exporters. EU companies are world
leaders in areas such as transport equipment, public works and utilities. But they face discriminatory practices in
almost all our trading partners, which effectively close off exporting opportunities. This is probably the biggest
trade sector remaining sheltered from multilateral disciplines.

An examination of the areas of EU economic interests where the government procurement is
most prevalent reveals that sectors such as ‘construction work’ and ‘Architectural,
construction, legal, accounting and business services’ account for over 45% of the total
number of government tenders (Table 5.40). These areas coincide with EU’s main ‘offensive
interests’ in the area of government procurement as the EU is world leader in the export of
services as well as sectors such as construction, pharmaceuticals, public utilities, transport
equipment.
Table 5.40. EU Tenders announced in selected economic areas
Economic
Area
CPV 24

Description
Chemicals, chemical products and manmade fibres.

CPV 34

Machinery, equipment, appliances, apparatus and
associated products.
Office and computing machinery, equipment and
supplies.
Medical and laboratory devices, optical and
precision devices, pharmaceuticals and related
medical consumables
Motor vehicles, trailers and vehicle parts.

CPV 45

Construction work.

CPV 29
CPV 30

CPV 33

CPV 50
CPV 74
CPV 90

Repair and maintenance services of motor vehicles
and associated equipment.
Architectural, construction, legal, accounting and
business services.
Sewage services.
Total

Tenders (share of
total no of tenders)
3.4%
3.5%
5.1%
8.1%
3.6%
20.0%
3.7%
15.6%
3.2%
66.3%

5.7.2 The Government Procurement Market
Estimates of the size of public procurement by state bodies in goods and service for a sample
of 106 developed and developing countries find that for the OECD countries the total value
of government procurement market is estimated at USD 4 733 billion and for the nonOECD
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countries it is estimated at USD 816 billion .163 The role of government procurement of goods
and services typically accounts for 1015 per cent of GDP for developing countries and
around 20 per cent of GDP for developed countries.
In the EU, the procurement market is worth 1600 bn Euro. or over 16% of GDP. 164 In
Mercosur, in 2004, the size of the government procurement at national level accounted to $1.4
billion in Argentina and $3.5 billion in Brazil. 165 This market is significantly smaller in
Uruguay and Paraguay due to their smaller size but still accounts for a significant part of the
total government expenditure.
Government procurement legislation in Mercosur countries gives preference to local
suppliers. In Argentina the Compre Nacional [Buy Argentine] programme was reintroduced
in 2001 in favour of domestic industry for the procurement and contracting of goods, works
and services by public organizations, with a maximum of 10 per cent domestic preference in
the case of goods.166 This provision was subsequently repealed by Law No. 25.551, (Compre
Trabajo Argentino) [Buy Argentine Labour], which established a system of preferences for
goods of domestic origin, defined as those produced or extracted in Argentina, provided the
cost of the raw materials, imports or nationalized imported materials did not exceed 40 per
cent of the gross production value. There are also ‘Buy provincial’ and ‘Buy municipal’
programmes.167
In Brazil, under the Law No. 8,666 all procurement of goods, words and services must be
tendered except in cases listed in Article 24 of the law. This law has effectively established no
discrimination between companies incorporated under Brazilian law as the determining
factors in selecting suppliers are the lowest price or best technical offer. However, in order to
qualify for government contracts, suppliers must be legally established or represented in
Brazil. Foreign firms without operations in Brazil and involved in international tenders need
legal representation in the country or to be associated with a Brazilian firm (at least 51%
Brazilian capital participation and operational control). Under the Law number 10,176 of
2001, the Federal Public administration should give preferences to the information technology
goods and related services developed in Brazil. 168
In Uruguay Decree No. 194/997 provides that government procurement should be through a
public bidding procedure open to any Uruguayan or foreign supplier, although preferences are
given to Uruguayan suppliers. State and semipublic enterprises give preference to
Uruguayan over foreign products provided that they equal the foreign product in terms of
quality and suitability. This requirement allows Uruguayan bidders to be awarded contracts
even if their bids are 10 per cent higher than the foreign bid. In order to encourage the
participation of foreign suppliers, invitations to tender are published abroad through
Uruguay's diplomatic missions, but this is not a legal requirement. 169 When awarding
contracts for public works, preference is given to those which guarantee the most utilization
of domestic raw materials and labour; for the purposes of evaluating such a preference, the
general terms and specifications require bidders to give an estimate of the percentages of
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Uruguayan labour and materials comprised in the price offered. For foreign suppliers,
preference is given to those which offer to purchase and use Uruguayan products.170
In Paraguay the Law on Government Procurement (LGP) No 2,051 of January 2003
establishes the statuary provisions governing all public procurement in Paraguay. The LGP
classifies public tendering as either local or international. The former is limited exclusively to
natural or legal persons domiciled in Paraguay, while the latter is open to participation by
natural or legal persons, whether or not they are domiciled in Paraguay. International tenders
are used only in one of the following cases: (i) where required by an international treaty;
(ii) where stipulated in agreements with international organizations; (iii) where, following
investigation by the UOC, no Paraguayan suppliers are found to supply goods and services of
the quality required or where the price of such goods or services is not "suitable"; or (iv)
where no proposal has been submitted in a local tendering procedure.171
In the past few years Mercosur has undertaken initiatives liberalize government procurement
market within its member states. In December 2004 the Common Market Council (CMC)
approved the Protocol on Government Procurement with CMC Decision 27/04. The objective
of this instrument was to gradually extend nondiscriminatory treatment in the procurements
made by public entities to the suppliers and providers established inside Mercosur. Finally, it
is important to note that none of the Mercosur member states is a party to the WTO
Plurilateral Agreement on Government Procurement.

5.7.3 The Potential Benefits and Costs
The 2006 Communication focuses on the global competitiveness gains to Europe from
improved access to foreign public procurement markets. In an earlier Communication on
government procurement, the Commission emphasized that increasing the scope and
transparency government procurement can:172
· Increase competition to make bidders more efficient and stimulate innovation
· Achieve better value for money and lower budget expenditure
· Promote partnership between national and foreign bidders
· Fight bribery and corruption in the public sector
There are two potential sources of benefit from liberalisation of government procurement
(Evenett, 2003). First, as a result of the transparency requirements the government will be
required to demonstrate better value for money in its contracting and purchases. More
generally, greater transparency will contribute to improved governance. Estimates of the
economic impact of improvement transparency and accountability suggest significant savings
in the reduction of economic rents and corruption. Hockman (1998) estimates that
competitive tendering and outsourcing could produce savings of about 20% without
comprising quality. It is estimated that the introduction of the Internal Market reforms in the
EU significantly improved the performance of public procurement markets over the past
decade. Public procurement directives have effectively increased transparency and resulted in
an estimated saving of 30% or more in public finances, despite the fact that direct cross border
procurements remain low.
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Second, exports could expand as a result of purchases of goods and services by governments
in the partner countries..
A significant share of government procurement is in services, where foreign supply would
require the movement of people across national boundaries. The scope of negotiations on
trade liberalisation in government procurement therefore is not without relevance to issues
relating to domestic policy towards foreign direct investment, joint ventures and foreign
mergers and acquisitions of domestic firms. However, negotiations on government
procurement properly speaking are only concerned with the right for a company to participate
in a procurement, and thus do not include in themselves the liberalisation of cross border
movement of services and labour flows.
Developing countries have in the past consistently opposed the inclusion of government
procurement in the WTO negotiation agenda on the grounds that the scope of the issues is
unclear and that they lack the technical and institutional capacity to comply with international
tendering procedures. However, that position has more recently begun to shift, possibly in
recognition of that fact that every country in the world already has some rules governing
public expenditure, and also on account of the potential benefits in terms of governance and
money saved which enhanced transparency may generate. A number of developing countries
have therefore engaged in negotiations on transparency, if not also coverage.
Resistance to GPA compliance may also be based on more fundamental concerns about the
potential damaging effects on the development process. Procurement policies may be part of
an industrial policy or an instrument to attain social objectives (e.g., support for small and
medium sized enterprises, minorityowned businesses, disadvantaged ethnic groups, or certain
geographic regions) through setasides and preference policies.173 In addition, a government’s
ability to procure from firms of its own choice can be an instrument for macroeconomic
management.174 There is the concern that premature or overrapid opening of government
procurement markets will allow large foreign firms to drive out local firms before increasing
prices, similar to predatory dumping. However, there is also growing awareness that it may be
possible to address these issues within a procurement chapter, to the mutual satisfaction of all
Parties involved.
Furthermore, most developing countries are unlikely to gain a significant share of the
government procurement market in the developed country partner’s market. Many developing
countries’ competitive advantage continues to lie in the provision of labour intensive services.
However, as emerging economies increasingly diversify, their exporting interests grow more
varied. Developing countries can compete in the supply of goods, for example, office
furniture and equipment, textile products required in hospitals, shoes, tyres and other rubber
products required by defence and other public organisations, but the lack of information on
tender invitations and of the expertise required in filing the tenders can prevent producers
from developing countries from accessing this market. 175 On the other hand, as tender
information is increasingly published in central data bases free of charge on the internet, and
where as in the EU the information is published in several languages, access becomes easier
for smaller companies, and suppliers from developing countries are increasingly active in the
EU procurement market.
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The use of public procurement to achieve social outcomes is widespread among both
developed and developing countries but detailed information about how it operates is often
sketchy. The rational for using public procurement for achieving social objectives is also
clear in the European Commission communication on Public Procurement. The
Communication states that ‘the best value for money objective in public procurement does not
exclude taking environmental, social and consumer protection considerations into account”.
The Commission goes on to argue that:
‘Contracting authorities and entities can therefore be called upon to implement the various aspects of social
policy in awarding contracts, public purchases in practice constituting a significant means of influencing the
behaviour of economic operators’ (Commission of the European Communities, 1998, p.26).176

And further notes that:
‘it is possible for public administrations to lay down as a condition of execution of public contracts, compliance
with obligations of a social character, aimed for example at promoting the employment of women or
encouraging the protection of certain disadvantaged groups’ (Commission of the European Communities, 1998,
p.28)

Ideally, there would be a robust evidence base to substantiate the claims made regarding the
potential negative and positive impacts associated with government procurement reform in
developing countries. Unfortunately, with the notable exception of the study published in
2004 by the European Commission demonstrating significant potential for cost savings (some
30%; see above), to date, there is not enough solid evidence on the effect of liberalizing
government procurement markets.177 This being said, there is a widely held view that opaque
procurement practices are a significant source corruption, and a key obstacle to a sustainable
management of public finances.
Liberalisation of government procurement remains a complex issue, and a move towards a
rule based agreement may be perceived by some stakeholders as a potential weakening of
domestic policy autonomy. However, as an increasing number of developing countries are
engaging in public procurement reform, there is likely to be an increasing opportunity to test
the validity of these arguments.

5.7.4 SIA Findings: Mercosur
The coverage of an agreement of government procurement could range from an agreement on
greater transparency in government contracting with the private sector to formal agreement on
national treatment of foreign firms. In the context of the EU  Mercosur negotiations, given
the sensitivity and importance of government procurement for Mercosur industrial policy, it is
assumed that a realistic liberalisation scenario would focus mainly on improving transparency
in relation to the extent of national treatment and nondiscrimination in government
procurement and public works concessions.
Economic impacts
176
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An agreement on greater transparency in Mercosur governments’ procurement procedures
may generate gains from increased competition for government contracts. Further economic
efficiency gains might be expected to result from the improvement in the quality of public
sector governance. The ‘demonstration effect’ of improvements in transparency and
accountability in government procurement may spillover in improvements in other areas of
public regulation and policy affecting the private sector. Consumers are likely to benefit from
an improvement in the quality of goods and services provided by the state. There may be
additional gains to Mercosur exporting firms if an agreement assists Mercosur firms in
competing for public sector contracts for the supply of goods and labour services, in the EU
countries. These economic gains would need to be compared to any benefits foregone in
terms of developing domestic productive and technological capacity through the use of
government long term contracting with local producers as an instrument of industrial strategy.
On the other hand, a procurement framework which is perceived as more reliable and
transparent by operators could also be a key driver to attract more innovative inward
investment into Mercosur.
Social Impacts
The liberalisation of government procurement could have an impact on the use of
procurement to support SME development or regional development. However, there are ways
of addressing these issues. It is unlikely that the economic gains from the liberalisation of
government procurement could immediately be secured by the fiscal system and redistributed
to support these goals. This being said, the money saved on more efficient procurements
would become available for other important policy objectives such as social policy issues.
Over time, tax revenues from corporate taxation could increase as the dynamic effects of
liberalisation of government procurement are realised in terms of increased economic
performance and growth in the private sector. On the other hand, those groups who depend
heavily on goods and services provided by the state are likely to benefit from the
improvement in the quality of these goods that is engendered by the liberalisation of public
procurement rules.
Environmental Impacts
The reforms to government procurement procedures are not expected to have any significant
environmental impacts.
The impact of public procurement reform in Mercosur are summarised in Table 5.41.
Table 5.41: Summary of Sustainability Impacts for Government Procurement:
Mercosur
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact
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ñ

Economic
Real income

EU and Mercosur firms
that compete for public
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Factors affecting Potential
significance
significance
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term

Countries / sectors Causal factors
affected
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term

Impact
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contracts
Improved quality of
public sector services

More competitive
tendering and
sourcing

Savings in public
expenditure

More competitive
tendering

Fixed capital formation
Employment
Social
Poverty
Health and education

Equity

Environmental
Biodiversity
Environmental quality

Natural resources
Process
SD principles

SD strategies

The following symbols are used in the tables to show impact significance
é
ê
ñ
ò

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
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ñò


positive and negative impacts likely to be experienced according to context (may be lesser or
greater as above)
impact has been evaluated as nonsignificant compared with the base situation

5.7.3 SIA Findings: EU
EU companies are expected to gain from any improvement in access and transparency in
public procurement markets in Mercosur. Greater transparency in EU rules and procedures for
government procurement may allow some Mercosur companies to compete for Member State
government procurement contracts. However, this is unlikely to on a scale that would result in
significant economic gains in the EU. There are no social or environmental impacts
anticipated in the EU from government procurement rule changes (Table 5.42).
Table 5.42: Summary of Sustainability Impacts for Government Procurement: EU
Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact
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Fixed capital formation
Employment
Social
Poverty
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Natural resources
Process
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Factors affecting Potential
significance
significance
long
term

Countries / sectors Causal factors
affected

short
term

Impact

The following symbols are used in the tables to show impact significance
é
ê
ñ
ò
ñò


positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
positive and negative impacts likely to be experienced according to context (may be lesser or
greater as above)
impact has been evaluated as nonsignificant compared with the base situation
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6. MITIGATION AND ENHANCEMENT MEASURES
6.1

Promoting Sustainable Development Outcomes from Trade Liberalisation

The analysis of mitigation and enhancement measures is an integral part of the SIA
methodology and on the basis of the impacts identified in the assessment, an SIA should
propose measures in different areas of public policy, including trade policy, which can
enhance the effect of potential positive impact and mitigate the potential negative impacts.
Measures can be taken through traderelated measures within the negotiation framework, such
as adjustment to the timing and phasing of trade reforms, through reforms within the EU,
domestic reforms in Mercosur and in the individual Mercosur countries, and by means of EU
– Mercosur cooperation programmes.
The EU SIA Handbook (EC, 2006) defines the purpose of the mitigation and enhancement
analysis in the following terms:
‘The idea is to assess how best to define a full package of domestic policies and
international initiatives to yield the best possible outcome, not just in terms of trade
liberalisation and economic growth but also of other components of sustainable
development. A Trade SIA should also provide guidelines for the design of possible
accompanying measures. Such measures may go beyond the field of trade as such and
may have implications for internal policy, capacity building or international
regulation. Accompanying measures are intended to maximise the positive impacts of
the trade negotiations in question, or to reduce any negative impacts’.
The main focus of this report is on the potential sustainability impacts of the EU Mercosur
trade negotiations as a single undertaking and the aim of this section is to provide an
integrated set of mitigation and enhancement (M and E) proposals that covers all affected
sectors and each of the dimensions of sustainable development. 178 Recommendations are
developed for three types of actions:
· those actions that may be taken within the proposed trade agreement;
· actions by other policymakers in the EU and Mercosur;
· actions as part of EU development assistance to Mercosur countries.
It is generally recognised that the opening up of markets to international competition offers
significant potential gains in terms of economic efficiency, competitiveness, economic growth
and the creation of new employment opportunities. The exposure to competition is expected
to induce efficiency and productivity gains, and the opportunities for new investment and
prospects of higher rates of return can be expected to attract foreign and domestic investment,
depending on the other factors which affect the investment climate. At the same time, there is
a consensus among all stakeholders that trade liberalisation alone is not a sufficient condition
to guarantee economic growth. There is ample evidence that successful trade liberalisation
requires not only improved market access but also increased supplyside reforms with
improve productive capacities.179 Nor does trade liberalisation necessarily contribute to social
improvement in terms of poverty reduction, or to environmental sustainability. Trade
178
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liberalisation almost always involves significant economic, social and environmental
adjustment costs and there is often a significant asymmetry between the overall benefits of
openness, which are diffuse and often take time to materialise, and its adverse effects, which
are more immediate and concentrated in specific industries, regions or segments of the labour
market.180
The results of the overall SIA for the EU Mercosur trade negotiations confirm this basic
asymmetry in the benefits and costs of trade liberalisation. For the EU, the SIA found that the
proposed liberalisation of EU Mercosur trade would be positive overall, with a significant
economic welfare gain. The gains in static economic welfare are associated with increases in
output in some economic sectors and decreases in others, which can be significant as a
percentage of each sector’s size. Output of services and manufacturing goods would increase,
while the agricultural sector in general, and processed foods in particular, would contract.
Output in most service sectors rises through an increase in exports. The decrease in
production in agriculture and food processing will reduce employment in these sectors. If not
mitigated by appropriate support programmes or other policy measures, this adjustment
process may lead to adverse social impacts in particular localities. Environmental effects are
expected to be localised and insignificant in the context of an effective regulatory regime.
In Mercosur, the overall gains in economic welfare are also predicted to be positive. Most of
these static welfare gains come from goods liberalisation, with a smaller contribution from
liberalising crossborder trade in services. There are also significant potential gains from trade
facilitation measures. The predicted sectoral changes in Mercosur are generally in the
opposite direction to those in the EU. The agriculture and processed foods sectors are
expected to expand, while textiles and clothing, wood, pulp and paper, chemicals, metals,
motor vehicles, transport equipment (except for Argentina) and machinery are all expected to
decline. Output is also predicted to decline for financial services, utilities (except Uruguay)
and business services.
The study identifies social impacts in Mercosur that are beneficial in the short term as well as
the long term, and others that may be adverse unless effective mitigating action is taken. The
potential negative impacts include potential employment losses in parts of the manufacturing
sector and deterioration in decent work standards in some parts of the rural agricultural sector.
Gender impacts are expected to be mixed and relatively small.
Both positive and negative environmental impacts are expected. The main impacts that have
been identified are (i) opportunities for improved environmental services, subject to continued
state support and effective regulation (ii) risk of increased water pollution, requiring stronger
regulation (iii) a potentially significant adverse impact on biodiversity, exacerbated by
increased demand in Europe for biofuels, particularly from Brazil. Less significant impacts
that are identified include potential degradation of resource stocks of water and soils, air
pollution, spread of plant diseases and threats to animal welfare.
The expected impacts of the proposed trade agreement on climate change are mixed. The
economic modelling studies indicate a small reduction in greenhouse gas emissions from the
reallocation of production between Mercosur and the EU, countered by a larger increase due
to increased international transport. Efforts to reduce EU emissions through the use of
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biofuels to replace fossil fuels are expected to benefit significantly from a reduction of
barriers to imports of Mercosur ethanol.
In summary, the results of the SIA confirm that trade liberalisation alone will not deliver the
level of economic benefits that would be predicted in an idealised economy of perfectly
competitive markets and frictionless adjustment. An EUMercosur trade agreement is likely to
give rise to significant social and environment costs, particularly for labour in the non
agricultural goods sector in Mercosur, but also in some parts of the agriculture sector in the
EU.
The challenge to policymakers is to ensure that the potential adverse social and
environmental impacts of trade liberalisation are effectively avoided or mitigated. This
requires an integrated and coherent set of flanking measures, which both enhance potential
gains and prevent or mitigate potential negative social and environmental impacts that can
arise as a result of trade liberalisation. By adopting these flanking measures as part of the
negotiated trade agreement policymakers can strengthen the positive synergies between trade
liberalisation and outcomes that are compatible with the goal of sustainable development. 181
Mitigation and Enhancement Proposals
6.2.1 Measures within the EU Mercosur Trade Negotiations
·

Design and Sequencing of Trade Liberalisation Measures

There is a substantial body of evidence based on the experience of trade liberalization in a
range of developing and emerging economies, including those in Latin America, which
demonstrates the potential dangers of overrapid trade liberalization. The adoption of ‘across
the board’, ‘full’ liberalization will almost certainly lead to very large economic costs,
accompanied by social costs, particularly in terms of increased unemployment.182
Careful consideration needs to be given therefore, to the pattern and sequencing of the trade
liberalization measures. The sectoral studies that have been undertaken as part of this SIA
illustrate the differential impact of the ‘further liberalisation’ scenario, and also provide an
estimate of the time period over which the economic, social and environmental impacts are
expected to occur. This evidence supports the argument that the negotiated trade liberalization
measures should be designed to meet the different speed of adjustment and adaption of the
different sectors of the economy.
In summary, careful consideration of the crosssectoral pattern and the timing and sequencing
of trade liberalization, should be seen as an important ex ante traderelated mitigation
measure, which can significantly reduce the potential adverse impacts of trade liberalization.
·

‘OntheBorder’ and ‘BehindtheBorder’ Trade Costs Mitigation

It is frequently suggested that trade and investment flows are constrained by unnecessary
administrative and bureaucratic ‘ontheborder’ constraints that increase significantly the
181
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costs of exporting and importing. In addition, it is argued that ‘behindtheborder’ regulatory
measures impose additional costs on businesses engaged in international trade. The
econometric analysis in Section 4.3 provided evidence on the limiting effect of both trade
facilitation costs and regulatory costs on EUMercosur export performance. The SIA for trade
facilitation (Section 5.6) found that reform in this area could be expected to yield economic
gains to Mercosur and the EU.183
The discussion on investment agreements (Section 5.5) identified domestic regulations as one
area of concern for foreign investors. EU FTAs have in general, been concerned with
investment cooperation, promotion and to some extent liberalisation, rather than investment
protection and in the case of the EU – Mercosur negotiations, discussions on an investment
agreement have focused on the improvement of the investment environment and a progressive
liberalisation of investment, complemented by appropriate domestic regulations. The SIA for
investment agreement provision in the EU Mercosur suggested that the agreement could yield
economic gains to Mercosur.184
The supporting evidence for trade regulation reform has two limitations. First, there is very
little detailed analysis at the individual economy level, which identifies the particular ‘onthe
border’ barriers to trade. Second, the influence of ‘behindtheborder’ barriers to trade is
neglected. 185 In the absence of this evidence, it is difficult to move beyond the general
recognition of the issue to the formulation of a specific set of reform proposals.
The growing use of Regulatory Impact Assessment (RIA) in both developed and emerging
economies reflects the interest of policymakers in developing a strong, evidencebased
analysis of the costs and benefits of regulation, as the basis for regulatory reform initiatives.186
In the European Commission, RIA ( now referred to as Impact Assessment, IA) is applied to
all Commission Directives and policy proposals, including proposed trade agreements. There
are detailed guidelines available on methodology and process issues for conducting IA
studies. 187 The World Bank’s Foreign Investment Advisory Service (FIAS) is engaged in
country level RIA analysis in a large number of developing and transition economies which
are intended to provide the evidential basis for regulatory reform initiatives.
It is proposed that an RIA report be prepared prior to the completion of negotiations, on the
ontheborder and ‘behindtheborder’ regulations affecting EU Mercosur trade and
investment flows. The report should include consultation with European and Mercosur
stakeholders. The results of the analysis should inform the detailed proposals for trade
facilitation and investment agreement in the EU Mercosur negotiations.
6.2.2 Measures by other Policy Makers in EU and Mercosur
·

Adjustment Costs Mitigation
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Trade liberalisation leads to a reallocation of resources in response to the opening of markets.
Less competitive industries decline and release resources for expanding the production of
exports. As a result of these changes the overall level of economic welfare increases. But this
process of resource reallocation involves hardship for workers whose jobs are threatened by
trade liberalisation. New employment opportunities in higher quality and more productive
sectors are frequently accompanied by job losses in less competitive sectors. These costs are
generally concentrated in particular disadvantaged sectors, often in manufacturing sub sectors
where international competition is most intense, such as textiles, clothing and automobiles.188
These subsectors may also be concentrated geographically, which intensifies the impact on
the local economy. Furthermore, these costs are concentrated on lessskilled and more
vulnerable workers, in particular women.
The case for mitigating these costs can be made on the following grounds. First, mitigation is
required on social equity grounds, by protecting the more vulnerable segment of the work
force. Second, mitigation can be justified on economic grounds, since adjustment measures
can reduce the costs of change and facilitate the transition process. Third, mitigation of the
adverse impact on manufacturing can protect the process of industrial transformation and
economic development.189
In middle income countries where a significant proportion of the labour force is in the formal
sector, there is scope for providing social protection for workers who are adversely affected
by trade liberalisation. However, most countries face a fiscal constraint which has prevented
the introduction of comprehensive systems of unemployment insurance, despite having the
organisational capacity to administer such schemes.190
Traderelated assistance is also one of the five categories of Aid for Trade.191 The EU actively
contributed to the WTO Task Force on Aid for Trade which was mandated by the WTO
Ministerial Conference in Hong Kong (2005) to ‘operationalise Aid for Trade’, and in
October 2006 the WTO General Council endorsed the recommendations of the Aid for Trade
Task Force. The European Commission has subsequently initiated a process of consultation
on the establishment of a EU joint strategy for Aid for Trade, which includes ‘helping to deal
with adjustment challenges resulting from a changing external trade environment’.192
The SIA of trade liberalisation within the framework of an EU Mercosur Association
Agreement has shown that there are likely to be adverse impacts on output and employment in
the manufacturing sector in Mercosur, and also in agriculture in the EU. In the case of the EU,
these changes will be consistent with the broader process of structural adjustment to
globalisation trends, reflected in the decline in the share of agriculture in GDP and an increase
in the relative share of the services sector. In Mercosur, a significant decline in manufacturing
activity would be a reversal of the underlying development trajectory based on industrial
development.
188
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The European Union has recognised the need for adjustment assistance for labour adversely affected by trade
liberalisation. In December 2005 the European Council agreed to the establishment of the European
Globalisation Adjustment Fund (EGF) which provides support to workers made redundant following trade –
related events which severely impact a given area, to help them reenter the labour market as quickly as possible
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Historically, industrial growth has been the primary driver of economic growth, and the rapid
spread of economic globalisation has confirmed the role of manufacturing, particularly of
exportables, as an engine of growth, especially in developing and emerging economies. It is
also the case that sustained growth in increasingly dependent on knowledge creation and
diffusion, technological change and product adaptation, and it is the ability of an economy to
internalise the role of technology and innovation that determines the economy’s capacity to
compete in the global economy and thereby ensure long term growth and development.
A major weakness in the orthodox approach to trade liberalisation and market reform is the
failure to recognise the significant positive externalities that are associated with the expansion
of manufacturing activities. Trade liberalisation, in the absence of public policy intervention,
could result in export growth but little economic growth overall. 193 The implication is that
sustained economic growth requires a strategic industrial policy which aims at encouraging
innovation, adaptation and development of new products for the global market. Industrial
policy can be designed as a process of public and private interaction which is designed to
identify the existing blockages to the development of new products and markets and propose
solutions to them, which may require public intervention measures. 194
Active labour market policies which are designed to facilitate the shift of labour from those
sectors that are adversely affected by increased international competitive pressures, to the non
– traditional manufacturing export activities which can benefit from trade liberalisation and
greater openness, can constitute an important element in a strategic industrial strategy in
emerging economies.
It is proposed that the EU and Mercosur countries should initiate discussions on modalities for
providing support to workers in Mercosur made redundant as a result of the EU Mercosur
trade liberalisation adjustment process. 195
·

Integrating Environmental Assessment into Policy Making

Both the Overall SIA and the three sector SIAs have confirmed the importance of the trade
liberalisation – environment linkages in the EU Mercosur FTA proposal. There are significant
direct and indirect environmental effects linked to trade liberalisation in agriculture,
automobiles and forests, many of which are cross cutting and also, as in the case of climate
change impacts, transnational in their incidence. These findings of the EU – Mercosur SIA
studies are consistent with other trade impact assessment studies in Latin America.196
Awareness of the potential for linkages between trade and environmental issues has
influenced the institutional arrangements for trade agreements in a number of countries,
notably the United States and Canada. 197 In Canada the government is committed to
193

See Rodrik (2007)
The recent ‘growth diagnostics’ literature emphasises the need to focus on policy reforms that are essential
for growth, as distinct from those that are merely desirable because of efficiency gains (Hausmann, Pritchett and
Rodrik, 2005; Hausmann, Rodrik and Velasco, 2006).
195
agreement on the establishment of a trade adjustment facility could help progress in the negotiations.
196
Blanco (2006)
197
In the United States, the NAFTA Agreement between the United States, Canada and Mexico included a side
agreement on the environment which led to the creation of the Commission for Environmental Cooperation,
CEC.197 The CEC was intended in part to address fears that the regional trade agreement would have significant
negative environmental impacts (Line Carpentier, 2006). The CEC methodology relies on the commissioning of
detailed ex post impact assessment studies and research papers to evaluate impacts in particular areas of concern.
194
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conducting strategic environmental assessments of trade and investment negotiations, using a
process that involves interdepartmental coordination and public consultations. 198 The
assessments are carried out according to an ex ante methodology, that is, before the
agreements are concluded. The approach used by the Government of Canada has two key
objectives. First, it provides a means to integrate environmental concerns into the negotiation
process. Second, it addresses public concerns by documenting how the environment is
considered during negotiations. The second objective is supported by a strong commitment to
communications and consultations throughout each EA of a trade negotiation.
However, the impacts of regional trade liberalisation agreements are not confined to the
countries that are party to the agreement. The significance of transboundary or global effects
is particularly evident in the case of environmental effects of trade liberalisation, where the
negative environmental externalities occur at the global level. Impacts which are assessed as
insignificant in terms of national or regional benchmarks can assume much greater
significance when assessed in terms of global baselines. 199 The cases of biodiversity and
climate change are examples of this concern. The impacts of the EU Mercosur trade
liberalisation agreement on biodiversity and climate change are not fully captured within an
assessment framework which delineates the boundaries for the assessment in terms of the
regional partners. Similarly, the environmental consequences of the increased transportation
flows that are required to accommodate the growth in international trade following
liberalisation, should be allowed for the assessment of environmental effects.
It is proposed that the EU Mercosur Association Agreement should provide for an
institutional capacity for monitoring and evaluating the environmental consequences of the
EU Mercosur trade agreement. To support the integration of environmental assessment into
the policy process it is proposed that this institutional arrangement should be part of an
overall body with responsibility for monitoring and evaluating the EU Mercosur trade
agreement, rather than being set up as a separate body. This overall body is discussed in the
following section.
·

Monitoring and Evaluation Arrangements

Effective monitoring and evaluation procedures is in itself an important flanking measure for
promoting sustainable development outcomes. The most recent EU Trade Strategy
Communication makes a commitment to monitor all new RTAs.200 Also, a monitoring and
evaluation system has been proposed for the Economic Partnership Agreements (EPA)
between the EU and the ACP countries. 201
A monitoring and evaluation process can include:
·
·
·

Monitoring the actual changes in the sustainability indicators
Comparing the changes in the sustainability indicators with the predicted changes in
the ex ante assessment
Evaluating outcomes in terms of stated objectives

198

McCormick et al (2006)
George (2007)
200
The Communication makes a commitment to ‘put in place internal mechanisms to monitor the
implementation and results of new FTAs.’ (EC, 2006a:9)
201
Bilal and Rampa (2006)
199
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·

Evaluating the policy decision making process and the implementation and
compliance with flanking measures

An effective M&E system will be participatory in nature, and will engage on an ongoing basis
with stakeholders.
It is proposed that a permanent institutional body be established as part of the final EU
Mercosur trade agreement with responsibility for monitoring the EU Mercosur agreement..
Overall supervision of the monitoring authority would be provided by a Council composed of
senior officials from the EU and Mercosur representing the economic and social interests as
well as the natural environment. The Council should include representatives of civil society,
to include the private business sector and consumer interest groups, as well as social and
environmental interest groups. There should be a reporting procedure for the Council to high
level or Ministerial EU Mercosur Association Agreement Meetings.
6.2.3 EU – Mercosur Development Cooperation
Cooperation between the EU and Mercosur is enshrined in the Interregional Framework
Cooperation Agreement signed in December 1995 in Madrid, which entered into force in July
1999. EU cooperation is aimed at supporting the Mercosur integration process. European
cooperation for the period 20072013 has the aim of supporting the deepening of Mercosur
itself and the conclusion and implementation of an EUMercosur Agreement, particularly the
trade pillar. To advance these aims, the 20072013 cooperation programme will provide trade
related assistance for the support of the trade chapter of the EUMercosur Association
Agreement.
It is proposed that the EC, in cooperation with the Mercosur partners, should initiate
discussions on the funding of the flanking measure proposals described above, into the
programme of activities to be supported by the 20072013 Cooperation Programme.
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7. CONSULTATION AND DISSEMINATION ACTIVITIES
7.1

Consultation Process

Consultation processes are an integral part of the SIA methodology. Consultations with
stakeholders have been carried out since the inception of the EU Mercosur SIA programme in
May 2006. This process of engagement with stakeholders and interested parties has been
conducted by the development of an experts network, website usage, public meetings in
Brussels to discuss the Inception and Mid Term Reports, networking with other groups and
parties involved in EU and Mercosur trade policy, and dissemination of the project outputs to
the research and policy communities through publications and conference presentations.
A Civil Society meeting was held on the Inception Report on 18 July 2006 in Brussels, and a
report on the consultations is available on the project website. In response to this meeting, a
Final Revised version of the Inception Report was submitted on 1 September 2006. The Mid
Term report was discussed with interested parties at a public meeting in Brussels on 19th
December 2006. The Report was subsequently revised in response to the comments received
at the public meeting and also the comments received by email. The comments received and
the consultants’ response were posted on the project website ( www.siatrade.org ). The
revised mid term report was distributed on 5th April 2007. The Executive Summary was
provided in English, Portuguese and Spanish.
Dialogue with stakeholders should cover all the areas of the trade negotiations. The principal
mechanism for achieving this is through the experts network database which has been
accumulated through the SIA programme. This includes stakeholder organisations and
individuals in the European Community member states and Mercosur, including experts with
knowledge in a wide range of environmental, social and economic areas. Electronic
communication with stakeholder representatives is being supported by the posting of reports
and other information on the project website, and through the website’s feedback facility and
email correspondence with participants. Direct dialogue with stakeholders will continue to be
pursued through attendance at international events involving civil society and governmental
representatives.
The contractor has continued to run the open access website at www.siatrade.org . The
existing database of nearly 1300 stakeholder organisations and individuals was used to
distribute electronically an announcement of the commencement of the current phase of the
work programme. Details of the dates for completion of the inception, midterm and final
reports, and the timetable for consultation on the reports, have been provided. All interested
parties, whether individuals or organisations have been invited to participate in the current
phase of the SIA programme, using the dedicated email address for comments – sia
trade@manchester.ac.uk
The contractor will continue to respond to the comments received, using the feedback
comment function that is incorporated in the website to facilitate dialogue with stakeholders
and other interested parties.
The project website has had over 14,979 visits from November 2006 to May 2007 (see Tables
7.1 – 7.3).
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Table 7.1: Numbers of visits to the Mercosur website (November 06 – May 07)
November

December

January

February

March

April

May

Total Nov
May

Visits

2047

2937

2898

2057

2445

2595

2309

14979

Hits

24481

24205

26927

20356

25428

27256

23220

99967

0

98

100

0

0

134

36

368

Per Month

Consultation

Table 7.2: Number of times that online reports have been accessed from Nov 06 – May
07
Report

November

December

January

February

March

April

May

Total
Downloads Nov
06 May 07

123

79

179

80

124

103

110

798

0

185

0

78

115

83



461

Inception
Report
(6 July
2006)
Midterm
Report
(MTR)
(November,
2006)

Table 7.3: Access to Revised Overall MidTerm Report and MTR Sectoral Studies (by
language)
Report

English
96

Spanish


Portuguese


235

346

267

Forestry

0

0

0

Automobile

0

98

0

Overall Revised MTR (5 April, 2007)
Agriculture

7.2 Networking and Dissemination Activities
The contractor has continued to engage in the wider policy debate on issues relating to trade
policy analysis, impact assessment and sustainability impact assessment.
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Networking
·
·
·
·

·

Presentation at the EasyEco Conference in Saarbrucken Germany, 1114 October,
2006 on “Improving the quality of Sustainable Development’
Paper presented at International Workshop on the Use of Research in Trade Policy,
Buenos Aires, 31 July – 1 August 20061115
Evidence presented to UK House of Commons Environmental Audit Committee, 24
October 2006
Attendence at the Mercosur Chair of Sciences Po Working Group on EU Mercosur
Negotiations, ‘EU Mercosur Trade Negotiations: Make or Brake’, January 25th 2007,
Paris
Presentations to Trade Assessment Panel, Annual Conference of the International
Association for Impact Assessment, Seoul, Korea, 39 June 2007

The contractors have continued to disseminate the results of the SIA programme through
academic publications.
Publications:
George C. and C. Kirkpatrick eds. (2006) Impact Assessment for Sustainable Development:
European Perspectives and Experience. Colchester, Edward Elgar.
George C. and B. Goldsmith eds. (2006) Impact Assessment and Project Appraisal .Vol. 24,
December, Special Issue on ‘Trade Assessment and Sustainable Development’.
George, C. (2007) ‘Sustainable Development and Global Governance’. Journal of
Environment and Development.
Kirkpatrick C. and C. George (2006) ‘Methodological Issues in the Impact Assessment of
Trade Policy: Experience from the European Commission’s Sustainability Impact Assessment
(SIA) Programme’. Impact Assessment and Project Appraisal, vol. 24, December.
Franz J. and C. Kirkpatrick (2007) ‘Integrating Sustainable Development into European
Policymaking: The Role of Impact Assessments’. Journal of Environmental Assessment
Policy Management, vol.9, no.2, June, pp.1–20.
Franz J. and C. Kirkpatrick (2007) ‘Sustainability Impact Assessment in the European
Commission: Quantifying Benefits and Costs’. IARC Working Paper.
Iwanow T. and C. Kirkpatrick (2007) ‘Trade facilitation, regulatory quality and export
performance in developing countries’. Journal of International Development.
George C., T. Iwanow and C. Kirkpatrick (2007) (forthcoming) ‘EU Trade Strategy and
Regionalism: Assessing the Impact on Europe’s Trading Partners’ in De Lombaerde P. and
Schulz M. eds. The Makability of Regions: An Evaluation of EU Monitoring and Support to
Regional Integration Worldwide. Brugge, UNUCRIS.
Kirkpatrick, C., C. George and S. Scrieciu (2006) ‘Trade liberalisation in environmental
services: why so little progress?’ Global Economy Journal, vol. 6, Issue 2 (May) (electronic
journal: www.bepress.com/gej/).
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Stakeholders are invited to comment on this Consultation Draft Final Report, and comments
and suggestions can be sent to the project email address;
Siatrade@manchester.ac.uk
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8. CONCLUSIONS
8.1
Introduction
This report presents the final results of the overall SIA for the Association Agreement under
negotiation between the European Union and the Mercosur countries. The overall SIA has
been carried out in parallel with three detailed SIAs, for agriculture, automobiles and the
forest sector. The report also contains the assessment of mitigation and enhancement
opportunities and based on this assessment, puts forward a number of proposals for flanking
measures.
The overall SIA analyses the impacts of a postulated trade liberalisation scenario for four
components of an EUMercosur trade agreement. These four components cover:
·
·
·
·

agriculture;
nonagricultural market access;
services
investment, trade facilitation and government procurement

The further liberalisation scenario analysed in the assessment allows for varying degrees of
liberalisation for each component of the proposed agreement. The CGEmodelling used in this
report evaluates the static comparative effects from removing tariffs and nontariff barriers in
agriculture and giving full nonagricultural market access, as well as removing existing
barriers on crossborder trade in services. Furthermore, an indication of the potential gains
from trade facilitation is included in the modelling scenario. The model does not include
effects from liberalising investment, and any such dynamic effects are additional to the
quantitative estimates provided by the CGE model.
8.2

Principal findings

Impacts in the EU
The economic impacts for the EU are expected to be beneficial overall. A static CGE
modelling study undertaken as part of the SIA estimates that full liberalisation would give an
economic welfare gain of the order of 0.1% of GDP. Additional gains can be expected from
dynamic effects whereby productivity is enhanced through greater competition and economies
of scale. However, such gains depend on a wide range of complementary measures, and their
magnitude cannot readily be estimated.
The gains in static economic welfare are associated with increases in output in some
economic sectors and decreases in others, which can be significant as a percentage of each
sector’s size. Output of services and manufacturing goods is predicted to increase, while the
agricultural sector in general and processed foods in particular would contract. For full
liberalisation, the production of motor vehicles and machinery is projected to increase by
between 1 and 2 percent in the EU15, while animal products, grains and processed foods
would decline by between 3 and 5 percent. Output in most service sectors rises through an
increase in exports. Anticipated effects in the EU10 are similar to those in the EU15 but
somewhat smaller.
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The decrease in production in agriculture and food processing will reduce employment in
these sectors. If not mitigated by appropriate support programmes or other policy measures,
this adjustment process may lead to adverse social impacts in particular localities. Both
positive and negative environmental impacts will arise, associated with the production
changes. These will be localised and are expected to be small, and not significant in the
context of an effective regulatory regime.
Impacts in Mercosur
The economic impacts are relatively larger in Mercosur countries than in the EU, primarily
because EUMercosur trade is a larger proportion of their total trade. Full liberalisation would
be expected to lead to static economic welfare gains of the order of 0.5% GDP in Argentina,
1.5% in Brazil and 2.1% in Uruguay. The comparative static economic model used in the SIA
indicates a potentially high welfare gain in Paraguay, perhaps up to 10% of GDP. This is
partly because of the high initial barriers, and partly because the export sectors which benefit
from lower EU tariffs comprise a much larger proportion of the economy than the sectors
which decline through higher EU imports. Most of the static welfare gains in all the Mercosur
countries come from goods liberalisation, with a smaller contribution from liberalising cross
border trade in services. There are also significant potential gains from trade facilitation
measures, but they cannot be modelled with any certainty.
The sectoral changes indicated by the model are generally in the opposite direction to those in
the EU, and again are larger. The agriculture and processed foods sectors are expected to
expand, while textiles and clothing, wood, pulp and paper, chemicals, metals, motor vehicles,
transport equipment (except for Argentina) and machinery are all expected to decline. With
full liberalisation some of the changes are predicted by the model to be as much 50% of sector
output. Output is also predicted to decline for financial services, utilities (except Uruguay)
and business services.
Economic gains are expected to increase in the long term in all the countries. The exposure to
competition is expected to induce efficiency and productivity gains, and the opportunities for
new investment and prospects of higher rates of return is likely to attract foreign and domestic
investment, depending on the other factors which affect the investment climate. However, the
pace of liberalisation and the adoption of complementary supply side measures will affect the
size of the gains associated with investment and productivity growth.
The study identifies social impacts in Mercosur that are beneficial in the short term as well as
the long term, and others that may be significantly adverse unless effective mitigating action
is taken. The potential negative impacts of greatest concern are: (i) significant negative short
to medium term impact on employment in manufacturing, with associated pressures on wage
rates during the period of adjustment (ii) a significant adverse impact on government
revenues, except in Paraguay; unless compensated by raising taxes from appropriate other
sources, this could have negative impacts on social, educational and health expenditure (iii) a
decline in manufacturing would raise concerns over reduced technology levels and skill
levels, and may reduce the ability of Mercosur countries to promote higher incomes through
industrial development. Gender impacts are expected to be mixed and relatively small.
Both positive and negative environmental impacts are expected. The main potential impacts
that have been identified are (i) potential for improved environmental services, subject to
continued state support and effective regulation (ii) potential for increased water pollution
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from agriculture and food processing, requiring stronger regulation (iii) a potentially
significant adverse impact on biodiversity, exacerbated by increased demand in Europe for
biofuels, particularly from Brazil.
The potentially adverse impacts on biodiversity in Mercosur would be significant globally if
not countered by effective mitigation measures. The impacts of the proposed trade agreement
on climate change are mixed. The economic modelling studies indicate a small reduction in
greenhouse gas emissions from the reallocation of production between Mercosur and the EU,
countered by a larger increase due to increased international transport. Efforts to reduce EU
emissions through the use of biofuels to replace fossil fuels are expected to benefit
significantly from a reduction of barriers to imports of Mercosur ethanol.
8.3

Proposals for Flanking Measures

The aim of flanking measures is to define a full package of domestic policies and international
initiatives to yield the best possible outcome, not just in terms of trade liberalisation and
economic growth but also of other components of sustainable development. Such measures
may go beyond the field of trade as such and may have implications for internal policy,
capacity building or international regulation. Flanking measures are intended to maximise the
positive impacts of the trade negotiations in question, or to reduce any negative impacts.
A number of proposals for cross cutting flanking measures have been put forward in the
report:
·

Careful consideration should be given to the crosssectoral pattern and the timing and
sequencing of the trade liberalization programme. This should be seen as an important
ex ante traderelated mitigation measure, which can significantly reduce the potential
adverse impacts of trade liberalization.

·

It is proposed that the EU and Mercosur countries should initiate discussions on
modalities for providing support to workers in Mercosur made redundant as a result
of the EU Mercosur trade liberalisation adjustment The purpose would be to provide
support to workers in Mercosur made redundant as a result of the EU Mercosur trade
liberalisation adjustment process.

·

A Regulatory Impact Assessment (RIA) report should be prepared on the ‘onthe
border’ and ‘behindtheborder’ regulations affecting EUMercosur trade and
investment flows. The report should include consultation with European and Mercosur
stakeholders. The results of the analysis could inform the detailed proposals for trade
facilitation and investment agreement in the EU Mercosur negotiations.

·

The EU Mercosur Association Agreement should establish an institutional structure to
monitor and evaluate the environmental consequences of the EU Mercosur trade
agreement, and to link these to the social and economic impacts of the FTA.

·

A permanent institutional body should be established as part of the final EU Mercosur
trade negotiations, with responsibility for monitoring the EU Mercosur agreement.

·

It is proposed that the EC, in cooperation with the Mercosur partners, should initiate
discussions on the funding of the flanking measure proposals described above, into
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the programme of activities to be supported by the 20072013 Cooperation
Programme.

In addition to these cross cutting mitigation measures, the sector SIAs for agriculture,
automobiles and forests provide additional sectorspecific recommendations for flanking
measures.202

202

These are summarised in Annex 4.
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ANNEX 1: TERMS OF REFERENCE
Task specifications to Specific Contract No 1
(implementing framework contract No Trade 05G301)

This annex specifies the tasks, activities and reporting which will be carried out during this
specific agreement.
Requirements and timetables defined by the Commission must be strictly respected by the
contractor.
For information related to the objectives and content of the Trade SIA methodological
framework, see the terms of reference of the call for tender of the framework contract.
A)

Main tasks and services of this specific agreement

This specific agreement 1 should assess how the trade aspects of the Association Agreement
could affect sustainable development in the EU and beyond, in particular in the MERCOSUR
countries.
The aims of this specific agreement are the following:
1) to up date the Overall Preliminary Trade SIA EUMERCOSUR
2) to conduct three Trade SIAs including AutomotivesMotor Vehicles and Agriculture
1) Up dated overall preliminary Trade SIA EUMercosur
The study will provide an overall assessment of the potential impact on sustainability of the
trade aspects for an Association Agreement between the European Communities and
Mercosur. The overall preliminary Trade SIA will allow for the crosssectoral and cumulative
impacts likely to result from the implementation of the trade aspects of the Association
Agreement between the European Communities and Mercosur as a whole. The assessment
will build on the preliminary overview Trade SIA done in 2003. The up dated overall
preliminary Trade SIA will be based on an assessment of two scenarios:
i.)
ii.)

a baseline scenario, without agreement
a scenario with trade agreement

The overall preliminary Trade SIA will:
·

·

·

Draw together the results of the earlier study and complement this with further
analysis in order to up date the preliminary overall Trade SIA results in light of the
progress made so far in trade negotiations.
On this basis, identify, as far as possible in quantitative terms, the likely impacts on
the three key areas of sustainability – economic, social and environmental
development – of the different aspects of the proposed EUMercosur trade agreement.
On the basis of identified impacts, propose mitigation and enhancement measures in
different areas of public policy, including trade policy.
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·
·
·

·
·
·

Identify the generic issues (potential sustainability impacts and policy options for
optimising outcomes) which can inform negotiators and policymakers.
Evaluate the Trade SIA methodology and identify areas for further development and
refinement in future Trade SIAs.
Provide proposals for the ongoing monitoring of key sustainability indicators affected
by trade liberalisation and for expost evaluation of the overall preliminary Trade SIA
EUMercosur.
Contribute to enhancing the dialogue concerning the overall preliminary Trade SIA
EUMercosur with interested stakeholders, inside and outside of the EU.
Produce an SIATrade Newsletter and distribute in electronic and paper format.
Contribute to the development of a credible international network of Trade SIA
experts in other countries and within other international organisations, particularly in
relation to Mercosur.

2) Three Sectoral Trade SIAs including AutomotiveMotor Vehicles and Agriculture
Each of the sectoral Trade SIAs should aim to achieve:
·
·

·

·
·

·

·

An update of the Trade SIA methodology for these sectors and assessment tools to be
used.
A clear overview of the current trade situation in the three sectors, together with a
definition of the options/scenarios to be considered and a clear analysis of causal chain
analysis and the mechanisms through which the different options will affect social,
economic and environmental areas.
An analysis of the expected significance of these impacts for the sector, using
appropriate measures and indicators for assessment of impacts and making use of
appropriate qualitative and quantitative techniques.
Identification crosscutting links between these sectors and other sectors.
Propose preventive as well as flanking measures or other adjustments that would
prove effective in tackling any adverse impacts of liberalisation, and/or in promoting
its positive impacts, in these three sectors.
Contribute to enhancing the dialogue concerning the above Trade SIA with all
interested stakeholders: inside and outside of the EU, particularly in Mercosur
countries.
Contribute to the development of a credible international network of Trade SIA
experts through participation in policy debate on Sustainability Impact Assessments
with experts in other countries and within other international organisations.

B)
Preliminary sustainability assessment of the overall preliminary Trade SIA and
of the three sectoral Trade SIAs
The aim of preliminary assessment of the trade aspects of the Association Agreement EU
MERCOSUR is to present an overview of all the three dimensions of sustainable
development (economic, social and environmental) at stake in the trade aspects of the
Association Agreement between EU and Mercosur for each of the Trade SIAs to be
developed in the scope of this specific agreement 1.
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Attention should be paid to building a coherent and rigorous assessment framework. This
should include quantitative analysis and modelling as set out in the consultant offer for the
framework contract No Trade 050301.
These preliminary assessments should rely on:
1) scenarios and findings delivered by the previous economic and trade analysis;
2) an analysis of the underlying sustainability context (economic, social and environmental
context);
3) a clear analysis of the mechanisms through which the different scenarios of the agreement
will affect social, economic and environmental areas.
The specific preliminary assessments should provide an analysis in the EU at a
regional/national and if appropriate sub national (regional, NUTS 2) level with:
· a preliminary assessment of possible economic impacts of the trade aspect of the
Association Agreement between EU and MERCOSUR;
· the preliminary social, and environmental impacts of the trade aspects of Association
Agreement between EUMERCOSUR with an analysis of the causal chains which
identify the significant causeeffect link between a proposed change in trade policy
and its social (including gender and poverty), environmental (including all media) and
economic impacts. This analysis should as far as possible combine qualitative and
quantitative approaches and a wide range of indicators.
This analysis should cover all traderelated aspects of each sector, highlighting the potential
positive and negative effects on sustainability as well as preliminary reflections on possible
complementary measures which such effects require.
The main output will comprise:
1) a first identification of key sustainability issues and most potentiallyaffected social
groups and geographical areas;
2) as a next step, proposal of a set of sector studies for study in the next phase of the contract,
to be agreed in consultation with the Commission and Civil Society.
C)

Detailed study of subsectors and case studies

Subsectors will be analysed in detail notably with the help of at least one case study for
each sector.
This work will include:
·

·

Quantitative analysis informed by modelling results according to the consultant offer
for the framework contract No Trade 050301 as well as qualitative assessments of
the impact of potential outcomes in the subsector concerned. This work should be
undertaken on the basis of case studies and economic, social and environmental
analysis (including environmental impact assessment(s), using appropriate
methodology, measures and indicators, and making use of both qualitative and
quantitative techniques as appropriate. Impacts shall be as much as possible
differentiated amongst EU regions (in particular for the weakest regions of the
enlarged EU)  NUTS 2 level.
Analysis of cross sectoral effects.
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·

·

Suggest possible amendments or adaptations (including phasing in) of the assessed
trade measures or new rules whose potential sustainability impacts are expected to be
important, taking into account the existing regulatory frameworks and domestic
policies.
Based on the existing regulatory frameworks and domestic policies of the
countries/regions under review, suggestions on what complementary measures might
be introduced to best address the negative impacts and maximise the positive impact
of further liberalisation / changes in rulemaking. This should include an assessment
of the various options for mitigating and enhancing measures, including those which
could be introduced on a domestic or regional level, in international fora, or in other
areas of the ongoing negotiation processes. Identify inherent tradeoffs where they
exist and specify on which basis and principles the choices on measures have to be
made (e.g. precaution, prevention, costeffectiveness, internalisation of external
environmental costs, Treaty obligation of a high level of environmental protection).

The consultants shall select an adequate team of local experts to assist them for the
geographical case studies. The list of local experts should reflect the three dimensions of
sustainable development in a balanced manner. Particular attention should be paid in finding
suitably qualified environmental local experts (in Mercosur countries).
D)

Process and consultation

Particular attention should be paid to the involvement of stakeholders, not only from the EU
but also from developing countries, in particular Mercosur countries.
Recent experience of the Trade SIA shows a deficit of information and consultation both
inside and outside the EU and in particular difficulty in involving third country
representatives and stakeholders.
This need for better local consultation was also confirmed at the Trade SIA seminar organized
by DG Trade in Brussels on 67 February 2003 (see more information on http://trade
info.cec.eu.int/civil_soc/docconsult.php?action=list).
Consultation in the EU and abroad is a major challenge which must be met in order for
the EU’s Trade SIA process to ensure its credibility and legitimacy.
The objectives of the consultation process are:
a) to ensure a better understanding of the Trade SIA process by society inside and outside
Europe;
b) to disseminate the Trade SIA methodology, process and results inside and outside the
EU. Trade SIA results should also be validated and complemented with opinions from
experts in order to improve the analytical work and next steps;
c) to contribute to the identification of priority areas and key issues (see previous section);
d) to extend the network of Trade SIA expertise.
This specific agreement should look at maintaining and strengthening the existing Trade SIA
consultation process by which the Commission can ensure transparency of the Trade SIA
process and enable civil society and other stakeholders to provide inputs during the study.
This will include:

SIA of Mercosur Negotiations – Final Report

page 194

·
·
·
·

Presentations of the inception, midterm and final reports at public meetings in
Brussels.
Electronic dissemination of the inception, midterm and final report, using Experts
Network and project website.
Produce a SIATrade Newsletter and distribute in electronic and paper format.
Participate in international meetings and consultations on impact assessment, and
make oral or written presentations on the Trade SIA Trade methodology and work
programme.

E)
Composition and competence of the working team of the overall preliminary
Trade SIA and of the three sectoral Trade SIAs
Before starting the work on this specific agreement the consultant should provide an
indicative list which sets up a minimum qualification team for the overall preliminary Trade
SIA and for the three sectoral Trade SIAs.
F)

Working meetings in Brussels

The Contractor will be required to attend meetings in Brussels with Commission officials.
These will include: working meetings at the launch of both studies, presentations and
explanations by the Contractor of work completed, further information from the Commission
on negotiating developments and discussion of future work.
This will usually entail, as a minimum, one meeting at the start of the specific contract 1 and
thereafter one meeting for each phase of the Trade SIAs work (inception, midterm and final
reports), with other meetings arranged on an ad hoc basis as necessary. A set of six working
meetings of one day should be foreseen within this specific agreement.
The consultant will be asked to draft a complete report for each of these meetings.
G)

Public meetings

The Contractor will be required to participate in public meetings organised by the
Commission involving representatives of Member States, the European Parliament and Civil
Society. It must present and explain work completed and provide the opportunity for
interested stakeholders to provide direct input.
This will usually entail a minimum of three meetings (held backtoback with the meetings
with the Commission).
The consultant will be asked to draft a complete report for each of these meetings.
H)

Electronic documentation

The Contractor must create and maintain a website dedicated to the above SIA project with a
link to the DG Trade website. All reports, meeting reports, outputs presented to the
Commission including the news letter, the list of consultant networks and consultation
documents will be published by the Contractor on this website.
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The website should incorporate a feedback function allowing all interested parties to provide
input and setting up of a forum of discussion to further stimulate the involvement of civil
society.
I)

Deliverables

i)

Content of the reports for each of the four Trade SIAs:

The two first reports (interim and midterm) should aim to describe 1) the state of play of the
study and 2) the way ahead and to propose some further developments to be discussed with
the Commission.
The Commission draw the attention of the consultant to a necessity of transparency in reports
which must include all the references, analytical paths needed to understand fully the
outcomes and results of the study.
Interim report:
This interim report will provide the Commission with:
·
·
·
·
·
·

An overview of the consultant’s proposed approach to the study, including a
presentation of the conceptual framework of the sustainability assessment analysis.
A description of preliminary methodological developments or changes from past
studies.
A review of literature, list of tools and references to be uses, list of contact in
Mercosur countries.
A preliminary screening exercise for the key sustainability issues/impacts associated
with the trade agreement, based as far as possible on quantitative indicators.
A preliminary discussion on the selection of sector specific indicators relevant for this
study.
Outlines of the contents for both the midterm and final reports.

Midterm report:
The midterm report summarise the work that has been undertaken on the project and its
principal outcomes in September.
In particular, it will describe:
·
·

·

Implementation of the methodology: a summary of the process by which the
methodology has been implemented in the case of EUMercosur negotiations
Information on communication activities:
 Creation of the web site and links to other web sites. Number of hits.
 Consultations and dialogue with external experts ad civil society: summary of
comments and suggestions received (via email, web site comment function,
ordinary mail, meetings etc.) and the uses made of these.
 Development of network of Trade SIA experts: contacts undertaken,
information supplied and comments received.
State of play of study underway, outcomes regarding the screening phase, design of
sector studies
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·

The way ahead to complete the study

Final report:
The final report will entail the following elements
·
·
·
·
·
·
ii)

The methodology used for the Trade SIA
The outcomes and results of the assessment
Proposals of flanking measures
Communication actions, networking
Conclusions
References and key sources
Timing:

Deliverables for this preliminary, will be produced in accordance with the following
timetable:

Overall preliminary
Trade SIA
Sectoral Trade SIAs:

Inception Report
July 2006

MidTerm Report
November 2006

Final Report
March 2007

July 2006

November 2006

March 2007
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ANNEX 2: TRADE LIBERALISATION AND SUSTAINABLE
DEVELOPMENT: THEORY AND EVIDENCE
INTRODUCTION
The objective of the current EUMercosur Trade SIA is to update the findings of the
preliminary overview SIA that was undertaken in 2003.203 Causal chain analysis is used to
develop the evidence on which the SIA is based. The evidence is quantitative and qualitative,
and is drawn from theory, empirical analysis, case studies and expert opinion. This annex of
the report reviews the literature on the relationship between trade liberalisation and economic
performance, poverty alleviation, and environmental protection, which has been used to
inform the updating of the preliminary overview SIA of the EU – Mercosur trade
negotiations.
TRADE LIBERALISATION AND ECONOMIC GROWTH
Theory
The literature generated by the debate on the effects of trade liberalisation and related policies
has focused largely on the impact on economic performance. International trade shows a
strong positive correlation with economic growth204 and there is firm empirical evidence to
show that growth accelerations tend to be correlated with increases in trade and investment.205
As explained below, trade liberalisation allows for increased specialisation and stimulates
investment through the exploitation of economies of scale and through technology transfer. At
the same time, there is a broad consensus that trade liberalisation alone is not sufficient for
economic growth. Rather, maximising the economic gains from trade liberalisation depends
on identifying the binding constraints on economic growth and selecting an appropriate set of
policy reforms, including, the underlying macroeconomic environment, policies for export
development, the design and sequencing of trade policies, external constraints and
opportunities, and complementary policies that contribute to the overall investment climate.206
Trade theory highlights the way in which trade liberalisation assists countries to utilise their
resources more efficiently. First, trade allows a country to specialise in the productive
activities in which it has a comparative advantage. Second, trade extends the market allowing
producers to exploit economies of scale. These effects are characterised as static gains from
trade. 207 However, as Rodriguez and Rodrik (2002) show, with different assumptions
underlying trade theory models, opposing arguments are not hard to build. If market or
institutional imperfections exist, openness can lead to subutilization of human and capital
resources, concentration in extractive economic activities, or specialization away from
technologically advanced, increasing returns sectors.208 If the structure of economic activity is
rigid, than trade may have a modest impact on the allocation of resources across and within
industries and thus will not necessarily increase the efficiency of allocation of these

203
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resources.209 Other factors that may prevent the static gains from trade being fully realised
include:
o Inappropriate macroeconomic policies, such as incomplete stabilisation, resulting in
contractionary fiscal and monetary policies that lead to appreciation of the real
exchange rate and thereby reduce competitiveness
o Institutional and regulatory weaknesses which limit capacity to implement
appropriate ‘behind the border’ policies to support export growth
o Infrastructural constraints which limit supply side response to specialisation
opportunities arising from trade liberalisation.
Trade liberalisation will also have a positive impact on long term economic growth if it
increases the rate of investment or improves productivity growth. Rising productivity is the
key to enhancing economic growth. The new trade theory predicts that openness to trade and
investment strengthens the drivers of productivity through the following mutually reinforcing
channels:
·
knowledge and technology transfers.
Grossman and Helpman (1991) argue that openness to trade provides access to
imported inputs, which embody new technology and increases the size of the
markets facing producers which in turn raises returns to innovation and affects a
country’s specialization in research intensive production. Thus a country’s
openness leads to improvements in domestic technology; helps the production
process become more efficient and culminates in productivity improvements.
Finally, knowledge travels with goods, services and investment as a benign
unintended sideeffect of trade and investment flows. But the extent to which such
potential technology spillovers materialize depends on the recipient’s stock of
human capital, which is the most important determinant of absorption capacity. 210
· Trade induces better resource allocation.
Trade liberalization tends to induce the most productive firms to expand, while the
least productive firms exit the market, leaving the average productivity level in the
liberalized sector higher. 211 This suggests that trade can promote industry
productivity growth without necessarily affecting intrafirm efficiency. 212 Increased
competition further reinforces incentives to innovate, helping to create more
competitive firms which can then compete more effectively in world markets.
· Trade increases incentives for investment.
Better access to imports and to export markets increases the scope for productive
investment by creating new business opportunities. By changing the return on
investment, trade liberalisation can lead to a higher investment rate and hence a
higher growth rate following trade liberalization.213
· Trade increases incentives for firms to innovate.
because the rewards from successful innovation will be proportionately greater if
firms are selling in larger (i.e. export as well as domestic) markets. Where highly
productive firms expand as a result of exports, this boosts the productivity of the
economy as a whole.214
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Evidence
The evidence on the static gains from trade liberalisation shows that the full efficiency gains
from the reallocation of resources from less to more efficient uses occur over the long term,
and that there are often costs incurred before the related stream of benefits can be realised. In
particular, as workers are displaced from inefficient enterprises, some amount of transitional
unemployment and output loss is likely.215,216 In addition, the costs of the adjustments do not
necessarily fall on those who reap the benefits. Winters (2000) points out that the more
protected the sector being liberalised the greater the transitional costs are likely to be,
although this sector may offer the largest long term returns to reform.
The econometric evidence on the links between trade liberalisation and economic growth is
mixed. At the macro level, the standard empirical methodology has been to regress total factor
productivity growth or economic growth rates on trade, controlling for other relevant factors
such as measures of human capital accumulation, the initial level of GDP per capita (which is
a proxy for the initial stock of technology) and a host of other variables. However, it has
proved difficult to use the cross section approach to establish causality and to identify the role
of other intervening factors. While most studies have found a positive relation between a
measure of trade openness and economic growth217 it is also the case that these studies have
been criticised for failing to deal with problems in defining and measuring openness, in
identifying causation and, in isolating the effects of trade liberalisation. 218 In particular, a
closer scrutiny of the results reveals that the relation between trade and growth in most studies
refers to actual trade volumes rather than to trade policy measures. 219 Thus, these studies fail
to establish whether trade liberalisation leads to, or results from, economic growth. More
recent studies have used more sophisticated methodology for dealing with the direction of
causality or measuring trade barriers but fall short of giving a definitive ‘proof’ of the effects
of trade.220 Thus, there seems to be strong evidence of a link between growth and trade, but a
causal and robust link between trade liberalization, as measured by changes in tariff
restrictions or nontariff barriers, and productivity growth is yet to be established.221
Research at industry level is an alternative approach to assessing the impact of trade
liberalisation on productivity and growth. Here, researchers have focused on the evidence on
sectoral output and employment and the level of openness. The assumption is that since gains
from trade come from specialization one would expect significant labour and capital
reallocation following trade liberalization. 222 Firm heterogeneity and a wide dispersion of
productivity levels are well documented within industries; as a result, exit is necessary to rid
the sector of low productivity firms and entry is important to enable the arrival of new
industry leaders. Roberts and Tybout (1996) find that productivity dispersion tends to be
relatively greater in industries not exposed to foreign competition, and that productivity
growth is higher in tradable products. This implies that foreign competition serves as a
disciplining device within industries. Bernard and Jensen (1999) use plant level data from the
215
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United States and show that the effect of reallocation on productivity is quite large, making up
over 40% of total factor productivity growth in the manufacturing sector. They also find that
reallocation to exporting firms is important in generating growth effects. Studying the
productivity of Chilean manufacturing plants during the trade liberalisation period of the
1970s and early 1980s, Pavcnik (2002) shows that exiting plants are on average about 8% less
productive than surviving firms. This reallocation of resources increases the aggregate
industrylevel productivity in the export and import competing sectors. In Pavcnik’s empirical
study, the aggregate productivity is found to increase by 25.4% in the exportoriented sector
and by 31.9% in the import competing sectors over a period of seven years. By comparison,
the gain was 6% in the nontraded goods sectors.
Another important strand of the literature aims to explore the link between exporting and
productivity at the micro or firm level by comparing the performance characteristics of
exporting and nonexporting firms from a range of industries and over a number of years.223
Based on this new micro evidence, researchers have investigated if the higher productivity of
exporters could be explained by the existence of learning  by exporting or simply by the fact
that only the more productive firms can export, i.e. firms selfselect into the export markets.
Again, there is a fundamental problem of causality; efficiency and exporting are highly
correlated because efficient firms export. The learningbyexporting hypothesis says that
firms that participate in foreign markets may acquire information from foreign customers and
foreign contacts, who may suggest ways to improve the manufacturing process, new product
designs, and increase the quality of the goods. 224 Furthermore, firms participating in
international markets are exposed to more intense competition and must improve faster than
firms who sell their products domestically only. Exporting makes firms more productive.225
Recent surveys of empirical studies conclude that there is strong evidence of firm self
selection into export market i.e. exporting firms are more productive than firms that focus on
the domestic market. This result is robust, and it does not depend on characteristics of the
specific country under study.226 Empirical support for learning by exporting is not as strong.
Some studies, for example, Bernard and Jensen (1995), and Castellani (2002), report no
evidence of firm productivity increasing after entry. Others, like Greenaway and Kneller
(2004), Baldwin and Gu (2004) do find some supportive evidence. But the evidence is
difficult to interpret in that some of the firms that fail to find direct postentry productivity
effects do report some evidence of further productivity improvement among the most export
oriented firms.227
The potential economic gains from trade liberalisation are not confined to the goods
(agriculture and manufacturing) sectors. Liberalisation in the services sector can also
contribute to productivity and economic growth, raising the productivity of inputs into the
production process and improving the quality of services provided to consumers. These gains
are often linked to foreign direct investment which can provide significant gains through
advanced technology, management skills and access to international distribution networks.
These potential gains can occur in key service sectors such as telecommunications, utilities
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and telecommunications, provided there is a stable regulatory framework in the host
economy.228
The financial sector provides inputs to all other sectors in the economy and in addition it
provide essential inputs in the conduct of international trade. The literature suggests that there
is a positive relation between trade openness and performance of the sector. A study of a large
number of banks in 80 countries over the period 19881995 found that foreign presence in
domestic banking markets had significant impacts on the domestic market.229 First, it was
found that foreign banks had lower interest margins, lower profits and lower overhead
expenses than domestic banks in developed countries, suggesting that they have more
effective operations. Second, it was found that the presence of foreign banks reduced the
profitability, noninterest income and overall expenses for domestic banks, suggesting that
they become more efficient too. Third, it was found that the impact on domestic banks
occurred very soon after the entry of the foreign bank. Provided that the foreign bank entry
does not squeeze margins in local banks to the extent that the financial system becomes less
stable, financial sector liberalization was found to improve the performance of the financial
sector in developed countries. In developing countries, in contrast, foreign banks had higher
margins and profits than local banks, a feature that is attributed to weaker regulation and less
competition facing foreign banks in developing countries. Nevertheless foreign banks provide
access to international financial markets and new products in developing countries.230
Other studies have found that financial development has a positive impact on economic
growth.231 Thus, if trade liberalization improves the performance of the financial sector and
improvements in the financial sector have a positive impact on economic growth, there are
indirect dynamic gains from trade liberalization in the financial services sector.232
Foreign investment in infrastructure for the utilities sector (water, electricity and transport)
accounted for major share of FDI inflows to Latin America in the 1990s.233 There is a body of
evidence that shows that foreign investment in electricity sector has contributed to an
improvement in efficiency performance of privatised firms, provided that the sequencing of
privatisation and regulatory framework are effectively designed and implemented.234 In the
water sector, the evidence is more mixed, and suggests that ownership is less important than
regulation in determining the performance of private and public owned utilities. 235 For
telecommunications, the evidence confirms that foreign participation has contributed
significantly to an improvement in service delivery.236
Arnold et. al. (2006) is one of the first empirical analysis of the impact of liberalization in
services sectors for the productivity of downstream manufacturing industries. The analysis
focuses on the Czech Republic which introduced far reaching reforms of services industries
during the 1990s, including opening services sectors to foreign investors. Several aspects of
services liberalization are considered and measured, namely, the increased presence of foreign
providers, privatization and enhanced competition. The results, based on firmlevel data for
228
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the period 1998–2003, suggest a positive association between liberalization in services
industries and the productivity of manufacturing firms using services inputs. The authors
draw two conclusions. First, services policy matters for the productivity of manufacturing
firms relying on services inputs. Second, there seem to be evidence that opening services
sectors to foreign providers is a key channel through which services liberalization contributes
to improved performance of downstream manufacturing sectors.
Rutherford, Tarr and Shepotylo (2006) analyze the effects of Russia’s accession to the WTO
with special attention to the liberalization of barriers against foreign direct investment in
services. Taking price changes from the Global Trade Analysis Project (GTAP) model of
world trade, the authors use a small open economy computable general equilibrium
comparative static model of the Russian economy to compare the results of Russian accession
to the World Trade Organization (WTO) with the gains from Doha Agenda multilateral trade
liberalisation. Given the importance of foreign direct investment (FDI) liberalization as part of
Russian WTO accession, the authors also include FDI and DixitStiglitz endogenous
productivity effects from liberalization of import barriers against goods and FDI in services.
The authors estimate that Russian WTO accession in the medium run will result in gains
averaged over all Russian households equal to 7.3 percent of Russian consumption (with a
standard deviation of 2.2 percent of consumption), with virtually all households gaining. They
find that global free trade would result in a weighted average gain to households in Russia of
0.2 percent of consumption, with a standard deviation of 0.2 percent of consumption, The
results strongly support the view that Russia's own liberalization is more important than
improvements in market access as a result of reforms in tariffs or subsidies in the rest of the
world. Foremost among the own reforms is liberalization of barriers against FDI in business
services.
The authors also highlight that their analysis does not account for the transition costs
associated with such trade reforms. The authors’ earlier paper shows that Russia’s WTO
accession is associated with a decline in employment in light industry, the food industry,
mechanical engineering and metalworking and construction materials.237 Thus, as concluded
by Jensen et. al (2004) despite a likely substantial improvement in the standard of living for
almost all Russians after adjustment to a new equilibrium after accession to the WTO,
government safety nets are very important to help with the transition and especially for the
poorest members of society.
A recent survey of the literature on the relationship between trade liberalisation and
productivity concluded that ‘for a variety of reasons the level of proof, that trade increases
productivity and economic growth, remains a little less than one might wish, but the
preponderance of evidence certainly favours that conclusion’. 238 However, the study also
highlights the importance of complementary policies: ‘liberal trade policies are likely to boost
income in most circumstances, because they enlarge the set of opportunities for economic
agents, but a longer term effect on productivity and growth requires a combination of other
policies as well.’

237
238

Jensen, Rutherford and Tarr, forthcoming
Winters, 2004

SIA of Mercosur Negotiations – Final Report

page 203

TRADE LIBERALISATION AND FOREIGN DIRECT INVESTMENT
Theory
Foreign direct investment is considered by most countries to be an important component of
their development strategy and trade liberalisation policy accordingly designed to simulate the
inward flow of foreign investment. Investment is the single most important determinant of
economic growth and foreign direct investment inflows can make a significant addition to the
overall level of investment in the economy.
An important motivation for this interest is the possible existence of FDI spillovers, a concept
that embodies the fact that MNEs (multinational enterprises) own the technology which can
be transmitted to domestic firms and thereby raise their productivity level. 239 Foreign direct
investment is generally considered as the main channel of international technology diffusion.
The reason is that FDI creates many interactions between foreign and domestic firms that can
be opportunities for technology to be diffused.240
Gorg and Greenaway (2004) identify several channels, associated with technology diffusion,
through which FDI impacts on productivity growth and per capita income growth rates in a
host country:
·

·

·

·

Imitation – The theory of the multinational firm proposes that multinational
corporations have a technological advantage over local firms that outweighs the cost
of doing business in external markets. The inflow of new knowledge may benefit
domestic firms through imitation and learning of technology or managerial and
organizational practice.241 One mechanism commonly alluded to in the literature is
reverse engineering.
Skill acquisition – Adoption of new technology can occur through the acquisition of
human capital. MNEs invest in training and it is impossible to lock in such resources
completely. The movement of labour from multinationals firms to other existing or
new firms can generate productivity improvements through two mechanisms: through
a direct spillover to complementary workers and through knowledge carried by
workers who move to another firm. Empirical studies show that training of local
employees in MNC affiliates might contribute to a positive spillover effect if the level
of turnover is high.242 Nevertheless, it is important to stress a possible negative impact
arising through this channel, as MNEs may attract the best workers from domestic
firms by offering higher wages.243
Competition – Entry of multinational firms puts pressure on local companies to use
existing technology more efficiently. This facilitates a reduction in X inefficiency
yielding productivity gains. In addition, competition may increase the speed of
adoption of new technology.
Exports – An indirect source of productivity gain might be through exports.
Exporting generally involves fixed cost to establish distribution networks, create
transport infrastructure, and learn about consumers’ tastes in overseas markets.
Multinationals firms generally come already armed with such information and exploit

239

Crespo and Fountoura, 2005
Nordas, 2006
241
Blomström 1986
242
Djankov and Hoeckman, 2000
243
Sinani and Meyer, 2000
240

SIA of Mercosur Negotiations – Final Report

page 204

it to export form the new host country. Trough collaboration or imitation domestic
firms can learn how to penetrate export markets.
Various interactions that facilitate technology diffusion can occur at several levels within an
economy. The literature usually distinguishes between backward linkages (with domestic
suppliers), forward linkages (with customer firms and firms down the production chain) and
horizontal linkages (with competing firms). As noted by Nordas et. al (2006) with imperfect
competition and scale economies, the impact on domestic firms of the entry of foreign
companies can be twofold. On the one hand, domestic firms can expect productivity gains
through technological spillovers. On the other hand, the increased competition from foreign
firms diminishes the production of domestic firms and increase their average costs (market
stealing effect). As a consequence, the net impact of FDI on productivity can be either
positive or negative. Thus, whether spillovers from multinationals raise hostcountry welfare
is, ultimately, an empirical question.
The way in which FDI affects productivity and growth is likely to depend on the economic
and technological conditions in the host country. 244 The level, the existence, sign and
magnitude of FDI spillovers to domestic firms depend on a multiplicity of factors related to
the characteristics of the MNEs and of foreign investment, as well as on the characteristics of
the host countries, sectors and firms (Crespo and Fountoura, 2005). In particular, it appears
that developing countries may need to reach a threshold level of development, in education
and infrastructure, before they are able to capture fully the benefits associated with FDI
(Hansen and Rand 2006). Borensztein et al. (1998) find that host economies have needed an
educational capacity to absorb the positive technological spillover effects. Balasubramanyam
et al. (1996) find that openness to trade is essential for the growth effects of foreign
investment. Hermes and Lensink (2003) and Alfaro et al. (2004) find that countries with
better financial systems and financial market regulations can exploit FDI more efficiently and
achieve a higher growth rate.
Evidence
FDI may have a positive impact on economic growth leading to an enlarged market size,
which in turn attracts further FDI. However, given the possible interdependency between FDI
and economic growth there is a need for a proper test of endogeneity. Empirical investigations
have therefore focused on the causal relationships between FDI and growth using Granger
causality tests. Out of six studies that were review by Hansen and Rand (2006), five have
found that FDI, on average, has an impact on growth which led the authors to conclude that,
at macro level, there is indeed a strong causal relationship between FDI and growth.
Medvedev (2006) tests for a relationship between preferential liberalization and net FDI
inflows by country in a large panel of high income and developing nations over the last two
decades. He finds that PTA membership is associated with a positive change in net FDI
inflows. The results show that the FDI benefits of preferential liberalization increase with the
size of PTA partners and their proximity to the host country. There is a threshold
(membership) and a market size component to the PTAFDI relationship, although the latter
seems more important. The study also finds that the relationship is mainly driven by the
developing countries in the sample, which implies that the effect is due mostly to NorthSouth
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PTAs. Finally, the link between preferential liberalization and FDI is strongest in the late
1990s and early 2000s—a period when most “deep integration” agreements have been signed.
The recent paper by Aizenman and Noy (2005) examines the interaction between financial
flows and trade, arguing for an existence of twoway feedbacks between FDI and trade for
developing countries. After controlling for other macroeconomic and institutional effects, the
authors find the strongest feedback between the subaccounts is between FDI and
manufacturing trade.
Empirical evidence at firm level that analyses the spillover effect of MNC in domestic firms
productivity gives a more mixed picture. Gorg and Greeenaway (2004) review over 40 studies
of horizontal productivity spillovers in manufacturing industries in developing, developed and
transition economies. Of those, 22 report unambiguously positive and statistically significant
horizontal spillovers effects, but the majority of these studies use crosssectional data, which
may lead to biased results. Selection bias may arise as sectors where FDI is important are
generally those where productivity is the highest and productivity growth strong.
Multinationals will tend to invest in sectors with the most promising growth rate and will pick
the best companies in the host country which are likely to be the most productive. Cross
sectional data would show a positive and statistically significant relationship between the
level of foreign investment and productivity consistent with spillovers, even though foreign
investment did not cause a high level of productivity but rather was attracted by it. Gorg and
Greenaway find that only eight studies use panel data and solve for the selectivity bias, but in
all cases, find positive evidence of spillover. Almost all the studies are for developed
economies. Conversely, several studies using firmlevel panel data find evidence of negative
effects of the presence of multinationals on domestic firms. For example, Aitken and Harrison
(1999), using data on Venezuelan manufacturing plants for the period 1976–1989, find that
productivity growth in domestic plants is negatively correlated with foreign presence in the
sector. A similar result was obtained by Djankov and Hoekman (2000) in their analysis of
Czech firms in transition. Furthermore, the few studies that have looked at the potential for
vertical (interindustry) spillover find evidence that vertical spillover may be a more
important channel for knowledge externalities than horizontal spillover.245
The micro level evidence also confirms that absorptive capacity of domestic firms is an
important determinant of whether domestic firms benefit from FDI in the same sector. Girma
et. al. (2001) using firmlevel panel data, find no evidence of production spillover in UK
manufacturing on average – under the assumption that spillovers are homogenous across
different types of firms. They do find, however, evidence for spillover to firms with a small
gap between their productivity level and the industry frontier productivity level (called the
technology gap) Other studies246 support the hypothesis that only firms with some minimum
level of absorptive capacity benefit from productivity spillover. Finally, there is also evidence
that geographical proximity matters i.e. domestic firms located near multinationals may be
more likely to benefit from multinationals than other firms. Girma and Walkien (2002) find
evidence for positive spillover from FDI in the same region and sector as domestic firms in
UK, but the results are significant only for firms that have a low technology gap visàvis
multinational. 247
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A recent review of literature conclude that ‘as far as the empirical evidence is concerned, it is
insufficient to allow us to draw definitive conclusions for unambiguous positive impact of
FDI on productivity and growth rates’. The most robust empirical result relates to the
importance of the absorptive capacity and geographical proximity of domestic firms, which
appears to be a fundamental precondition for enabling them to capture these indirect benefits
from FDI.248
TRADE LIBERALISATION AND THE ENVIRONMENT
Theory
Trade liberalisation may theoretically affect the environment through a variety of channels.
First, any overall increase in the level of economic activity is likely to be accompanied by an
increase in the use of natural resources and higher levels of pollution (scale effect). However,
a number of other factors make it difficult to isolate “pure” scale effects and identify a strong
pattern in the commonlyassumed detrimental relationship between increased economic
activity and environmental performance. Environmentally beneficial income effects might
arise when augmented financial capacity supplies more resources for environmental
protection (supplyside effects) and fosters greater demand for environmental quality
(demandside effects). Nevertheless, though it may be difficult to isolate the “pure” scale
effect, it is increasingly acknowledged that anthropogenic activities (in terms of scale and
methods of production, as well as consumption effects) are having a net negative impact on
the environment, particularly with reference to climate change and global warming.249
Second, trade liberalisation changes the type of economic activity (composition effect). If the
changes favour industries that pollute less, or extract less of the country’s natural resources,
positive environmental impacts can be expected. If the products for which the country has a
comparative advantage have high pollution intensities or a greater dependence on local
natural resources, the effects will be typically in the opposite direction.
Third, trade liberalisation can lead to a change in the environmental intensity of production or
a change in the environmental effects of the methods of production employed (technology
effect). Openness may spur more environmentally friendly technological innovation which
has a positive effect on both the economy and the environment. Similarly, trade liberalisation
can enhance a country’s access to environmental know how and technology, either through
imports of environmental goods and services or through cleaner production techniques
embodied in foreign direct investment. Alternatively, greater openness may encourage a race
tothebottom where countries compete for foreign direct investment and try to increase their
international competitiveness by relaxing environmental regulatory standards.
Finally, trade liberalisation can have an indirect impact on the environment, through the effect
of trade on economic growth. Standard trade theory allows for a discrete increase in economic
activity following trade liberalisation, but a long term growth effect is excluded by assuming
fixed technology and resources. Recent contributions to trade theory allow for trade openness
to lead to higher growth rates by allowing the rate of productivity growth to increase as trade
is liberalised.
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Each of these channels is affected by the interaction between market forces and regulatory
institutional frameworks at the national and international levels. 250 If regulatory controls on
the environmental side are increased (and effectively enforced), an increase in economic
activity or a structural shift in production need not result in a change in the net overall
environmental impact. Similarly, the effectiveness of the domestic regulatory institutions will
affect the extent to which positive environmental impacts of foreign investment are
realised.251
To summarise, the effect of trade and investment liberalisation on the environment is
theoretically ambiguous. This is hardly surprising, given the complex interdependencies that
exist between trade, investment, regulation and environmental quality. The different
assumptions and possibilities in the theoretical literature suggest that the impact of trade
liberalisation on environmental quality may not necessarily follow a single or unique pattern,
and may depend on country specifics, the nature of the environmental problem under
investigation, as well as policy and institutional measures accompanying the trade reform
process.252
Evidence
The growing availability of large cross country time series data bases, combined with
increasingly powerful computing capacity, has fostered the rapid growth in quantitative
studies of the relationship between trade, investment and the environment. Two main
techniques have been extensively employed. The first approach has involved the use of
econometric techniques. Most commonly, these have been applied to aggregate crosscountry
data (sometimes combined with timeseries data), in an attempt to establish a common
‘pattern’ in the relationship between trade and the environment, although there is a growing
literature which uses microlevel household data. Nevertheless, the limitations of the
econometric approach need to be acknowledged. Firstly, there is a standard problem of
demonstrating causality. It is relatively simple to show a statistically robust correlation
between a change in trade policy and a change in measures of environmental quality. It is
more difficult however to ‘prove’ that the change in trade policy is the cause of the change in
environmental quality.253 Secondly, there are major concerns about the quality of the data and
the econometric specifications in this literature (including weak theoretical underpinnings),
with considerable differences in the results and in the policy conclusions drawn from the
findings.
The second technique used to quantitatively investigate and assess the impact of trade
liberalisation on the environment is economic modelling and simulation, of which
Computable General Equilibrium (CGE) models increasingly play a significant role. The
CGE approach is based on the simulation of outcomes for a specified policy ‘shock’, and it
has been widely used to estimate the likely impact of trade liberalisation. 254 CGE models
typically share some common features with the conventional trade theory, namely, the
Copeland and Gulati (2006) argue that the differences in regulation regimes and institutions help explain the
heterogeneity across countries in response to trade and investment liberalisation.
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assumption that resources are in fixed supply and the impacts of the policy shock are
measured in the net economic gains resulting from the reallocation of resources. Most CGE
models are static and estimate the change in economic welfare in moving (instantaneously) to
a new equilibrium position. 255 An advantage of CGE models is that they can isolate the
impact of trade on the environment from other factors; the disadvantage is that the results are
simulated counterfactuals and do not measure actual outcomes.
The impact of increased openness to trade and investment has been extensively studied in
recent years, using cross country data. Antweiler, Copeland and Taylor (2001) and Copeland
and Taylor (2004) conclude that where trade liberalisation increases the level of economic
activity, the net impact on the environment is beneficial. This finding is based on SO2
concentrates only, where the negative scale effect is outweighed by a positive technological
effect. Dean (2002) also finds that that trade liberalisation has a beneficial environmental
impact, although in this case, the positive income effect outweighs a negative terms of trade
effect. Frankel and Rose (2005) allow for the endogeneity of trade and income in testing for
the effect of trade on environmental quality. Using instrumental variables for openness and
for income, the study focuses on seven separate environmental quality indicators (three
measures of air pollution, industrial carbon dioxide emissions, deforestation, energy depletion
and rural clean water access). For the three kinds of air pollution, the results show a negative
relationship with openness. For the other four indicators of environmental quality, only
carbon dioxide is found to worsen with trade liberalisation.
The econometric literature that relies on cross country data ‘averages out’ the considerable
heterogeneity that exists across countries in the net effect of trade on the environment.
Copeland and Gulati (2006) suggest that it is useful to distinguish between different types of
countries, classified in terms of the environmental characteristics of their exports. 256 The
pollutionintensive characteristics of different types of exports can be particularly important in
assessing the environmental consequences of increased foreign investment flows. This is
referred to as the pollution haven hypothesis and has been widely discussed in the
literature.257 In part, this debate has reflected the concern that the global trend towards trade
and investment liberalisation will worsen environmental quality as countries compete for an
increased share of foreign investment by engaging in a ‘race to the bottom’ on environmental
regulations. Similarly, it is argued that the adoption of more stringent national environmental
standards could reduce a country’s competitive advantage and encourage pollution intensive
industries to relocate to countries with lower standards.
If the costs of compliance with environmental regulations differ across national boundaries,
then, other things being equal, we might expect to see the relocation of pollution intensive
industries to locations where the costs of compliance are lower. These shifts may in turn have
a ‘chilling’ effect on the introduction of new environmental regulation as countries become
Scrieciu (2007) provides a detailed critique of the limitations and appropriateness of CGE models,
particularly in assessing the sustainability impact of trade liberalisation.
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more reluctant to increase environmental control measures or deliberately try to attract FDI by
offering lower environmental standards, leading to a competitive ‘race to the bottom’.
Although this ‘pollution haven’ effect has been the subject of extensive empirical
investigation, the results have been inconclusive. A comprehensive review of the earlier
literature on FDI and the environment concluded that ‘fears of a “race to the bottom” in
environmental standards, based on the idea of “pollution havens” may be generally
unfounded’.258 Jaffe et al (1995) found little evidence of stringent environmental regulations
having a significant effect on investment or trade flows. More recent studies 259 have
confirmed these results, leading Copeland and Gulati (2006) to conclude that ‘there is
currently very little explicit evidence that environmental policy affects trade and investment
flows between rich and poor countries’.
The existing empirical literature has a number of limitations, which may go some way in
explaining these somewhat surprising results. These limitations include differences in
econometric methodologies, data sources and proxies, as well as alternative conceptual
frameworks. 260 A major limitation of empirical studies that have examined the linkage
between trade and investment flows and environmental regulation has been the almost
complete lack of comparable data on environmental regulation across countries. In attempting
to overcome this lacuna in the data, most studies have tested the pollution haven hypothesis
indirectly, by examining the international changes in the emissions output of ‘dirty’ industries
on the assumption that stricter environmental regulations results in better environmental
conditions, and vice versa.261 In addition, most studies fail to allow for the endogeneity of
environmental policy. Where allowance is made for these limitations, there appears to be
some evidence in support of the pollution haven argument. Using US regulation data, there is
an emerging body of evidence to suggest that plant investment decisions within the US are
affected by environmental policy.262 Also, Levinson and Taylor (2003) and Ederington and
Minier (2003) treat environmental regulations as an endogenous variable, and find that US
environmental regulations do influence US trade patterns. Cole and Elliott (2003) allow for
possible endogeneity and in addition test for the pollution haven effect using the ‘new’ trade
model which includes both inter and intraindustry trade flows. Using cross country data,
they find that environmental regulation differentials influence trade patterns. It can be
concluded, therefore, that the evidence on the pollution haven effect is inconclusive, and will
further research is required, particularly on a case by case basis.
Trade liberalisation can have an indirect impact on the environment through the effect of
greater trade on economic growth and the effect of increasing national income on
environmental quality. As discussed above, the empirical literature fails to find strong
evidence of a causal link from trade liberalisation to economic growth. 263 Winters (2004)
reviews the evidence and concludes that trade liberalisation by itself is unlikely to boost
economic growth, unless openness improves the quality of governance and is accompanied by
improved macroeconomic policymaking. The link from economic growth to environmental
quality has also been extensively studied, and has given rise to the Environmental Kuznets
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Curve (EKC) hypothesis.264 The EKC is derived from the early empirical testing of the cross
country relationship between income per capita and environmental degradation which showed
an inverted U relationship, suggesting that environmental quality will improve with rising
levels of income once a threshold income level has been passed.265
Very few studies support the hypothesis of continuing improvement in environmental quality
after income per capita has reached a certain level. Based on their review of the earlier
literature, Nordström and Vaughan (1999) conclude: “… nothing in the relevant literature
suggests that the pollution trajectory will turn downward with increasing income by
compelling necessity… income growth, while perhaps a necessary condition for changing the
focus from more immediate economic and social concerns to longerterm sustainability
issues, is not sufficient to reverse degradation’.
More recent research has shown that the relation between environmental quality and income
is sensitive to the sample of countries and the time period chosen.266 Copeland and Taylor
(2004) argue that the failure to find robust empirical confirmation of the EKC is due to a
misspecification of the macro relationship. They show how different sources of growth will
lead to different environmental outcomes and argue for an approach that allows for
differences in sources of environmental damage across different countries. 267 Antweiler et al
(2001) is an example of this approach, where the effect of increases in income per capita on
sulphur dioxide emissions is estimated in a sample of cities in different countries, while
holding other factors constant. The results provide strong evidence of a positive income
effect, i.e. higher income per capita income is associated with lower SO2 concentrations.
The modelling literature on trade and the environment has also grown rapidly over the last
decade with the advance in modelling tools and increasing worldwide concerns for the
sustainability of greater trade liberalisation and higher economic growth (Box A3.1).

In a recent survey of the literature on the EKC hypothesis, Copeland and Taylor (2004) note that theory has
only played a limited role in the development of the hypothesis.
265
See Shafik (1994) and Grossman and Krueger (1995) for early contributions to the EKC literature.
266
Harbaugh et al 2002; Stern and Common, 2001
267 For example, inconclusive results are more generally obtained when the hypothesis is applied to deforestation
as compared to other environmental problems such as pollution for which the EKC hypothesis has been more
successfully tested (Angelsen, 1996; Panayotou, 1994, 1997).
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Box A2.1: Simulating the Environmental Effects of Trade Liberalisation

This box contains a summary of the results of recent CGE simulations of trade and environment
reforms.
Mexico: Beghin, RolandHolst, and van der Mensbrugge (1995) calibrated the OECD GREEN model
for Mexico and used it to model the environmental impact of three policy scenarios: trade
liberalization, implementation of piecemeal environmental policies (i.e. abatement taxes to reduce
emissions), and trade liberalization cum emission reduction. These scenarios are compared to a
twentyyear baseline, which projects the path of economic growth and environmental outcomes in
Mexico, in the absence of the policy interventions. Adoption of abatement taxes lead to decreases in
major pollutants, but reduced GDP and trade. Trade liberalization leads to a significant increase in
trade and GDP, but also to an increase in all major pollutants. But when trade liberalization is
accompanied by pollution abatement measures, GDP growth is accompanied by a decline in pollution
emissions. The overall conclusion drawn from the study is that growth with an outwardoriented trade
strategy can be sustainable because pollution emissions can be significantly mitigated over time.
Indonesia: Strutt and Anderson (1999) employ the Global Trade Analysis Project (GTAP) to examine
the environmental impact on Indonesia of the implementation of the Uruguay Round agreements and
APEC liberalization. These scenarios are to be compared to a baseline where Indonesia’s economy
and its level of air pollution, water pollution and water usage is simulated up to 2020. The simulations
show that implementation of the Uruguay Round agreements actually reduces air pollution in
Indonesia, primarily as a result of the product composition effect (reduction in trade and transport
sector compared to the baseline.) However, APEC liberalization adds a small increase to air pollution
levels. Water use declines in both the Uruguay Round and APEC scenarios, primarily because paddy
rice production declines as a result of trade liberalization. Most water pollution indicators decline with
Uruguay Round implementation, although the effect of APEC liberalization is more mixed, with some
indicators increasing and others declining.
Indonesia: Lee and RolandHolst (1997) analyse the environmental impact of trade liberalization in
Indonesia. Changes in the volume and composition of industrial production generates pollution. The
pollution load is calculated using the pollution coefficients from the World Bank’s Industrial Pollution
Projection System and is linear in production. The emissions include air, water, and toxic pollutants.
The paper simulates the effect of removing all of Indonesia’s import tariffs. Trade liberalization results
in an expansion of Indonesia’s trade of about 6 per cent and a corresponding increase in GDP of about
0.9 per cent. But liberalization also leads to pollution rising at a rate greater than the increase in
output. This is because liberalization leads to Indonesia specializing more towards environmentally
‘dirty’ industries. The paper then simulates both trade liberalization and implementation of a uniform
emission tax to reduce pollution. The simulation shows that Indonesia is able to achieve both an
increase in output (0.3 per cent) and a reduction in emissions.
Costa Rica: Dessus and Busolo (1998) employed a CGE model based on the OECD’s GREEN model
and calibrated for Costa Rica. It is a dynamic model (simulated over a horizon of 18 years, from 1882
to 2010 with 10 household categories, 409 production sectors, 16 types of labour and 13 different
polluting emissions. An initial benchmark was created where the path of the Costa Rican economy
over the 19822002 period was simulated. The paper then considered three major policy scenarios.
First, pollution abatement, with each of the 13 polluting emissions being reduced by 25 per cent from
the benchmark scenario over the period. Second, gradual trade liberalization with all of Costa Rica’s
trade barriers being eliminated by 2020. Third, combining trade liberalization with progressive
reduction of emissions. Three main conclusions emerged from these simulations. First, abatement
policy (an emissions tax) does not seem to involve any major cost in terms of reduced output. This is
because pollution is reduced not through a decrease in output but through a change in the composition
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of output towards environmentally ‘cleaner’ sectors and because of substitution away from polluting
intermediate goods towards the use of more primary factors of production labour and capital. Second,
trade liberalization increases Costa Rica’s growth rate and expands trade by 30 per cent. But it also
results in more pollution in Costa Rica with the scale, composition and technique effects all
contributing to increased pollution. And third, the optimal policy for Costa Rica would involve a
mixture of liberalization and the tightening of environmental measures. Combining the two leads both
to higher GDP growth, compared to the baseline, and to a reduction in emission levels.
United Kingdom: The paper by Espinosa and Smith (1995) is notable for incorporating the negative
externalities associated with air pollution into a CGE model. They allow for emissions of sulphur
dioxide, nitrogen oxide and particulate matter to affect morbidity and mortality rates. Increases in
morbidity and mortality rates reduce societal welfare in two ways. Morbidity increases the subsistence
levels of health expenditures in their StoneGeary demand systems, while each death results in a
deduction from the welfare measure equal to the monetary value of a statistical life. The paper
considers the environmental effect in the UK of two alternative policies. One is a 50 per cent reduction
in trade barriers in UK durables manufacturing. The other is the same reduction in tradebarriers
accompanied by an exogenous rise of 25 per cent in air pollution emissions. Reducing trade barriers in
durable manufacturing in the UK still results in an overall increase in welfare despite the rise in
morbidity in and mortality from more emissions. The increase in morbidity and mortality rates from
increased air pollution reduces welfare by only 0.09 per cent of GDP. This is exceeded by the
efficiency gains from trade liberalization so that overall welfare still increases by 0.19 per cent
compared to the baseline.
Source: WTO 2004

The majority of modelling studies tackle the tradeenvironment relationship at an aggregated
global, regional or country level. 268 A smaller but significant body of literature investigates
the implications of trade reforms on environmental quality at a more disaggregated level of
the economy by undertaking a sectorspecific approach, particularly related to agrofood
activities.
The assessment of the impact of trade liberalisation on core environmental indicators is poorly
represented in the CGE modelling literature. They only partly address impacts on
environmental quality indicators (typically addressing changes in air pollution),269 as CGE
economic models by design are not able to deal with complex environmental impacts related
to the effects on biodiversity and natural resource stocks. This is partly because CGE models
are typically constructed to target aggregates, whereas many of the environmental problems
are of local nature and of local relevance (e.g. the pollution of specific water bodies,
biodiversity loss in specific regions). Böhringer and Löschel (2006) present a generic (“core”)
CGE model with energy flows (fossil fuels used as a primary factor of production releasing
carbon dioxide) as used for a comparativestatic assessment of trade and environmental or
energy related policies. The authors further develop the core model and discuss several
extensions for a better evaluation of potential interactions and tradeoffs between
economic/trade and environmental indicators. These refer to the inclusion of nonCO2
greenhouse gases, accounting for market distortions such as taxes or subsidies, involuntary
268

Cole and Rayner, 2000, Dean, 2000, Townsend and Ratnayake, 2000, Nijkamp et al, 2005, Zhu and van
Ierland, 2006
269
Trade liberalisationinduced changes in air pollution (climate change) are usually addressed in CGE models
(typically labelled E3, EnergyEconomyEnvironment, CGE models) in terms of energylinked emissions
(i.e. CO2 greenhouse gas emissions) coupled to economic activities (Böhringer and Löschel, 2006). For
example, Nijkamp et al (2005) add an explicit capitalenergy composite input into the production structure to
model the impacts of international climate change policies in a CGE context.
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unemployment and imperfect competition, adding dynamic specifications and endogenous
technological change.270 However, the authors do not provide greater detail on their practical
implementation and the appropriateness of their incorporation into a CGE modelling
framework.
When economic and environmental linkages are assessed within a CGE modelling
framework, their complexity tends to be narrowed down for example to the attachment of an
environmental module to production or consumption functions often under the form of
technical coefficients of emissions. Moreover, several crucial limitations related to the
appropriateness of CGE models to simulate policy reform and environmental sustainable
issues, particularly pertaining to climate change, and the interactions between energy and
output have been highlighted in Barker, Köhler and Villena (2002). These include the limited
disaggregation of productive sectors and factors of production, high uncertainty regarding the
assumed values of substitution elasticities between factors of production, and the very limited
representation of technical progress. In addition, the key neoclassical assumptions,
restrictions, and behavioural laws underpinning CGE models, for which there is no general
consensus and no empirical foundation, 271 are made to render these models well behaved,
resulting in strong climate policy recommendations with a high degree of certainty, even
though environmental (climate change) analysis is plagued by uncertainties, multiple
equilibria, unstable dynamics, intergenerational equity concerns and alternative distributional
outcomes.272
To summarise, the review of the literature provides empirical evidence of the potential
negative environmental impacts of trade and investment liberalisation. However, the
empirical evidence also cautions against generalisation, and highlights the importance of
contextualised analysis.273 though some environmental problems are global in nature, such as
climate change, and would require a global approach. The environmental outcome of trade
and investment liberalisation is determined by a complex process of interdependent
relationships which are difficult to capture in an econometric or modelling framework.
Environmental policy and the quality of regulatory institutions and governance, in particular,
play an important part in determining the effect of trade and investment liberalisation on the
environment. The robustness of environmental policies and institutions, including the
adequacy of supporting regulatory instruments, are important determinants of the
environmental impacts of trade and investment liberalisation. So far, however, institutional
factors have been largely neglected in the empirical literature on trade and the environment.
Further research in this area is needed if the potential negative impacts of trade liberalisation
are to be effectively controlled or mitigated by national and international environmental
policy.
Even if trade and investment liberalisation are shown to promote economic growth, this will
not be sufficient to ensure environmental sustainability. For trade liberalisation to contribute
to environmental sustainability, sound environmental policies are needed, both at the national
270

The disaggregation of the representative agent into heterogeneous households represents a further proposed
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and international level to influence the nature of trade flows and the nature of economic
growth. This requires the development of appropriate regulatory frameworks, and in the case
of developing countries financial and technical assistance will be needed to enable them to
strengthen policy coordination in the areas of trade, environment and development.
TRADE LIBERALISATION AND POVERTY ALLEVIATION
The impact of trade liberalisation on poverty alleviation and other dimensions of social
development depends largely on the relationship between trade and growth. However, growth
is not a sufficient condition for poverty reduction. Even if trade liberalisation leads to more
rapid growth, this does not imply that it will improve the condition of the poor.274
Economic modelling techniques, and particularly Computable General Equilibrium models
have gained in popularity as a method of assessing the poverty impact of trade liberalisation.
Computable general equilibrium models have been widely used to assess the impact of trade
liberalisation on aggregate economic welfare and poverty levels, particularly in the context of
the WTO trade negotiations.275
Global CGE models by design are not particularly well suited for poverty analysis due to their
lack of disaggregated information at the household level and their inability to distinguish
between poor and nonpoor individual households. Instead they tend to distinguish between
various types of “representative agents” or, in other words, categories of households or
workers (e.g. unskilled and skilled labour; rural and urban labour). They provide estimates
mostly related to aggregate impacts on poverty and on changes in real income at the poverty
line. Several global CGE models assess the impact of further trade liberalisation on poverty
by differentiating between skilled and unskilled labour, and calculating the number of people
that may be lifted above the $1 or $2 a day poverty line.276 The number of people lifted out of
poverty appears to be, as in the case of economic welfare impacts, dependent on the depth of
trade liberalisation: the greater the trade reforms, the greater the increase in the number of
people lifted out of poverty. This results from the fact that poverty impacts are mainly
explained in CGE models by changes in real rewards to factors. Since the returns to unskilled
labour are estimated overall to increase with trade liberalisation more than the returns to
skilled labour, and most of the poor are unskilled workers, greater trade reform is expected to
contribute to more poverty alleviation. Overall, global CGE models estimate modest poverty
impacts stemming from full trade liberalisation, and much smaller poverty alleviation effects
for developing countries under partial trade reforms.
Polaski (2006) undertakes a discussion on the likely poverty impacts of trade liberalization by
combining the income gains or losses estimated by the CGE (Carnegie) model with the data
on the current distribution of poverty in the developing world. The author argues that because
some developing countries are expected to experience negative effects from agricultural
liberalisation, and because most of the poor depend on agricultural income, poverty is likely
to deepen and spread in rural areas, though displaced farmers may be absorbed, in some cases,
by expanding manufacturing exports. Nevertheless, the net effect would depend on the details
274
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of the liberalization scenario and various country characteristics, such as the relative size of
the agricultural and manufacturing sectors, the rates of growth or contraction likely to be
experienced by each sector, and their relative productivity levels.
CGE modelling techniques have also been recently refined to provide more reliable numerical
estimates of trade liberalisation induced poverty effects across countries and regions. This
class of augmented CGE models focus on a specific country (singlecountry CGE models)
and are linked to microsimulation models drawing on more detailed household level data.
These models are richer in household level detail and are thus relatively better suited to
investigate poverty and equity impacts, and bridge the macromicro gap of analysis.277 The
single country CGE models show that national poverty impacts of further trade liberalisation
vary across countries and are dependent on factor mobility, the effectiveness of price
transmission channels, and the incidence of tax replacement, as well as the extent to which
complementary reforms, and mitigating and enhancing measures are implemented. 278 On
balance, trade liberalisation may contribute to poverty alleviation, but there is no guarantee
that the poor will always stand to benefit.
Trade theory predicts that wage inequality decreases in developing countries as a consequence
of trade liberalisation, since developing countries are relatively well endowed with low skilled
labour relative to developed countries. When trade liberalisation occurs, developing countries
are predicted to become more competitive in low skill intensive sectors and as a result, these
sectors will expand. The increased demand for low skilled workers will lead to an increase of
their wages relative to the wages of skilled workers.
The empirical literature on the link between trade and wage inequality is mixed (Wood,
1997). Experience in East Asian economies appears to confirm the theoretical predictions,
whereas in Latin America it appears that trade liberalisation was associated with an increase
in wage inequality. One explanation for trade liberalisation being associated with increased
wage inequality in some developing countries is that liberalisation introduces new skill
intensive activities For example, there is evidence for Mexico that liberalisation induced
larger FDI inflows from the United States, and increased the demand for skilled labour in
manufacturing industries which led to an increase in wage inequality.279
The relationship between wage inequality and poverty is more difficult to predict and
quantify. If an increase in wage inequality is associated with rising or constant employment,
absolute poverty levels may fall, whereas if rising wages for skilled workers is linked to job
losses for the unskilled there is more likely to be a negative impact on poverty. It is also
important to recognise that the majority of the poor in developing countries derive their
income from nonwage sources, often in the agriculture and rural sector. Trade liberalisation
in agriculture could increase the incomes of the poor. Dollar and Kraay (2001) analyse how
growth affects average real income of the poorest quintile on household incomes, and find
that their income increases proportionally with the country’s average income, which implies
that economic growth benefits the poor. But they find no evidence of a significant negative
277
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relationship between openness and average incomes of
liberalisation to poverty reduction relies, therefore on the
growth. As already discussed, this link is contested in
evidence suggests that the growth induced impact of trade

the poor. Any link from trade
indirect effect through economic
the literature, and the empirical
liberalisation on poverty is weak.
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ANNEX 3: REVIEW OF PREVIOUS IMPACT ASSESSMENT STUDIES
INTRODUCTION
This annex of the mid term report reviews the previous impact assessment studies that have
been undertaken for EU –Mercosur trade liberalisation. The studies reviewed provide
quantitative analyses of the economic impacts of trade liberalisation, and deploy computable
general equilibrium (CGE) modelling and econometric estimation techniques. The results of
these studies will be used to inform the causal chain analysis in the main body of the report.
THE 2003 PRELIMINARY
AGREEMENT

SIA

FOR

EUMERCOSUR

ASSOCIATION

This section reviews the 2003 Preliminary SIA for EU Mercosur.281 The scenarios assessed
in the previous study are described, together with its methods of analysis, its principal
findings and its recommendations for more detailed assessment of specific sectors and issues.
The analysis in the Planistat preliminary overview SIA of the EUMercosur trade agreement
was based on a purposedeveloped Computable General Equilibrium (GGE) economic model.
For services and FDI it was considered that the economic model would not be able to fully
capture the impacts of trade policy changes, and so these were assessed separately in a
parallel cross sector analysis.
The model used in the Planistat study included a dynamic link, through which the direct
income effects of trade liberalisation induce shifts in the regional pattern of savings and
investment. Such effects can magnify income gains or losses. The results estimated changes in
the capital stock, and the welfare and other implications of such changes. In practice, the
results of the study showed little difference with and without the dynamic link.
The model allowed wages to vary, and kept total employment effectively constant. Its results
included changes in wage rates for skilled and unskilled labour, and changes in employment
by sector, under the equilibrium conditions that would occur once the economy has adjusted
to the change in trading conditions. Other results for the new equilibrium included changes in
GDP, national welfare and income, total export quantity and export value, terms of trade,
consumer prices, and production output by sector. The equilibrium changes in production
levels predicted by the model were used to estimate environmental impacts, outside the
model. The data came primarily from the GTAP5 database, which has since been superseded
by GTAP6.
The baseline scenario of the first preliminary overview SIA included the assumption of a
successful conclusion to the WTO Doha Round, and implementation of the Free Trade Area
of the Americas (FTAA). These were implemented in the SIA along with the scenario for a
postulated EUMercosur agreement, as shown in Table A3.1.

281
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Table A3.1: Scenarios assessed in the Planistat SIA of an EUMercosur Agreement
Trade Measure & Measure Applied
Field of Application

Implementation in model

Baseline Scenario
WTO Doha Round

Tariff reduction and reduction of
barriers to trade in services.
Agricultural subsidy reduction

FTAA incorporating Free Trade
Mercosur

Government Procurement: 40% of
purchases open to regional
competition.

30% reduction in agricultural subsidies.
50% reduction in all tariffs.
All Westernhemisphere border tariffs
removed with the exception of ‘Other
Agriculture’, where tariffs reduced by
50%.
Reduction in tariff equivalent on inputs
to public administration and water

EUMercosur
Scenario
Agricultural and non
agricultural goods
A) Elimination of
Customs duties
Agricultural &
EU proposal: Tariff elimination
Reduction of tariffs by 65% from Doha
processed agricultural covering €2.2bn of Mercosur exports baseline
products
currently covered by tariffs (80% of
agricultural sector trade subject to
HS0102, 0424
tariffs) + €5.8bn products which
already have 0% duty => 90%
coverage of MERCOSUR’s
agricultural exports. More limited
tariff reductions on remaining 10% of
trade: cereals, olive oil, dairy
products, beef, tobacco, sugar, certain
processed fruit, vegetables.

EU export subsidies and other factor Incorporated into baseline: subsidies
payments are not addressed by
reduced 30%
Mercosur negotiations. But they are
addressed by Doha round negotiations.
Mercosur Export taxes

Elimination of those remaining

Fish  HS03

Complete elimination of duties over
10 year period

Elimination of tariffs

Industrial Products
HS2597

100% elimination of duties over a
timetable, possibly faster in EU than
Mercosur

Elimination of tariffs

B) Nontariff
measures
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Trade Measure & Measure Applied
Field of Application

Implementation in model

i Internal taxes

Restatement of multilateral
agreements. Progressive elimination
of tax discrimination

Reduction in nontariff taxes on
international trade by 80%

ii rules of origin

Agreed application of rules of origin

Reductions in implicit taxes

iii standards

Elimination of use of standards as a
means of protection

Reduction in tariff equivalents.

Sanitary /
Phytosanitary
measures

Recognition of equivalence of
Reduction in tariff equivalents on
technical methods in food and related agriculturebased sectors.
sectors

Services &
Establishment
Sectorbased agreements. Reduction
in frictional trading costs, including
between Mercosur countries

Reduction in tariff equivalents both
within Mercosur and between regions,
specified as changes in elasticities for all
services sectors and construction.

Foreign Direct
Investment (FDI)

FDI considered under Services &
Establishment

Foreign Direct Investment is
endogenous in the model. Nevertheless,
reduction in tariff equivalents in all
manufacturing sectors, water, electricity
and gas, construction, communications,
financial services, wholesale & retail
trade.

A) Government
Procurement

Partial (40%) opening of public
procurement, especially at federal
level where applicable.

Reduction in tariff equivalent on inputs
to public administration and water

B) Intellectual
Property Rights

Specific agreement on wines and
spirits. Increased general protection
for intellectual property. Note
difficulty in modeling pharmaceutical
impact.

Reduction in tariff equivalent for food
products, beverages & tobacco products,
textiles & wearing apparel, electronics,
machinery and other manufactures,
business services, recreational and other
services, wholesale & retail distribution.

C) Competition

Harmonisation and greater
enforcement of competition policy

Suggested reduction in Mercosur tariff
equivalents in water, electricity and gas,
transport, communications, financial
services.

D) Transparency

Incorporated into other measures

Other sectors / other
types of measure

The Planistat model and the CETM model used in the present study share a common
theoretical framework used in CGE modelling. The model outputs are therefore similar. The
main differences are in the data inputs where the 2006 model uses the updated GTAP6
database, and in the specification of the scenarios, where the CETM assumes 100 per cent
liberalisation of all trade in goods and services, and includes an allowance for a 1 per cent
reduction in the costs of trade facilitation. The Planistat SIA was based on economic
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modelling of an assumed scenario for the actual trade agreement.
In the present study, the baseline has been updated for the current standstill in the WTO Doha
negotiations. A similar ‘no change’ assumption is made for the FTAA in the baseline. The
SIA estimates the impacts for the ‘further liberalisation’ scenario where a range of negotiating
options are defined for the agriculture, agriculture and services sectors.
The main findings of the 2003 SIA on sustainable development in Mercosur and the EU were
as follows:
Mercosur
·

Relatively small overall economic impacts.

·

Larger positive or negative economic impacts on particular sectors.

·

A danger that shortterm problems of employment restructuring might dominate and
outweigh the longer term benefits.

·

Only a limited contribution towards reducing unemployment

·

Potentially extensive agricultural restructuring

·

For agriculture, possible environmental effects on water resources and water quality,
soil quality and biodiversity; possible social effects on employment (formal or
informal) and rural poverty. In particular as these may be gender or ethnically
differentiated.

·

For food products and meat and dairy products, environmental effects on air emissions
or water or ground pollution.

·

For petroleum and related chemicals and plastics, potential environmental effects in
Brazil.

·

For transport: environmental effects in Argentina, Brazil and Uruguay on air
emissions from transport, and land quality or water supplies from car disposal.

·

For the retail and wholesale sector, social impacts associated with the economic and
employment impacts.

European Union
§

In the European Union, the main issues identified in the Planistat SIA are social,
associated with potentially adverse economic effects for particular economic sectors in
specific regions of some Member States. The potential economic and environmental
impacts are assessed to be nonsignificant.

The screening and scoping exercise conducted in the 2003 SIA identified the following
priority sectors for more detailed study:
·
·
·

Agriculture, Food products and Meat & Dairy products: Mercosur
Agriculture, Food products and Meat & Dairy products: EU25
Food products and Meat & Dairy products  Environmental analysis, Mercosur
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·
·
·
·

Petroleum refining, Chemicals, Rubber, Plastics – Brazil
Electronics & Machinery – Capital Goods: Mercosur
Wholesale & Retail – Mercosur and EU
Transport – Argentina, Brazil and Uruguay

The study also identified impacts in other sectors that were potentially significant:
·

Forestry and Wood products. Potentially significant impacts were identified associated
with agriculture. It was envisaged that a detailed SIA on agriculture would examine
these in more detail.

·

Fishing – Argentina. Several studies of this area had already been conducted.
Insufficient information was available to indicate that further study would be
worthwhile.

·

Leather Products. It was considered unlikely that the potential impacts would be
sufficiently significant to warrant further analysis.

·

Motor Vehicles – Mercosur and EU. Several potentially significant impacts were
identified, arising from increased trade between the EU and Mercosur in both
directions. It was envisaged that the most significant of these would be examined in a
detailed SIA on the transport sector.

OTHER ECONOMIC IMPACT ASSESSMENTS OF THE EUMERCOSUR TRADE
LIBERALISATION
Quantitative analysis using both general equilibrium and partial equilibrium techniques can
provide useful information on the likely economic effects of trade liberalisation in different
sectors and economies. These results can then be incorporated in the causal chain analysis
which is used to carry out the sustainability impact assessment.
Girodano and Watanuki (2000) construct a comparative static CGE model for Mercosur
which is represented by Argentina and Brazil. The model included 11 sectors and 5 regions.
Trade liberalization is modelled as the complete removal of tariff barriers between trade
partners. The results show that under the MercosurEC FTA European exports to Argentina
grow by 13% and those to Brazil by 14%. Argentina expands exports to the EC by 11%,
while in Brazil increases exports by 9%. The most dynamic European exporting sector is light
manufacturing . Exports in animal products experience the fastest growth in Argentina , while
other agricultural products are the most dynamic in Brazil. Simulation results show that
services exports to Mercosur fall slightly. The sectoral composition is very similar across
countries within Mercosur, with export gains concentrated in the agribusiness sectors, and a
dominance of the food crops sector followed by the food processing industry.
Efficiency gains from full trade liberalisation cause GDP to raise by 0.7% in Argentina and by
1.3% in Brazil. In the EC, the overall effect on GDP (0.22%) is smaller since trade with
Mercosur accounts for a smaller portion of European GDP. Under partial liberalization, all
countries still have positive welfare gains.
Bchir, Decreux and Guérin (2001) used the MIRAGE model with GTAP 5 database. The
model assumes perfect competition and monopolistic competition depending on the sector,
full employment, and capital immobility as well as attempting to capture dynamic effects
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related to technological externalities and nonmonotonic increased competition. The authors
explicitly model these effects by adjusting factor reallocation to take effect over a specified
period. The scenarios examined included full trade liberalization between EU and Mercosur
and between Mercosur and other Latin American countries, as well as a combination of the
two. These simulations were done in a seven geographical zones and in a nineteen sectors
framework.
The results from the Mirage model suggest that Mercosur’s total export and imports should
rise by 12.3% and 12.7% respectively. EU imports and exports rise by 1.6% each. The authors
find significant trade diversion effects and Latin American exports to Mercosur are predicted
to decline by 17%. In the same way, Latin America (excluding Mercosur) exports to the EU
should fall by 7%. . The most striking illustration is a reduction of meat exports from the rest
of South America to the EU. Sectors in Mercosur that are predicted to decline include,
adversely affected are automobiles (1.0%), other agriculture products (1.5%), other
Manufacturing (1.7%), and metals (1.3%). Sectors whose production will “gain” from such
a liberalisation episode include: cereals (+2%), milk and sugar (+2%), and, meats (+8%).
Flores (2004) examined the changing dynamics of EU–Mercosur integration in the context of
2004 EU enlargement. As in the case of the previous models it uses the GTAP 5 (1997)
database but has extended it with the most recent InputOutput tables for Argentina and
Brazil. Also, this model assumes an interaction between perfect and imperfect competition.
As in the previous studies, the simulations are full (‘optimistic’) and partial (‘realistic’)
liberalization scenarios, where the latter excludes a large part of trade in the agriculture sector.
The results show that GDP rises as a result of an agreement by about 1.5% under the full
liberalization scenario and by a 1.3% under the ‘realistic’ one.
Calfat and Flores (2006) estimate the potential gains to trade in goods from liberalisation of
EUMercosur trade. The partial equilibrium analysis is conducted at the detailed six digit
product level. The analysis identifies the products where there appear to be opportunities for
gains from trade, based on revealed comparative advantage and existing levels of tariff
equivalents facing the product in the importing country. Two liberalisation scenarios are used:
first a reduction of 50 percent in the ad valorem tariff equivalent, and second, a reduction of
100 percent in the ad valorem tariff equivalent. The aim is to identify potential ‘winners’ at
the product level from trade liberalisation.
The main products for EU gains are nuclear reactors, boilers, machinery etc; electrical and
electronic equipment; pharmaceutical products; optical, photo, technical and medical
apparatus; and paper and paperboard and related articles. Automobiles and motor vehicle
parts are not identified as products where significant gains could occur.
The studies reviewed in this section show modest overall welfare and real income gains for
Mercosur. from an EUMercosur FTA. However, these overall gains are an aggregation of the
gains and loses that are predicted to occur at the sectoral level. Computing and data
limitations have meant that much of the economic analysis of the potential impact of trade
liberalisation is based on simplified representation of behavioural relationships and ‘stylised
facts’ which do not capture the complex set of interacting factors that can determine the
behaviour of producers and consumers at the micro level. Thus, while the results of CGE
models and other partial equilibrium analyses can inform the causal chain analysis, the
evidence which they provide needs to be complemented by an understanding of the
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institutional and policy factors which also influence the final economic (and social and
environmental) outcomes of trade liberalisation.
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ANNEX 4: TECHNICAL ANNEX: AN OVERVIEW OF THE
COMPUTATIONAL MODEL
1.

Introduction

This annex provides an overview of the basic structure of the global CGE model employed for
our assessment of an EUMercosur FTA. The model is based on the competitive version of
Francois, van Meijl, and van Tongeren (2005) and is implemented in GEMPACK  a
software package designed for solving large applied general equilibrium models. The full
model code for Francois, van Meijl and van Tongeren can be downloaded from the internet at
http://wwwi4ide.org/francois/data.htm/. The model is solved as an explicit nonlinear system
of equations, through techniques described by Harrison and Pearson (1994). More
information can be obtained at the following URL –
http://www.monash.edu.au/policy/gempack.htm. The reader is referred to Hertel (1996) for a
detailed discussion of the basic algebraic model structure represented by the GEMPACK
code. While this appendix provides a broad overview of the model, detailed discussion of
mathematical structure is limited to added features, beyond the standard GTAP structure
covered in that document. The model is a standard multiregion computable general
equilibrium (CGE) model. Social accounting data are based on the most recent Version 6.2 of
the GTAP dataset (www.gtap.org).
2.

General structure

The general conceptual structure of a regional economy in the model is as follows. Within
each region, firms produce output, employing land, labour, capital, and natural resources and
combining these with intermediate inputs. Firm output is purchased by consumers,
government, the investment sector, and by other firms. Firm output can also be sold for
export. Land is only employed in the agricultural sectors, while capital and labour (both
skilled and unskilled) are mobile between all production sectors. Capital is fully mobile
within regions.
All demand sources combine imports with domestic goods to produce a composite good.
These are Armington composites. Relevant substitution and trade elasticities are presented in
Appendix Table 1.
3.

Taxes and policy variables

Taxes are included in the theory of the model at several levels. Production taxes are placed on
intermediate or primary inputs, or on output. Some trade taxes are modelled at the border.
Additional internal taxes can be placed on domestic or imported intermediate inputs, and may
be applied at differential rates that discriminate against imports. Where relevant, taxes are also
placed on exports, and on primary factor income. Finally, where relevant (as indicated by
social accounting data) taxes are placed on final consumption, and can be applied
differentially to consumption of domestic and imported goods.
Trade policy instruments are represented as import or export taxes/subsidies. This includes
applied mostfavoured nation (mfn) tariffs, antidumping duties, countervailing duties, price
undertakings, export quotas, and other trade restrictions. The major exception is servicesector
trading costs, which are discussed in the next section. The full set of tariff vectors are based
on WTO tariff schedules, combined with possible Doha and regional initiatives as specified
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by the Commission during this project, augmented with data on trade preferences. The set of
services trade barrier estimates is described below.
4.

Trade and transportation costs and services barriers

International trade is modelled as a process that explicitly involves trading costs, which
include both trade and transportation services. These trading costs reflect the transaction costs
involved in international trade, as well as the physical activity of transportation itself. Those
trading costs related to international movement of goods and related logistic services are met
by composite services purchased from a global trade services sector, where the composite
"international trade services" activity is produced as a CobbDouglas composite of regional
exports of trade and transport service exports. Tradecost margins are based on reconciled
f.o.b. and c.i.f. trade data, as reported in version 6.2 of the GTAP dataset.
A second form of trade costs is known in the literature as frictional trading costs. These are
implemented in the service sector. They represent real resource costs associated with
producing a service for sale in an export market instead of the domestic market. Conceptually,
we have implemented a linear transformation technology between domestic and export
services. This technology is represented in Annex Figure 1. The straight line AB indicates,
given the resources necessary to produce a unit of services for the domestic market, the
feasible amount that can instead be produced for export using those same resources. If there
are not frictional barriers to trade in services, this line has slope 1. This freetrade case is
represented by the line AC. As we reduce trading costs, the linear transformation line
converges on the free trade line, as indicated in the figure.
The basic methodology for estimation of services barriers involves the estimation of an
equation where import demand is a function of the size of the economy (GDP) and its income
level (percapita income). We have also included dummy variables by sector, and country
specific dummies (with Hong Kong and Singapore being the base case). Our import data are
on a sector basis by country with respect to the world, and are at the same level of aggregation
as the CGE model data. Formally, out estimating equation is
(1)

M i, j = ai + a j + a ln(GDP) j + a2 ln(PCI) j + e j
1

where Mi,j represents imports in sector i by country j, ai and a j are sector and country effect
variables, GDPj represents national GDP (taken in logs), PCIj is percapita income (again
taken in logs) and e is an error term. This is an improvement on the approach in Francois, ven
Meijl and van Tongeren (2005) as under this approach we have several points for estimation
of each national restriction index (the a j coefficient). Adjusted by the import substitution
elasticity, these national coefficients provide an estimate of the tradecost equivalent of
existing barriers in services, as an average across service sectors.

(2)

()

a j = -s ln T j

Here, Tj is the power of the tariff equivalent (1+tj ) such that in free trade T0 =1, and s is the
trade substitution elasticity relative to domestic production (taken to be the substitution
elasticity from Annex Table 1).
Regression results from this approach are reported in
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Annex Table 2, while the relevant estimates of tariff equivalents for this study are reported in
the report.
5.

The composite household and final demand structure

Final demand is determined by an uppertier CobbDouglas preference function, which
allocates income in fixed shares to current consumption, investment, and government
services. This yields a fixed savings rate. Government services are produced by a Leontief
technology, with household/government transfers being endogenous. The lowertier nest for
current consumption is also specified as a CobbDouglas. The regional capital markets adjust
so that changes in savings match changes in regional investment expenditures. (Note that the
CobbDouglas demand function is a special case of the CDE demand function employed in
the standard GTAP model code. It is implemented through GEMPACK parameter files.)
6.

Market Structure

The basic structure of import demand is Armington preferences. Goods are differentiated by
country of origin, and the similarity of goods from different regions is measured by the
elasticity of substitution. Formally, within a particular region, we assume that demand goods
from different regions are aggregated into a composite import according to the following CES
function:

(3)

q

M
j ,r

éR
r ù
= êåa j ,i ,r M j ,ij, r ú
ë i =1
û

1/ r j

In equation (3), Mj,i,r is the quantity of Mj from region i consumed in region r. The elasticity
of substitution between varieties from different regions is then equal to sMj , where
sMj=1/(1rj). Composite imports are combined with the domestic good qD in a second CES
nest, yielding the Armington composite q.
(4)
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The elasticity of substitution between the domestic good and composite imports is then equal
to sDj, where sDj=1/(1bj). At the same time, from the first order conditions, the demand for
import Mj,i,r can then be shown to equal
(5)
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where EM j,r represents expenditures on imports in region r on the sector j Armington
composite. In practice, the two nests can be collapsed, so that imports compete directly with
each other and with the corresponding domestic product. This implies that the substitution
elasticities in equations (3) and (4) are equal. (These elasticities are reported in Annex Table
1).
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Annex Table 1, model sectors and regions
Model sectors and regions
Sectors:
CPC 01110116, 0119
CPC 012017, 019
CPC 02110212, 02910295, 02970299
CPC 03
ISIC 015
ISIC 101103, 111112, 1214
CPC 21112114, 216218, 2225
CPC 0296, ISIC 1719, 243
ISIC 2022
ISIC 2325
ISIC 2628
ISIC 34
ISIC 35
ISIC 2933, 3637
ISIC 4041
ISIC 45
I 5055,
ISIC 64
ISIC 6063
ISIC 6567
ISIC 7074
ISIC 75, 80, 85, 9099

grains
other crops
animal products
forestry
fisheries
mining
processed foods
textiles and clothing
lumber, wood, pulp, paper
chemicals
metals and nonmetallic minerals
motor vehicles
transport equipment
machinery
utilities
construction
trade
communications
transport services
financial services
business services
other services

Regions
1 arg
2 bra
3 par
4 ury
5 ven
6 mas
7 xsa
8 eu15
9 eu10
10 row

Argentina
Brazil
Paraguay
Uruguay
Venezuela
MERCOSUR associates
Other South America
European Union 15
New EU Members
rest of world
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Armington
elasticities
5.95
4.92
4.17
5
2.5
1.34
5.03
7.58
6.32
6.08
6.94
5.6
8.6
8.3
5.6
3.8
3.8
3.8
3.8
3.8
3.8
3.8
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Annex Table 2, Services regression results
NAME
sector dummies

COEFFICIENT

utilities
trade

tratio

0.82
2.74

2.14
7.96

transport
communications

3.81
1.47

10.70
4.00

other financial services
insurance and real estate

1.37
1.37

3.60
3.50

other business services

3.54

8.81

other services

3.05

7.39

GDP
GDPsquared
PCI

13.60
0.47
0.08

1.95
1.87
0.54

Australia

2.47

2.29

New Zealand
Other Oceania

0.34
6.30

0.26
1.74

China

3.14

2.36

Japan
Korea

2.96
2.87

3.32
2.48

Taiwan
Other East Asia

2.41
2.79

2.48
1.27

Indonesia
Malaysia

1.60
0.83

2.28
1.09

Philippines

0.14

0.15

Thailand
Vietnam

0.44
2.50

0.65
1.24

Other Southeast Asia

1.65

1.84

Bangladesh
Cambodia
India

2.30
12.20
3.92

1.56
1.70
3.24

Pakistan

1.35

1.15

Sri Lanka
Other South Asia

3.80
3.67

1.13
1.51

Other Central Asia

0.22

0.31

Canada
Mexico
Other Americas

2.12
3.22
2.51

1.63
2.53
1.91

EU25

1.21

2.50

EFTA
Turkey

1.10
1.09

0.96
1.56

Russia
Other Europe

2.63
0.74

2.55
1.02

North Africa and ME

2.20

1.66

South Afria
SubSaharan Africa

0.90
1.36

1.32
1.58

country values and dummies

Rsquared:

0.74

Singapore and Hong Kong and the US are taken as the benchmark.
The US is included because it was not statistically different from the other two.

SIA of Mercosur Negotiations – Final Report

page 230

Annex Figure 1
Trading Costs in the Service Sector

S domestic

A

B
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ANNEX 5: SUMMARY OF FINDINGS FROM SECTORAL STUDIES: MITIGATION AND ENHANCEMENT
MEASURES
Impact
Automobile
Economic and Social

Effects

Flanking and mitigation measures

It is proposed that an impact assessment study be undertaken on the effect of EU
and Mercosur trade facilitation costs on the automobile sector’s trade
performance.

Trade facilitation costs

If the results of the study confirm that ontheborder trade facilitation costs are
constraining the growth in automobile exports and imports, a programme of
Inefficient; reduces potential
measures to reduce trade facilitation costs in Mercosur and the EU should be
economic
gains
from
formulated.
increased trade
This programme should be based on identified problem areas and should be
accompanied by an estimated cost of implementation. In the case of Mercosur, the
proposed reform measures could be supported by the EU funding and technical
assistance as part of the set of enhancement measures linked to the EU Mercosur
Association Agreement negotiations.
It is proposed that a detailed assessment of the costs and benefits of regulation
affecting the automobile sector should be undertaken for Mercosur and the EU.

Regulation of the
automotive sector

Limits economic gains from
increased
trade
and
productivity as well as
limiting competitiveness of
the sector
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The study would consider the costs incurred by the automobile sector from
regulation but should also consider the benefits that accrue to society at large,
from the regulatory measures.
The regulatory assessment should include an assessment of the significance of
Mercosur and EU level regulations as a barrier to market entry by Mercosur and
EU exports of automobiles, and the extent to which the replacement of regional
level regulations by international automobile technical standards would improve
page 232

the international competitiveness of the auto sector in both regions.

International
competitiveness of
automobiles sector

Mercosur Secretariat and the European Commission should jointly establish an
EU – Mercosur Automobile Sector Forum with tripartite membership representing
the interests of the European Commission, Mercosur, labour and employers. The
Pressure
to
continue Forum would provide an institutional framework in which areas could be
developing the sector as a identified where collaboration would be mutually beneficial to the future growth
major engine of industrial of the automobile sector.
development and economic
Increased innovation and adoption of new products and cleaner technology.
growth

Keep automobile sector Identify the areas for both potential gains (‘winwin’) and tradeoffs (winlose’) in
competitive and dynamic on the ongoing negotiations on an Association Agreement between the EC and
Mercosur. This could build on the analysis provided in this SIA, and confirm (or
global market
challenge) the SIA findings on the potential impact of an Agreement on output,
investment employment, and long run international competitiveness, in the
automobile sector in the EU and Mercosur.
Industrial policy designed to identify the existing blockages to the development of
Increased pressure on the
new products and markets and propose solutions to them, which may require
Deindustrialisation
public intervention measures.
industrialisation process

Environment
An EU Mercosur Working Group on Measures to Reduce CO2 Emissions from
Automobiles should be established as part of the ongoing discussions on the
Association Agreement.

Increased production and
transportation
of Increased GHG emissions
automobiles,
alongside with adverse impacts on Identification of initiatives that could be taken within the framework of the
Association Agreement that would contribute to the mitigation of climate change
increased
automotive climate change
effects resulting from vehicle use.
sales/use
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Agriculture
Social
Rising
demand
agricultural workers

for Increased
labour

use

of

forced Improved compliance with international labour standards, including those relating
to forced labour.
Increased education and training to promote mobility between sectors.

Increased mechanisation of Rising unemployment
unskilled workers
production

Investment in both human and social capital through education and training, to
for promote job creation and intersectoral mobility.

Increased protection of farmers and agricultural labourers in the form of
alternative forms of rural nonfarm employment (i.e. in manufacturing and
services), alongside investment in social capital.
Strengthening property rights to enhance the reduction of environmental
Increase demand of land for
Loss of land and rights for
degradation since ownership encourages responsible maintenance of resources to
expansion of livestock and
farmers
ensure profitability and land protection.
sugarcane production

Environmental
Increased use of high yielding crop varieties and genetically modified varieties
Increased pressure on natural which require fewer inputs, as well as increasing the share of organically produced
resources, especially water crops to mitigate potential impacts of increased agricultural production.
and land
Introducing dual purpose and beef herds (milk and meat production) and careful
Reduction in soil and water and controlled fertilisation of grasslegume pastures, alongside greater stocking
quality
from
rising densities for cattle systems, in order to improve yields under existing conditions.
Rising demand for livestock
agrochemical usage
and
other
agricultural
Increased cooperation and the transfer of knowledge and technology between the
goods, including sugarcane
Increasing GHG emissions EU and Mercosur to ensure proper and sufficient regulation of agrochemical use
resulting from increased to avoid excess exposure and applications resulting from increased productivity.
livestock production, both
directly
from
livestock Improved pest management to reduce pesticide usage.
pollution, and indirectly from
forest clearing
Increased management of manure to reduce global GHG emissions following from
expected increases in beef production.
SIA of Mercosur Negotiations – Final Report

page 234

Increased deforestation of
Strengthening of environmental regulation.
lands high in biodiversity
Biofuel production uses
energy which itself generates
greenhouse gas emissions,
Implementing a certification process which rewards products that are produced
Rising production of ethanol
and the production process
sustainably.
for biofuels
may also have other adverse
environmental and social
impacts
Rising demand for land area
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Forestry
Economic
Risk
of
reduction
in
A potential decline in employment
industrial pulp and paper
Potential loss of human
production
capital and skills base
Loss of tariff revenues
Macroeconomic impacts

Potential impacts on incomes

Development assistance including microcredit schemes and encouraging rural
diversification and small business development.
Provision of development assistance including education and training on
sustainable forestry practices and alternative skills.
No measure proposed. Fiscal revenues from increased GDP are expected to offset
this impact.

Restricted scope for specific EU development assistance measures.
policy measures

Social

Loss of natural forest and
weakened
control
and
ownership
of
forest
resources

A potential decline in
industrial pulp and paper
production

Loss of a wide range of
natural, social and economic Market based measures, including consumer awareness, certification and labelling
resources
schemes. Mandatory certification may contradict WTO rules and be open to
international challenge, therefore may be difficult to implement.
Loss of cultural identity
Crosscompliance: consider implementing a direct linkage between tariffs and
Labour and land tenure other trade policy instruments with social sustainability requirements.
issues
EU development assistance measures
Conflict
Rationalisation
of
the
workforce
Development assistance including microcredit schemes and encouraging rural
diversification and small business development.
Reduction in the social
welfare provided by the
EU development assistance measures.
complex (schooling, clinics,
etc)
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Environmental
Market based measures, including consumer awareness, certification and labelling
schemes. Mandatory certification may contradict WTO rules and be open to
Unsustainable commercial
international challenge, therefore may be difficult to implement.
and illegal logging activities
Loss of natural forest

Crosscompliance: consider implementing a direct linkage between tariffs and
Biodiversity,
species
other trade policy instruments with social sustainability requirements. This may
composition, and habitat loss
be difficult to monitor and enforce, particularly in Mercosur countries.
and fragmentation
Existing international agreements (Kyoto, CBD).

Climate change

Monitoring and evaluation of above ground carbon stocks and greater research
into localised climatic impacts and wider implications.
Maintain above ground carbon stocks through further creation of forest reserves
and better implementation of protection, and through policies to promote long
term natural forest regeneration.
Regulation of imports from pulp and paper mills and downstream plantations
which fail to meet sustainability requirements.
Existing local, national and international legislative measures.

Prevention of natural forest
regeneration
Agrienvironmental schemes.

Wood pulp and paper
sectors, plantation forestry
Watershed impacts
monoculture
Pollution
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Technical assistance measures.
Monitoring assistance.
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Crosssectoral

Increasing competition for
land
from
agriculture,
Loss of natural forest
including biofuel feedstock
production
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Voluntary or mandatory certification: The EU currently requires industrial
producers of biofuel to report on the environmental impact of feedstock
production a the point of origin. This is likely to become a full accreditation
scheme. However, mandatory certification may contradict WTO rules and may
therefore be open to international challenge.
Furthermore, sustainably produced crops may compete for land with other
products. There is no guarantee that they will not simply displace other activities
(e.g. cattle ranching) into natural forest areas.
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