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EXECUTIVE SUMMARY

In accordance with the terms of reference and té&s Hrade SIA methodology, this
report provides an in-depth analysis of the poéémtnpacts of successful completion of
ongoing negotiations for an Association Agreematiieen the European Union and the
Mercosur member countries. Using the SIA methodglothe study draws on
guantitative and qualitative evidence to assess pbtential economic, social and
environmental impacts of trade liberalisation of BMlercosour trade in goods and
services. The study also assesses the potentiactsmyof liberalisation in three key
horizontal issues, namely, investment, trade fatitin and government procurement.

The study draws on the results of a comprehensbrepatable general equilibrium
(CGE) model which is used to simulate the effed¢tsrplementing a full liberalisation
scenario. For the SIA analysis the study usesatahsin analysis, wherein evidence on
the cause and effect links between trade libetadisaeconomic activity and social and
environmental changes are used to assess potsusi@inability impacts, in terms of
core economic, social and environmental indicaaois process indicators.

This Final Overview Report combines, and whereessary, updates, the results of the
preliminary Overview SIA that was completed in Nowser 2007, together with the
results of the five sector SIA studies (agriculfioeests, automobiles, financial services
and trade facilitation) that have been preparedpag of the EU Mercosur SIA
programme along with the findings of the beef atidheol case studies that were carried
out in the agriculture SIA.

The purpose of the SIA studies is to inform tradgatiators and other interested parties
on the potential economic, social and environmentahcts of the trade negotiations, in
both the EU and Mercosur. The SIA studies are mismnded to provide guidelines to
help in the design of possible preventative, mitagaand enhancement measures which
make it possible to maximise the positive impact sBmreduce the negative impact of the
trade negotiations in question.

Summary of Overview Report Sustainability Impacts

The findings made in this report represent the siefvthe consultants and should not be
interpreted as being endorsed by the European Cegriom. They are only intended to
form a basis for discussions among stakeholders.

For the EU the assessment finds that the economic impaetdikaly to be positive
overall. The CGE model estimates that full libesafion would give an economic welfare
gain of the order of 0.1% of GDP. The static ecoitomwelfare gains result from the
resource reallocation effects that occur in respdadrade liberalisation induced relative
price shifts. The manufacturing and services sectwe predicted to gain relative to
agriculture. The effect on agriculture is advensdhie short term, however in the long
term, as sectoral resources shift to more efficiaaltocations, the welfare losses in
agriculture are offset by the gains in other sectdithe economy.

Employment in agriculture is expected to be neg#yiaffected during the adjustment

period, reinforcing the underlying downward tremd baseline agricultural sector
employment. If not mitigated by appropriate supporogrammes or other policy
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measures, this adjustment process may lead to sedwcial impacts in particular
localities and sub-sectors,

Both positive and negative environmental impactdl \arise, associated with the
production changes. These will be localised and exgected to be small, and not
significant in the context of an effective regulgtaegime. Efforts to reduce EU
greenhouse gas emissions through the use of bsotoeteplace fossil fuels may be
expected to benefit from a reduction of barriergmiports of Mercosur ethanol provided
that these are sustainably produced. The oppositéd occur if associated land use
changes in Mercosur were allowed to accelerateregtfation.

For the Mercosur countriethe CGE model predicts that full liberalisatioowd lead to
static economic welfare gains in each country. $ketoral changes indicated by the
model are generally in the opposite direction tosthin the EU. The agricultural and
processed foods sectors are expected to benefittfie increased export opportunities in
the EU market. For the manufacturing sector, theremsed exposure to European
competition is expected to necessitate a perioddplistment for Mercosur producers.
Similar adjustment costs will arise in the servicesctor, particularly for financial
services, utilities and business services. The madgn and duration of these adjustment
costs will be affected by the mitigation measuhed are taken.

Economic gains are expected to increase over tintteel Mercosur countries. In the long
run, the exposure to competition is predicted thuge efficiency and productivity gains,
particularly in manufacturing and services, whillee opportunities for new investment
and prospects of higher rates of return are likelyincrease foreign and domestic
investment, depending on the other factors whidbecafthe investment climate. The
sequencing of liberalisation and the phasing fer ithplementation of complementary
supply side measures will affect the size of thgkr term economic gains attributable to
EU Mercosur trade liberalisation.

The social impacts in Mercosur are expected to beedn In the longer term,
employment and income gains are predicted. Thenpatenegative impacts include
employment losses in parts of the manufacturingoseand non-adherence to decent
work standards in some parts of the agriculturahemy, if production and employment
increase as a result of EU Mercosur trade libeaatin. Gender impacts are expected to
be mixed and relatively small.

Both positive and negative environmental impaces expected. The main impacts that
have been identified include: opportunities for imped environmental services, risk of
increased water pollution, and an adverse impactbiodiversity. Less significant
impacts that are identified include potential delgtaon of resource stocks of water and
soils, air pollution, spread of plant diseases thnelats to animal welfare.

The expected impacts of the proposed trade agrdemneclimate change are mixed. In
addition to the effects of biofuel liberalisatidhe economic modelling studies indicate a
small reduction in greenhouse gas emissions from rdtrallocation of production
between Mercosur and the EU, countered by a lamgerease due to increased
international transport.
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The global economic sector crisis is expectetednl to a contraction in world trade,
although the magnitude of this decline is at yeteutain. The worsening in global
economic conditions can be expected to have anrselvepact on EU-Mercosur trade
and investment flows and thereby moderate the rmadmiof the (positive and negative)
sustainability impacts of trade liberalisation.

Summary of the Sector Reports Sustainability Impact

The Overview Report incorporates the main findingshe five sector SIA studies that
were undertaken in Phase 1 and Phase 2. The segimt sustainability impacts are
summarised below:

Automotives

For the EU, the economic impacts are expected tbepeficial in terms of output and
employment. Foreign investment flows from Europeh® Mercosur automotive sector
will be encouraged by the liberalisation of tragel anvestment, and any accompanying
reduction in trade facilitation costs. The disttibn of gains from increased output and
employment are likely to favour the EU10 countriegh automobile production
capacity. The investment benefits will accrue tosth EU15 countries that have made
significant investments in the Mercosur automolsiéetor over several decades. The
liberalisation of automobile sector trade is ngbested to have significant social impacts
in the EU. The potential environmental impactshe EU would be related to any change
in production that results from the liberalisatiohtrade with Mercosur, but given the
enforcement of environmental standards and contkitlsin the EU, these additional
environmental pressures are unlikely to be sigaific

For Mercosur, the economic impacts of trade libeatibn in the automotive sector are
also expected to be positive, as increased openmapsoves the international
competitiveness of automobile manufacturing andtsparoduction in Brazil and
Argentina. There may be short term pressure on doenproducers and employment,
particularly in the parts sector, as the sectoustdjto the challenge of competing against
imported parts for use in domestic assembly plaitsvever, with the continued inflow
of FDI, the share of exports in total productiomxpected to increase. Export growth and
growth in the domestic market are likely to allowv the continued expansion of output
and employment, although this is partly dependenthe continuation of a stable and
predictable macroeconomic environment and investiclenate.

The potential social impacts of automobile sectberblisation are not expected to be
significant. The process of product redesign argtaging induced by trade liberalisation
may contribute positively in terms of increasing 8kills endowment of the labour force.

The environmental impacts will be related to thargjes in production levels, changes in
vehicle use, changes in trade, and changes in dkghn that result from trade

liberalisation. Environmental quality can be expéctto decline with increased

production and vehicle use increasing air polluti@Qver time, the magnitude of this

scale effect is likely to be reduced as cleandnrtelogy is incorporated into production
methods and vehicle design. As is the case of Isampacts, the incremental

environmental impacts attributable to trade libsedlon in the automotive sector is
unlikely to be significant.
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Agriculture

For the EU, the liberalisation of agricultural teadith Mercosur is expected to confirm
the downward trend in baseline output and employmeith the principal long term
welfare impact coming from the dynamic effects a¥itshing resources to more
competitive sectors of the economy. There areikelbe short to medium term social
adjustment costs as rural labour resources redédlota non-agricultural sectors.
Environmental impacts are not expected to be saamf. Increased imports from
Mercosur may encourage greater intensity of pradadh order to increase yields, but
the overall effect on soil and water resourcesxigeeted to be small and beneficial.
Increased imports of animal products may hightelipuconcerns relating to European
animal welfare standards. Less significant imp#uds are identified include potential for
the spread of plant diseases.

For Mercosur, the overall economic impacts of iasexl trade between the EU and
Mercosur is expected to be positive. Employmenthis sector is expected to rise
proportionally with output in the short run. Howeyé¢here is some risk of reduced
employment in the long run as incentives for meaion may result in demand for
higher skill levels and lower agricultural employmeThe link is through the increased
demand for biofuels which adds to the trend towdadge scale production which in turn
allows scale economies and increased mechanisatiocreased trade between the EU
and Mercosur is expected to lead to some positbaak impacts and some that are
negative, for example, in so far as a changingepatbf agricultural production affects
land tenure and the welfare of indigenous farmerd hired labour. Agricultural
production is expected to rise significantly inthké Mercosur countries, placing pressure
on both land and water. Expansion could also imgamificantly on deforestation,
contributing to a reduction in biodiversity as pugton expands, particularly in the
Amazon and Cerrado regions.

Forestry

Liberalisation of trade is shown in the economicdeido have a limited effect on trade
of timber and timber products between the two ntarkeThis reflects the low or non-

existent level of existing tariffs, which principalaffect exports from the EU to

Mercosur. No significant direct impacts are prégticfor European countries. The main
consequences of trade liberalisation are antiaip&tebe internal redistribution within

Mercosur, with Brazil expanding its output of baitinber and timber products.

Most adverse social, local economic and environaientpacts of forestry operations
and secondary processing arise under existing medkelitions; and are exacerbated by
weak and ineffective governance, resulting in dle@gging of natural forest. However,
the expansion of industrial plantations, while m@dg primary impacts, can also
adversely affect landscape, biodiversity and loemlonomic activities of rural
communities. Secondary processing of wood, pulp pager are major industrial
processes which can have significant adverse samaironmental and local economic
effects if they are not designed and operated fuitrmitigating measures. At the same
time these processes add value and contributefisegmtiy to national economies. Trade
liberalisation will support this expansion by gigigreater access to South America for
European plant and equipment.
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International involvement through development @apion and the activities of
international forest companies has a major impactfasestry development in several
Mercosur countries and particularly Uruguay. Thier@ need to ensure that strategic
development plans promoted by governments and stggpby international donors and
financial institutions are fully assessed at theseu in terms of their potential
environmental social and local economic impactherathan waiting until critical land
use decisions need to be made on the siting astriricture and major processing plant.

Financial Services

The static welfare gain from financial servicesefdisation is small in both Mercosur
and the EU, but other effects are potentially miariger. EU providers of financial
services stand to gain from increased market patnetr while in the Mercosur countries
the main economic benefits are expected to conma fong term dynamic effects on
economic growth. This is expected to make a sicamit long term contribution to
reducing poverty. Social impacts in the EU arelsmd also beneficial.

A short term decline in domestic financial servioegput is expected in all the Mercosur
countries, but except in Paraguay the impact isllsama likely to be countered in the
longer term as domestic providers become more cotwpe The decline in output

projected for Paraguay is subject to a high degfeancertainty, but could be large
enough to be of major significance to the smathdstic financial services industry.

The principal environmental impact of financial\sees liberalisation comes indirectly
from the expected increase in economic growth. s Would intensify the need for
changes in unsustainable patterns of consumptidrpesduction. No significant direct
environmental impacts are identified in either diien.

Financial services liberalisation can have eithbeaeficial or an adverse effect on risks
of financial instability, depending on the effeemness of regulatory mechanisms. The
potential benefits of liberalisation, however, @bk outweighed if the risk of instability
was allowed to rise. Effective mitigation measumesy therefore be necessary in order
to avoid major adverse effects in all the Mercasuuntries and, to a lesser extent, in the
EU.

Trade Facilitation

The static efficiency effects of the proposed tréaeilitation measures on economic
welfare are small, but the longer term dynamicafare potentially much larger. These
gains are available primarily in the Mercosur cost which have made less progress
than the EU in implementing efficient border prosexs. The EU will also benefit
economically, mainly through improved performandespecific export industries and
reduced costs of its own border procedures. Thg term gain will be smaller than in
Mercosur, since EU-Mercosur trade is a smaller griogn of its total trade.

These benefits and the actions needed to deliwsn thre those which would apply to
unilateral action by both parties, primarily in Mesur. The additional benefits that
would accrue from including trade facilitation meges within the trade agreement are
dependent on the negotiation of reciprocal commitsheand on the magnitude and
effectiveness of technical assistance.
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The principal impact on poverty is expected to camigne longer term in Mercosur, from
accelerated economic growth, and is likely to lgmisicantly beneficial. However, the
acceleration of economic growth to which a fulldeafacilitation programme would
contribute may also have adverse equity effectsjlai to those discussed in the
Overview SIA for agricultural liberalisation. Inehshorter term the Mercosur countries
are expected to gain a significant increase irr¢éaenues, enabling increased expenditure
on issues such as health and education.

The changes in trade flows that would be stimdldte a fully effective trade facilitation

programme are estimated to be similar in magnitiedéhose arising from agricultural

trade liberalisation. It should be noted that bt economic and the environmental
impacts of the trade facilitation measures occudirgttly through the further

specialisation of Mercosur countries in the agtimal sector. The principal

environmental impacts of concern are those assutiaith increased agricultural exports
from Mercosur to the EU. A rise in agricultural guztion in Mercosur of this magnitude
could have impacts on biodiversity and natural ues® stocks of potentially major

adverse significance, in both the short term aeddhg term.

The effects of trade facilitation measures on sogkde development principles are
assessed as being neutral, except in so far asrith@gnce long term economic growth.
Growth is in principle highly consistent with goalssocio-economic transformation and
poverty reduction, but will at the same time inignsthe need for change in

unsustainable patterns of consumption and produatiboth Mercosur and the EU.

Preventative, Mitigation and Enhancement Measureand Policy Recommendations

As for the findings, the recommendations made igrport represent the views of the
consultants and should not be interpreted as beamglorsed by the European
Commission. Their practical implications will netxlbe examined in depth in order to
evaluate their appropriateness and feasibility.

The aim of preventative, mitigation and enhancerpenposals is to define a package of
initiatives to yield the best possible outcome, just in terms of trade liberalisation and
economic growth but also of other components oftasugble development. The

measures are intended to maximise the positive dtapaf the trade negotiations in

question, and to prevent or reduce any potentigétine impacts.

A number of proposals for mitigation and enhancemesasures have been put forward
in the report, and are grouped in three categofigsmeasures that relate to the trade
pillar of the EU Mercosur Association Agreement) (Beasures that relate to the
political and cooperation pillars (3) measures tkite to domestic policy.

(1) Trade Pillar Measures

» Establish a timetable for phased reduction inftamid NTM reductions to allow
for an orderly adjustment period in sectors tha expected to experience
significant adjustment costs. In Mercosur, thesetoss are likely to include,
motor vehicles and parts, transport equipmentjlésxand clothing, machinery,
financial services and distribution and retailihg.the EU, the main adjustment
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costs will occur in agriculture. The transition ipels should be agreed after a
detailed assessment of the restructuring needseanired time period for each
(sub) sector.

e Timing of reductions in tariffs and quota restocts for
environmentally/biodiversity sensitive productski® conditional on compliance
with a set of sustainability criteria.

« Agree a programme of trade facilitation measuresinprove the trade
environment aimed at reducing costs of doing mssin

(1) establish a joint Customs and Trade Fatiitacommittee
(ii) de facto harmonisation of customs procedunesugh adoption
of international standards.
(i) improve single window systems for both exparid import,
with particular attention to countries with lesvel®ped systems
(iv) extend the use of risk management techniques
(v) provide up-to-date information on all trade awcdstoms
procedures from a single source

* Include a Trade and Sustainable Development Chaptee Trade Pillar of
the Association Agreement

The proposed EU Mercosur Association Agreementiges an opportunity to
integrate trade policy goals with wider sustainalievelopment objectives,
particularly environmental and social issues. Thappsed Trade and Sustainable
Development Chapter could include clauses to addsgsecific social and
environmental concerns relating to the proposecégent:

- reference to the requirement that both parties cortanthe effective
implementation of core labour standards and otlasicbdecent work
components

- statement that both parties will ratify the ILOrslards concerned.

- establishment of a EU Mercosur Trade SIA Forunihwésponsibility
for monitoring the social and environmental infgacof the EU
Mercosur Agreement. The body would provide for tagu
consultation with civil society in the EU and Mestwo, and would be
required to report regularly, in a transparent neanto high-level EU
Mercosur Association Agreement meetings.

- Voluntary or mandatory certification for forest duets and biofuels
- Commitment to multilateral agreements, such a¥Kgwto Protocol

- EU Mercosur cooperation on the development of nreasto reduce
particulate and Cg@emissions from automobiles, focusing particularly
on technology development and transfer opportuitleetween
Mercosur and EU in the areas of biofuels, engirggieand emission
control technology.

SIA of Mercosur Negotiations — Final Overview SIAdFiReport page xiii



- Joint committee to report on the environmental egaogences of
increased production of biofuels in the EU and Metr

- EU Mercosur cooperation in promoting trade in emwinental goods
and services

- Commitment by both parties to the adoption and @m@ntation of
effective environmental regulation measures.

(2) Cooperation and Political Pillar Measures

Cooperation between the EU and Mercosur is enghiim¢he Interregional Framework
Cooperation Agreement signed in December 1995 idrdawhich entered into force in
July 1999. In contrast to the earlier phase of Elrddsur development cooperation
which was almost entirely project based, the EWsrent programme covering the
period 2007 — 2013 takes a more strategic appraachis intended to support the
conclusion and implementation of the EU Mercosusatsation Agreement, particularly
the trade pillar.

It is proposed that the EC, in cooperation with Mercosur partners, should consider the
opportunities for achieving greater synergies betwéhe Interregional Framework

Cooperation Agreement and the proposed Associdtgyreement, including measures in

the cooperation and political pillars that couldhance, mitigate and/or prevent potential
positive and negative impacts of the trade nedotiat

The proposed measures are as follows:

(1) support for regulatory policy capacity building Mercosur, particularly in
environmental regulation, public utility regulatiq@vater and electricity sub-
sectors) and financial sector regulation. This supphould be based on a prior
assessment of the capacity of the existing policgking and regulatory
framework to respond to predicted changes. The d&enccountries should be
pro-active in identifying their technical assistarand expertise needs that can be
best met through the EC Mercosur cooperation progre.

(2) Support for capacity building in regulatory apdblic policy analysis and
design, through the provision of training in (Regaty) Impact Assessment,
drawing on the EC’s extensive experience in the afstA methods for better
regulation design.

(3) support for the establishment of a EU Mercosutomotive Sector Forum
with the aim of strengthening public-private co@igm. The members of the
Forum would represent the EC, Mercosur authorigesployers and labour.

(4) support for a detailed impact assessment @& irtipact on the international
competitiveness of the automotive sector in bogfiores of replacing of regional-
level regulations by international automobile tachhstandards (UN-ECE).

(5) Provision of development assistance includimgication and training on
sustainable forestry practices and alternativesskil
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(6) Technical assistance measures and cooperatioorder to strengthen
institutions, the legislative framework and enfonemt in relation to
environmental protection and safeguarding areastfral forest.

(7) Strengthen systems to help Mercosur exportersamply with REACH
requirements, particularly by improving the progrsi of information and
technical assistance through the WTO enquiry pamat the European Chemicals
Agency

(8) Technical support and training for the develepimof improved systems for
evaluating the suitability of collateral offered BIMEs

(9) Joint EU-Mercosur development of guidancemoplementation of the Basel
principles

(10) Implementation of the European Commissiont®riemic and Financial
Committee (EFC) recommendations for strengthenirigrnational and cross-
sector co-operation, particularly in monitoring sseborder financial institutions
in the context of EU Mercosur cross border coopamat

(3) Domestic Measures

In addition to the measures proposed for inclusiorthe EU Mercosur Association
Agreement, the EU and Mercosur member state atidgrcan exercise domestic policy
autonomy to implement measures that would eithbaece the positive impacts of the
EU Mercosur Association Agreement, or prevent aduoe the potential negative
impacts. This section identifies a number of amsasre the SIA analysis found that
domestic policy interventions could be expectetbeéqoarticularly advantageous. These
are:

(1) Strengthen environmental regulation in Mercosauntries to offset adverse
impacts of forest conversion and expansion in agdcal production, while
exploiting potential gains.

(2) Fuller implementation in both Mercosur and Hig of the Basel Core Principles
for Effective Banking Supervision, and implemerdatof any revisions to the Basel
Principles that may be agreed in response to tirerduglobal crisis.

(3) Research in both regions into the barriersréold facilitation reforms beyond
those to which commitments are made in the tradeeagent.

Overall Conclusions

The economic impacts of the proposed EU-Mercosee frade area are likely to be
positive overall in both Mercosur and the EU. Thiejgcted economic welfare gain is
fairly small (except in Paraguay), but additionaing can be expected from dynamic
effects whereby productivity is enhanced throughatgr competition and economies of
scale.

These gains could be accompanied by increased oemvéntal pressures, unless

countered by appropriate mitigation measures. ifeen environmental impact of
concern is a potentially significant loss of globadiversity from increased agricultural
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production in Mercosur. The expected economic gamld also give rise to adverse
social adjustment costs, particularly in Mercostunot mitigated by appropriate policy
measures.

This final overview SIA and its accompanying seddies have put forward a series of
recommendations for preventing or mitigating thdeptally adverse effects of the
proposed EU-Mercosur free trade area and enhattunigeneficial ones.

Further consultation

The results of the SIA will contribute to refininthe EU’s position in the ongoing
negotiations and in the design of its developmesiséance programmes. They are also
expected to be taken into account by policy-makiersthe Mercosur countries.
Comments and suggestions on all aspects of theré&iért will be greatly appreciated.
They should be sent to the project email address:

sia-trade@man.ac.uk
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1. INTRODUCTION

1.1 The EU Trade SIA Programme

The European Commission has been engaged in camglultade SIAs as part of its
trade policy-making process since 1999. The purpbddke Trade SIA programme is to
inform trade negotiators and other interested @an the potential economic, social and
environmental impacts of the EU’s trade negotiatjoim both the EU and Europe’s
trading partners.

The European Commission has defined the objectivétsoSIA studies (European
Commission, 2002) as a means of integrating susdity into European trade policy:
by analysing the issues of a trade negotiation wibpect to sustainable
development;

* by informing negotiators of the possible socialyimmmental, and economic
consequences of a trade agreement;

* Dby providing guidelines to help in the design ofsgible mitigation and
enhancement measures, the sphere of activity ofchwldan exceed the
commercial field (internal policy, capacity buildininternational regulation), and
which makes it possible to maximise the positivepact and to reduce the
negative impact of the trade negotiations in qoesti

The Trade SIA programme applies a standard apprivaclnducting the assessment.
This approach has two complementary elements:

Trade sustainability impact assessmeamprising a balanced and integrated assessment
of potential economic, social and environmentalactp.

Consultation processwhereby consultation with, and dissemination efults to,
partners and key stakeholders is an integral gatieoassessment process. Consultation
and transparency are essential processes for egshge credibility and legitimacy of the
Trade SIA.

The EC’s Trade SIA Programme uses a standard matihgidal framework, which is
summarised in section 1.2. The modifications ts tieneric framework that have been
introduced to meet the particular conditions anaratteristics of the EU-Mercosur trade
negotiations are also described in the next section

1.2 The SIA Trade Methodology

Sustainability Impact Assessment is increasingindpesed as a method of assessing the
potential impact of policies, programmes and plemgerms of the goal of sustainable
development. SIA is an integrated approach to ass&st, which aims to provide a
balanced assessment of potential economic, enventahand social impacts of public
authority intervention$.To provide an integrated assessment, SIA dravetheg various
techniques that are deployed in economic analgai&ronmental impact assessment, and
poverty and social impact assessment.

! See the Proceedings of the recent OECD Workshd&ustainability Impact Assessment (OECD, 2008).
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Trade SIA is the application of the SIA approachtitade policy interventions. The
purpose of the SIA is to support better policy mgkby providing decision makers with
an evidence-based assessment of the potentialveoaitd negative consequences of
their policy choices. To achieve this, the analgsis/es to be credible, evidence-based,
and transparent. The results of the assessmentnaks®d to be provided to decision-

makers at an early stage in the policy cycle, dytlare to inform the decision-making
process.

The methodological framework for Trade SIA is déss in the EC’'s Handbook for
Trade Sustainability Impact AssessmdiiC, 2006). The cornerstone of the SIA
methodology is causal chain analysis. Causal chaatysis (CCA) is used to identify the
significant cause-effect links between the proposade measure (scenario) and its
eventual economic, social and environmental impddte aim of CCA is to distinguish
the significant cause-effect links in the chaingewhthe analysis is undertaken in logical
sequence, from ‘cause’ to ‘effect’. The evidencat tls used to explain the causal chain
analysis is derived from theoretical reasoning,nectic modelling, other quantitative
techniques, existing studies, and expert opiniomfkey stakeholders.

The causal chain analysis can be represented forimeof a causal chain diagram, which
shows each of the main linkages in their logicdeorof causality (Figure 1).

Figure 1. Causal Chain Analysis of Impact of a Tra@ Measure on Sustainable
Development

TRADE MEASURE OR
SCENARIO

\4

INCENTIVES AND
OPPORTUNITIES

l

PRODUCTION SYSTEM

el N

SOCIAL ECONOMIC ENVIRONMENTAL
IMPACTS IMPACTS IMPACTS

A change in trade policy will alter the incentiveustures and opportunities in the
markets affected by the measure of trade libextadis specified in the scenario. A rules
change, for example, alters the market conditiangpfoducers and consumers, and the
new structure of incentives and market opportusitvll induce a change in the
economic behaviour of enterprises (producers) angdholds (consumers).

Figure 1 illustrates, in its simplest form, the saluchain approach which is used in SIA

to assess significant linkages and final impactthersustainable development indicators.
It does not convey the full complexity of the ligjes between each stage in the causal
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chain, nor does it convey the cross-linkages betwdee social, economic and
environmental impacts. Further, the direct andrgadiimpacts from individual measures
may have cumulative impacts, which need to be densd in the appraisal of the trade
agreement as a whole. The ‘routes’ through whivksé cause-effect relationships
operate may be numerous and complex.

Figure 1 also abstracts from the dynamic naturéhefcausal links between the initial

change in the trade measure and the final impatérins of sustainable development.
The changes represented in Figure 1 do not ocstaritaneously or simultaneously and
the speed of adjustment will vary in different gaand at different stages in the causal
chains. There may also be feedback processes dherigtermediate stages of the cause-
effect relationships, before the final impacts ostainable development occur.

The next stage in the causal chain analysis is$ess the significance of the linkages
from the changes in enterprise and household betmgvio the economic, social and
environmental indicators of sustainable developmdrdr this purpose the SIA
methodology uses a set of core indicators (Table 1)

Tablel: 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 susahitity outcomes, the methodology
allows for two process indicators which influené® tong term economic, social and
environmental impacts of trade liberalisation:

» Consistency with sustainable development principles

» Institutional capacity for effective sustainablezelepment strategies

The core indicators are used to show the impadheftrade measures on sustainable
development in its economic, environmental and aodimensions. The inclusion of
process indicators allows for the assessment o&dtspon the key procedures, processes
and practices that are needed for longer-term amhraant of sustainable development.

The significance of the impact on sustainabilitgicators is defined in terms of greater
or lesser significance:

» lesser significant impact — marginally significaatthe negotiation decision, and
if negative, a potential candidate for mitigation

» greater significant impact — significant to the oggtion decision, and if negative,
merits serious consideration for mitigation.
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Distinctions between greater and lesser signifieaaie based on the importance of an
impact for the particular economic, social or eanmental factor concerned. They give
no indication of relative importance of differentpacts. The following factors are taken
into account in evaluating significance:

* The extent of existing economic, social and envitental stress in affected areas;

* The direction of changes to base-line conditions;

* The nature, order of magnitude, geographic exwuntation and reversibility of
changes;

« The regulatory and institutional capacity to imp&rh mitigation and
enhancement measures.

Two scenarios are used in assessing the potent@dat of the trade negotiations on
sustainable development:

* Base scenario: no change in the current negotiadel® measures affecting EU
and Mercosur trade, including no agreement on rdetliberalisation measures
being discussed within the WTO Doha Developmentniigenegotiations. The
baseline scenario assumes, therefore, a contimuafi@xisting trends in trade
flows and current levels of tariff and non-tarifeasures.

* Further liberalisation scenario: this representse tlstrongest probable
implementation of the trade negotiations, includegpnomic modelling of full
tariff removal. Negotiating options for the actulde agreement cover a range
of intermediate scenarios, involving different d=eg of liberalisation for each
type of product or service, differing for each foofrtrade measure.

The main focus of the SIA is on the potential imtpan the regional groups that are party
to the trade negotiations. However, the SIA wiloaprovide information on potential
impacts at the individual country level, whereppaars that a particular country may be
disproportionately affected (positively or negalye or where countries are likely to
respond in different ways, e.g. depending on thempetitive position. Equally, social
and environmental impacts may vary significantlyh&t country or intra-country level.

The SIA methodology allows for the assessment skiite preventative, mitigation or
enhancement measures, subsequent to the assessfmeotential impacts. These
measures can be categorised as follows:

» Trade-related measures, which can be integratedhettrade agreement

* International and regional measures to improve pbécy environment and
strengthen national regulatory capacity

» National sectoral policy measures to remedy or ledgumarket imperfections
and/or mitigate adjustment costs.

Consultation is a key part of the SIA methodolo@gnsultation is a source of evidence
for the assessment of impacts and also contribitegood governance in terms of
accountability and transparency with stakeholders.

The SIA methodological framework needs to to adhpaed modified to meet the
particular conditions and requirements of the tradgotiations that are being assessed.

SIA of Mercosur Negotiations — Final Overview SlAd#iReport page 4



In the case of the EU —Mercosur Trade SIA, the ssBent of economic impacts
included the quantitative results obtained fronmiraegrated CGE modél.

1.3 The EU- Mercosur Trade SIA Programme

As part of its commitment to ensuring that its pglichoices are consistent with the
overarching objective of sustainable developmel@, Dade has commissioned a Trade
SIA for the current negotiations for a trade agreet between the EU and the Mercosur
trade area composed of Argentina, Brazil, ParagmalyUruguay.

The objective of the EU-Mercosur SIA programmeosassess how the trade aspects of
the Association Agreement could affect sustainatdgelopment in the EU and the
Mercosur region. The SIA assesses the potentiahago, social and environmental
impacts of the proposed agreement in Mercosur laadEt), and proposes measures for
avoiding, preventing or mitigating adverse impatd enhancing beneficial ones.

There are two phases to the EU-Mersosur Trade 8gramme:

 Phase 1 (2007)

Phase 1 provided Rreliminary Overview SlAf the EU Mercosur negotiations.
This preliminary Overview provided a detailed assasnt for each of the main
areas for negotiations, namely, agriculture, mactufang, services and rules
based measures (investment, public procurementyraade facilitation).

Phase 1 also provided three additiorgdctoral SIAscovering agriculture,
automobiles and forests

» Phase 2 (2008)

Phase 2 provides Binal Overview SlAof the EU Mercosur negotiations (this
report). The Final Overview SIA updates the Praiamy Overview SIA that was

completed during the first phase of the programmeé aalso incorporates the
findings of the sectoral studies undertaken in BHaand Phase 2.

Phase 2 also provides two additioi@dctoral SIAscoveringtrade facilitation
and financial servicesThe sector reports contain an overview of theenirtrade
situation in each sector, an analysis of the exgaestgnificant economic, social
and environmental impacts resulting from trade rAbsation and/or rules
changes, and proposals for preventive, mitigaiod enhancement measures
that would prove effective in tackling any adverrs@acts of liberalisation and/or
in promoting its positive impacts in these two eext A team of experienced
local experts has prepared six detailed case stuthe results of which are
incorporated into the Trade Facilitation and FriahServices SIAs.

2 The EU-Mercosur CGE model is described in Annek is important to note that the CGE model uses
data for 2001, and therefore may not fully refleatrent realities and relationships.
® The Phase 1 reports are available on the projebsite (www.sia-trade.org) and the DG Trade website
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1.4 The Consultation Process

Consultation with key stakeholders is an integeat pf the Trade SIA methodology and
key stakeholders in Mercosur and Europe have peovidput into the SIA process by
engaging in consultations on the draft reports.sThrocess of engagement with
stakeholders and interested parties has been caualdiog the development of an experts
network, website usage, public meetings in Brusaals Montevideo, networking with
other groups and parties involved in EU and Mercbasue policy, and dissemination of
general Trade SIA outputs to the research anadyobmmunities through publications
and conference presentations.

The draft Phase 2 Inception Report was distribwgiedtronically at the beginning of

April 2008, and a Civil Society meeting to disculse report was held in Brussels on
28" April, 2008. In addition to the comments receivat the public meeting, the

consultants received comments sent electronitiadlyproject website. The consultants’
response to the comments received on the drafpfioce Report were posted on the
project websiteWww.sia-trade.or}

Engagement with stakeholders in the Mercosur casis of particular importance, and
for this purpose a regional Consultation on theeption Report was held on 20-21 May
2008 in Montevideo, Uruguay. The minutes of thisetimgy are also available on the
project website.

The draft Phase 2 Mid Term Reports were discussedpaublic consultation with civil
society held in Brussels on"15uly 2008. A summary of the comments receivedttmge
with the consultants’ response, is available orptiogect website.

The draft Final Reports were discussed at a pwolisultation with civil society held in
Brussels on 22 November 2008. A summary of the comments receiwgether with the
consultants’ response, is available on the prajetisite.

Spanish and Portuguese translations of the execatimmaries for the Inception, Mid
Term and Final Reports are available on the proyeebsite and on the DG Trade
website.

Dialogue with stakeholders and experts has beentaiaed, covering all the areas of
the trade negotiations. The principal mechanismatidrieving this is through the Experts
Network database which includes stakeholder osgdiions and individuals in the
European Community member states and Mercosuydimg experts with knowledge in
a wide range of environmental, social and econocanéas. Electronic communication
with stakeholder representatives is supported hgy plosting of reports and other
information on the project website, and throughwlebsite’s feedback facility and email
correspondence with participants. Direct dialogugh wstakeholders has also been
pursued through attendance at international event®lving civil society and
governmental representatives.

The contractor has continued to run the open acesebsite at www.sia-trade.org. All
interested parties, whether individuals or orgaiosa have been invited to participate in
the current phase of the SIA programme, using dutcdted email address for comments
— sia-trade@manchester.ac.uk
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The contractor has continued to respond to the cemisreceived, using the feedback-
comment function that is incorporated in the websid facilitate dialogue with
stakeholders and other interested parties.

The contractor has also continued to engage invitler policy debate on issues relating
to trade policy analysis, impact assessment anihisability impact assessment and to
disseminate the results of the SIA work througtbligations.

Publications:

George C. and B. Goldsmith eds. (2006) Impact #ssent and Project Apprais#ol.
24, December, Special Issue on ‘Trade Assessmerffastainable Development'.

Kirkpatrick C. and C. George (2006) ‘Methodologitsdues in the Impact Assessment of
Trade Policy: Experience from the European Commssi Sustainability Impact
Assessment (SIA) Programme’. Impact Assessment Rmject Appraisal vol. 24,
December.

George, C. (2007) ‘Sustainable Development and @loBovernance’.Journal of
Environment and Development.

Franz J. and C. Kirkpatrick (2007) ‘Integrating guisable Development into European
Policymaking: The Role of Impact Assessments’ .dauof Environmental Assessment
Policy Managementol.9, no.2, June, pp.1-20.

lwanow T. and C. Kirkpatrick (2007) ‘Trade facilitan, regulatory quality and export
performance in developing countries’ Journal oéinational Development

George C., T. lwanow and C. Kirkpatrick (2007) ffmoming) ‘EU Trade Strategy and
Regionalism: Assessing the Impact on Europe’s TigadRartners’ in De Lombaerde P.
and Schulz M. eds. The Makability of Regions: Anatesation of EU Monitoring and
Support to Regional Integration Worldwidg&rugge, UNU-CRIS.

Franz J. and C. Kirkpatrick (2008) ‘Improving thaatjty of integrated policy analysis:
impact assessment for sustainable developmentiBuhopean Commission’ Evidence and
Policy, 4, 2, May

Kirkpatrick C. and Scrieciu S. (2008) ‘The Enviroantal Impact of Trade and Investment
Liberalization: Assessing the Economic Evidenceirdal of Environmental Planning and

Management

George C. and Kirkpatrick C. (2008) ‘Sustainabilinpact Assessment of Trade
Agreements: From Public Dialogue to International&nance’ Journal of Environmental
Assessment Policy and Managemewot10, nol, March

George C. and Kirkpatrick C. (2008) ‘Assessing $hestainability of Trade Policies and
Agreements’ in_Conducting Sustainability AssessinéOECD Sustainable Development
Studies, OECD: Paris

George C. and Kirkpatrick C. (2008, forthcoming)h€éT influence of the EU’s
Sustainability Impact Assessments on Trade Negmisitin D. Tussie (ed) The Politics of
Trade: The Role of Research in Trade Policy ancohiggpns.Brill: Leiden

Kirkpatrick C. and Iwanow T. (2009, forthcoming)rdlde Facilitation and Manufactured
Exports: Is Africa Different?” World Development
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1.5 Structure and Content of the Final Overview Trae SIA

The Final Overview SIA Report updates the findingfsthe Phase 1 Preliminary
Overview SIA, supplemented where necessary, wighfainther analysisf the potential
impacts on sustainability of the Association Agreembetween the EC and Mercosur
that were presented in the Phase 2 Mid Term Report.

This Phase 2 Final Overview SIA Report proposesiralrer of measures that might be
introduced to address the negative impacts andms&ithe positive impacts of further
liberalisation and changes in rule-making. It apsovides proposals for the ongoing
monitoring of key sustainability indicators affedtby trade liberalisation and for the ex
post evaluation of the Final Overview SIA Report.

There are four Sections to the Final Overview Repor

Introduction

EU - Mercosur Trade Negotiations

Sustainability Impacts of EU Mercosur Trade Negaiizs

Preventive, Mitigation and Enhancement MeasuresParidy Recommendations
Conclusions

arwnE
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2. THE EU MERSOSUR TRADE NEGOTIATIONS

2.1 Introduction

The SIA methodology provides for the estimationtefo scenarios: a baseline scenario
(often referred to as ‘do nothing’ or ‘business umial’) and a further liberalisation

scenario. Impacts are estimated as the differencthe outcomes expected with the
baseline scenario and the further liberalisatioenado. The Phase 1 preliminary
overview report provided detailed information ¢ trecent trends and structure of EU
Mercosur trade and investment flows. This sectibrthe Phase 2 Mid Term Report

updates the baseline economic, social and enveatah conditions and anticipated

trends, and describes the Mercosur institutionateod for trade negotiations.

2.2 The EU Mercosur Negotiations

The EU’s trade strategy paper (EC, 2006a) idestiMercosur as one of the priority
areas for Europe’s regional trade negotiationsethas the size of the Mercosur market
and the potential for stimulating inter-regionade flows by removing market access
obstacles. The EU and Mercosur signed the EU-Marcligerregional Framework for
Cooperation Agreement in December 1995 The agreemas based on three pillars:
political dialogue, cooperation and trade issuesobjective was to create a framework
for negotiations on an Interregional Associationrégment which should include full
liberalization of trade in goods and services imfoanity with WTO rules, enhanced
forms of co-operation and strengthened politicalatjue.

Negotiations for an EU-Mercosur Association Agreameere launched at the Rio
Summit, in June 1999 and covered the full rang&rade-related areas: trade in goods
and services; sanitary and phytosanitary measuties; liberalization of capital
movements; opening up government procurement ngaf@egoods, services, and public
works; competition policies; intellectual properights; and dispute settlement (IADB,
2006).

The trade chapter negotiations are governed legthmain principles (EC, 2006b):

(1) A region to region approach, which constitutes basis of discussions on all
regulatory areas;

(2) The agreement should be comprehensive and demlamgoing beyond the
respective obligations in WTO. No sector should ébeluded, while taking
account of product sensitivities;

(3) The agreement should constitute a single uakieg, implemented by the
parties as an indivisible whole.

The EU — Mercosur Bi-regional Negotiation comityN®B) is the main forum for
negotiation, and its work is complemented by othstitutional mechanisms such as the
sub-committee on Cooperation and three Technicalgy on trade. The first round was
held in April, 2000. Since than, a series of regn rounds have taken place.
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By the time of the thirteenth round in May 2004rtheras agreement on the whole text of
the cooperation chapter. Cooperation is to covewide range of topics, including
standards, services, investment, energy, transgorgnce and technology, customs,
competition, agriculture, and fisheries (IADB, 2006During that ministerial meeting
substantial progress was made also with the tradpters which allowed both parties to
realistically envisage conclusion of negotiationg ©ctober 2004. In that month,
however, a trade negotiators’ meeting at ministéeizel decided that the offers on the
table were insufficiently ambitious, especiallyaigricultural and service sectors.

Following a number of technical contacts in 2005liscuss the ways to re-engage the
process, both sides exchanged in early 2006 noerpapith proposals for further
negotiations. They also regularly met, for instaratethe EU-Mercosur Ministerial
meeting in Vienna, Austria, in May 2006, and durengrade coordinators’ meeting in
Rio, Brazil, in November 2006.

The EU and Mercosur negotiators took stock of thgotiations at the EU-Latin America
Summit that took place in April 2008, in Lima, BerBoth sides agreed that concluding
EU-Mercosur Association Agreement negotiations way difficult, if not undesirable,
before the outcomes of the Doha Round was knowweltleeless, there was a continued
interest in both parties in reaching agreemenherttade negotiations.

2.3 EU Mercosur Trade Flows

In recent years, Mercosur’s trade flows have restnetcord levels for both exports and
imports and a positive trade balance. In 2006,nlost recent year for which full year
data are available, Mercosur’s total exports angoirts stood at $190 billion and $135
billion, respectively. This represents a 16% inseskom the previous year with regards
to exports and 23% increase of imports.

An analysis of Mercosur countries’ trade flows wékternal partners (Table 2) shows
that the EU is Mercosur’s largest trade partnemnveiler, growth has been greater with
other partners especially from South America ared Akia and Pacific Region. These
changes in the composition of Mercosur’s exportecethe steep GDP growth rate of
Latin American and Asian Partners, whereas the ddnfltom most traditional markets
such as European Union and NAFTA has developed mslorely. Although the EU’s
share of Mercosur’'s extra-bloc exports has declimegl the last decade, the European
Union remains Mercosur’'s main trading partner, aotmg for nearly 25% of total
exports in 2006, followed by the NAFTA, and in pewtar the USA which represents
20% of exports. In terms of Mercosur’s imports, Edhains the largest sole exporter to
the region but as in the case of exports, impdrtsvsgreater dynamism with countries
with Latin America and Asia and the Pacific. Asesult, the share of EU imports in
Mercosur’s total imports have declined from 3494898 to 24% in 2006. In 2006, there
was a 4% increase in the share of Mercosur importing from the Asia and the Pacific
as that region became the main supplier of exporkdercosur. This can be attributed to
an incremental leap in imports coming from Chinahwlemand for imports coming
from this country increased by 40% over the presigear (INTAL, 2007).

Table 2: Mercosur’s Extra Block Trade (Import and Export)(%)
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Exports 1998 1999 2000 2001 2002 2003 2004 2005 2006

Asia & Pacific* 16,5 16,5 15.7 165 17.7 20.3 19.296 194
EU25 33.3 33.0 306 280 269 271 26.6 244 24.6
LAC (exc. Mercosur andiz g 135 149 153 144 133 147 160 17.4
Mexico)

MENA 6.0 54 4.8 6.0 6.1 5.7 6.3 6.0 6.4
NAFTA 228 26.3 29.1 283 287 271 265 254 233
Non EU Europe and CIS 34 32 2.9 36 36 40 409 454

Sub Saharan Africa 2.2 2.0 1.9 2.4 2.7 2.4 2.8 3.8.5
Imports 1998 1999 2000 2001 2002 2003 2004 2005 2006
Asia & Pacific 18.8 17.7 20.1 204 205 23.0 24.36.92 30.9

EU 355 36.1 309 319 324 305 282 274 244

LAC (exc. Mercosur andg o o9 79 67 64 63 66 75 86
Mexico)

MENA 25 3.2 4.4 3.8 438 5.2 6.0 6.1 5.2
NAFTA 31.6 30.7 30.6 299 283 26.0 243 234 218
Non EU Europe and CIS 3.2 32 3.6 3.7 45 5.3 5.1.3 439

Sub Saharan Africa 1.8 21 2.5 3.6 3.1 3.7 55 4.3.2

Source: Comtrade; *- Excludes Middle East and Commealth of Independent States

Mercosur trade with the EU has reached record $eivethe past years. In 2006, bilateral
trade was $66.3 billion, with exports being $39ifidm, up by 14.9% from 2005 and
imports were $26.7 billion, up by 13.1% from theous year. Historically, Mercosur
economies have experience trade deficits with tble Ehis trend has, however, been
reversed in 2002, since when Mercosur has hadasirg trade surpluses with the EU.
Much of this trade surplus is accounted for by agdtural sector trade. In 2006,
Mercosur’'s agricultural exports to the EU were Wwo$19.5 billion and imports
amounted to only $1.05 billion. In contrast, Menads exports of manufactured goods
were nearly $13 billion with imports of manufactdrgoods from Europe amounting to
$24.4 billion.

Table 3 shows the top ten EU exporters to and iteporfrom Mercosur, in 2006.
Netherlands and Germany are the main countriegsifréation of Mercosur exports with
both accounting for around 18% of total EU expdrtsn the region. The top eight
European countries comprise nearly 90% of totalargfrom Mercosur, and include
Italy, Spain, UK and France. With regards to Eussp&nion’s exports to Mercosur,
German exports comprised nearly a third of EU’'altekports to the region. As in the
case of imports the top eight European exporterapcse nearly 90% of total EU
exports to Mercosur.
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Table 3: Top ten EU exporters and importers form Mecosur (2006)

% %
Country Exports share Country Imports share
1 Netherlands 7,293,852 18.4 Germany 8,286,390 31.0
2 Germany 7,174,409 18.1 France 3,877,484 14.5
3 ltaly 5,063,465 12.8 Italy 3,584,110 13.4
4  Spain 4,374,210 111 Spain 2,120,916 7.9
United United
5 Kingdom 3,389,220 8.6 Kingdom 1,882,234 7.0
6 France 3,339,592 8.4 Sweden 1,261,698 4.7
7 Belgium 3,319,335 8.4 Belgium 1,205,800 4.5
8 Portugal 1,561,785 3.9 Netherlands 1,025,269 3.8
9 Poland 645,163 1.6 Finland 629,745 2.4
10 Finland 611,419 1.5 Austria 601,353 2.2

Source: Comtrade

In 2006, Brazil accounted for 74% of Mercosur &aslith the EU, while Argentina
accounts for 22%, Uruguay for 2.3% and Paraguay%r The composition of Mercosur
exports to the EU is different from the compositmiexports to the rest of the world.
Agricultural Commodities and Crude Materials cors@i57.6% of exports to the EU but
only 38.4% of exports to the rest of the worldcémtrast, Mercosur’s main exports to the
world fall in the Manufactures and Machinery catggwhich, in 2006, amounted to
40.2% of total exports (Table 4).

Table 4: Composition of Mercosur exports, 2000—2008%)

Agricultural  Crude Material

. Oils Chemicals Manufactures

& Food Materials Fuels

2000 2006 20002006 2000 2006 2000 2006 2000 2006 2000 2006
World 239 237 130 147 66 92 26 28 6.6 6.9 451 .240
Asia &
Pacific 226 208 30.7 396 1.0 88 115 76 463 3.29.6 20.0
EU25 37.7 358 220 218 05 36 07 24 38 50 347 231
LAC* 155 136 3.7 3.0 183 158 3.0 24 122 11.3 47.%3.8

MENA 570 574 124 119 07 03 162 90 13 08 125062
NAFTA 116 110 65 65 79 110 03 03 50 75 669 861l

Europe &
CIS 430 628 202 118 0O 01 27 22 29 19 928.151
SSA 378 367 53 28 21 132 69 51 82 59 374 336.

Source: Comtrade; *- Excludes Middle East and Comnrealth of Independent States;
** . excludes Mexico and Mercosur

Mercosur’s export portfolio is fairly diversifiethut with wide variation across countries.
More than 50% of Brazil's exports are composedhdistrial goods, but this percentage
decreases to 14.6% for Paraguay. Crude materials faels account for 34% of

Paraguay’s exports, while this sector only repressdri.6% of Uruguay sales to the
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world. Agricultural raw materials and food accodat 48.4% of Uruguay’s exports,
42.9% for Argentina, 34% for Paraguay and 22.7%Bi@zil *

In 2006, Mercosur's imports from the EU consistedstty of Machinery and
Manufactured Goods with 68.5% of total imports afidChemicals & Pharmaceuticals
with 24.8% of total imports (Table 5). Togetheresh two categories comprised 93.3%
of Mercosur’s total imports from EU.

Table 5: Composition of Mercosur Imports, 2000—-2006%)

Agricultural Crude Material Oils Chemicals Manufactures

& Food Materials Fuels & Pharmac.

2000 2006 2000 2006 2000 2006 2000 2006 2000 2006 2000 2006
World 60 38 31 37 117 154 03 03 17.7 17.0.96 58.9
Asia &
Pacific* 10 07 19 21 55 80 03 03 98 95158 794
EU25 30 24 13 14 25 23 04 06 220 248 70885
LAC** 166 87 81 164 347 326 03 01 93 86 03B 336
MENA 04 07 13 20 926 885 03 00 43 75 1114

NAFTA 1.7 10 29 29 27 68 01 00 236 27.3 069.61.8
Europe &

CIS 64 53 23 15 97 99 05 00 501 49.2 3184.2
SSA 34 09 74 14 742 898 00 00 42 17 1082
Source: Comtrade; *- Excludes Middle East and Comnealth of Independent States;

** . excludes Mexico and Mercosur

Mercosur countries are major producers and netyéaqsoof agro-food products. In
2003, Brazil ranked third in the top-10 list of agrxporters and Argentina ranked
seventh. Both countries are also the second amd #WU providers of agricultural

products, behind the US. The agricultural sectomaikey component of Mercosur
economies. In all the member states, agricultum@aas for more than 10% of GDP.
Mercosur exports of agricultural products are dfexd. Table 6 shows that the most
important products exported by Mercosur are: soybeand soy products, bovine and
poultry meats and preparations, sugar, fruits gJio®ffee, corn, wheat, tobacco, fruits
and vegetables (fresh and prepared).

Table 6: Value and destination of Mercosur agricultiral exports (2004)

World  Share of Asia EU Mercosur North Other

($USmM) Mercosur (%) 15 (%) America (%)

total (%) (%)

agricultural

exports (%)
Beverages/Spirits 824 1.8 27 23 8 20 22
Bovine 4343 9.3 14 35 2 17 32
Meat/Preparations
Coffee 1759 3.8 12 56 2 20 10

4 Source INTAL, 2005: Data for 2004
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Corn 1825 3.9 42 19 3 0 36
9

Dairy  products/Bird’s 1014 2.2 12 16 10 53
eggs/natural honey

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 (fresh1456 3.1 15 4 7 0 74
and preparation)

Fruit juices 1657 3.5 23 33 4 16 24
Wheat 1613 3.5 2 4 21 16 17
Other agricultural 5565 11.9 11 63 O 20 5
products

TOTAL 46714 100

AGRICULTURE

Source: COMTRADE

2.4 EU Mercosur Investment Flows

In 2006, inward foreign investments in Mercosurost@t $25.1 billion, which was the
highest level since 2000. The liberalisation psscef the Mercosur economies during
the 1990s fostered the adoption of measures to qgimithe attraction of foreign direct
investment (FDI). During this period, many publmterprises have been privatised and
foreign firms have invested heavily in the regidhere is also a significant outflow of
FDI from Mercosur attributable to a small numberlarfge transactions originating in
particular sectors and enterprises in Brazil. I0&Gsignificant transactions included the
acquisition of the Canadian mining company Incotlwy Brazilian firm CVRD which
itself accounted for $16.7 billion of the $28.2libih of total Brazilian investments
abroad. Furthermore it should be stressed thaermtiiga and Uruguay have, in recent
years, become two of the main destinations of BeawFDI flows (INTAL, 2008).

The EU is the biggest investor in Mercosur. In 2068)’s net FDI to the region
amounted to just over $9 billidifTable 7). Due to strong cultural and historidkéwith
South America, the main EU investor in the reg®i®pain which in 2006 had a positive
net balance of foreign direct investments with Metwr of over $3.5 billion. In recent
years the UK emerged as the second biggest EUtowiesthe region with net FDI of
nearly $2 billion. Other big EU economies such eenEe, Germany or Netherlands had
net FDI to Mercosur, exceeding $1 billion.

Table 7: EU net FDI in Mercosur, Selected Countries2006

Mercosur Argentina Brazil Uruguay
EU 9167.6* 2003.3 6579.3 585
Belgium 219.7** 41.6 178.1 CH*
Denmark 55.9** 78 -22.1 Crx*

® Excluding Paraguay
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France 1110.2* 9.1 1097.2 22.1

Germany 1518.4* 204.1 1294.8 19.5
Italy 226.2* 53.3 163.8 9.1
Luxembourg 197.6* 0 196.3 1.3
Netherlands 1016.6** 0 1016.6 Crx*
Spain 3556.8* 1114.1 2364.7 78
Sweden -11.7* 57.2 -110.5 41.6
UK 1994.2**  1315.6 678.6 Crx*

Source: Eurostat; * - Excludes Paraguay; **- ExelsidUruguay and
Paraguay; ***- Confidential (undisclosed)

EU FDI to Mercosur is located in areas as divaasetelecoms, energy, financial
services, the automotive industry, the agro inguestid the retailing sector.

The concentration of FDI in services is particylastrong in the Mercosur region. In
Brazil, between 1997 and 2000, over 81 percentldfla inflows were to the services
sector. A large part of these investments were rbgdeuropean firms, and in particular,
Spanish investors. However, with the deterioratiothe global economic situation and
the corporate credit retrenchment, this pattermgéd: in the early years of the new
decade, less than 60 percent of FDI inflows wemettaken in services, while the share
of FDI in manufacturing rose to 35 percent in taee period. By 2005, net EU FDI in
manufacturing was $2.9 billion and $2.75 billionservices. The share of FDI in other
areas of economic activity is negligible. In agliotal and fishing net EU’s FDI in
Mercosur was only 4 million.

Box 1: Recent Developments in Global Economic Conditions

The world economy is currently experiencing considerable volatility and uncertainty, with a
combination of large fluctuations in energy and food prices, and a financial crisis which
is impacting adversely on the world economy. To date, the economic growth slowdown
has been greatest in the advanced economies, particularly in the United States, where the
housing market correction continues to exacerbate financial stress and declining economic
growth. Among the other advanced economies, growth in EU15 Europe has also
decelerated, with recession being recorded in several member states. The financial sector
has been severely affected by conditions in the US market, and has required significant
intervention measures by the monetary authorities in the major EU member states.
Economic performance in emerging and developing economies has also been affected by
developments in the US and European financial markets, and activity is beginning to slow,
including the Mercosur countries (IMF, 2008).

The financial market crisis was initiated by rapidly rising defaults on sub-prime mortgages
in the context of a major U.S. housing correction and the consequent pressure on spreads
on securities backed by such mortgages, including on collateralized debt obligations
structured to attract high credit ratings. However, the fallout rapidly spread through an
excessively leveraged financial system to curtailing of liquidity in the interbank market,
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weakening capital adequacy and force the emergency resolution of major financial
intermediaries, to deeply disrupt structured credit markets, and to repricing of risk across a
broad range of instruments (IMF, 2008a). The persistence of liquidity problems of the
banking sector has been due in large part to increasing concerns about credit risks. Equity
prices also have retreated, and financial sector stocks have been hit particularly hard.

Food prices accelerated sharply in early 2008 and grain prices more than doubled since
January 2006. Since then, food prices have fallen. Since 2001, the price of oil rose from
$20 per barrel to over $140. The latter half of 2008 has seen a significant decline in oil
prices . The rise in oil prices was driven initially by a demand driven tightening of market
balances, fuelled by a combination of supply concerns and financial factors (World Bank,

2008).

The dramatic fluctuations in oil and food prices are a destabilizing element for the global
economy because of their potentially severe growth and distributional effects. World Bank
(2008) estimates suggest that the rise in food prices will have pushed many more people in
developing countries below the poverty line. Rising global food and energy prices also
contributed to domestic price pressures, with negative impacts on many individual
households, economies, and on global stability.

Both Mercosur and EU have taken measures to mitigate the impact of rising fuel and food
prices. Argentina has imposed taxes on grain and oilseed exports. Brazil has removed
import tariffs on 1 million tonnes of non-Mercosur wheat. The EU has made a number of
adjustments in the market management of the Common Agricultural Policy. Intervention
stocks have been sold and a suspension of the set aside policy and some import duties on
cereals have been introduced. The Council has also decided to increase milk quotas by 2%
as from 2008. The potential impact of liberalisation of trade in biofuels on food prices is
another relevant consideration for policymakers.

The recent downward trends in the global economy can be expected to impact adversely
on EU Mercosur trade and investment flows, with a possible fall in European demand for
imports from Mercosur.. The decline in business confidence and corporate profitability is
likely to be reflected in a decline in the volume of outward direct foreign investment to the
emerging markets, including Mercosur. Economic slowdown in Mercosur -could have a
similarly negative impact on demand for imports from the EU.

The current turbulence in global financial markets also has implications for the adoption
and implementation of strengthened regulatory and supervisory institutional arrangements,
with greater consideration being given to the need for an effective regulatory framework as
an integral part of trade liberalisation.

2.5 Mercosur Integration6

® For a detailed analysis of the Mercosur integrafioocess, see the Phase 2 Final Overview Mid Term
Report, section 2.4.
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The significance of the impacts of EU Mercosur ¢rditberalisation for the Mercosur

countries and for the EU will be affected by théeraf progress in deepening intra-
Mercosur integration. This section summarises tloastraints and challenges in
progressing the intra-Mercosur integration procesy] identifies a number of areas
where reforms could be expected to have a posfileet on the potential gains accruing
from EU Mercosur trade liberalisation. These refeinctlude, transposition of Mercosur
decisions and protocols into each member’'s natidegislation; completion of the

customs union provisions; involvement of busindsispur and other societal actors in
the regional integration process. Advances inghm®as will be complementary and
supportive to the parallel process of EU Mercdgadte liberalisation.

The Buenos Aires Act of July 1990 was a first stepvhat became a broader integration
project that also included Uruguay and Paraguay uhe signing of the Treaty of
Asuncion establishing Mercosur in March 1991. Itswaunched as a strictly inter-
governmental organisation with three decision-mglangans at its peak: the Common
Market Council (CMC) responsible for outlining Mesur's political direction and
making common decisions, the Common Market GrouM@p accorded with some
implementation functions, and the Mercosur Traden@dssion (CCM) restricted to
dealing with trade issues. Mercosur's incremenggbpreach to regional integration
envisaged a three step process towards establishexgommon market: a transition
phase free trade area operating until December {i@#twould be based on automatic
tariff reductions and trade liberalisation timetgblin each member country); an
incomplete but dynamic customs union from Janu&@951(quickly moving towards
application of a common external tariff (CET) forost trade, but maintaining some
exceptions with a longer phase out period); andllfin a common market from 2006
onwards (as per the initial plan). In addition, m@mic integration was seen as a means
of building on Mercosur’s original political objeets of regional security, trust among
leaders and support for democracy. In July 2006rchBur and Venezuela signed an
adhesion protocol with the latter’'s eventual adoesas a full member awaiting approval
by all Mercosur members’ parliaments.

By its fifteenth anniversary in 2006, Mercosur vias fourth largest economic grouping
in the world with a combined gross domestic prodi@DP) of over a trillion dollars.
Between 1991 and 1995, Mercosur had moved towarflseatrade area that covered
95% of intra-regional trade and a customs uniom &CCET that covered 85% of traded
goods. In its early days, growth in intra-regiotrade was strong and it rose from US$
5.2 billion in 1991 to US$ 20.3 billion in 1997, catthe share of intra-regional trade in
total trade rose from 8.9% in 1990 to a peak 06Z#in 1997. After a sharp slump in
intra-regional trade during the crises of 1999-20@&de picked up again and by 2007
stood at approximately US$ 39 billion.

Since 2005, the volume of trade has increased anigty and intra-regional trade
remains especially significant for the smaller pars. Thus, 26% of Argentine, 37% of
Uruguayan and 56% of Paraguayan trade is withr ercosur partners; only 9.4% of
Brazil's trade is with Mercosur. In addition, Mesto attracted over US$315 billion in
foreign direct investment (FDI) between 1990 and30much of it was based on
specifically regionalist strategies of large travagional corporations setting up or
expanding operations in the region.
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With the up-grade to customs union status in 1988ljcy coordination assumed
increasing importance and the reliance on interegawiental structures resulted in the
inadequate transposition of Mercosur norms andopad$ into national legislation (only
about half of Mercosur rules had been incorporatéal national legislation by 2007).
The lack of supra-national institutions has prowbkelative gains conflicts, which are
further aggravated by the size asymmetries amongddar partners. Inadequate dispute
settlement mechanisms have reduced the credibilitgtegration policy among traders
and investors, and have necessitated that comtplbe settled in international rather
than regional fora (for example, the on-going Umyan-Argentine dispute on the
building of paper mills along a shared river).

Deepening of Mercosur integration implied the needddress the issue of asymmetries -
of size, geography, competitiveness, capabilitiegels of development, and policy -
particularly for the two smaller economies, Urugaen Paraguay. In recognition of this
problem (and in response to Uruguay and Paragumaéing the right to negotiate
separate bilateral trade agreements with third wms) particularly the United States),
the CMC agreed to create a high level group toystheé issue and come up with a
strategic plan to overcome the asymmetries (CMGdimt 33/07 on 10 October 2007).
It was decided to tackle the issue in terms of fpillars: (i) landlocked countries and
infrastructure; (ii) support for competitivenessspiecially mutual recognition); (iii)
market access (reducing non-tariff barriers, insirga transparency); and (iv)
institutionalisation (creating relevant institutoand rules, financing support for SMEs,
assistance for smaller economies with technicahisand quality control).

However, the Montevideo Summit in December 2007 Btle progress made towards
completing the customs union and deepening Mercdswommon customs code was
not finalised, double tariff charges were not efhaied, some 100 products remained
exempted from the CET (until 2009 for Argentina d&rdzil; until 2015 for Uruguay and
Paraguay); and agreement on institutional reforapeeially dispute settlement, was
further delayed. The WTO Geneva meetings in Ju82fuirther revealed the divergent
political attitudes and economic interests withiemvbsur.

The treaty of Asuncion of 1991 envisaged a creatioa custom union with a Common
External Tariff (CET) and Common Customs Code. Resg on these has so far been
limited. Many exceptions to the CET were accepted] at present the four countries
still apply different external tariffs to some gabd

Exporters to Mercosur often pay double tariffs: ®@oa entry into Mercosur and again at
the border with the destination country within Mesar. Indeed, Mercosur can be
characterised as an imperfect custom union whenediéferent custom territories coexist
instead of a single one. This situation createsifsig@nt additional costs on exporters to
and within Mercosur. Also, the Common Externalifféras several hundred exceptions,
when the four countries are jointly considered.raBaay leads in this respect, followed
by Uruguay. Argentina and Brazil have lists of exoans to the CET that have been
successively reduced in number during the lastteygars. Further reductions and the
eventual removal of all exceptions, as well as ¢limination of double imposition,

remains an outstanding issue for the EU-Mercosgpti&ions on tariffs. In respect of
trade facilitation the principal concern relates rides of origin. Failure to fully

"INTAL, 2006
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implement the CET necessitates certificates ofirorig be prepared and validated for
internal Mercosur trade in goods imported from Btg imposing unnecessary additional
costs on EU exporters, Mercosur importers and custadministrations.

Due to both internal and external pressure, thee dssues concerning Mercosur’s
customs union and facilitation of trade within Mesar have recently become an
important topic in the Mercosur internal agendeowdver, progress on these issues has
to date been limited.

Aware of the need to fine tune the Mercosur Comfhariff Policy the Common Market
Council has highlighted 3 tasks in the framewadfrkhe 2004-2006 Work Program: (1)
Defining a proposal to remove double levying of @ET that should bring a solution to
the problem of custom revenue distribution betwaewmber countries. However, at the
December 08 Mercosur summit they were unable teeagn a proposal to remove the
double-levying of duty inside the Mercosur (2) IdBmng priority sectors for
establishing special common import regimes inclgd@apital Goods and information
technology and telecommunication goods (ITTG) d4B8alyzing further the dispersion
and consistencies of the CET.

These policy priorities sparked Decision 54/04 afcBmber 2004 of the Mercosur
Ministerial Council, on the free circulation of gi® and the elimination of double
collection of the Common External Tariff on impattgoods. The subsequent decision
37/05, which ruled the first stage of eliminatioh double levying of the CET, only
applies to two categories of goods: (1) those wHoE& was zero in all States Parties;
and (2) those for which the four Mercosur membeaid t(ranted a 100% tariff preference
to the advantage of the third country. Excludedewariff items under (1), included in
national CET exception lists, and also excludedevgerch products under conditions (1)
and (2) to which some trade protection measure ssclantidumping, countervailing
duties or safeguard measures were applied in otfeaitate partiés

For 2006-07, studies were planned to define howiniplement the second stage
envisaged in Decision 54/04 regarding the removadauble levying of the CET for

other goods. Three requirements were establishea¢dmpliance with this stage: the
entry into force of the Common Customs Code, th&neninterconnection of the

computer system of the four partners’ customs abstnation, and the adoption of a
customs revenue distribution mecharfism

Some of the phases of implementing Decision 544 lalready been completed:

» Digital interconnection among Mercosur custom hsuse

» Free circulation of goods with an External Commaniff of zero

* Free circulation of goods from third countries wiithde agreements with
Mercosur that give 100 percent tariff preferentéhis preference has been
granted at the same level of rebate by each ofdountries within the trade
block.

The key remaining stages on which Mercosur counaire currently working are:

8 INTAL, 2007
% Intal, 2008
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» Customs revenue distribution among the four coestr
* Common customs code for the Mercosur Bloc

In terms of the Customs Code, although a text heshkapproved in 1994 it was never
incorporated in the members’ countries legislatidm.July 2006, an Ad Hoc Group was
set up to submit proposals on the issue. Some ggsdras been made but no consensus
has yet been reached over several arfitles

Another problem related to facilitation of tradetveeen Mercosur members is the
customs revenue distribution mechanism which iseagguisite of full harmonisation of
the CET. The main difficulty rests with the positiof Paraguay. Paraguay is concerned
with the need to guarantee a minimum customs rejesince import duties represent
approximately 18% of Paraguay’s total tax revéhuEhis share is much lower in other
Mercosur members as import duties represent appairly 2% of tax revenue in Brazil,
3% in Argentina and 5% in Uruguay.

With regards to interconnection of customs hou$eés work is now completed. The
Trade Commission has created a single web pageafdr State Party to access the other
partners’ foreign trade operatidfhs Finally, a special group reporting to the CCMswa
formed to carry out technical analysis in this arddy mid 2007, the group reached
consensus over national houses being responsibt&aifying out collection, distribution
and the destination of funtfs By early 2008 the text of a Mercosur Code hadnbe
agreed among members to a very large extent. fidsept goal aims at implementation
by late 2008. An issue that will require negotigtiand legal ingenuity is that of
Argentina’s taxes on exports. If an answer to igssie can be negotiated, the target may
actually be reached.

As highlighted by Mercosur Report no.*4despite increased focus on harmonization of
the CET, it seems unlikely that Mercosur will att&iee circulation of a sample of goods
by 2008, given both the existing technical diffioeg in implementation, and the legal
changes it would require in each of the Mercosumirers (possibly even including
constitutional amendments for some countries)thimrespect it should be borne in mind
that for Argentina the Mercosur Treaty has constihal status, whereas in Brazil the
highest level of Mercosur legislation cannot ogpdise Brazilian Constitution if the
ruling is to be applied within the country.

Further issues related to trade facilitation awsh technical barriers to trade, which are
not fully harmonised between the four Mercosur d¢oes, such that multiple
certification may be required. From the Mercoseirspective many EU standards (such
as for the chemicals industry) impose heavy compgacosts on Mercosur exporters,
which may be interpreted as technical barriersade.

The question of whether the internal and extemt@gration agendas should be treated
separately or whether they reinforce each otheibbas extensively debated in academic

19INTAL, 2008
1 INTAL, 2006
12 INTAL, 2007
13INTAL, 2008
14 INTAL, 2008
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as well as policy circles. Some observers arguettie external agenda (for example,
negotiations with the European Union) provides ‘tiiae’ to hold Mercosur together
(Phillips 2003), while others argue that the stgllof the internal agenda has become the
main obstacle to progress on the external (Carra0@a).

Signing an inter-regional agreement with the EU ldoserve as an impetus to
consolidating Mercosur and accelerating the intigienal integration process (Rios &
Doctor 2004). Inter-regionalism is expected ndida increase trade flows, but also to
result in more investment, better and credible laguy regimes, and improved systemic
competitiveness (Doctor 2007). Also, Mercosur memmbbhave justified pursuing
integration in terms of providing a reliable platfo for the dynamic application of
developmental polices (and the European Commissipports it in these godfs In the
absence of greater institutionalisation within tkgion, international agreements could
provide an additional impetus to policy-makers tiospie deeper integration.

The current deficits in Mercosur integration aré necessarily an obstacle to signing a
bi-regional agreement. The one issue that doesaargern in the EU is the incomplete
customs union and especially the various barrerthe free movement of goods within

Mercosur. Brazil has recently announced that itldidike to go ahead with scrapping all

intra-Mercosur tariffs and to find an acceptablenfola for sharing of tariff revenues

amongst regional partners.

At the same time, it has been argued that the EUcdder trade negotiations be
potentially damaging to progress towards greaterrchBur integration. Domestic
political and economic conjunctures, especiallyArgentina, are not favourable to
liberalisation commitments as already seen at thkilateral level in mid 2008. At this
moment, Argentina would be unlikely to accept cotnmeints at the bi-regional level that
required further intra-bloc integration, especiallythese were at the cost of lowing
protection for its industries. One option that baen mooted is to extend elements of the
EU-Brazil Strategic Partnership agenda to otherdglguir countries.

15 See the EU Regional Strategy papers publishe@02 2and 2007.
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3. SUSTAINABILITY IMPACTS OF EU MERCOSUR TRADE
NEGOTIATIONS

3.1 SIA Findings for Agriculture Sector

The agricultural sector is a key area under negotidor both the EU and Mercosur.
The European Community (EC) as a whole is a nebitep of agricultural products from
Mercosur, with food and agricultural commoditiex@mnting for more than 30% of
Mercosur exports and representing more than 50%estosur exports to the EU. EU
imports from Mercosur include a small number of duas, including soybean and
coffee, that face zero or very low tariffs. Otlpeoducts in which the Mercosur countries
have a comparative advantage include “sensitivetycts, such as sugar, meat, and
dairy. These sensitive products are heavily ptetedy the EU and, therefore, the
outcome of current negotiations will have the bajgmpact on these sectors. Most trade
in these products takes place under tariff-rateapTRQs), some of which are open to
high quality products only (such as ‘Hilton’ beefyVithin the current framework of the
negotiations, the EU has offered increased acams$/ércosur agricultural products
under a larger set of TRQs. Agricultural prodostof non-food crops is also important
for EU Mercosur trade negotiations, in particutag production and trade in biofuels.

This section presents the results of the analysithe potential economic, social and
environmental impacts of EU - Mercosur trade negimns in agriculture, for Mercosur
and the EU. The findings were first reported in Btease 1 Final Overview Report, and
were updated in the Phase 2 Final Overview MidhiT®eport. The findings also draw
on the separate sector studies for Agriculture ogksts that were prepared as part of
Phase 1° The agriculture sector SIA included detailed cstselies for beef and ethanol.

3.1.1 Mercosur

Economic Impacts

Output is expected to rise significantly for theiagjtural sector as a whole, with little

adverse impact from reduced barriers to EU impder.cosur production is particularly

competitive for meat, cereals, sugar, ethanol anidsf for which exports to the EU are

expected to increase. Production in Mercosur iseetgal to expand in these sectors,
allowing the development of agriculture and of fleed industry. Exports of soya

products to the EU may fall in response to a falEU beef and chicken production.

The CGE model projections for full liberalisatiordicate a rise in output for grains of
the order of 10% for all the Mercosur countriesngs2001 baseline data. For animal
products, which include cattle rearing, the praedcincrease is significant in Argentina
and Uruguay at around 4%, and considerably high&razil and Paraguay at over 30%.
Larger increases in production are projected foatraed other processed foods, of nearly
50% in Brazil and over 70% in Paragudy.Agricultural output in Mercosur has been

18 Forest Sector Study, Final Report, November 2@@iculture Sector Study, Final Report, November
2007.

1 These modelling estimates are for full liberalisatrather than the more limited agreement likelyp&o
reached. The model results give an indication efgtbssible magnitude of the effects that could bower
the ten year period in which an EU-Mercosur tragieement would come into effect.
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growing rapidly in recent years, with increasingerts to the EU and other countries.
The sector is already highly competitive and i€ljkto be repond rapidly to increased
market opportunities following liberalisation ofetfEuropean market.

Employment in agriculture is expected to rise agpnately in proportion to the output

changes, as indicated by the modelling results. Thadel assumes fixed total

employment, with the increase in agriculture emplept coming from a decline in other

sectors. In practice most of the increase is expetd come from the rural informal

sector and the rural unemployed. This will meetdeemands for additional employment
in agricultural production and the processing indugsugar or ethanol for instance),

with a smaller increase in urban areas for othecgssing and transport (including
harbour services for the increased exports). A& chaisdy for ethanol was carried out as
part of the SIA for agriculture (see Boxes 2 and 3)

In Brazil and Paraguay, where the percentage isergaoutput is greatest, the recorded
level of rural unemployment is below the nationagrage, reflecting the existing trend of
rising production and its demand for extra laboline additional output due to EU-
Mercosur liberalisation will encourage a furthecidase in unemployment. In Argentina
and Uruguay, rural unemployment is considerabhhéighan the national average. The
additional demand for agricultural labour in thesmintries may help to address this
problem. These effects may change in the longer terough increased incentives for
mechanisation, resulting in higher skill levels dader agricultural employment. The
effect of the EU-Mercosur agreement would be amemental addition to existing
pressures in this direction.

The expected increase in agricultural output wilinslate additional investment in the
sector. This is expected to include new infrastrrecetand machinery as well as the
acquisition of land. Total fixed capital for thermgltural sector should increase.

Box 2: Biofuel Production in Mercosur

International trade in biofuels has risen dramatically in recent years and are expected to
further double in the next decade.'® Brazil is the world’s second largest producer of
ethanol, with 31% of global output, and accounts for 95% of Mercosur’s production of
ethanol.” Brazilian ethanol production is based on sugar cane, with production
concentrated in two regions: the south east, mainly in Sao Paulo state, and in the north-
east. EU ethanol imports have increased by more than fourfold since 2001, coming mainly
from Brazil. Imports of biofuels from Brazil are expected to increase and can contribute to
meeting EU targets.

The economic impact of liberalisation of EU Mercosur trade in biofuels are expected to be
positive.” The removal of the existing EU tariff on Brazilian ethanol would increase the
relative profitability of the European market for Brazil and can be expected to result in a

'8 OECD, 2008a

9 For detailed information on Brazil’s ethanol sectee www.unica.com.br

20 Currently a duty (102 €/m3) is applied on denafusthanol imports at the EU border (Export Helpgesk
European Commission), while a duty of 192euro/ndiap to imports of undenatured alcohol.
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significant increase in imports over and above the expected baseline growth in imports
from Mercosur.

The environmental impacts of increased production of biofuels is the subject of continuing
controversy and the currently available evidence on direct and indirect environmental
consequences of an increase in biofuel production is incomplete and open to different
interpretations. *' Biofuel production from sugar cane itself generates greenhouse gases,
including methane as well as carbon dioxide, and increased production will add to carbon
emissions. However, the net impact on the total emissions is positive, as biofuels replace
fossil fuels.” However, if an increased production causes land use changes, such as
deforestation or replacement of grasslands, the net impact on GHG emissions may become
negative .

A wide range of other potential environmental impacts associated with the production of
biofuels have been catalogued in the literature.”* These include increased needs for
irrigation and water consumption, fertiliser and pesticide runoff, soil degradation, and
pollutants such as liquid waste and smoke from burning fields. In the longer term, the
effective development of cellulosic technologies will be required if significant adverse
environmental effects are to be avoided.” Sustainability criteria that will be imposed on
biofuels with the new renewable energy directive should address these issues and mitigate
the possible negative impacts.

The overall environmental impacts of an increase in biofuel production that can be
attributed to EU Mercosur trade liberalisation are unlikely to be significant, relative to the
changes that will occur as a result of underlying changes in the baseline conditions.
However, where existing levels of environmental stress are close to critical threshold levels
(‘tipping points’) the incremental impacts attributable to EU Mercosur trade liberalisation
assume greater significance.

The social impacts of the growth in biofuels production in Mercosur have also been the
subject of widespread debate, with competing evidence being presented on the positive and
negative repercussions for employment, labour standards and rural livelihoods. Brazilian
sugarcane is mainly grown by large scale farmers, employing unskilled labour as cane
cutters. The working conditions of sugar cane labour have attracted international criticism,
including from the European Union.?® Partly in response to this criticism, Sao Paulo State

2l The EU Environmental Commissioner is quoted asngathat planned EU biofuel quotas should be
subject to ‘environmental and social concerns’,ngtng threats from Brazilian Foreign Ministry to
appeal on the issue to the WTO (Financial TimesMay, 2008). The EU biofuels sustainability criteri
are not yet finalised.

2 Bjofuels reduce GHG emissions by 80% or more iseldb emissions from fossil fuels (OECD, 2008)
Z\WWI (2006)

%4 Kartha (2006), World Bank (2007), Doornbosch &teenblik (2007), Turner et al (2007), Farrell let a
(2006)

% Farrell et al (2006)

% As with the production of beef, concerns have bessed arise over the use of forced labour. NGOs
have reported use of slave labour on sugar cammggtions and in ethanol production in Brazil, &l as

on oil palm plantations that are increasingly gdate biodiesel production in other Latin American
countries. Network of Latin American Activists (200 Other social concerns expressed by these groups
include the expansion of production into forestaarand territories occupied by indigenous and other
traditional communities.
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- which accounts for almost 80% of national production - has legislated to improve
conditions and eliminate manual cutting over the next four years.”” The Brazilian Sugar
Cane Industry Association (Unica) estimates that 80% of the 500,000 jobs will disappear
within the next three years as a result of mechanisation. However, mechanisation is not
welcomed by the 300,000 canefield workers since it will increase unemployment. Most
workers lack the education to take on other work. The negative impact on household
incomes will spread outside the production regions since the economies of the poorer
northern states of Maranhao and Piaui, in particular, are heavily dependent on remittances
from internal migrants sent to the south to work the five month cane-field seasons*®

Where the increase in land required for increased feedstock production comes from the
consolidation of small farms producing other crops, there is likely to be an increase in
landless labour and loss of livelihoods for small scale farmers and/or new settlements in
previously virgin land, including the rain forest. The long term impacts of increased
sugarcane production in large scale commercial farms could also include greater rural
poverty and an increase in migration to the cities.

As in the case of environmental impacts, it is important, although in practice difficult, to
distinguish between the social effects that result from the underlying processes of social
and economic change associated with changes in the structure and pattern of economic
activity within agriculture and between agriculture, manufacturing and services, and the
social impacts that might be attributed to the liberalisation of trade in biofuels between the
EU and Mercosur. The social impacts that can be attributed to the liberalisation of EU
Mercosur trade in biofuels, are unlikely to be significant relative to the much larger effects
that are likely to occur as a result of the underlying changes in baseline conditions. But, as
in the case of environmental impacts, where existing levels of rural poverty and labour
exploitation are close to critical threshold levels, the incremental impacts attributable to
EU Mercosur trade liberalisation assume greater significance.

Box 3. Summary of Case Study Findings for Ethanol Liberalisation
Economic impacts
Mercosur

Ethanol liberalisation by the EU would result in a significant increase in export
profitability, particularly in Brazil.

EU

Liberalisation would give a significant increase in economic efficiency, countered by the
economic implications of potential international conflict over energy security and food

|t is also argued that mechanisation will havesitive environmental impact as it will allow maséthe

crop to be harvested and bi products to be uselicasass, while at the same time eliminating bad

practices such as burning of stubble and leaves®efitting. (The Guardian, 5 June, 2008)
% Poor practices taint Brazil's ethanol industryh&ncial Times, 21 May 2009
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security. A degree of support for EU biofuel production may therefore be justified. To
avoid the risk of picking losers rather than winners such support would need to operate
through market mechanisms such as the European emissions trading scheme, in
combination with full allowance for all environmental effects. This would tend to favour
import barriers over subsidies. The competitiveness of EU biofuel production may rise
with the development of second generation feedstocks and technologies, but their potential
is still uncertain. The balanced approach advocated in the EC’s Biofuels Progress Report
may therefore be the most appropriate, using a combination of imports and some degree of
protection for domestic production. EU ethanol producers have argued that such
protection should be applied in the form of quantitative limits®.

Social impacts
Mercosur

Brazilian sugarcane is currently grown mainly by large farmers, with concerns over working
conditions, the use of forced labour, and the expansion of production into territories
occupied by indigenous and other traditional communities. These concerns would be
exacerbated by increased production associated with liberalisation. The economies of scale
associated with rising export production may also further disadvantage small and local
producers, generating extra income but providing fewer livelihoods. Organisational
support may therefore be needed to facilitate the involvement of small farmers, such as
through contract farming or cooperatives, while large companies take care of the
international feedstock trade. The Brazilian biofuels policy aims to address these issues,
and would need to do so effectively if liberalisation is to give beneficial social impacts
rather than the adverse ones that may otherwise occur.

EU

EU ethanol production may fall significantly with full liberalisation, despite increasing
demand for biofuels. Adverse social impacts are not expected to be large, but could be
significant in some areas. Sugar beet production is a major source of employment in new
member states, particularly Poland, where full liberalisation could have significantly adverse
impacts during the transitional period.

Environmental impacts

Climate change

Ethanol produced from sugarcane in Brazil has the best energy balance of the biofuels
examined in the study. Even when transported from Brazil, the invested energy is
multiplied by almost six, while it is multiplied by less than four for the best of the EU
biofuels. Brazilian ethanol produces lower greenhouse gas emissions than European
ethanol by almost a factor of two. However, land use changes for the production of biofuel
feedstock must also be taken into account. If these were allowed to result directly or
indirectly in increased deforestation, which is a major contributor to climate change, the

2 UEPA (2008)
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net impact of liberalisation could be adverse. The study concludes that if effective policies
to prevent this were put in place, the reduction of EU import barriers to Mercosur ethanol
would have a significant beneficial impact on greenhouse gas emissions.

Mercosur

The climate of the Amazon is too rainy for sugar cane, but expansion of production
elsewhere may displace products such as cotton, soybeans or livestock that can be produced
in the region. Biodiversity is also of high importance in the Cerrado, much of which is
well suited to sugarcane. The avoidance of significant adverse biodiversity impacts from
biofuel liberalisation will depend on two key factors: the success of research programmes
devoted to continuing improvements in productivity in existing agricultural areas; and the
success of Mercosur governments in introducing and enforcing effective legislation to
protect biodiversity rich areas. Other potential environmental impacts of liberalisation
include increased water consumption, fertiliser and pesticide runoff, soil degradation, and
pollutants such as liquid waste and smoke from burning fields. Such impacts may be
locally significant in the absence of effective regulation. The introduction of an effective
certification system may be an important mitigating action. It would need to cover all
these potential impacts as well as those associated with biodiversity and climate change..

EU

New Member States can provide additional agricultural production with no significant
adverse effects, but this will be insufficient to meet the full EU biofuel target for 2020.
The shortfall will be greater if second generation technologies are less effective than hoped.
Increased production elsewhere in the EU would reduce the ecological value of set aside
land and increase pressures for conversion of semi-natural habitats. Increased domestic
production may also lead to higher usage of water and agro-chemicals. Full liberalisation of
EU-Mercosur trade in biofuels can therefore be expected to have beneficial environmental
impacts in the EU by comparison with continued protection and support for EU
production. The overall impact is assessed to be significant for the 2020 target, and would
become increasingly so if higher biofuel targets were introduced subsequently. More
limited protection of EU production would enable approximately neutral effects to be
achieved by comparison with the current situation.

Social Impacts

To the extent that the increased employment insbetor comes from the pool of
unemployed, it will have a beneficial impact onalupoverty, which is relatively higher
in Paraguay and Brazil. There may however be aeradvsocial effect associated with
the need for additional land. Land tenure is weakiany areas, particularly in Paraguay,
where the majority of peasants have no formal ke, Informal farmers are likely to
be displaced by the expansion of commercial farmibgpending on the labour
productivity of new commercial activities, the nuenlof employment opportunities may
not be sufficient for the number of persons dispthdn Brazil in particular, additional
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land for agricultural production is expected commnf forest clearance, resulting in the
loss of livelihoods for indigenous people.

The case study for beef has identified a potegtsdrious concern relating to an increase
in cattle production, where a small part of the Eyment in cattle raising is forced
labour. The Brazilian government is endeavouringdmbat the problem, but without
effective mitigation the trade agreement could exaate it.

Improved export performance should strengthen beenceconomies overall, and with
effective taxation changes to offset any declingniport tax revenue, would enable
increased public expenditure on health and edutaBut, positive impact on social
welfare would depend on other aspects of goverhrmelicy that interact with trade
liberalisation.

Expansion of production will lead to an increaseadél farm income, but not necessarily
to a reduction of income inequalities in the ruealbnomy. Increased incentives for
mechanisation may in the long term lead to highdl Igvels in the sector and hence to
reduced inequalities for those in employment. Waglld however, be associated with a
decline in agricultural employment and increasedration from rural to urban areas.
The overall impact would depend on increasing th@ntjty and quality of employment

in other sectors.

Competition between farmers for new arable landsxjgected to increase land prices,
and also land conflicts in areas where land tersimeak. Small scale farmers could be
the losers of that process, including women. Advesnder impacts may arise through
the loss of traditional livelihoods and limited apjunities for women in the formal
sector. Effective enforcement is needed to enthatdecent work conditions are not
adversely affected by the trade liberalisation getliexpansion in the agricultural sector,
including the Brazilian bovine sector, where for¢algour is believed to occur.

Sugarcane production for ethanol is expected teldpvin new regions where land is
available, but where workers are not organisedade-unions and may have difficulty in
obtaining decent working conditions.

Box 4: Social Impact Assessment: Rural Livelihoods, Decent Work Conditions and
Gender Issues in Mercosur. *°

Rural poverty exists in each of the Mercosur countries. The incidence of rural poverty is
particularly high in Brazil with 41 per cent of rural population living under the poverty
line. Within groups of rural population the most vulnerable groups are women, young
people and ethnic minorities such as Afro-descendants in Brazil and indigenous peoples in
Paraguay.

The poor in rural areas are often faced with inadequate infrastructure, difficult access to
public services and limited access to technology. This reduces opportunities for the rural
population to supplement farming incomes through salaried labour and it also makes it
more difficult to develop small-scale nonfarm and offfarm activities. Given these

%0 Based on the case study presented in the PHasalZverview Mid Term Report.
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constraints, much of the discussion about the likely effects of tradeled development
strategies is centred on the competition that trade liberalization could produce for land
and water, between large scale investments (and/or companies) and small farmers and/or
community groups.

In Mercosur, the proportion of arable land (usable for cropping purposes) ranges between
2.9 and 10.2 per cent of total land extension. In Brazil, about 95% of livestock farmers are
land owners and fewer than 10% of farms hold two thirds of the herd.’’ In Paraguay,
concentration has been favourable to foreign investments (mainly Brazilian and
Argentinean) which have developed extensive cattle ranges and soy plantations in The
Chaco region. In Uruguay, farms over 10 hectares represent 99.6 percent of the total area.
Argentina is a land-rich country with average size of 518 hectares, ranging between 74
hectares in Misiones and 21,012 in Santa Cruz. A few holdings exceed a million hectares
in Patagonia or the dry west or 200,000 ha in the humid Pampas or Campos or Chaco.”

The trend from smallscale to largescale agriculture (both for soybean and cattle
production) has led to land concentration and displacement of small farmers who either
have migrated into urban areas or moved into forest areas.”” When displacement has led to
urbanization, the new “urban” groups have put pressure (via large-scale occupation) on
governments to expand urban settlements in forest areas exacerbating deforestation rates.’*
The displacement of small farmers can also affect indigenous communities in forest areas,
as small farmer production and urban settlement expand into forest areas. Forest clearing
and further expansion of the agricultural frontier into the Brazilian Amazon or the Gran
Chaco region (a territory involving Paraguay, Uruguay and Argentina) reduces the natural
resources on which the livelihoods of indigenous people depend.

Individuals and households from rural areas develop diversified strategies that combine
farm, non-farm and offfarm activities (agriculture, cattle grazing, food processing, hand
crafting, petty commerce, wage labour in agriculture as well as in temporary or even
permanent urban employment).” The development of these strategies depends on the
household’s access to capital (natural, physical and financial, human, and social) and the
effects of trade liberalisation on these capital assets will determine the impact on
livelihoods. In general terms, if trade liberalization facilitates sector diversification, the
expected effect of trade policies on livelihood strategies is likely to be positive due to new
off-farm job opportunities. Similarly, where trade contributes to agriculture intensification,
positive effects are expected if job opportunities are created (for instance in new large
plantations).. Both possibilities increase the chances for small producers to develop farm
and offfarm strategies in the rural area. However, there could be a negative effect if
increased trade results in dispossession of land and other natural assets. The magnitude
and time period of the ‘adjustment costs’ associated with this process depend on the

31 Beef production is developed in farms over 100wWtsch involve 82% of livestock. Milk productionyb
contrast, has a large number of livestock in faohsess than 50 ha, which contribute 39% of nationa
production. (FAO, Brazil - country profile).

* Data at 2004. http://www.fao.org/ag/AGP/AGP C/damiBprof/Argentina/argentina.htm

3 Kaimowithz and Smith (2001).

34 Simmons and others (2003).

% Bebbington (2004); Hinojosa (2006).
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conditions in which the new landless are integrated into the labour market of the rest of
the economy.

The composition of livelihood strategies (that is, the weight of each one of the economic
activities in the household’s output and income, as well as on individuals’ use of time)
changes over time. In recent decades, farm mechanization, technological change and
diversification in production have contributed to loss of rural employment, pushing people
to migration. Agricultural development based on large scale farms and forestry has pushed
out traditional farming and produced highly seasonal labour demand, often met by urban
workers from faraway cities.”® However, in other Amazonian regions the expansion of non-
timber production has improved rural livelihoods. Foe example, the case of the biofuels
economy in rural regions of Mercosur countries shows that biofuels-based employment and
income can be important for poor and marginalized households.

The effects of migration on rural livelihoods and poverty levels are uncertain. In depressed
areas such as the North West of Argentina and the North East of Brazil, migration has an
adverse effect on the age structure, increases the demographic dependence, and erodes
human capital by reducing the average level of schooling. In these conditions, outward
migration may benefit the migrant household, but intensify the causes of poverty and
underdevelopment in the ‘exporting’ area. In contrast, in other Amazonian regions the
expansion of non-timber production has improved rural livelihoods.

There is continuing controversy on the impacts of large agricultural investments on labour
conditions in Mercosur. Whilst activists’ have articulated concerns about rural workers
entrapment and unacceptable labour conditions,” other observers suggest that some forms
of private investments have positively impacted labour conditions.” Brazilian sugarcane
for ethanol production is mainly grown by large scale farmers, employing unskilled labour
as cane cutters. The working conditions of sugar cane labour have attracted international
criticism, including from the European Union.”” The Brazilian Sugar Cane Industry
Association (Unica) estimates that 80% of the 500,000 jobs will disappear within the next
three years as a result of mechanisation. However, mechanisation is not welcomed by the
300,000 cane-field workers since it will increase unemployment. Most workers lack the
education to take on other work. The negative impact on household incomes will spread
outside the production regions since the economies of the poorer northern states of
Maranhao and Piaui, in particular, are heavily dependent on remittances from internal
migrants sent to the south to work the five month cane-field seasons™®

% Rodriguez (2008), ECLAC (2005)

37 In Brazil, violation of workers’ rights happensarcontext of rural violence and land disputese (se

ITUC http://survey07.ituc-csi.org/getcountry.php@@untry=BRA&IDLang=EN).

¥ See, for instance, Jepson (2006),

39 As with the production of beef, concerns have bessed arise over the use of forced labour. NGOs
have reported use of slave labour on sugar cammggtions and in ethanol production in Brazil, &l as

on oil palm plantations that are increasingly gdate biodiesel production in other Latin American
countries. Network of Latin American activists (ZQ0Other social concerns expressed by these groups
include the expansion of production into forestaarand territories occupied by indigenous and other
traditional communities.

“0Poor practices taint Brazil's ethanol industryh&ncial Times, 21 May 2009
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The main concerns about the effects of trade liberalization in agriculture on women’s
welfare and gender relationships are related to the potential deepening of ‘feminisation of
poverty’.*! This could result from differentiated access to and control of land and other
productive assets, unequal employment opportunities and working conditions, and
differentiated effects in terms of food security.*

In so far as trade liberalisation increases existing incentives for conversion of small scale to
large scale agriculture, there are likely to be both positive and negative (particularly in the
short and medium period of adjustment to changing economic incentives) impacts on the
rural livelihoods of the poor. The direct effects relate to the opportunities or constraints
to rural households in their access to natural resources (mainly land and water) on which
agricultural livelihood strategies rely. Direct positive and negative effects can also be
expected on employment in agro-industry. The indirect effects are related to the effects of
trade liberalisation on facilitating or constraining access to assets (human, financial and
physical) which enable the development of new forms of livelihood strategies.

The impact of EU- Mercosur trade liberalisation on rural livelihoods, gender and decent
work conditions is likely to conform with the existing trends and processes of change. In
the long term, the transition from small scale to large scale agriculture and to other higher
wage activities can have significantly beneficial social effects. But a number of adverse
transitional effects are likely to be experienced. A significant expansion in agricultural
production attributable to the EU Mercosur trade negotiations would add incrementally to
these positive and negative effects, unless they are effectively countered. The significance of
these incremental effects of EU Mercosur trade liberalisation on rural livelihoods, poverty
and gender inequality needs to be assessed in terms of the SIA methodology’s standard
criteria of significance. Where the existing level of stress is close to a critical threshold
level, any further deterioration is likely to be judged as significant and therefore requiring
careful consideration on the part of trade negotiators and policy-makers in the EU and
Mercosur.

Environmental Impacts

Agricultural production is expected to rise sigedfintly in each of the Mercosur
countries, placing pressure on both land and wdatee modelling results indicate a
significant rise in grain production in all the cares, with a large increase in meat
production in Brazil and Paraguay. The animal potgligector also rises significantly in
Argentina and Uruguay. In Argentina the projectedrease in beef production is
relatively small. Production is likely to be intéied, with less available land than in
Brazil. Significant adverse impacts on water resesrare expected to be restricted
mainly to the semi-arid central area where watscace.

Unless accompanied by appropriate sustainable ptiodumeasures, the expansion of
beef production could have a direct impact on deftation, while the expansion of

“L WIDE (2007); ODI (2008)
42 See, for instance, the material produced by the Ulbjency Women Watch
(http://www.un.org/womenwatch).
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sugarcane would have an indirect effect by takamgl from products which would move
into forested areas. For beef and other produetexipansion would add to existing long
term pressures on forests which need to be addrbéysa stronger regulatory regime.

Other potential impacts which may occur from ineexh production unless adequately
regulated, include flooding, especially on the pdasuch as the Pampas (arising from
disruption of soil hydrology), and soil erosionrraultivation of steep slopes.

In many of the areas where agricultural productiauld increase, such as the Cerrado,
conversion of these lands to arable cropping @nisive grassland management would
require application of agrochemicals, artificiattiieser and irrigation, both of which
would have impacts on soil and water quality. S@aaheerse pollution impacts may occur
in this and other areas where production increasksh may be locally significant in
the absence of effective regulation. The use obawmicals potentially affects both
water and soil pollution. An increase in poultry ahgroduction could also have an
impact on water contamination, depending on pradnainethods. Effective regulation
will be required in order to avoid locally signifint impacts of this nature. If certificates
aimed at ensuring the sustainability of productoa in place, there is a reduced risk of
adverse impacts from increased production.

Large areas of the Mercosur region are of globairenmental significance, particularly

the Amazon and Cerrado. Global attention is, uridedably, focussed on the threats to
the Amazon rainforest resulting from increased dralhe most sensitive regions lie
within the Mercosur region and although timber liogghas been the major driver for
deforestation in the Amazon, subsequent conversdidand to soya bean production has
ongoing impacts on biodiversity and enforces moeen@anent changes to soils and
hydrology.

The Brazilian Cerrado is South America’s largestd eone of the world’'s most
biologically rich, areas of savannah. Conversion nmnoculture crop production
(particularly soya beans) and intensification oéfoproduction is reducing the area of
natural and semi-natural habitat. At present, themmain large areas of relatively
undisturbed Cerrado where conversion to soya beaduption or cattle ranching would
significantly reduce biodiversity.

The region includes extensive areas of wetlanth@teltas of the Orinoco, Parana and
Tigre rivers. Conversion to plantation forestrythe main threat to biodiversity in these
areas.In other areas such as the Pampas of Argeblinguay and southern Brazil, and
the Brazilian sertdo, centuries of extensive adjuice, particularly cattle ranching, have
already replaced the climax natural vegetation wwittre open grassland. Conversion of
grassland to soya bean and cereal production,cpktiy on the fertile soils of the
Pampas, has a negative impact, particularly orsasERampas, that are otherwise rich in
diverse vegetation.

S ETL 2006.
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Box 5: Cross Linkages Between Agriculture and Forestry in Brazil*

EU - Mercosur agricultural liberalisation can be expected to result in agricultural
expansion and greater livestock ownership, both of which are likely to lead to increased
land pressure resulting in the conversion of natural forest to other uses. The Forest case
study investigated the potential effects of the EU Mercosur trade negotiations in relation
to the conversion of natural forest to agricultural and pasture land and the related issues
surrounding use of land for soy cultivation which is an increasingly important source of bio
fuel. The focus of the case study is on Brazil because it is affected more strongly than the
other three countries by land use pressures on forestry. Some of the most prominent
changes relating to trade liberalisation negotiations are expected to take place within the
Brazilian agricultural sector, within which soybean cultivation and extensive cattle ranching
have seen considerable growth in recent times.

A broad consensus exists across a wide range of academic sources, NGOs and civil society
groups that the growth of cattle ranching and soybean production and their related
industries have both direct and indirect links to the deforestation of vast areas of Brazilian
natural forest (Dufey, Baldock, and Farmer, 2006; Figueiredo, et al, 2006; Greenpeace,
20006).

Brazil’s expansive natural forest areas, principally those of the Amazon basin are of
exceptional ecological importance in global terms, being immensely rich in terms of
biodiversity, with many ecosystems and individual species being largely un- researched.
These forests have a complex and essential role in maintaining and sustaining the
functioning of natural systems. The study therefore focuses on the interface between
agricultural systems supporting cattle and soybean production since these have the greatest
impact on the margins of natural forest in Brazil.

Although cattle ranching and soybean industries will be affected differentially by the FTA,
the two products are inextricably linked within Brazil, with the majority of soy bean
production taking place on degraded pasture. In addition, infrastructure provided to
support soy production is shared by cattle ranchers, and a trend towards the intensification
of cattle production may potentially increase the demand for soy based livestock feeds.

The cattle and soybean industries in Brazil have seen exceptional growth in recent times.
Such expansion has been largely driven by a substantial and continuing programme of
Government support, in particular, price support and subsidised credit programmes aimed
at the soya agricultural industry, and the opening up of new land through infrastructure
provision (Kaimowitz and Smith, 2001; Cassel and Patel, 2003, Fearnside, 2002).

Cattle ranching and agricultural activity, including the majority of soybean cultivation and
almost 55% of the country's beef and pioneer cattle, are concentrated in the central sub-
humid and Cerrado (savannah) belt stretching from the South West through to the North
East of the country. This area encompasses the states of Mato Grosso do Sul, Goias, Siao
Paulo, Tocantins and Minas Gerais and Mato Grosso, which are either in, or adjacent, to
the Legal Amazon region. In recent times the highest growth for cattle ranching and
soybean production has largely occurred along the western fringes of this area, particularly
in Mato Grosso, as well as other parts of the Amazon forest frontier.

4 Based on the Phase 1 Forestry Sector Study, Remort, November 2007.
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Brazil now ranks as the world’s second largest exporter of soybean and bovine meat and the
EU is by far its largest market. Exports to the EU have grown alongside recent increases in
production. Soybean and soybean oilcake exports to the EU increased significantly
between 2000 and 2005, although they have been subject to considerable fluctuations (the
former increased from 6.4 to 9.8 million tonnes in a single year). Exports of bovine meat
to the EU also increased over the same period from around 22 to 78 thousand tonnes for
the fresh or chilled product, and 65 to 100 thousand tonnes for frozen. Significant
potential exists for the development of biofuels, other than ethanol, including that derived
from soybean oil (New Scientist, 2005). If increasing demand and surging prices for soya
based bio fuel continue, the increase in soybean production in the region would be
significant.

Since the early 1980s, various analysts have argued that the central cause of deforestation
in Latin America is agricultural expansion, principally cattle ranching and soybean
farming. Such arguments are supported by the fact that declining forest cover within the
Brazilian Amazon, Parana and Atlantic Forests has been correlated with exceptional
agricultural expansion and economic growth and that cattle ranching and soybean farming
are the predominant uses in deforested areas in these regions (Dros, 2004). In a report for
World Resources Institute and the Amazon Institute of People and Environment, Barreto
et al (2006) estimate that in 2002, 47% of the Brazilian Amazon is under some type of
human pressure, either as areas under pressure from human settlement (19%) or areas
subjected to incipient human pressure (28%). The states of Rondonia, Mato Grosso and
Para are particularly affected by both kinds of pressure.

What might be the impact of the EU Mercosur trade negotiations in terms of creating
additional pressure for natural forest conversion principally within the Amazon Forest?

The extra demand for land required in order to accommodate increased agricultural
production, alongside other competing land uses, such as forestry and settlement, may
potentially place additional direct and indirect pressure on natural forest areas.
Cumulative pressure for natural forest conversion may occur through both the competition
for land resources from forestry and agriculture as well as their complementary effects on
each other, with initial clearance providing a capital windfall as well as new land

(Kaimowitz and Angelsen, 1998).

At current rates of efficiency, assuming that soybeans and cattle occupy roughly 172
million and 21.5 million hectares respectively an extra 55 million hectares of land would
need to be brought into productive use in order to accommodate the corresponding level
of growth predicted in the CETM CGE model (0.4% and 31.9%). Under this rudimentary
calculation, the beef livestock sector would be responsible for the vast majority of this
growth, accounting for an additional 54.9 million hectares in compared to the 86
thousand hectares required for soybeans. However, the level of land take required for
extra pasture and arable land may be inflated as increased output will also be partially met
through increases in productivity and efficiency, for which there is considerable scope
within Brazil’s soybean and cattle industries (c.f. Carvalho, 2005; and USDA, 2005).
Increasing efficiencies in agricultural production may reduce forest conversion as the land
area requirement is reduced and investments are made in technology rather than
acquisition of new land assets.
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Nevertheless, increased efficiency may also lead to increases in investment in forest
conversion as agricultural production, and therefore land, becomes more profitable
(Angelsen, and Kaimowitz, 2001, Perz, S. G., (2003). This position is articulated by
Tomich et al (2000: 221) who state that “increased productivity of forest derived land uses
also increases the opportunity costs of converting natural forest. These increased returns
to investment can spur an inflow of migrants or attract large scale land developers and
thereby accelerate deforestation”. Therefore it can be assumed that intensification may
only have a limited effect on land take and that growth in output in both soybean and
cattle production will be predominantly met through the utilisation of new land.

As outlined above, the greatest relative increase in soybean and cattle production has
occurred in states, either within or adjacent to the Legal Amazon region. This trend is
likely to continue into the future, particularly in the South and Centre West Cerrado
regions, including Mato Grosso, which have perhaps the greatest potential for the
continued expansion of pasture and agricultural land. Therefore, a continuation of
previous trends would consequently further intensify production along the natural forest
frontier, potentially increasing pressure for forest conversion (Simon and Garagorry 2005;
Dros, 2004). Such conversion may result from either direct conversion of forested land to
other land uses or more significantly through indirect conversion.

The majority of land needed for increased soybean production may be accommodated on
degraded pasture rather than forested land, which can help to restore pasture soils through
nitrogen fixation. However this pattern of production, alongside the considerable
expansion in cattle livestock may have an indirect effect on natural forest conversion
through indirect mechanisms. The expansion of cultivated land and pasture, for example
in the surrounding Cerrado areas of Ronddnia, Mato Grosso and Pard, may lead to
conversion of land elsewhere by forcing the migration of the previous land use, typically
smallholder agriculture or existing cattle ranching activity. ( Barreto, et al. 2006;
Figueiredo, Porro and Pereira, 2006).

Furthermore, the expansion of soybean and cattle production and a continuation of the
trend for consolidation of smaller farm units into larger agro-industrial enterprises which
require less labour is likely to displace smaller farmers. Displacement of small farmers leads
to increased urbanisation, but also resettlement of small farms on previously uncultivated
land elsewhere. Such “shifted cultivators”, are either pushed or pulled into forest areas as a
result of the concentration of land in hands of a few, relatively extensive large-scale farms
in the more accessible areas. In the past this pattern of settlement has been encouraged by
Government settlement schemes, however, in recent times this is more likely to take place
through illegal invasions into forested areas. Forested areas are attractive to settlers because
degraded pasture land can be difficult to farm by hand and invasion of occupied land is
likely to be resisted by the current occupier. Additionally, forest cover is likely to be
removed in order to bring an initial economic gain from the timber, to clear the land for
agriculture and to improve their claim to the settled land (Fearnside, 2000; Barreto et al.,

2006).

Settlement of forested land may be aided by inadequate land tenure legislation as,
historically, land-tenure issues have been prominent forces driving deforestation and the
spread of extensive ranching as the dominant land use in the Legal Amazon. Current
Brazilian legislation allows settlers to deforest 20% of their land for agriculture and other
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activities, and maintain 80% as legal reserve (Figueiredo, et al. 2006), although 50% of
forest defined as ‘under transition’ can also be cleared (Dros, 2004). However, it has been
argued that illegal felling is difficult to monitor and that in practice a much higher
proportion of natural forest is felled by occupiers. By way of illustration, Barreto et al.
(2006) estimate that this law is violated on between 60 to 70% of settled land.
Furthermore, as argued by Laurance, Albernaz and Da Costa (2001), increasing
deforestation rates and economic growth between 1995 and 2000 demonstrate that
improvements in laws, enforcement and public policy have had a limited impact in relation
to the protection of natural forest.

The growth in fixed capital, predicted to follow on from trade liberalisation, is likely to
include new infrastructure and land acquisition in order to support agricultural expansion.
In particular, the expansion of soybean production has been synonymous with massive
transportation infrastructure projects, such as the Avanca Brasil programme currently
being undertaken in the Legal Amazon (Fearnside, 2002). Such infrastructure is essential
to the opening up of the previously inaccessible, or unprofitable, adjacent natural forest
frontier to colonization and exploitation by ranchers, farmers, and other actors (Fearnside,
2002; 2006, Greenpeace, 2006). Detailed case studies of communities in the Amazon
Forest frontier in Mato Grosso (Figueiredo, Porro and Pereira, 2006) highlight the way in
which development of new roads for the expansion of soybean production (in this case the
BR-163 Highway) assist in promoting deforestation.

In conclusion, trade liberalisation in the agricultural sector in relation to the EU Mercosur
negotiations is expected to result in a significant expansion in Brazil’s agricultural sector.
However, there is likely to be considerable differentiation within the sector and associated
impacts on the natural forest will vary substantially across products. The soybean and
cattle ranching industries in particular, have been held responsible for deforestation of vast
areas of natural forest as a result of the considerable expansion that has taken place in
those products in recent times.

Increases in production will be partially met through increases in productivity; however, for
the most part, growth is likely to be accommodated by expansion of the total land area.
Considering that these industries are in close proximity to the Amazon Forest, their
combined growth in output, alongside that of other agricultural products, as well as in
other sectors including forestry, may significantly increase the pressure for conversion of
natural forest along its margin.

This case study highlights the complexities that exist between cause and effect when
considering the implications of changing markets and trade agreements. For many years
the main focus of concern about destruction of tropical and equatorial rain forest has been
concentrated on failures of governments and local institutions to control illegal logging
and regulate conversion of forest to agricultural or other land uses. The view has
commonly been expressed that such impacts are the result of existing market forces and
that, in one sense, liberalisation of trade will not alter these established patterns. However,
the forest case study analysis points to both direct and indirect pressures that market
demand for new products can create and the unwitting consequences of developing
policies that meet the needs of one market without anticipating their impacts on others.
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Process Impacts

The proposed trade agreement is judged to be higngistent with principle 12 of the
Rio Declaration, in promoting a supportive and opeternational economic system.
There are however potential conflicts with the Ritnciples of reducing and eliminating
unsustainable patterns of consumption (principle® enhancing technology transfer
(principle 9). Except in these areas, the sceniariudged to be relatively neutral in
respect of sustainable development principles.

In relation to consumption and production patterig scenario aims to accelerate
economic growth in both the EU and Mercosur. Todk&ent to which it achieves this
goal, it will add to the underlying processes whdaiive increasing consumption and
associated wastes. Stronger environmental regolatilb therefore be needed, to achieve
a sustainable balance between economic growthranamental degradation. The EU-
Mercosur trade liberalisation scenario adds increaily to this general need.

In relation to technology transfer, the scenaricoemages a movement of capital into low
added value agricultural production and out of Brgadded value industrial production.
While some aspects of agricultural production haegh technology content, the overall
effect may be to inhibit technology transfer rattiem enhance it.

EU-Mercosur agricultural liberalisation is judged be neutral in its influence on
institutional capacity for strategic sustainablgelepment planning.

The potential sustainability impacts in Mercosurn@gture are summarised in Table 8.

Table 8: Sustainable development impacts of agriculral liberalisation in Mercosur

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
£ £
2 @
S ()]
g2 1 5
Economic
Real income All countries. Export Long term gain ) )
development, depends on growth
lower consumer | of other sectors
prices
Employment Greatest in Brazil and | Export Long term effect @ -
Paraguay. Meat, development depends on overall
grains, ethanol structure of
production. economy,
productivity growth
and technological
developments
Fixed capital Land acquisition, Export Long term gain i 7
formation machinery, development depends on overall
infrastructure growth of economy
Social
Poverty Greatest in Brazil and | Demand for Land tenure, iRl -
Paraguay. agricultural alternative
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labour employment
opportunities,
forced labour
Health and mixed. Poverty, Fiscal policy and inl -
education government government
expenditure policy;Long term
effect depends on
overall growth of
economy
Equity Mixed effects, Land conflicts, Employment in td? |-
potentially adverse for | mechanisation other sectors,
women redistributive
policies
Environmental
Natural resources Greatest in Brazil and | Increased Regulatory N N
Paraguay for land. agricultural regimes, ethanol
Argentina for water production certification
Environmental All Increased Production g iRl
quality production, methods,
agrochemicals; regulatory
Intensification, framework
animal welfare;
Deforestation
and
monocultures for
increased
production
Biodiversity Greatest in Brazil, Deforestation Regulatory Vv Vv
Amazon and Cerrado | and regimes, ethanol
monocultures for | certification
increased
production
Process
SD principles Positive for Acceleration of Environmental - v
international underlying regulation.
cooperation, adverse processes. Development
for consumption and Capital planning
production and for movement out of
technology transfer, higher
otherwise neutral. technology
industries
SD strategies Neutral impact - -
Legend: A beneficial greater significant impact, W adverse greater significant impact,
beneficial lesser significant impact, { adverse lesser significant impact, +& beneficial and
adverse impacts likely to be experienced according to context (may be lesser or greater as
above), - non-significant impact compared with the base situation.
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.
3.1.2 European Union
Economic Impacts
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Increased imports from the Mercosur region will gate with domestic products,
reducing prices to EU producers and processorscansumers. Increased imports from
Mercosur to the EU would increase pressure on Edurers, primarily in the area of
chicken, sugar and beef production. Further paéationomic impacts include increased
imports of processed foods and ethanol from Mencesgarcane. Lower tariff rates are
expected to lead to a reduction in deadweight Ksadich would prove particularly
beneficial for economies engaging in their own mef®—such as the new accession
countries®

Competition is likely to increase, notably for angbeef and chicken. While EU meat
producers would benefit from lower wheat prices {&ed) arising from greater imports,
this is unlikely to offset the competitive advargagarticularly lower labour costs) of
producers in the Mercosur region. A decline in Eldamproduction would therefore
reduce demand for grain production, particularlyeath resulting in lower domestic
prices.

The EU Biofuels Strated$ seeks to increase consumption of transport fueldyzed
from renewable feed stocks, reducing consumptiofosdil fuels. This could represent
and important opportunity also for Mercosur.

Box 6: Biofuel Production in the EU

By reducing dependence of fossil fuels and emissions of greenhouse gases, biofuels have the
potential to contribute to a reduction in environmental damage and global warming. In
the European Union, ethanol is mainly extracted from cereals (including wheat, barley,
rye and corn) and sugar beet. Since 2001, the European Union has strongly promoted the
use and production of biofuels as a means of reducing carbon emissions and dependence
on oil imports. The European Council decision of March 2007 endorsed a binding target
for 2020 of 10% for biofuels in petrol and diesel transport fuels. In January 2008, the
Commission adopted a proposal for a directive for the promotion of renewable energy
sources which confirmed the 10% binding target for renewable energy for transport for
2020. The EU target for biofuels presents an opportunity also for Mercosur exports.

The economic impact of the EU Mercosur liberalisation of biofuels trade is expected to
generate financial savings for the EU, because of the lower-cost of bio-fuels imported from
Mercosur, but undermine the development of the less competitive infant EU ethanol
industry and the investment conditions for the development of advanced technology. .

The direct environmental impacts of EU Mercosur trade liberalisation are expected to be
positive. Sugar cane ethanol has in general a high GHG emissions saving performance.
This assessment however, does not take into account the indirect effects of ethanol
production. A too rapid expansion of production may cause damage to the local eco-system
and land-use change unless suitable measures to produce sustainable biofuels are put in
place. The currently available scientific evidence allows only a very approximate assessment
of ILUC; further research will be required to come to more robust conclusions on this

“> Francois et al, 2005
“® February 2006, implementing the EU Biofuels Direzbf May 2003.
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issue. Only when both direct and indirect effects enter the life-cycle calculation of biofuel
greenhouse gas emissions will it be possible to arrive at a more definite assessment.

The social impacts that could result from EU Mercosur trade liberalisation are directly
related to the expected economic impacts discussed above. The social impacts of EU
Mercosur trade liberalisation are unlikely to be significant.

Although the overall effect for EU agricultural piction is expected to be adverse,
liberalisation of the Mercosur market would be e for some EU products such as
wine, olive oil and spirits. Reduced trade barrieil allow some firms to expand their

markets, leading consumers in Mercosur to gainebedtcess to improved foreign
varieties of goods such as wine, olive oil andisp#ll these products are likely to enter
at the top of the consumer market. If this is asged with stronger protection of

geographical indications, European wine producegseapected to gain further market
share in Mercosur, although these gains are liteelye relatively small, in relation to the

total value of agricultural trade.

The agricultural sector in the EU remains a keys®wf employment in rural areas, and
particularly in Poland, Italy, Spain, France andnbity, which combined account for
nearly two-thirds of the total EU agricultural lalsaforce. EU employment in the farm
and agricultural processing sectors will follow thetput changes, and again may be
significant in local areas. Employment in primaymmodity production is likely to
fall, particularly in the areas of economically miaal production such as the uplands
and mountainous regions where production is leastpetitive. These agriculturally
marginal areas are those most likely to receivel development support from the CAP
for economic adaptation and the maintenance of hahre value areas which will tend
to reduce the impact of trade competition. Oppaties for re-employment would be
lower in the EU-10 compared to the EU-15..

The liberalisation of EU Mercosur agricultural teadvill reinforce the underlying
baseline downward trend in agricultural sector ewplent and there are likely to be
short to medium term social adjustment costs ad tabour resources reallocate to non-
agricultural sectors.

The increased exposure of EU agriculture to cortipetfrom Mercosur may adversely
affect investment in the agriculture sector in ghert and medium term. The long term
effect of the trade agreement is expected ta tvansfer of investment out of European
agriculture into more competitive economic sectecsthat the long term overall effect
for the EU economy as a whole is expected to befizal.

Social Impacts

The short term impact of the Agreement on socialfave will be mostly adverse,
particularly for areas specialising in meat aneteal production, but are unlikely to be
significant at the national level. The adverse emplent effects are likely to be felt by
the least competitive farmers and processing fasli Some rural areas will be
negatively affected, and small farms may be mdiectdd than large ones. The accession
countries are expected to feel short term impattsuical incomes and unemployment.
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More competitive and entrepreneurial farmers wdlib a stronger position to decrease
their production costs, while less competitive omgl$ experience greater difficulties.
There may be offsetting employment gains in thecgssed food sector.. Rural
development support to maintain traditional agtioall systems, cultural landscapes and
natural value, and to encourage diversificatioo m¢w non-agricultural activities, would
also reduce negative social impacts. The longem tsocial impact on income
distribution is not expected to be significant. &tsfts in the structural pattern of
employment occur, with gains in services and mastufang relative to agriculture.

Imports from Mercosur will continue to comply witBU sanitary and phytosanitary
standards (SPS), and no adverse health impactpected from increased imports.
Concerns have been raised regarding the potentipagt of EU Mercosur trade
liberalisation on animal welfare standards.

Box 7: Animal Welfare

The principal concern relating to animal welfare is that while a government can
legitimately set standards of production in its own territory, any standards set which relate
to methods of production rather than to the characteristics of the product, and which have
the effect of discriminating against imports, will violate the normal requirements of the
GATT. Trade liberalisation could therefore lead to increased competition in domestic
markets from countries with lower animal welfare standards than in the importing country.

[t is a priority of the European Commission to build internationally a common
understanding and implementation of animal welfare standards as foreseen in the 2006-
2010 Community Action Plan on the Protection and Welfare of Animals. In April 2008,
DG Trade and DG SANCO held a joint conference with Eurogroup on Animals, RSPCA,
CIWF and WSPA to share experience on inclusion of farm animal welfare in trade and
identify ways to promote further the adoption of farm animal welfare policies.*

During the Mercosur negotiations in 2004-05, the Commission proposed including animal
welfare in the scope of the agreement with the aim of cooperating in standards.” Animal
welfare groups in the EU have expressed particular concerns relating to trade in eggs and
derived products (dried and pasteurised), where the traded products are produced in

battery cages. EU Directive 74/1999 has imposed a phasing out of conventional battery
cages in the EU by 2012.

The Agriculture SIA indicated that trade liberalisation would result in increased EU
imports of poultry and related products from Mercosur. While the proportion of chicken
and eggs produced in Mercosur using battery cages remains to be investigated, it is
reasonable to assume that a significant proportion of the increased exports to the EU
market will have been produced under battery cage conditions. If the agreement requires
that the Directive be met for imports from Mercosur, there will be significant economic

" See www.animalwelfareandtrade.com
“8 Letter from Director General for Trade to RSP@ated & February 2007.
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impacts for Mercosur producers. Ths would raise issues for flanking policy regotiations,
including assistance that might be given to Mercosur producers by the EC, and the
phasing-in period that might be allowed.

Animal welfare concerns are often linked with consumer health and environment
concerns.” In its regional trade negotiations, for example with Chile and Canada, the EC
has included cooperation on animal welfare in the negotiations on SPS issues.

Environmental Impacts

Impacts on the stocks of water and soil will depemdthe changes to agricultural
production systems. Reductions in the intensitypmfduction or complete agricultural
abandonment, which is likely to occur in the agtially marginal areas (for instance
uplands and mountainous regions) will decreasespreson natural resources. In these
areas, water supplies and quality could be ameé#idrand the rate of soil erosion
reduced® Loss of competitiveness may encourage greatensitje of production in
order to increase yield, but the overall effectsonl and water resources is expected to be
small and beneficial.

Similar considerations apply to environmental gyakolicy interventions through Pillar

Il of the CAP (particularly the agri-environmenbgrammes) seek to address any threats
to environmental quality. The quality of water magprove in some areas through
reduced use of agrochemicals, although in othenetmay be adverse pollution impacts
associated with a decline in livestock farming aad increase in use of chemical
fertilisers. The overall effect is not expected®significant.

Concerns have been expressed that increased ingfdvisrcosur produce may increase
the likelihood of plant diseases being introducpdrticularly for citrus fruits. EU
phytosanitary standards have been designed to mirawpacts of this nature. The EC
maintains regular surveillance of exporting cowsricompliance with these standards,
and so it is not anticipated that the EU-Mercosade agreement would entail a
significant increase in risk.

Box 8: Food Standards and Safety Issues

As regards the handling of consumer protection in the negotiation of an EU-Mercosur
agreement, the Commission is committed to ensure that imported products meet at least
equivalent standards to those applied to EU products. Based on the parameters put
forward by the Commission at the EU Mercosur technical meeting in December 2004, the

91t is generally assumed that there are positivia-Min) outcomes between animal welfare and human
health. However, there are instances of trade(wfifs-lose) between animal welfare and human heailtial
the environment) (Passille and Rushen, 2005)

0 The EU Water Framework Directive and the EU Actiran for Soils will both result in policy
measures to address threats to water and soils.

*L EUCOFEL (2007)
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EU included sanitary and phytosanitary standards as one of five issues that was needed in
Mercosur to guarantee free circulation to EU operators or products of EU origin.
Specifically, the Commission called for a biregional approach on SPS matters, and
proposed the following minimum requirements to achieve this objective: (1)
integration/harmonisation of SPS legislation and procedures for EU commodities
imported into Mercosur (2) institutional provision (3) administrative capacity.

In response to the paper entitled ‘elements for a possible agreement’ submitted by
Mercosur at the March 2006 EU-Mercosur meeting, the EU stated that it was committed
to efforts to find solutions that reflect the interest of both parties. In particular, the EU is
seeking intra-Mercosur harmonisation of internal SPS measures, but is willing to discuss
transitional and practical arrangements to address the difficulties of Mercosur integration.
exports to the EU are subject to various EU food product regulations. The Phase 1
Agriculture SIA predicted a significant increase in EU imports of beef and poultry from
Mercosur as a result of trade liberalisation. Both products have been subject to EU SPS
regulations. For example, the number of Brazilian farms cleared to export beef to Europe
has been reduced to eighty four, reflecting the difficulties in meeting EU production
standards on key issues of tracability, food safety and animal health controls and foot and
mouth disease.

Increased competitive pressure on EU agricultueetiqularly on beef, chicken and
cereal production, will tend to increase the sgesaiion of production systems, reducing
diversity of habitats. Agriculture specializatiors iexpected to increase, with a
concentration of production in some sectors, apossible small decline in agricultural
biodiversity. Agricultural abandonment could algaluce biodiversity of ‘semi-natural’
habitats such as hay meadows, but will provide dppdies for recolonisation of
‘climax’ vegetation. On the other hand a move s&sletensive production systems (such
as organic) could increase biodiversity. Once ggaficy interventions such as the CAP
agri-environment schemes will be available to reduegative impacts.

For the potential impact on climate change, thes ady for ethanol concluded that
increased imports of sugarcane ethanol from Mercoduhave a beneficial impact on
greenhouse gas emissions, subject to appropriatagement of production in Brazil. If
expansion were allowed to result in a direct orirgxt increase in deforestation the
impact could be negative. For beef production,ctiee study indicated that the combined
impact in EU and Mercosur on greenhouse gas emissidl be neutral, except for the
adverse effect of increased international trans@orti a small increase in overall
production. For other agricultural products the a&ipof higher production in Mercosur
and lower production in the EU is also expectebdemeutral.

The modelling results support these findings. fedr liberalisation of all goods and
services they indicate that the production changadd reduce C@emissions in the EU
and Mercosur combined (including Venezuela) by tess 0.1%. This does not include
emissions of methane, ammonia and nitrogen oxidksch are significant for cattle
raising and other agricultural activities. Here tibois expected that an increase in
Mercosur will be approximately cancelled by a cep@nding decrease in the EU.
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Process Impacts

The agricultural component of the proposed EU-Msucdrade agreement is judged to
be highly consistent with principle 12 of the Rieddaration, in promoting a supportive
and open international economic system. There wgeher a potential conflict with Rio
principle 8, for reducing and eliminating unsusédile patterns of consumption. Except
in this area, the scenario is judged to be relbtiveeutral for the EU in respect of
sustainable development principles.

In relation to consumption and production patterig scenario aims to accelerate
economic growth in both the EU and Mercosur. Todk&ent to which it achieves this
goal, it will add to the underlying processes whdbrive increasing consumption and
associated wastes. Regulation in the EU is coreidey be strong enough to prevent
significant adverse impacts in the EU, but incrdaB®) consumption will also have
potential adverse impacts in Mercosur and globdflyorder to achieve a sustainable
balance between economic growth and environmenggiradlation, stronger global
environmental regulation will be needed, along wittonger regulation in Mercosur. The
EU-Mercosur trade liberalisation scenario adds emantally to existing needs for
stronger environmental regulation.

EU-Mercosur agricultural liberalisation is judgeal be neutral in its influence on the
EU’s institutional capacity for strategic sustaileatlevelopment planning.

The expected sustainability impacts of EU Mercasade liberalisation in the EU are
shown in Table 9.

Table 9: Sustainable development impacts of agrictural liberalisation in the EU

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
E £
g )
S (o))
1 8
Economic
Real income All Lower consumer | Long term gain 8 i)
prices; efficiency | depends on growth
gains; increased | of other sectors
import
competition
Employment Areas of economically | Competition Rural development | ¥? 42
marginal production. from Mercosur support
Sugar, wheat, imports
chicken, beef, fruit.
Fixed capital All Fall in land value | Long term gain g 2
formation and closure of depends on growth
facilities of other sectors
Social
Poverty Areas of economically | Fall in Social policies g -
marginal production. employment
Accession countries
most vulnerable.
Health and - -
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education
Equity Less competitive small | Fall in Rural development | ¢ -
farms employment and | support
rural livelihoods
Environmental
Natural resources Water and soils Reduced Water Framework i) i)
production Directive and
Action Plan for
Soils
Environmental
guality
Water and air Mixed effects Reduced Regulatory - -
pollution production, framework
higher intensity
Plant diseases Lower Mercosur | Border monitoring - -
Animal welfare standards of EU standards
and surveillance
Greenhouse gas Global Benefit from Certification of A1) A1)
emissions Mercosur biofuel production
ethanol. Smaller
adverse
transport effects
Biodiversity All, mixed effects, Specialisation, Policy interventions | 1t i
benficial overall abandonment. in CAP reforms
Process
SD principles Positive for Acceleration of Global - v
international underlying environmental
cooperation, otherwise | processes regulation and
neutral except for support for
increased Mercosur
consumption regulation
SD strategies Neutral impact - -

Legend: A beneficial greater significant impact, W adverse greater significant impact,
beneficial lesser significant impact, { adverse lesser significant impact, +& beneficial and
adverse impacts likely to be experienced according to context (may be lesser or greater as
above), - non-significant impact compared with the base situation.

3.2 SIA Findings for Manufacturing Sector
3.2.1 Mercosur

Industrial development has been a key strategyd@mrelopment in Mercosur and
manufactures now account for a growing share afcheur exports and imports Brazil
has the highest share of manufactures in total rex@b almost 70 percent, compared to
51% in Argentina, 44% in Uruguay and 24% in Parggua contrast, imports of
manufactures dominate total imports in all four s, exceeding 90% in all cases.

Economic Impacts

The Phase 1 CETM CGE modelling results show thtcstesource reallocation effects
of trade liberalisation, with a shift from manufaghg to agriculture. . The estimates in
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Table 10 show the percentage changes witliuthéberalisation scenariprelative to the
sector’s output level in the base scenafio.

Table 10: Changes in Industrial Sector Output, Full Liberalisation Scenario: Mercosur
(percentage change in sector output)

Argentina  Brazil Paraguay Uruguay

CETM model

Textiles and Clothin  -1.4 -6.5 -27.¢ -15.7
Wood, Pul|, Pape -1.8 -5.C -21.% -7.8
Chemical -0.1 -5.1 -20.1 -5.4
Metals -3.7 -14.C -19.1 -13.€
Motor Vehicle: -9.7 -29.1 -66.4 -41.€
Transport Equipme  4.C -17.¢ -63.C -35.7
Machiner -15.2 -24.: -57.¢ -38.C

Source: CETM Model

The CETM results are broadly similar to the resoft®ther modelling studies of EU —
Mercosur trade liberalisation (summarised in thadehl Preliminary Overview Mid
Term Report), in showing a relative decline in nfanturing sector output in Mercosur
following EU - Mercosur trade liberalisation.

The CGE modelling results give an estimate of tlildrium outcomes after
liberalisation, assuming that fixed supply of ne®@s are reallocated in response to the
new comparative advantage market incentives. ThE @@®del assumes a fixed capital
stock, which is redeployed across sectors in aecmel with the static output changes
that occur as a result of trade liberalisation He teal world, however, an industry’s
response to trade liberalisation will be influendsdthe effect which trade liberalisation
has on longer term productivity growth and investitn&rade opening can induce greater
competitiveness and export performance on the gfadomestic manufacturing firms,
allowing them to adjust positively to the new madrlapportunities. The long term gains
that investment may have on economic growth wowddbpendent on technological
development and the dynamics of both foreign anmedic firms>*

Multinationals will tend to invest in sectors witte most promising growth potential and
will pick the companies in the host country whiale éikely to be the most productive.
The removal of protective barriers will make inwveeht in import substitution

®2 The full liberalisation scenario assumes the rerhofall tariff and non-tariff barriers in agricuite and
manufacturing and the removal of all barriers tessr border trade in services (mode 1) (The full
liberalisation scenario used in the CGE modellmgléscribed in detail in annex 1).The estimatedaotyp
reported in the SIA are based on the ‘furtherriltisation’ scenario: this represents the strongesbable
implementation of the trade negotiations., inclgdétonomic modelling of full tariff removal. Neggting
options for the actual trade agreement cover agrafigntermediate scenarios, involving differengibes

of liberalisation for each type of product or seeyidiffering for each form of trade measure. (Seetion
1.2 above).

>3 The research literature and empirical evidence tlom relationship between trade liberalisation,
productivity, foreign direct investment and econongrowth was summarised in Annex 2 (‘Trade
Liberalisation and Sustainable Development’), ie fBhasel Preliminary Overview Report, September
2007.
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production less attractive, while at the same tinoeeasing the attractiveness of those
activities which have the potential to competerimionally and expand production for
export markets.

European FDI accounts for a significant share t&l tBDI in the manufacturing sector in
Mercosur. The main determinants of FDI inflows #re investment climate within the
Mercosur countries and the potential for growtliha domestic and export markets. In
the early 2000’s European FDI diversified into Heevices sector in response to domestic
market opportunities, but more recently, has swidkchack to investing in those parts of
manufacturing where there is potential of expodwgh, such as automobiles. To the
extent that investors continue to have confidemcéMercosur as a stable investment
environment with potential for market expansiore gotential negative impact of trade
liberalisation on manufacturing sector output Viad moderated. But for other sectors
which are unable to compete in the domestic maokeas exports, the lowering of
protective barriers will accelerate the underlyprgcess of sectoral decline.

In summary, the short term impact of EU - Mercostade liberalisation on the
manufacturing sector in Mercosur is expected toegiise to adjustment costs,
particularly for labour. The CETM predicts percege changes in sectoral employment
similar to those for output (Table 11). The modelldws the standard computable
general equilibrium modelling approach and assuthastotal employment is fixed at
the national level. Workers from a declining sectwe able to find work in an
expanding sector, hence, the model allows onlyHerevaluation of inter-industry shifts
in employment? Transitional and persistent unemployment effects t labour market
constraints and the associated adjustment costsoamaluated within a CGE modelling
framework. In other words, CGE models tend to remnslent on employment effects
such as moves into or out of disguised unemploynrewrery low productivity sectors,
from or into formal employment in higher productyyi modern sectors within a

country/region, or the inter-regional migrationlaour>>: >®

Tablell: Changes in Employment, Mercosur (%) (Full Liberalisation scenario)

Argentina Brazil Paraguay  Uruguay
Textiles and clothing -1.6 -6.1 -27.3 -15.7
Wood, pulp, paper -1.9 -4.8 -20.9 -7.9
Chemicals -0.3 -4.5 -19.8 -5.5
Metals -3.8 -13.6 -18.0 -13.8
Motor vehicles -9.9 -28.6 -66.4 -41.6
Transport equipment 3.9 -17.2 -63.0 -35.7
Machinery -15.4 -23.9 -57.3 -38.0

¥ Changes in relative wages are used to maintaimabvievel of employment (and unemployment)
constant.

% Ackerman, 2005

%% The short term adjustment costs in employment begignificant, particularly if they are concengct
in particular sub-sectors and/or regions (OECD 5200
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A time lag can be expected between declining enmpéoyt in one area and a rise in
another. Given the rigidities in the labour marketd the high level of official
unemployment in the urban sector in Mercosur céesitf the overall employment
effects of trade liberalisation during the periddadjustment are expected to be negative,
and may be significant if the level of liberalisat is faster than can be accommodated
by the markets and any mitigation measures thaadopted.

The long term impact on industrial employment wk similar to that for output.
However, the pressure to maintain cost competidgenin international markets may
accelerate the adoption of less labour intensigbrnielogy, with negative consequences
for employment, particularly for unskilled laboun contract, trade liberalisation may
increase the employment opportunities for skillsablur.

Box 9: EU Mercosur Trade Liberalisation and the Automobile Sector in Mercosur *®

The impact of EU-Mercosur trade liberalisation on the output of the automobile sector in
Mercosur can be expected to reinforce the existing trends towards global production chains
and increased international competitiveness. In the short term, the vehicle manufacturing
sub-sector is unlikely to change significantly in terms of its exports and imports with the
EU. In the longer term, the lowering of import barriers can be expected to increase
competition in the Mercosur market and imports from Europe may increase, as disposable
income rises and consumer tastes change. The increased competition may also increase the
pressure on local producers to diversify away from the dependence on domestic and
Mercosur markets towards extra-Mercosur exports although this may require changes in
product design which adapt the existing production of compact cars to the requirements in
export markets.

For the parts sub-sector, trade liberalisation is expected to intensify the pressure on local
producers, as vehicle manufacturing firms increase the proportion of imported parts used
in vehicle production. The weakening of the linkages of assembly firms with local parts
companies increases the need to raise efficiency levels in the parts sub-sector and to target
export markets. However, export growth is constrained by the earlier dependence of the
sector on producing parts designed for the local market.

The primary motive for the inflow of auto sector FDI in the 1990s was to supply the
domestic market from local production. Here, the objectives of government policy and the
multinationals were complementary, with foreign investors benefiting from various
incentives provided by national and state governments. The key determinants of FDI for
domestic market production are the size, stability and growth of the domestic market, the
quality of the business environment that determines the costs of doing business in the
country; and the soundness of macroeconomic conditions, including exchange rate policy
and the regulatory controls on and other foreign capital transactions. The major exchange
rate realignments in Brazil and Argentina in 1999 and 2002 improved the export

" 14% in Argentina, 12% in Brazil, 10% in Paragus$% in Uruguay. Official figures on employment in
developing countries typically understate the lefdabour un- and under- employment.
8 Based on the Phase 1 Automobiles Sector Studg Rieport, November 2007.
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competitiveness of the automobile sector and encouraged MNCs to switch production
towards export markets outside Mercosur. Car manufacturers announced major new
investment projects in the mid-2000s, mainly in Brazil but also in Argentina, notably
export oriented projects in compact cars.

In the short term, the reduction of tariff and non-tariff barriers is not expected to have a
significant impact on the ‘fundamentals’ of FDI flows. In the long term, the removal of
non-tariff barriers to trade and investment flows will contribute to an improvement in
investors’ judgements of the business environment for inward foreign investment in the
automobile sector. The removal of non-tariff constraints on trade and investment in the
automobile sector, and in particular, standards and technical regulations, will facilitate the
global production networking and associated export and import of parts and services,
which is now a dominant feature of the industry. It would also act as a ‘signal’ to European
investors of a realignment of government policy towards raising the industry’s productivity
and international competitiveness as necessary conditions to establishing a sustained
growth in automobile exports from Mercosur.” At the same time, the liberalisation of
trade and investment flows in Mercosur is likely to further expose the weaknesses in the
supplier sub-sector.

In recent years, the Brazilian auto parts industry has experienced a sharp contraction in
domestic demand and in local technological development capacity as a result of changes in
automobile makers’ requirements, and the increased use of imported inputs as part of a
global strategy aimed at ensuing international competitiveness. To the extent that trade
liberalisation reinforces these underlying processes of globalization and international
competitiveness in the automobile sector, the short term impact on the parts sub-sector
may be less benign than for end of line automobile manufacturing. A reduction in tariff
and non-tariff barriers on imports of parts will reinforce the trend towards the use of
imported rather than domestically produced parts by the multinational automobile
assembly companies. In the longer term, the parts sector will face increasing pressure as
the automobile multinationals strive to maintain international competitiveness by global
sourcing of parts, thereby reducing the existing dependence on local production linkages.
For multinational parts producers, future investment will reflect ‘follow client’ strategies
and locally owned SMEs producers of parts products will be increasingly vulnerable to
changes in global sourcing by the manufacturing TNCs.

How might employment in the Mercosur automobile sector be affected by EU-Mersosur
trade liberalisation? The new outward oriented development strategy of the 1990s and the
increased globalization of production worldwide led to a FDI boom in the region. The
impact of large FDI inflows on employment, however, was to a large extent disappointing,
which can largely be explained by the form of investment.”” Economic liberalization led to
increased competitiveness and thus to restructuring strategies in order to increase
productivity, which often involved rationalization measures and, as a result, labour
shedding. In addition, FDI mainly went into low to medium labour-intensive sectors.
Although capital-intensive industries, such as automobiles and chemicals, were major

¥ The potential impacts of liberalising trade wittetEU are likely to be different from the effects o
multilateral liberalisation of the automobile sectim the latter case, the Mercosur automobilesesbuld
face domestic market competition from imports frotiner low cost emerging market producers.

% Ernst, 2005
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recipients of FDI, these sectors experienced an overall decline in employment in the 1990s.
On the other hand, they experienced a rise in productivity and competitiveness as well as a
further export orientation of their products. Wages in FDI dominated sectors, including
automobiles, rose above average in the manufacturing sector, especially with regard to
skilled workers, which was mainly related to a rise in labour productivity.

In the longer term, however, the main influences on employment growth in automobiles
will be the growth of the domestic and export markets and the trend in labour saving
productivity. The removal of protection can be expected to reinforce the underlying
pressures on employment in the automobile sector as firms continue to seek labour
savings productivity gains and a reduction in the share of labour costs. The decline in
employment due to productivity improvements will be offset by the growth in output for
export markets where the productivity improvements raise the international
competitiveness of Mercosur automobile exports. The trend towards global sourcing of
parts could have an adverse impact on employment, although here also, the magnitude of
the loss in jobs will depend partly on the capacity of the parts sector to improve its
competitiveness through product redesign and production which can compete in
international markets, allowing exports to replace the decline in demand from Mercosur
auto producers for locally produced parts.

The labour force in automobiles is predominantly skilled and male. Wages are above the
national average for manufacturing. The impact of trade liberalisation in the automobile
sector is not expected therefore, to have a significant poverty impact. If labour is displaced
by labour-saving technological change within the sector it can be expected to find
alternative employment in other sectors where demand for skilled labour is growing.

Persistent poverty in Mercosur, as in most Latin American countries, is largely a
distributive problem. Inequality in the distribution of income is high, and this inequality
undermines the potentially positive impacts of growth on the poor, as well as hindering
growth itself. Where growth has been achieved, its potential positive ‘trickle down’ impact
on the poor, for example through low wage unskilled employment generation, has been
reduced by the inequalities which are reflected in patterns of domestic market production
and demand.

The long term process of productivity improvement and integration into global production
export markets can be expected to stimulate improvement in labour and managerial skills
in the automobile sector.

The potential environmental impact of liberalisation of the automobile sector will depend
on the combined effect of scale, composition and technological changed induced by trade
liberalisation. EU-Mercosur trade liberalisation in the automobile sector is expected to
reinforce the underlying trend within Mercosur towards greater openness and integration
into the global production chains that characterise the industry. The inflow of FDI aimed
at reducing the dependence on domestic market sales by increasing exports of vehicles and
parts is likely to ensure a continuation of the upward trend in production which has been
experienced since the early 2000s. The scale effect of trade liberalisation can therefore be
expected, ceteris paribus, to be negative in terms of additional environmental costs related to
production and consumption of motor vehicles.
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The composition effect of trade liberalisation is not expected to be significant for the
automobile sector, given its capacity to respond positively over time to the increased
competitiveness pressures induced by trade liberalisation. The technology effect of trade
liberalisation in Mercosur may be more significant for the automobile sector, if it leads to
the adoption of environmentsaving production methods, either through the increased
imports of environmental goods and services or through imported technology embodied in
foreign investment.

Brazil has been at the forefront in developing fuel technology of growing interest to the
automotive industry and policy-makers worldwide. Ethanol technology is already mature in
Brazil, and the country accounts for 38% of world ethanol production.. The shift towards
bio-fuels has been encouraged by government regulation. In Brazil, the government has
developed a programme to support bio-fuel production with the so-called ‘social fuel’ label.
This was only available to mills that bought a minimum percentage of their source crops
from small family holdings and poor farmers. 500 million litres of this type of bio-fuel was
produced in 2005, and the volume of the special label fuel was growing.

Among Mercosur governments, Brazil is probably most advanced in its policies towards
controlling emissions, dealing with solid wastes and chemicals, and other environmental
concerns arising from vehicle use. A good example of this is the 20 year old National

Programme for the Control of Automotive Emissions (PROCONVE), which reduced

polluting emissions at source (the vehicle) significantly since its inception in 1985.

An additional environmental issue related to the automobile sector relates to the import of
used tyres, which was prohibited in Brazil from 1991 (there was a special procedure
available for tyre re-treaders). Tyres are difficult to discard since they do not bio-degrade
making disposing of used tyres an important public concern. Brazil, like the EU, only
allows tyres to be re-treaded once. The government argued that imports of used tyres only
have a “halflife” where after they only added to the problem of their disposal. Although
the EU complained about this to the WTO, Brazil argued that the used tyre import ban
only sought to protect the environment and public health.®!

Social Impacts

CGE models by design are not well suited for ptyvanalysis due to their lack of
disaggregated information at the household level #meir inability to distinguish
between poor and non-poor individual householde TETM model gives estimates of
the static equilibrium effects on skilled and utiski real wages in each of the Mercosur
countries. A significant rise in unskilled wagespi®jected for Paraguay. The effect in
the other countries is small, including a smallrdase in skilled wages in Argentina
(potentially offset by trade facilitation measure$hese changes are derived on the
assumption that overall employment remains constanve allow for the decline in
manufacturing employment during the adjustmentgaeand the likelihood that, during
this period of adjustment, many of the displacedkers will join the pool of urban
unemployed, then any gain in wages by those remgim employment is likely to be

®1 Brazilian Ministry of Environment (www.mma.gov.br)

SIA of Mercosur Negotiations — Final Overview SlAd#iReport page 52



offset by the fall in income for the now-unemployaddany urban households in
Mercosur countries are on or below nationally rexogd poverty levels. The impact of
industrial trade liberalization on poverty withihet manufacturing sector during the
adjustment period is expected, therefore, to be@dy although the negative impact on
household incomes of manufacturing sector labowldcde partly offset by any
reduction in prices of consumption goods resultirgn trade liberalizatioi* Longer
term impacts may be more beneficial, if trade Hhieation raises investment and the
long run economic growth path and subsequent iseseain incomes of poor
household§® From the perspective of national poverty levelse impact of trade
liberalization is more difficult to predict.

Cross country evidence indicates that trade ligatbn has typically been associated
with a marked decline in trade tax revel{ughe direct fiscal impact of the removal of
tariff barriers to imports of industrial goods aartpof the EU Mercosur liberalisation

would be to reduce government revenue, if thisas mitigated by levying the same

amount of income by other means. About three qusadéthe total can be expected to
come from industrial liberalisatin A reduction in social expenditure could then accu

Depending on the types of alternative taxes thatchosen, further social impacts would
occur, if the incidence of their effects differadrh those of the import tax which they
replace. The short term impact of industrial tréideralisation on expenditure in health
and education might also be negative. Longer tenpacts will depend on the ability of

the industrial sector to respond positively to @aged competition.

In addition to the potential impacts on employmamid poverty discussed above,
industrial liberalisation may have impacts on gendquity. These are considered
unlikely to be significant for the industrial sectas a whole, although there may be
significant differential impacts at the sub-sedewel, where female employment may be
concentrated. Trade liberalisation has in generadéd to lead to increasing feminisation
of the workforce, with effects on gender equalkgtthave not been clear ¥utReforms
which draw more women into the labour force canncioie with persistent gender
segmentation in labour markets, and specific pedieire often needed in order to achieve
greater gender equality. The short to medium tdfecis for EU-Mercosur liberalisation
may differ from the more general case, with an alemovement out of industrial
employment and into agriculture. Although some i$igant effects may occur for
particular industries, the overall gender impaebipected to be relatively neutral.

Environmental Impacts

Production levels are expected to decline in moanufacturing sectors, with the
exception of the processed foods subsector. Timeipal environmental effects will
occur through any consequent changes in pollutmmérily of water) and water
consumption, which may have knock-on effects thhopgllution of aquifers or change
in groundwater levels.

%2 Barraud and Calfat (2006) estimate that traderdiisation in Argentina will lower poverty levelby
reducing the prices of consumption goods and irsingathe demand for labour in non traded sectazh su
as construction.

%3 However, economic growth is not a sufficient caiadi for poverty reduction.

 IMF (2005)

% Kowalski P (2005)

% UNRISD (2005)
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The overall effect of the production changes iseexgd to be beneficial but small, with a
possibility of localised effects that are adverset also small. The overall impact on
biodiversity of industrial liberalisation in Meramscountries is also expected to be non-
significant.

Impacts will occur for air pollution as a resul the production changes. These are
expected to be beneficial overall as a result & tverall fall in manufacturing
production, but with the possibility of localisedv@rse effects from the increase in
production of processed foods. These could befgignt if regulatory regimes are weak
or are unable to respond.

Little effect on greenhouse gas emissions and tiinthange is expected from the
production changes, as these consist primarily @/@ments of production between the
EU and Mercosur and also other countries. A sigaift adverse effect may however
arise from the increase in international transpeot. full liberalisation of manufactured
and agriculture goods, this could amount to anease in global CO2 emissions of about
0.15%.

In the longer term, improvements in production testbgy can be expected to include
reduced intensity of energy consumption and water Reduced energy consumption in
production will partially counter increased constimp in international transport.
However, except perhaps in particular areas whetastrial use is a major factor and
environmental stress is high, these effects ari&elglto be significant in relation to the
general pressures on resources.

The beneficial environmental effects will be greatehere the production changes are
largest and the current environmental performaaacgeiakest, and will be maximised by
strong policy responses to the opportunities fatebeegulatior?’ It should however be
noted that if the goal of greater economic grov#hachieved, with a large industrial
component in the long term, the beneficial techgpleffects will be accompanied by
adverse scale effects. This will add further to treed for stronger environmental
regulation.

Process Impacts

The proposed EU-Mercosur trade agreement is judgelle highly consistent with
principle 12 of the Rio Declaration, in promotingsapportive and open international
economic system. There are however potential aisflivith the Rio principles of
reducing and eliminating unsustainable patternscafsumption (principle 8) and
enhancing technology transfer (principle 9). Exdephese areas, the scenatrio is judged
to be relatively neutral in respect of sustainal@eelopment principles.

In relation to consumption and production patterig scenario aims to accelerate
economic growth in both the EU and Mercosur. Todk&ent to which it achieves this
goal, it will add to the underlying processes whdbrive increasing consumption and
associated wastes. Stronger environmental regolatilb therefore be needed, to achieve

57 See section on environmental services, below.
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a sustainable balance between economic growthrantamental degradation. The EU-
Mercosur trade liberalisation scenario adds increaily to this general need.

In relation to technology transfer, the scenaris imaxed effects. The anticipated decline
in industrial production will initially tend to inhit technology transfer rather than
enhance it. However, by exposing domestic industiylercosur to greater competition,
liberalisation will enhance incentives for investrhen internationally competitive
technologies. The relative importance of thesecedfevill be influenced by other aspects
of domestic industrial policy.

The influence of EU-Mercosur trade liberalisatiam iastitutional capacity for strategic
sustainable development planning is judged to lérale

The significance of the impacts of trade liberdi@a on the manufacturing sector in
Mercosur are shown in Table 12 in terms of the eme process indicators.

Table 12: Summary of Sustainability Impacts for Marufacturing Sector: Mercosur

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
= | E
= )
Economic
Real income All Short term Domestic industrial
decline in development policy | ¢ 7
industrial output
Fixed capital All Output changes | Investment climate
formation at firm level Firm dynamics _ 7
New investment
Employment All Reduction in Labour market
output flexibility, 7 fined
transferability of
skills
Social
Poverty Loss of Informal sector g °?
employment and | income generation
household opportunities,
income development
policy, long term
growth
Health and Decline in Tax reforms 472 -
education government
revenue from
trade tariffs
Equity Gender impacts Mixed effects for | Employment - -
individual sub- structure
sectors
Environmental
Biodiversity Minor effects in both Water Effective regulation | - -
directions, small consumption
beneficial overall effect and pollution
Environmental Beneficial overall impact | Reduction in Improvements in i i
quality on air and water industrial sector | pollution control
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Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
c | E
= e
pollution, possible local activity technology
adverse effects Changes in output
mix
Climate change International Carbon trading etc. | ¢ v
transport
Natural resources Overall beneficial effect Reduction in @ @
on water and energy industrial sector
activity
Process
SD principles Positive for international | Acceleration of Environmental - @
cooperation, otherwise underlying regulation and
neutral except for processes technology
consumption and cooperation
production and
technology transfer
SD strategies Neutral - -

The following symbols are used in the tables to show impact significance

N positive greater significant impact
v negative greater significant impact
i positive lesser significant impact
g negative lesser significant impact

T4 positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
- impact has been evaluated as non-significant compared with the base situation
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3.2.2 European Union

Economic Impacts

The CGE model predictions for EU manufacturing showdest gains in output and
exports. In turn, about half of these gains are tuienprovements in trade facilitation.
Real income can be expected to increase, as a ofésntreased production for export to
Mercosur, and from the returns on investments nmaddercosur. Employment is also
expected to increase. There is unlikely to be aistgint impact on investment in Europe

The more significant gains to the EU from tradeddisation in manufacturing are likely

to be long term, linked to the investment flowdMercosur. There have been significant
levels of EU investment in the manufacturing seatokercosur and the EU is now the
largest investor in the Mercosur region. The majoaf European FDI is directed to

Brazil. EU investment is located in areas as dweas telecoms, energy, financial
services, the automotive industry, the agro-ingqustnd the retailing sector. Trade
liberalisation may give added assurance to Europaa@estment on the investment
environment in Mercosur, but is unlikely to dommadhe influence of macroeconomic
and political stability.

Box 10: EU Mercosur Trade Liberalisation and the Automobile Sector in the EU

The European automotive industry is the largest automotive producing region in the
world. The industry comprises about 27% of the world’s production of automobiles and
approximately 7% of the manufacturing sector in the EU.*® In total, the industry accounts
for about 7% of total European manufacturing employment.

The automobile industry has a complex value chain and about two thirds of the value
added in vehicle production comes from automotive suppliers while the retail and repairs
sector comprises 350,000 small and medium sized enterprises with a turnover of 529billion
euros and employing about 2.5 million people.”

The automotive industry is characterised by increasing competition on a world-wide scale,
prompting all leading European automotive manufacturers to operate in all major regions
of the world. Competition in such a diverse market requires high productivity, competitive
pricing, product reliability and diversification, as well as technological innovation.

The further opening of the Mercosur automobile market to European automobile
companies is likely to increase investor confidence, and reinforce the recent increase of
European FDI into the Brazilian and Argentinean automobile sectors. The recent upsurge
in investment in the automobile sector has been directed towards production for exports,
as part of the global production strategies being followed by the major automobile TNCs.
The phased liberalisation of trade is expected, therefore, to facilitate the shift towards

8 EC, 2007b
8 EC, 2007b
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increased international competitiveness of the domestic assembly and parts sectors in Brazil
and Argentina, and to result in a continued growth of exports from Mercosur to third
markets. EU exports of automobiles may increase as a result of liberalisation, but the
growth is likely to be in the upper and middle range cars and specialists vehicles for which
the price elasticity of demand in Mercosur is lower than for ‘popular’ brands supplied by
Mercosur production.

Social Impacts

There are unlikely to be any significant social aots resulting from trade liberalisation
of manufactures trade with Mercosur. There are sajant costs in the EU industrial
sector resulting from underlying shifts in globabntpetitiveness and comparative
advantage; however, the additional impact of EU erddsur liberalisation in non —
agricultural goods trade is unlikely to be sigrafict.

Environmental Impacts

The change in production resulting from increaseubgs on non-agricultural goods to

Mercosur will give rise to increased environmergahle effect pressures. However,
given the effective implementation and strengthgnam environmental regulation on

industrial sector activities, these additional eowmental effects are not expected to be
significant.

The expected sustainability impacts for non-agtisel goods sector in the EU are shown
in Table 13

Table 13: Summary of Sustainability Impacts for Marufacturing Sector: EU

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
E | E
21 8
S ()]
g2 1 5
Economic
Real income All increase in
production of i i)
exports
Increased Investment climate
investment in
Mercosur
Fixed capital All
formation _ -
Employment All increase in
output i) i)
Social
Poverty - -
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Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance

short term
long term

Health and - -
education

Equity - -

Environmental

Biodiversity - -

Environmental
quality - -

Natural resources

Process - -

SD principles - i

SD strategies - -

The following symbols are used in the tables to show impact significance

N positive greater significant impact
negative greater significant impact

i positive lesser significant impact

g negative lesser significant impact

o4 positive and negative impacts likely to be experienced according to context (may be
lesser or greater as above)
impact has been evaluated as non-significant compared with the base situation

3.3 SIA Findings for Services Sector

The performance of the services sector is an impbrtontributor to economic growth.
The availability of efficient financial servicenrfexample, has been shown to be a key
input to economic advancement. Infrastructural isessare also an essential factor for
rapid economic growth. Environmental services amgdasingly important in managing
environmental outcomes of economic growth. Simylatthe competitiveness of firms in
open economies is determined in part by accessotecost and high-quality
telecommunications, transport and distribution ®es; and financial intermediation.

The lowering of barriers to trade in services cantgbute significant static efficiency
gains in terms of allowing foreign suppliers toyade lower cost services to the domestic
market. Increased openness to international tradervices also offers large potential
benefits through dynamic effects on overall ecomonperformance. Services
liberalisation can also deliver significant gainsterms of sustainable development and
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poverty reduction, by raising investment in basitastructure and improving the quality
of the services deliveréed.

The EU has adopted a GATS approach to servicesalibation in its regional and
bilateral trade negotiatios. In principle, GATS covers all commercial tradabl
services, with the exception of some aspects ofrairsport such as traffic rights, and
services supplied under government authority. W€D Secretariat has drawn up a list
of twelve groups of service sectors: business (ofiolg professional and computer)
services; communication services; construction aethted engineering services;
distribution services; educational services; emunental services; financial (insurance
and banking) services; health-related and socialicgss; tourism and travel-related
services; recreational, cultural and sporting & transport services; other services not
included elsewhere

The share of services in GDP in the EU15 has ri$eadily since 1995 to over 70% in
2004. The share of services in Mercosur averagstdgver 50% in 2004. Over the

period 2000-2005, EU25 services exports grew by Id&6 annum, while those of

Mercosur grew at 8% per annum. In 2005, the taihle of services exports was $1233
bn., compared to $3988bn merchandise exgbrtSor Mercosur, services exports were
$23bn in 2005, compared to merchandise exportd @3kn.

The composition of the services sector in Mercosliows some variation between
countries. In Brazil, finance, insurance, real &estand business services is the largest
services sub sector contributing 42% of total s®wisector output. In Argentina and
Uruguay, the finance, insurance, real estate alsthéss services subsector is again the
largest subsector, contributing 34% and 44% respdyf to total services sector output.
In Paraguay, wholesale and retail trade, hotels @sthurants is the single largest
subsector (45.6%).

The EU-Mercosur bilateral negotiation on reciproltaéralization of trade in services
began when the EU presented, in July 2001, the dnaft of the proposal on Services
Chapters® By 2003, both parties had agreed on the methodsnaodalities of the
agreement. The objective of the agreement was loewE a ‘comprehensive and
balanced level of liberalization in services withbstantial sectoral coverage that
strengthens transparency between stakeholderssaimdconcordance with the existing
GATS commitments’. Both parties have adopted GAd®mitments as a starting point
for bilateral discussions, hence only service bBiization that goes beyond the existing
GATS framework would constitute preferential accatsthe bilateral level.

The CETM modelling study predicts that servigesl¢ liberalisation would account for
about 8% of the real income gains in Mercodulhe estimates of the gains from
services liberalisation are large because protedéweels are high in the services sector,
and services make up a growing share of tradetifeoMercosur countries the gains
will accrue mainly from the efficiency and compiginess gains in the domestic market

9 Adlung 2007

" As opposed to a NAFTA approach which is basedharegative list scheduling modality.
"2WTO, 2006

" Pena, 2005

" Mode 1 only was covered in the model estimates
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that result from increased imports of serviCeslowever, trade liberalisation does not in
itself create a competitive domestic market andathigcipated welfare gains will be less
where the domestic market is highly imperfect onommlistic.

Liberalisation within the EU-Mercosur agreement a@gpected to lead to greater
competition from EU providers in Mercosur, partemly in banking, insurance,
telecommunications, computer and related servidisgjbution services, environmental
services and construction and engineering serviegsorts of services from Mercosur to
the EU are less significant although there is paefor growth, particularly in mode 4
(movement of people) professional lab&ur.

The exposure of Mercosur’s services industriesoteifin entry and competition can be
expected to encourage investment in establishingnamercial presence on the part of
EU companies. However, the recent downturn in peivimreign investment in the
infrastructure sector in Latin America has hightegh the importance of regulatory and
contractual credibility for foreign investment dgon-makers.

Domestic investment in services provision may altswease over time, as local firms
establish an export capacity in services sectaviaes. A growing number of Mercosur

service companies have acquired technological amwdices capacities, either from
participating in joint ventures in their own couas$y, or in some cases, including Brazil,
based mainly on indigenous knowledge and experiéteeilli, 2003).

The impact of services liberalisation has raisedcens as to potential adverse social
impacts in the areas of utilities services. Privagetor involvement may result in

increased prices (to ensure financial viability) arconcentration of investment and
provision in areas of high population or income. Asresult, if policies to ensure

universal service at affordable prices are not ipuplace as part of the regulatory
framework, the access of the poor to essentiai@ymay not improve with increased
private sector participatioff.

The EU is expected to gain from increased servigpoms, particularly in the

environmental services, professional and businesdces and financial services sub-
sectors, as EU companies gain improved accessetM#rcosur market. The CETM
model predicts that services liberalisation wouditcdbute 15% of the total real income
gains to the EU from full liberalisation of EU - kb®sur trade.

> There may be increased exports in certain sectmich as construction, where Mercosur firms have
established a comparative advantage. Exports aficesr personnel under mode 4 is another area of
potential export growth.

®valladao and Guerrieri (2006)

" Kirkpatrick et al (2006); Kirkpatrick and Parké&005)
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Service Sub - Sector$
3.3.1 Financial Services

The EU-Mercosur negotiations aim for additional cotments for liberalisation of trade
in financial services beyond those that have beadenthrough the WTO under GATS.
GATS defines financial services as insurance asdrance-related services, and banking
and other financial services (excluding insurancdpsurance and insurance-related
services include direct insurance (including lifen-life and co-insurance); reinsurance
and retrocession; insurance intermediation (suchr@lserage and agency); and services
auxiliary to insurance (such as consultancy, aclaervices, risk assessment and claim
settlement services). Banking and other finanseivices cover all other financial
service activities and auxiliary services rela@them.

Within the EU the integration of financial servicesrkets has been progressing across
the board, but at a very different pace for différproducts and end-users. Wholesale
markets are generally characterised by a high lel@tegration, while retail financial
markets remain nationally fragmented. A CommissWhite Paper of 2005 set out
objectives in financial services policy for the ipéerto 2010, with emphasis on financial
integration and increased coherence and consistenoggulation and supervision. A
review carried out in 2007 recognises that greiategration can strengthen competition
and offer better opportunities for financing anskrdiversification, but identifies risks
associated with corresponding structural changéseaiiinancial system. In parallel with
measures for increased convergence within the BUerefore calls for the development
of adequate safeguards to ensure financial stabilit

The Mercosur countries have suffered from sevenaintial crises in the past decade.
These have had significant consequences for th@ndial systems, which vary from
country to country. Many banks were closed, mergedapitalised or privatised, and
restructuring led to a boom in foreign participatigmostly European). Foreign
investment regimes have been significantly libeediin the last 15 years, and are now
considered to be conductive to attracting largeigpr investment. Significant constraints
do however remain.

The SIA for the financial services sector made ofs¢hree case studies to assess the
potential impacts on sustainable development ahéurliberalisation between the EU
and Mercosur.

For the Mercosur countrieghe static economic welfare gain from the libisatlon of
trade in financial services is small, but largefeefs are expected from long term
dynamic effects on economic growth. This is expedb make a significant long term
contribution to reducing poverty. A short term ldee in domestic financial services
output is expected, but except in Paraguay the ¢imipasmall and likely to countered in
the longer term as domestic providers become mamgpetitive. The decline in output
projected for Paraguay is subject to a high degfeancertainty, but could be large
enough to be of major significance to the smathdstic financial services industry.

8 The screening and scoping exercise that was aldertat the inception of Phase 2 identified three
service sub sectors for detailed assessment: falaservices, professional and business servicels an
environmental services. The detailed assessmenhése three subsectors was reported in the Phase 2
Overview Mid Term Report.
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The principal environmental impact of financial\sees liberalisation comes indirectly
from the expected increase in economic growth. s Maould intensify the need for
change in unsustainable patterns of consumptionpaoduction. No significant direct
environmental impacts are identified in either diien.

Financial services liberalisation can have eithbeaeficial or an adverse effect on risks
of financial instability, depending on the effeeness of regulatory mechanisms. The
potential benefits of liberalisation, however, @bk more than outweighed if the risk of
instability were allowed to rise. Effective mitigan measures may therefore be
necessary in order to avoid major adverse effectdlithe Mercosur countries and, to a
lesser extent, in the EU.

For the EU financial services providers stand to gain, wattemall static economic
welfare benefit. Social impacts are small but demeficial. As in Mercosur, the
potential benefits of liberalisation could be mdnan outweighed by increased risks of
financial instability. The risk is smaller than timee Mercosur countries, but could result
in significant adverse effects unless counteredffgctive mitigation measures.

3.3.2 Professional and Business Services

Trade in ‘Miscellaneous Business, Professional Bachnical’ services is an important
category of EU-Mercosur total trade in servicegoaating for 25% of EU imports from
Mercosur and 10% of exports. EU — Mercosur expard imports are almost equal
with exports accounting to euro 1.351 billon andpams equal euro 1.344 billion in
2006. The aggregate figures for EU-Mercosour bsirservice trade mask significant
differences in pattern of trade between individBauthern Cone members and EU. For
example, Argentina has a trade surplus in ‘Misoeltaus Business, Professional, and
Technical’ services whereas Brazil has a deficituguay’s trade in Business and
Professional Services with the EU is much smahlen the other two partners and
accounts to a little over euros 90 million. fEdy-Mercosur trade in ‘Computer and
Informational Services’, the EU had a significarddie surplus (euro 195.8 million in
2006).

Box 11: Trade in Business and Professional Services

The OECD defines business services to include computer and related services, research
and development and other business services. (ISIC Rev. 3 categories 72, 73 and 74).” The
other business services category (74) represents services such as advertising, architectural,
engineering, legal, accounting and business management services, among others.

Business and Professional Services have become an integral part of liberalization of
international trade in services as these services have been increasingly important as a share
of GDP for both developed and developing countries and as a share of total trade in
services (OECD, 1999). The strong growth in international trade in business and
professional services has been driven by several factors, including, the general shift towards

¥ Lesher and Nordas (2006)
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services in the economy, the rise of the knowledge based economy, the need for greater
flexibility within firms, specialisation and increased division of labour in many areas,
outsourcing by established firms, and the trend towards smaller production units and
firms. Professional services are of particular importance for economic development, in
terms of both their contribution to the building up of infrastructure (engineering,
architecture), and the creation of an investment and business friendly environment (legal
and accounting services). Granting market access for these services can be important for
attracting FDI and for promoting the transfer of knowledge (OECD, 2004). Furthermore,
the convergence of computing and lower-cost international telecommunications has turned
data into a commodity that can be moved around the globe instantaneously. The
processing of a range of non-core service functions, including routine administration tasks,
customer service and technical support is increasingly gravitating to places where it can be
performed most efficiently. Outsourcing and back office services, covering computer and
related, business, professional and financial services are key areas of export interest. [CT
has created real opportunities for many developing countries by dramatically reducing the
cost of transportation, and thus enhancing their comparative advantages. The relatively low
cost of highly skilled labour and improvements in telecommunications means that this is
clearly an area for potential future growth (OECD, 2004).

The main obstacles for free flow of services idelu(1) imposition of national technical
standards; (2) inability to practice without a hce from professional body, or lack of
mutual recognition of professional qualification(8) requirements to have a specific
legal form, or difficulties with administrative relgtion in setting up locally; (4) the
absence of transparency in regulation and theirldmentation. Furthermore, the
restrictions on forming multi-disciplinary professal service firms are also seen as an
important barrier developing corporate structurethe sector. Such professional services
barriers are particularly important in Accountidgyditing, Tax Service and Engineering
Related Consultancies. (EC, 2001, 2006).

In Brazil, Article 22 of the Constitution givesetiunion the exclusive power to legislate
on the practice of professions. No professions raserved for nationals, however,
foreigners must meet certain requirements estaaidly law to exercise in Brazil (WTO,
2005). For accounting, auditing, and bookkeepignmercial presence is bound only if
a foreign supplier cedes its name to Brazilianggsionals, to constitute and exercise full
participation in a new legal person within BrazilBrazil's Schedule refers to special
registration requirements for accountants who weshudit companies such as financial
institutions and savings and loans associationd, Biazilian accounting and auditing
standards must be followed. For architectural amgious engineering services,
commercial presence depends on foreign servicelistggoining Brazilian service
suppliers in a specific type of legal entity (comsd), where the Brazilian partner must
maintain the leadership. For example, foreign pgodition in production of advertising
services is limited to one third of the footageadiertising films; larger participation is
conditional on the use of Brazilian nationals amndstic production-house facilities
(WTO, 2005).
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In Argentina under Decree No. 2293/92, the freedoraxercise a profession is subject
only to the requirement of a single registratiorheve appropriate. However, those
professions whose exercise could place the hesthty, rights, property or education of
the population directly at risk are regulated bg Btate. Twenty-four professions have
been declared to be of public interest and mugtdbedically accredited by the National
Evaluation and University Accreditation Commissig@ONEAU). These include
medicine, pharmacy, biochemistry, veterinary saenarchitecture, dentistry and
psychology, together with 18 engineering speclt&ccording to the authorities, there
are no professions reserved for Argentine nation®srO, 2006). Under Law
No. 24.521, for foreign diplomas (whether awarded Argentine nationals or to
foreigners) to be recognized in Argentina and auzkothe exercise of a professional
activity they must have been revalidated by a Nwidniversity (WTO, 2006).

Uruguay has no general regulations on the exemigerofessions. In Uruguay, the
professions are regulated through approval of theysprogrammes followed in order to
obtain a qualification and compliance with a numiiielegal standards that to a greater or
lesser extent control the exercise of specificggsions. The revalidation of professional
gualifications from abroad is governed by the Ragioh on the Revalidation and
Recognition of Qualifications, Academic Grades aRdreign Study Certificates.
Academic grades, professional qualifications andlystcertificates issued by foreign
institutions may be revalidated or recognized by @entral Administrative Council of
the University of the Republic, subject to certeamditions (WTO, 2006).

Similar situation occurs in accountancy servicégcess to the Uruguayan market for
accountants trained abroad requires professionaleditation, revalidation of their

professional qualifications and registration in gray. Foreign accounting firms may
become established and offer services in Urugudyaw No. 12.802 provides that

balances must be certified by a chartered accoumatath must be in accordance with
international accounting rules (WTO, 2004).

Mode 4, covering the movement of people (‘natueakpns’) is a contentious area, since
labour market regulation and wider national immiigmra controls place inevitable
constraints on this form of liberalisation. Thesescope to extend the liberalization of
business and professional services to include Modelivery to Mercosur. At the same
time many EU-based multinationals would prefer tgefieedom to locate key personnel
in Mercosur countries. Greater allowance for cartttmsed supply could pave the way
for temporary access by the individual (and typyc&ligher-skilled) service supplier.
This could also provide a means of addressingeghgorary admission of teams of less
skilled workers, such as those engaged in congtrucr environmental services (Pena,
2005).

The potential impacts of trade liberalisation obfessional and business services can be
categorised into short term, intermediate and longem effects (EC, 2001) The first
potential effect of removal of barriers may be irrease in cross-border demand and/or
a freeing up in cross border supply. Increasedpatition is likely to put pressure on
business service providers to reduce prices angrowe quality. Existing ‘business
models’ may be able to accommodate these effegsifg reducing profit margins) but
in some cases, changes in corporate strategiestaraiure may be necessary to remain
competitive
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For the Mercosur countriethe economic impact of the liberalisation offpssional and
business services trade with the EU is expectduzktpositive. Liberalisation of mode 1
will allow Mercosur professionals to supply serdcéo the European market, for
example, Argentina is already developing mode Yipron of legal services based on
lawyers educated in Europe and fluent in one oren@ommunity languages but based in
Argentina. The increased presence of EU servicedgers in the Mercosur market can
be expected to improve price and quality competjtiputting pressure on local
providers. In the short term, there may be someatgézh in demand for locally provided
services, as local firms adapt and restructur@topete with EU service providers. In the
longer term, Mercosur firms will gain through irased efficiency and competitiveness
which will in turn, stimulate the growth in Mercasexports of services. There are not
expected to be any significant environmental orisdoampacts of EU Mercosur
liberalisation in the professional and businessises sub-sector.

For the EU) the economic impact of EU Mercosur business sesvirade liberalisation is
also expected to be positive, as EU companiesaser¢heir presence in the Mercosur
market. In the short and medium term, EU compacaeesbe expected to increase market
share by competing with local suppliers, partidylan quality. Over time, the learning
externalities linked to technology transfer willneéit Mercosur companies. As local
firms gain in international competitiveness, theyl increasingly compete with EU
companies in the EU market and third country matk&there are not expected to be any
significant environmental or social impacts linkedEU Mercosur trade liberalisation.

3.3.3 Environmental Services

The Organization for Economic Co-operation and Dgwaent (OECD) and Eurostat
define the environmental industry as: “activitigsich produce goods and services to
measure, prevent, limit, minimize or correct enmimental damage to water, air and soill,
as well as problems related to waste, noise angystams”. The definition serves as a
basis for an indicative list that extends acrosgmlironmental media. It includes goods
and services “which provide environmental protectio different domains: water, solid
waste, air, soil, noise, natural resources, andetaeous services” (OECD, 2001) and
classifies those under three broad rubrics: polfutmanagement, cleaner technologies
and products, and resource management (Vikhlyd#®3)2

The estimated total turnover of eco-industriehmEU-25 is €227 billion, of which €214

billion corresponds to the EU-15 area. The totahauer in 2004 can be split into 64%
for pollution management and 36% for resource mamamt activities. (PwC, 2006).

The environmental market size in Mercosur is onfyaation of the European market. In
2004 Brazil's EGS market accounted to $6.6 billmmd the Argentinean one to $2.2
billion. However, the market has grown rapidlyMercosur, by 11% in Brazil and 10%
in Argentina in 2004. The market for environmergaitvices is expected to continue to
grow rapidly, particularly in areas such as watad avastewater treatment, waste
management, air pollution control and environmemtalnitoring and instrumentation.

Brazil is the main market for both environmentabde and services in Mercosur. The
Brazilian-German Chamber of Industry and Commestenated foreign investment in

environmental technology in Brazil at USD 3 billiam 2002. The main product areas
were equipment, engineering and consulting seryviaes instrumentation associated
with pollution control and clean-up. The investméntthe industry over 1999-2004 is
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estimated at USD 10-15 billion and projected thhat tiotal would reach USD 42 billion
by 2010 (OECD, 2007b).

Box 12: The Environmental Goods and Services Sector

The global environmental market (including environmental goods and services) has
increased rapidly in recent years, with the EC, Japan and the United States account for
about 65 per cent of annual revenues. The traditional environmental infrastructure services
of water, sewage and solid waste management represented over 80 per cent of the
environmental services market, although environmental non-infrastructure 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).

Traditionally, environmental services have been considered mainly in relation to the
operation of infrastructure facilities to provide water and waste treatment services,
provided by publicly owned utilities. 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. Private participation in the water and sanitation sector in developing countries has
been predominantly by foreign 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.

If a government decides to involve private firms, including foreign ones, 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. 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 lower-iincome 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.
What is deemed regulatory ineffectiveness in one context, for instance, a failure to remove
cross-subsidies that favour the poor, may not be in another context where poverty
reduction is a primary goal of public policy. In the case of the water sector, there will also
be environmental considerations to be built into the regulatory interventions.
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At the same time, governments need to provide regulatory and contractual certainty to the
private operators, if the inflow of private investment to the environmental services sector is
to be sustained. The recent experience in some countries, including Argentina, of
annulling or revising concession agreements, has had a negative impact on investors’
confidence.

Mercosur — EU trade in environmental goods andisesvhas increased in recent years
and currently accounts for nearly $4.5 billionn the years from 2002 to 2007 EU’s
export of EGS to Mercosur have risen from sliglahove $1 billion to nearly $3 billion,
highlighting the EU’'s competitiveness in this sectBrazil is the main recipient of EU
exports in the sector and accounts for almost 80 gemt of Mercosur's imports.
Argentina account for over 17% of Mercour's impovt&h Uruguay and Paraguay
together accounting for the remaining 3%.

The importance of Brazil as the main EU partneE@S trade is evident on the export
side, with Brazil accounting for 95.3% of totaleMosur exports to EU. Argentina
accounts for the remaining 4.5% of export with #i@are of exports of the last two
members of Mercosur — Paraguay and Uruguay — eggligible at less than 0.1%.

Liberalization of trade in environmental servicegithin the context of EU-Mercosur
Association Agreement involve negotiations on m8deommercial presence) and mode
4 (temporary movement of natural persons). Commaéraneaningful liberalization of
environmental infrastructure services requires madccess in environmental support
services such as construction, engineering, lemadsulting, etc., where mode 4 is an
increasingly relevant factor.

Liberalisation of environmental services has dineaplications for national regulatory

policy (OECD, 2005). Liberalising trade in enviroental services, particularly services
that require long-term investments in plant andigmgent, may require new regulatory
tools, including those relating to pricing and sesvstandards. This is particularly
necessary in the case of water delivery and wasiternmanagement services, which
there are likely to be concerns relating to theepti&l environmental and social impacts
(Kirkpatrick, 2006).

For the Mercosur countriethe economic benefits of EU Mercosur trade Ibsadilon in
environmental services are likely to be positiveéha long term, as competitive pressure
and technological transfer induce productivity ammmpetitiveness of domestic firms.
This will support the growth in Mersosur exportgrteularly to third markets. The
environmental impacts will be positive as environtaé goods and services are adopted
for use in domestic productive activities. Envira@mhgains will accrue through access to
air quality protection, remediation services forntminated land and water, noise
abatement, and services to protect biodiversity landscape. The social impacts are
likely to be dependent on the effectiveness of laguy policy in ensuring that access
and affordability objectives are met by privateteeservice suppliers, particularly in the
water and wastewater sector.
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For the EU,the economic impacts are expected to be posisvElwaopean companies
expand their share of the Mercosur market by isgéacommercial presence. The
environmental and social impacts in the EU arekahito be significant.

3.3.4 Other Services Sub-Sectors

Telecommunication Services

In Brazil, the telecommunication sector account2{@% of GDP in 2003. In 2006, there
were 38.8 million fixed telephone lines and mohilensity reached 59% with 99.9
million mobile subscriber? Since the recent deregulation of the telecomnativic
services competition has emerged in the long-distaand mobile telephony, but not in
the local fixed telephony. The sector is organizd regulated through General
Telecommunication Law passed in 1996. Article 18hait law provides the Executive
Branch the right to limit foreign participation the sector. Companies that apply for
authorisation to supply services in the fixed thlapy must be constituted in Brazil under
domestic law, with offices and administration ireBit®’. As the result of this restriction
Brazil has no GATS commitments in telecommunicatioforce.

In 2005, the telecommunication sector in Argentmaounted to 5.4% of GDP. Total

teledensity in 2006 (fixed telephones plus mobileg)s 85%. In November 2000,

Argentina liberalized its market after which aditional and international telephony was
offered on a competitive basis as a consequencepdémentation of the Fourth Protocol

of GATS. Decree No. 764/2000, liberalizing the ¢tel@mmunications market, established
a new regulatory framework which guarantees equafitl freedom of trade and industry
in the telecommunications market, with no restwies on the participation of foreign

capital. However, the situation of legal duopdlpwed companies to develop dominant
positions: strength in facilities (networks), iargices (telephony in all its forms, data
transmission), market concentration (many captivstamers) and financial resources
(monopoly income§?

The telecommunication sector in Uruguay accounte®i6 per cent of GDP in 2004. At
the end of 2006 there were around 1 million fixetephone lines and 2.33 million
mobiles (mobile density was 68%)The main feature of the telecommunications market
in Uruguay is the presence of segments that argeculo differing degrees of
competition. In international long-distance telepi and mobile telephony, a number of
operators compef. In the case of urban fixed telephony and natidoag-distance
telephony, however, the state continues to exemissonopoly through the National
Telecommunications Authority (ANTEL). Foreign conmges may operate in any of the
sectors open to private competition. Uruguay hasammitments on telecommunication
services in GATS.

The telecommunications sector in Paraguay accounte8l.9 per cent of GDP in 2002.
The level of development in the fixed telephoneastructure in Paraguay is low, with
fixed line telephone density at only 10%. Mobileopbhs to a large extend met the

80 C|A Factbook
81\WTO, 2004
82WTO, 2007
83 CIA Factbook
84 WTO, 2006.
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unsatisfied demand and by 2006 there was over Bomimobiles in Paraguay with
mobile density at nearly 5088.As of 2004, the telecommunication service seator i
Paraguay is open to competition with the exceptbfixed line telephony which is a
state monopoly. In 2000, the government made adadttempt to privatise the
Paraguayan Communication Company (COPACO). Thedeiemunication sector has
also become more open to foreign investment a®by th almost all telecommunication
markets, with the exception of basic telephony,regheas some degree of foreign
participatiori®.

Communications services, particularly telecommuioces, play an increasingly
important role in enhancing business competitivenesMercosur as well as in the EU.
As suggested by the Mattoo et al (2001) study oowtr rates, improving
communications may make a major contribution to ddsur economic development.
Significant gains are available, either though rilieation or public investment.
However, the international evidence suggests thée tliberalization of
telecommunications sector will be most successhigre it is accompanied by effective
regulatory institution§’ Further efficiency gains may be available frongulatory
convergence with the EU. However, careful managénvenld be needed to ensure that
the benefits outweigh the potential negotiatiorgnsition and compliance costs of
convergenc®.

Transportation Services

In Brazil, transportation accounts for some 2.7%G&IP in 2002. For other Mercosur
economies this share is roughly similar. In thst ldecade the Mercosur economies
introduced deregulation of the transport sector,géneral, however, there are still
provisions that shelter the sector from interrmeglaompetition.

Domestic (cabotage) air services are reserved &tiomal enterprises or nationals in
Argentina and Urugudy Authorization to provide passenger and merchandis
transportation services within Brazil is grantedyat®o companies with headquarters in
Brazil and under Brazilian management, and in whazlr fifths of voting rights are in
domestic hands. Certain restriction on operationational and international air transport
also apply in Paraguay although out of four aiditieat had regular international flights
to Paraguay, none were Paraguayan-owned. In gerddeatosur economies require
companies providing international air transporvses to be subject to the concession or
authorization regime. They must have an agentMeecosur member state, establish a
domicile for all legal purposes, and be specificallbject to local jurisdiction.

Likewise, navigation and cabotage in maritime tpamsare reserved for national vessels
in Mercosur. These restrictions often extend,arsekample in Argentina, to auxiliary
services such as to transhipment, dredging andhtpefperations and any other service or
commercial activity carried out in Mercosur couedfi waters. However, some
exceptions may apply as the Executive, in Argentldiaiguay and Brazil, may allow
exceptions so that vessels flying other flags cawide cabotage services when national

8 CIA Factbook

8 WTO, 2005

87 Wallsten, 2001

8 Miiller-Jentsch (2005)
8 WTO, 2007;WTO 2006
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vessels are not available. In Brazil, there areastrictions on the origin of capital for the
establishment of a maritime transport operator.dedrihe Maritime Law, Brazilian flag
vessels must be registered in the Registry of MagitProperty, and owned by natural
persons resident and domiciled in Brazil or by azran shipping company (EBN)
established in Brazil according to domestic law.

Transportation services can be a significant batderealising the potential benefits of
other aspects of trade liberalisation. The sectmn trade facilitation identifies
infrastructure deficiencies as a major constraint export performance. The main
benefits in terms of improved efficiency in trangpservices can be expected to result
from increased foreign investment in infrastructunesulting from investment
liberalisation and improved credibility and conime in the domestic regulatory
environment affecting long term foreign contraatsl aoncessions.

Construction and related engineering services

Construction and civil engineering are essentiamponents of many aspects of
development, and can help to generate large ecenbamefits. In this sub-sector the
potential static welfare gains from complete lihgedion may be greater in the EU than
in Mercosur, through increased mobility of Mercostorkers to the EU. However, the
scenario for mode 4 liberalisation is restrictesngairily to professional staff, and so the
gains to the EU would come mainly from the salesefvices to Mercosur. Gains in
Mercosur would come largely from productivity imgements or reduced rents. The
sector is however one in which Brazil and Argentalieeady have highly experienced
firms using modern techniques, and so the gains nwybe large. Relaxed entry
requirements may result in a small loss of emplaynod Mercosur professionals, but
salary differentials would limit this effect.

Distribution services

The scenario for services would expand the aboityEU distribution companies to
establish outlets in Mercosur, where their techgiolal capability is likely to give them a
competitive advantage over local distributors. Buewould gain economically from the
return on investment, while Mercosur would expereenvelfare gains from increased
economic efficiency.

The number of small traders in Mercosur can be eepeto decline, with a smaller
number of jobs becoming available in new outletise Tvelfare gain will come mainly
from lower consumer prices, particularly for highiecome urban communiti€8.
Effective competition policy may be needed to cointartelisation and anti-competitive
behaviour an would be needed in order to mitigath £ffects.

In the longer term, liberalisation can be expedtednprove the effectiveness of those
distribution services which supply modern industaiad commercial equipment to other
sectors of the economy. This may have a signifidzerieficial long term effect on
Mercosur growth rates.

% The SIA of the WTO negotiations on distributiomsees concludes that in many developing countries
the potential gains are likely to be compromisedshall retailers being squeezed out of the markdt a
pressures exercised on suppliers by big internattiatail chains (Arkell and Johnson 2005).
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Educational services

Education services are partially exempt from libsation under GATS Article 1.3,
which provides a general exception for servicewvigex in the exercise of government
authority that are not supplied on a commercialshasin competition. This is expected
to apply similarly in the services scenario for Bércosur liberalisation. The scenario
will provide some additional freedom to offer pri@asector education, but no major
economic impacts are anticipated.

Energy services

Supply of natural gas and oil is less influencedtiage liberalisation than electricity
supply. As with water supply services, the incréas#iciency arising from increased
competition is likely to improve availability as Weas saving costs. Similar
improvements have been achieved, however, in stated utilities, through appropriate
public investmenit. Privatised utilities have however proved morécaht in extending
coverage. Trade liberalisation can help to imprineperformance of the energy services
sector, but effective regulatory frameworks areo ateeded, in order to prevent the
formation of private monopolies and maintain acdespoorer communities.

Large numbers of professional and skilled staff emgployed in the energy industry.
Liberalisation may entail some loss of local empheyt associated with greater entry of
EU firms, but this may be more than offset by ahrdggree of skill transfer. This may in
turn lead to increased competitiveness of domesigrgy services, depending on the
country’s development strategy and its successiildibg the appropriate technological
infrastructure.

Health-related and social services

As with educational services, health and socialvices are partially exempt from
liberalisation under the GATS exception for goveemmservices, which applies also in
the services scenario for EU-Mercosur. Qualifiaaticequirements, residency
requirements or economic needs tests apply for pbanto doctors, nurses and
pharmacists, and mode 4 liberalisation under tlkeaawo will be limited. The opening of
markets to foreign health service companies is elgrga matter for individual

governments’ choice.

It has been suggested that health care servicemnaaieea in which developing countries
could become major exporters, either by attractorgign patients, or by migration of
health personn®. Heath services liberalisation can also have aefisal effect by
exercising downward pressure on health servicesc@ther studies have suggested that
it is only in countries with high health standamsd a surplus of medical personnel
where such exports would not have an adverse affethe health of the country’s own
population.

1 Kirkpatrick, Parker and Zhang (2008)
92 World Bank (2002)
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Tourism and travel-related services

The growth of the tourism industry is determinedintyaby market opportunity and
government policy, and so the effects of furthbedalisation are expected to be small.
The principal economic impacts of EU-Mercosur lddeation are likely to come through
greater European involvement in local travel agesichotels and restaurants, but the
sector is already highly competitive. Economicngaio the EU from foreign earnings
and to Mercosur from greater competition are ngieeked to be significant.

3.3.5 Summary of SIA for Services: Mercosur

Economic impacts

As indicated by the CETM CGE model results the allempact on static economic
welfare of the services component of an EU- Mercagmeement is likely to be positive.
Much greater long term gains are available provitthed the opening of services markets
is complemented by domestic regulation and comepetpolicy measures. These gains
can, in turn, make a significant contribution teestment and economic growth.

The exposure of Mercosur’s services industriesoteifin entry and competition can be
expected to encourage investment in establishingnamercial presence on the part of
EU companies. However, the downturn in privateifpréenvestment in the infrastructure
sector in Latin America which occurred in the firgears of the current decade
highlighted the importance of ensuring regulatornyd acontractual consistency and
certainty for foreign investors.

Domestic investment in services provision may atswease over time, as local firms
respond to improved access to the EU market byeasing export capacity in services
sector activities. There are a growing number ofddsur service companies that have
rapidly expanded their service exports in recearye

In Mercosur countries there may be negative adjestneffects on employment in the
short-run, as sectors become more efficient andymtove. Impacts are expected to be
small overall, and restricted to service sub-secsuch as distribution. In comparison
with similar changes associated with privatisateomd other domestic reforms, impacts
from services liberalisation are not likely to benathan minor in significance. The long
term effects on employment in Mercosur are expedtede positive. Most of the
anticipated employment changes arise through isegem productivity, which are likely
to be associated with a beneficial long term efectvage levels.

Social impacts

Liberalisation of environmental services may haigmificant social and health impacts,
depending on the nature of associated reforms. iAoeease in investment in
infrastructure services provision, such as watet sanitation and electricity, has the
potential for improving the access of the poorgseatial service¥ This will require an
effective regulatory institutional structure whichn ensure that the services provided to
the poor are affordable and accessible. Theresishatantial body of empirical evidence

9 Kirkpatrick, Parker and Figuera (2007)
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showing that improvements in the quality of basfcastructure services have a positive
impact on the health of the po8There are no significant impacts on equity attebiLto
services liberalisation.

Environmental impacts

Services liberalisation is expected to help inceed® use of environmentally efficient
management techniques and technologies, and atlietpressures on government to
improve environmental regulation and enforcemenibetalisation of distribution
services is expected to lead to goods being sodroed a wider area, with consequent
adverse impacts on local pollution and climate dearassociated with increased
transport. Changes in packaging techniqgues may laesrse impacts on waste
generation, requiring stronger regulation to enagarrecycling.

Greater use of environmentally efficient managenteahniques and technologies will
tend to reduce pressures on consumption of watkotrer resources. The impact is not
expected to be significant in relation to otheeet$ in this area. No significant impacts
on biodiversity have been identified.

Process Indicators

Some of the service sectors affected, particutatgcommunications, can have important
beneficial influences on processes of economicsmuibl transformation. Liberalisation
will also help to enable stronger environmental aggment. Increased transport
associated with distribution services liberalisatwill additionally add to climate change
pressures.

In terms of consistency with sustainable develognminciples, the effects will be
similar to those identified for industrial producsd| are beneficial or neutral, except for
the principle of reducing and eliminating unsustdie patterns of production and
consumption (Principle 8).

The effects on institutional capacity for effectisestainable development strategies will
be similar to those for industrial products. These all relatively neutral in that they

neither add to nor detract from Mercosur countriegpacity to implement effective

sustainable development strategies.

The impacts discussed above are summarised in Tdble

% Clarke et al (2004), Kirkpatrick and Parker (20R606)
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Table 14: Sustainable development impacts of serds liberalisation in Mercosur

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
SE | 2E
% 2 29
Economic
Real income Strongest in Static welfare Competitiveness of i N
Transportation, Finance domestic service
and Telecom. providers
Regulatory capacity
Higher growth Other aspects of - A
economic policy
Fixed capital formation Market access for Domestic regulation -
FDI commercial Business
presence environment
Service sector
exports
Employment Distribution, smaller Production, labour | Education and 4 @
effects in other sectors productivity. training; labour
market flexibility and
retraining
Social
Poverty Unemployment in - i
short term, better
long term economic
performance
Health and education More efficient Strong regulation i) i
services, potential
adverse effects for
access to services
Equity Mixed small effects - -
Environmental
Biodiversity No significant impacts - -
identified
Environmental quality Environmental services, | Greater use of Government i i
energy services. improved willingness to revise
management legislation
techniques
Distribution services Increased stronger  regulation, 4 4
packag|ng reCyCIing
Natural resources Environmental services, | Minor beneficial - -
energy services etc. impacts
Process
SD principles Consistent with Effective regulation - ¢
most principles.
Small incremental
consumption
pressures
SD strategies Consistent with Technology strategy - -
most strategic
objectives. Concern
for adverse effects
on telecoms

Legend: A positive greater significant impack negative greater significant impadt, positive lesser
significant impact,{ negative lesser significant impadt,& positive and negative impacts likely to be
experienced according to context (may be lessegreater as above), - non-significant impact congbare

with the base situation.
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3.3.6 Summary of Services SIA Findings: EU

Economic Impacts

Liberalisation of EU Mercosur services trade iseotpd to have a positive impact on real
income, employment and fixed capital formation e tEU, as a result of increased
export and investment opportunities in the Mercasgion.

Social Impacts

The liberalisation of services sector is not expetdb have any significant social impacts
in the EU 25 countries.

Environmental Impacts

No significant environmental impacts in the EU haveen identified for services
liberalisation.

Table 15 summarises the anticipated impacts ifcthérom services liberalisation within
the EU Mercosur Association Agreement.

Table 15: Sustainable development impacts of serds liberalisation in the EU

Impact Countries / sectors Causal factors | Factors affecting Potential
affected significance significance

short
term
long
term

Economic

Real income International Greater market Level of
companies investing access liberalisation iy iy
abroad
Fixed capital form. Overseas iy iy
investment
Employment - -

Social - -

Poverty - -

Health and - -
education
Equity - -

Environmental

Biodiversity - -

Environmental - -
quality

Natural resources - -

Process - -

SD principles - -

SD strategies - -
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Legend: A positive greater significant impack negative greater significant impadt, positive lesser
significant impact,{ negative lesser significant impadt,d positive and negative impacts likely to be
experienced according to context (may be lessareater as above), - non-significant impact congbare
with the base situation.

3.4 SIA Findings for Rule Based Measures

The negotiations on the EU Mercosur trade agreeimehide a number of areas relating
to domestic regulatory rules: investment, publiogorement and trade facilitation.
Liberalisation in these areas is seen as complengetihe traditional market access
measures by providing an ‘enabling environment’th@ expansion of international trade
and investment flows.

3.4.1 Investment

The inclusion of investment in trade negotiationsntended to minimise the conditions
and regulations on foreign investors entering apdrating in the host countries, to
improve the transparency and consistency of thalatigns that are applied to foreign
investors, and to grant them national treatnintThe underlying premise in favour of
an investment agreement is that it will increase tlow of foreign investment. In
addition, by improving investor protection and adefice, domestic investment may be
stimulated. Proponents of investment agreemeniseatferefore, that the improvement
of the investment ‘climate’ and the liberalisatioh investment would be of mutual
benefit to both parties in the trade agreement. @ihpirical evidence on the economic
impact of investment provisions in regional tradesements is generally positivé.

The EU — Mercosur negotiations on an investmeneegent have focused on the
improvement of the investment environment and agmssive liberalisation of
investment, complemented by appropriate domestitlagions?’ Foreign investment
regimes have been significantly liberalized in thst 15 years, in each member of
Mercosur, and are now considered to be conduciveattracting large foreign
investments. In Brazil, constitutional amendmenessed in 1995 eliminated the
distinction between foreign and national capitabn§litutional Law now mandates the
same legal treatment for national capital, andiforecapital invested in the country,
under the same circumstances, and prohibits athgoof discrimination not explicitly
foreseen in the LawW As a consequence, the Federal Government doegamtspecial
incentives to foreign investment, other than thagailable to investment in general, and
foreign direct investment (FDI) is accorded, in geh, national treatment. However,
restrictions to foreign investment apply in a numbeareas. These include mining of

% Te Velde and Fahnbulleh, (2006) identify the falilog areas that can be covered in an investment
agreement: Investment promotion and cooperatitrerdlisation and market access, and investment
protection.

% Dee and Gali (2003) find that FDI responds pod§ivi® the non-trade provisions within RTAs.
Similarly, Te Velde and Bezemer (2006) find thajioas with more investment provisions provide U8 an
UK investors with positive signals about how difet regions will treat them. Furthermore, the tygbe
regional grouping matters for attracting FDI (iwhether or not the RTA includes certain trade and
investment provisions). The OECD (2006) finds tl@testment provisions in RTAs are positively
associated with both trade and investment flows.

° EU FTAs have in general, been concerned with imvest cooperation, promotion and to some extent
liberalisation, rather than investment protection

®WTO, 2004
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mineral resources as well as exploitation, refinorgtransportation of hydrocarbons
which remains under a state monopoly. Direct oirgad investment in health care in
Brazil is closed to foreign enterprises. Investmenthighway and road transport is
limited to no more than 20-25% of the capital stogkh voting rights. Commercial
presence of foreign entities or individuals is megtd in financial services as the
installation of new financial institutions is sutij¢o case-by-case approval.

In Argentina foreign companies can invest withaubmpapproval, on the same conditions
as investors domiciled in Argentina, and have tgktito repatriate their investments and
transfer their profits abroad at any time. Howewender certain conditions, direct
investments are subject to the 30 per cent depatsithe Central Bank. Further, in 2003,
a new law on the preservation of cultural proparty assets was adopted. This imposed
a 30 per cent cap on the participation of foreigriegrises in the ownership of
communications media and limited their voting rigta 30 per ceft’.

In Uruguay, the Investment Law prescribes that iimeestment regime shall not
discriminate between foreign investors establishedruguay and Uruguayan investors.
There are, however, some restrictions concernindiehaccess™ For example, foreign
investment is specifically prohibited in the follmg sectors: the operation of radio and
television stations; cabotage and domestic transggrassengers by sea or air; fishing
within an area of 12 nautical miles; and ownersifimore than 49 per cent of the shares
in railway companies. In general, foreign investaray engage in any type of activity on
the same terms as Uruguayan investors. Foreignstonge are eligible for the same
incentives as Uruguayan investors.

As in the case of other Mercosur's members Paraguayeign investment regime is
relatively open. There are no restrictions on fgmanvestment and private investment in
general, other than in sectors reserved for theeSfBhere are no prohibitions on
Paraguayan investment outflows or restrictions onversion or transfer of foreign
currency. Private-sector participation is resédcin areas reserved for the State, such as
some specialized telecommunications servites.

The Colonia and Buenos Aires Protocols codify comnrales on investment for
Mercosur's member and non-member countries, reispéct These protocols, however,
have not been progressed and still await ratibodoy some members.

3.4.1.1 SIA Findings for Investment Agreement: Merosur

Economic Indicators

European investment in the Mercosur region is diregery substantial and an
investment agreement is expected to confirm invesinfidence in the region. Given the
substantial inflow of FDI theadditional investment that could be attributed to an
investment agreement may be muted. However, ifgapeanent resulted in the relaxation
or removal of sectoral restrictions, there couldaberoportionately larger increase in
European investment into these sectors. An invastragreement will also act as a

% opt. cit.
19 opt. cit.
L\WTO, 2006
12\WTO0, 2005
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signal to non- EU investors. Over time, the inflol\snew FDI is expected to contribute to
economic growth. The increase in growth resultimgrf FDI inflows is expected to have
a positive long term impact on employment

Social Indicators

An increase in private investment from the EU itlie network industries in Mercour
could contribute to improved quality and accessibibf basic services to low income
households, provided that domestic regulatory effiare able to regulate for accessibility
and affordability criteria in the delivery of secels by private utility operatot8® In the
long run, the increase in real income attributablénigher FDI inflows may have an
indirect trickle down effect on poverty. An invesint agreement is not expected to have
a significant impact on equity.

If FDI results in learning by doing and skills enkhament externalities, the quality of the
labour force may be positively affected. Similarlf,the health safety standards in
foreign owned enterprises are superior to domestierprises, there may be some
marginal improvements in health for employees. iNgitof these potential externalities
of FDI is likely to be significant in the context the middle income Mercosur countries.

Environmental Indicators

The impact of increased FDI on the environment basn widely discussed in the
literature, particularly in the context of pollutichavens and a ‘race to the bottom.’
Where necessary, liberalisation of FDI market agcsBould be conditional on a
strengthening of environmental regulatory capaci®P| can introduce improved
environmental control technology, thereby contiibgit to improvements in
environmental quality. Similarly, FDI in environmahservices can contribute positively
to environmental quality?*

Increased foreign investment in extractive indestrand in sectors that use natural
resources as inputs can be expected to put adalitppessure on the natural resources
capital stock and may require appropriate mitigatieeasures in terms of environmental
controls and regulation. An investment agreemenbtsexpected to have any significant
impacts on biodiversity

Process Indicators

Increased FDI may contribute to Principle 9, thehmnge of scientific and technological
knowledge, and enhance the development, adaptatidfysion and transfer of
technologies, including new and innovative techgms. This is consistent with the other
principles of sustainable development. In termsth@ criteria for effective national
sustainable development strategies, an investnmgneement which was linked to the
provision of environmental services and environrakrtechnology transfer would
contribute to criteria A.3, ‘the integration of tmeaintenance of sustainable levels of
resource use and the control of pollution to mamnta healthy environment into

193 Kirkpatrick and Parker 2007
194 5ee section 3.3.3: Environmental Services. ABenrge, Kirkpatrick and Scrieciu, 2006
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economic policy’ An agreement of investment woudd be contrary to the other criteria
for effective national development planning.

The findings for potential sustainability impaatsNercosur are summarised in Table 16.

Table 16: Summary of Sustainability Impacts for Investment Agreement: Mercosur

Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
SE|DE
c S S
o2 enl
Economic
Real income coverage of the
Investment led investment @ i
economic growth | agreement;
quality of domestic
investment
environment
Fixed capital formation Domestic regulation;
Inflow of FDI Business i) i
environment
Employment Increase in output  Sectoral pattern| of i)
investment and
growth
Social
Poverty _ i)
Health and education - -
Equity - -
Environmental
Biodiversity - -
Environmental quality Sectoral allocatior) Effective 7 ?
of FDI; use of environmental
environmental regulation
control
technology in
production
Natural resources increased Effective - 42
investment in environmental
resource intensive regulation
industries
Process
SD principles Contribution to | Effective regulation i i
development and
diffusion of
environmental
technologies.
Consistent with
other principles.
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Impact

Countries / sectors

affected

Causal factors

Factors affecting
significance

Potential

significance
e

SE|2E
52| CQ

SD strategies

Consistent with
strategic
objectives.

The following symbols are used in the tables tarshopact significance

S ¢ D €D

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
4  positive and negative impacts likely to be exparesl according to context (may

be lesser or greater as above)
- impact has been evaluated as non-#gnif compared with the base situation.

3.4.1.2 SIA Findings for Investment Agreement: EU

The inclusion of investment agreement provisionstie EU Mercosur Association
Agreement is expected to generate economic darisuropean investors in Mercosur. It
is not expected to impact on the inflow of FDI ke tEU. There are no significant social

or environmental impac#sxpected in the EU Member States (Table 17)

Table 17: Summary of Sustainability Impacts for Investment Agreement: EU

Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
gt
o c| ©E
o = C o
n 2 o
Economic
Real income coverage of the
Investment led investment @2 i
economic growth | agreement;

increases
investment returns

quality of domestic
investment
environment

Fixed capital formation

Employment

Social

Poverty

Health and education

Equity

Environmental
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Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
+
cE|DE
o = C o
nl| o
Biodiversity - -
Environmental quality Sectoral allocatior) Effective - -
of FDI; use of environmental
environmental regulation
control
technology in
production
Natural resources increased Effective -
investment in environmental
resource intensive regulation
industries
Process
SD principles Contribution to | Effective regulation - -
development and
diffusion of
environmental
technologies.
Consistent with
other principles.
SD strategies Consistent with - -
strategic
objectives.

The following symbols are used in the tables tarshopact significance

positive greater significant impact
negative greater significant impact
positive lesser significant impact
negative lesser significant impact
3  positive and negative impacts likely to be exparesl according to context (may
be lesser or greater as above)
- impact has been evaluated as non-#gnif compared with the base situation.

S ¢ D €D

3.4.2 Public Procurement

Government procurement is arguably the largesetsattor sheltered from multilateral
disciplines. With the completion of the Tokyo Roumd multinational trade negotiations
in 1979, a code of conduct for central governmeatygwrement, known as the Agreement
on Government Procurement (GPA), was introduced ihe GATT. The code bound
only its signatories and most GATT contracting jeardid not join. During the Uruguay
Round the coverage of the agreement was expandextitmle services and additional
government entities. Transparency in governmentiypsanent was re-introduced as part
of the WTO negotiation agenda at the Singapore $¢nial meeting in December 1996,
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as one component of the so-called ‘Singapore isqties other ‘behind-the-border’
Singapore issues related to multilateral rules dompetition, trade facilitation and
investment). In July 2004, the World Trade Orgatmara (WTO) General Council
decided not to launch negotiations on new multildterules on transparency in
government procurement (or competition and investinéMultilateral disciplines on
government procurement remain subject, therefore, the amended plurilateral
Government Procurement Agreement (GPA) which camte force in 1996. The
agreement regulates public tenders in a way toaguuee the transparency of procedures
and to ensure equal treatment for domestic anagiosippliers.

The European Union has identified the absence dfilataral disciplines in the field of
public procurement as a serious constraint on bilgyaof EU companies to compete for
government contracts in areas such as transpagregat, public works and utilities, and
seeks to improve the terms of access to procuremeankets outside the EU for EU
exporters2 To achieve this, the EU aims to negotiate acoegsracurement markets
through its bilateral trade agreements and fredetegreements (FTAS), by encouraging
third countries to negotiate substantial commiteenmtith the EU. Government
procurement has therefore been an integral pathefsecond wave’' of regionalism
which has been characterised by a ‘deepening’addalagreements to include ‘behind the
border’ regulatory issues including investmenthtecal barriers, and trade facilitation.

With regards to public procurement the EU Commuincestates that:

‘Public procuremenis an area of significant untapped potential for&lgorters. EU companies are world
leaders in areas such as transport equipment, couldiks and utilities. But they face discriminatory
practices in almost all our trading partners, whéffectively close off exporting opportunities. $his
probably the biggest trade sector remaining shedt&iom multilateral disciplines.

An examination of the areas of EU economic intsresthere the government
procurement is most prevalent reveals that sedach as ‘construction work’ and
‘Architectural, construction, legal, accounting amgsiness servicesccount for over
45% of the total number of government tenders. @h@gas coincide with EU’s main
‘offensive interests’ in the area of governmentgorement as the EU is world leader in
the export of services as well as sectors suchoastrtiction, pharmaceuticals, public
utilities, transport equipment.

The 2006 Communication focuses on the global comnmiess gains to Europe from
improved access to foreign public procurement ntarke an earlier Communication on
government procurement, the Commission emphasitted increasing the scope and
transparency government procurement ¥an:

* Increase competition to make bidders more efficat stimulate innovation

» Achieve better value for money and lower budgeeaxiiture

* Promote partnership between national and foreigddss

» Fight bribery and corruption in the public sector

There are two potential sources of benefit fronerddhisation of government procurement
(Evenett, 2003). First, as a result of the trarspay requirements the government will be
required to demonstrate better value for moneysncontracting and purchases. More

195 hitp://ec.europa.eultradel/issues/sectoral/gov_ipdexX_en.htm
18 EC, 2002a
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generally, greater transparency will contributenbproved governance. Estimates of the
economic impact of improvement transparency andwadebility suggest significant
savings in the reduction of economic rents andugtion. Hockman (1998) estimated
that competitive tendering and outsourcing coulodpce savings of about 20% without
comprising quality. It is estimated that the intnotlon of the Internal Market reforms in
the EU significantly improved the performance obl procurement markets over the
past decade. Public procurement directives hawtefely increased transparency and
resulted in an estimated saving of 30% or moreuhlip finances, despite the fact that
direct cross border procurements remain low. Seocexjbrts could expand as a result of
purchases of goods and services by government® ipartner countries.

A significant share of government procurement isservices, where foreign supply
would require the movement of people across ndticmmauindaries. The scope of
negotiations on trade liberalisation in governn@aoicurement therefore is relevant

to issues relating to domestic policy towardseigm direct investment, joint ventures
and foreign mergers and acquisitions of domestimdi However, negotiations on
government procurement are only concerned withritite for a company to participate
in a procurement, and thus do not include in théresethe liberalisation of cross border
movement of services and labour flows

Resistance to GPA compliance may be based on cmedout the potential damaging
effects on the development proceBsocurement policies may be part of an industrial
policy or an instrument to attain social objectiesy., support for small and medium
sized enterprises, minority-owned businesses, disddged ethnic groups, or certain
geographic regions) through set-asides and prafergolicies’® In addition, a
government’s ability to procure from firms of itsvo choice can be an instrument for
macroeconomic manageméefit. There is also the concern that premature or oved
opening of government procurement markets willvallarge foreign firms to drive out
local firms before increasing prices, similar tegetory dumping.

However, there is also growing awareness that it beapossible to address these issues
within a procurement chapter, to the mutual sattgfa of all Parties involved.

As emerging economies increasingly diversify tieiporting interests they can compete
in the supply of goods, for example, office furnguand equipment, textile products
required in hospitals, shoes, tyres and other nulpbeducts required by defence and
other public organisations. But the lack of infotioa on tender invitations and of the
expertise required in filing the tenders can préveroducers from accessing this
market'® On the other hand, as tender information is irsiregy published in central
data bases free of charge on the internet, andewaerin the EU the information is
published in several languages, access becomesr dasi smaller companies, and
suppliers from developing countries are increagingttive in the EU procurement
market.

With the notable exception of the study publishe@004 by the European Commission
demonstrating significant potential for cost sagiffjgome 30%), to date, there is limited

197 stiglitz and Charlton, 2005
18 stiglitz, 2004
19 Rege, 2001
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evidence on the effect of liberalizing governmpnicurement markefs® This being
said, there is a widely held view that opaque prament practices are a significant source of
corruption, and a key obstacle to a sustainableagement of public finances.

Liberalisation of government procurement remaim®mplex issue, and a move towards
a rule based agreement may be perceived by sokehstders as a potential weakening
of domestic policy autonomy. However, as an inarepaumber of developing countries
are engaging in public procurement reform, thettkédy to be an increasing opportunity
to test the validity of these arguments.

In the EU, the procurement market is worth 160CElmo. or over 16% of GDP?! In
Mercosur, in 2004, the size of the government mrement at national level accounted to
$1.4 billion in Argentina and $3.5 billion in Br&zi*? This market is significantly smaller
in Uruguay and Paraguay due to their smaller sigestil accounts for a significant part
of the total government expenditure.

Government procurement legislation in Mercosur toes gives preference to local
suppliers. In Argentina theCompre Nacional[Buy Argentine] programme was
reintroduced in 2001 in favour of domestic industry the procurement and contracting
of goods, works and services by public organizatiomith a maximum of 10 per cent
domestic preference in the case of goBdsThis provision was subsequently repealed by
Law No. 25.551, Compre Trabajo Argentio [Buy Argentine Labour], which
established a system of preferences for goods afedtic origin, defined as those
produced or extracted in Argentina, provided thet @i the raw materials, imports or
nationalized imported materials did not exceed diOgent of the gross production value.
There are also ‘Buy provincial’ and ‘Buy municipafogrammes*

In Brazil, under the Law No. 8,666 all procuremehgoods, words and services must be
tendered except in cases listed in Article 24 of taw. This law has effectively
established no discrimination between companiesrpurated under Brazilian law as the
determining factors in selecting suppliers are Itheest price or best technical offer.
However, in order to qualify for government contsacsuppliers must be legally
established or represented in Brazil. Foreign dirwithout operations in Brazil and
involved in international tenders need legal repmnéstion in the country or to be
associated with a Brazilian firm (at least 51% Hraz capital participation and
operational control). Under the Law number 10,176 2601, the Federal Public
administration should give preferences to the imfatron technology goods and related
services developed in Brazif

In Uruguay Decree No. 194/997 provides that govemmprocurement should be
through a public bidding procedure open to any Uayan or foreign supplier, although
preferences are given to Uruguayan suppliers. eStatl semi-public enterprises give
preference to Uruguayan over foreign products pledithat they equal the foreign
product in terms of quality and suitability. Thegquirement allows Uruguayan bidders to

10 Evenett and Hoekman (2005:3) argue that ‘a coimincevidence-based case for the incorporation of
further binding constraints in the WTO has not bewae.’

HLEC (2004)

H2WTO (2004)

1BWTO (2007)

14 opt. cit.

HSWTO (2004)
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be awarded contracts even if their bids are 10cpet higher than the foreign bid. In
order to encourage the participation of foreign pdigps, invitations to tender are
published abroad through Uruguay's diplomatic roissi but this is not a legal
requirement® When awarding contracts for public works, prefeseis given to those
which guarantee the most utilization of domestiw namaterials and labour; for the
purposes of evaluating such a preference, the geteams and specifications require
bidders to give an estimate of the percentages mfgliayan labour and materials
comprised in the price offered. For foreign sugnglj preference is given to those which
offer to purchase and use Uruguayan products.

In Paraguay the Law on Government Procurement (LB#)2,051 of January 2003
establishes the statuary provisions governing alilip procurement in Paraguay. The
LGP classifies public tendering as either localirdernational. The former is limited
exclusively to natural or legal persons domiciledParaguay, while the latter is open to
participation by natural or legal persons, whettrenot they are domiciled in Paraguay.
International tenders are used only in one of tilewing cases: (i) where required by
an international treaty; (ii) where stipulated ingreements with international
organizations; (iii) where, following investigatidoy the UOC, no Paraguayan suppliers
are found to supply goods and services of the tyuadguired or where the price of such
goods or services is not "suitable"”; or (iv) where proposal has been submitted in a
local tendering procedure’

In the past few years, Mercosur has undertakemativiés to liberalize government
procurement market within its member states. Indbdzer 2004 the Common Market
Council (CMC) approved the Protocol on GovernmewicBrement with CMC Decision
27/04. The objective of this instrument was to gadly extend non-discriminatory
treatment in the procurements made by public estito the suppliers and providers
established inside Mercosur. However, none of tleecglsur member states is a party to
the WTO Plurilateral Agreement on Government Prement.

3.4.2.1 SIA Findings for Government Procurement: Mecosur

The coverage of an agreement of government pro@memould range from an
agreement on greater transparency in governmertaoting with the private sector to
formal agreement on national treatment of foreigmg. In the context of the EU -
Mercosur negotiations, given the sensitivity anghamance of government procurement
for Mercosur industrial policy, it is assumed thatealistic liberalisation scenario would
focus mainly on improving transparency in relationthe extent of national treatment
and non-discrimination in government procuremeiat ublic works concessions.

Economic impacts

An agreement on greater transparency in Mercoswergments’ procurement
procedures may generate gains from increased caimopefor government contracts.
Further economic efficiency gains might be expedttedesult from the improvement in
the quality of public sector governance. The ‘dest@tion effect’ of improvements in
transparency and accountability in government pmeroent may spillover in

HOWTO (2006)
H7WTO, 2005
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improvements in other areas of public regulatiod policy affecting the private sector.
Consumers are likely to benefit from an improvemerihe quality of goods and services
provided by the state. There may be additionalgggnMercosur exporting firms if an
agreement assists Mercosur firms in competing @dalip sector contracts for the supply
of goods and labour services, in the EU countrieisese economic gains would need to
be compared to any benefits foregone in terms wéldping domestic productive and
technological capacity through the use of goverrinh@mg term contracting with local
producers as an instrument of industrial strategg. the other hand, a procurement
framework which is perceived as more reliable aaddparent by operators could also be
a key driver to attract more innovative inward isiveent into Mercosur.

Social Impacts

The liberalisation of government procurement coblye an impact on the use of
procurement to support SME development or regideakelopment. However, there are
ways of addressing these issues. It is unlikelyt th@ economic gains from the
liberalisation of government procurement could indrately be secured by the fiscal
system and redistributed to support these goals Bé&ing said, the money saved on
more efficient procurements would become availafde other important policy
objectives such as social policy issues. Over titae,revenues from corporate taxation
could increase as the dynamic effects of liberaisaof government procurement are
realised in terms of increased economic performancegrowth in the private sector. On
the other hand, those groups who depend heavilyoods and services provided by the
state are likely to benefit from the improvementtle quality of these goods that is
engendered by the liberalisation of public procweatimules.

Environmental Impacts

The reforms to government procurement proceduresnat expected to have any
significant environmental impacts.

The impact of public procurement reform in Mercoarg summarised in Table 18.

Table 18: Summary of Sustainability Impacts for Goernment Procurement:
Mercosur

Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
5E|2E
o = C o
n 2 o
Economic
Real income EU and Mercosur firmg Improved
that compete for public | transparency i) i)
contracts
Improved quality of More competitive 4
public sector services | tendering and i)
sourcing
Savings in public More competitive T t
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Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
SE|2E
52| CQ
expenditure tendering
Fixed capital formation
Employment
Social Tl i)
Poverty

Health and education

Equity

Environmental

Biodiversity

Environmental quality

Natural resources

Process

SD principles

SD strategies

The following symbols are used in the tables taaslmpact significance

A positive greater significant impact
v negative greater significant impact
iy positive lesser significant impact
4 negative lesser significant impact
il

lesser or greater as above)
- impact has been evaluated as non-significant eoaapwith the base situation
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3.4.2.2 SIA Findings for Government Procurement: EU

Economic gains are expected to occur as EU compéeieefit from an improvement in
access and transparency in public procurement rsarke Mercosur.
transparency in EU rules and procedures for govemmrocurement may allow some
Mercosur companies to compete for Member State rgavent procurement contracts,
however, this is unlikely to on a scale that worddult in significant economic gains to
EU consumers. There are no socgaknvironmentaimpacts anticipated in the EU from
government procurement rule changes (Table 19).

Table 19: Summary of Sustainability Impacts for Goernment Procurement: EU

Greater

Impact Countries / sectors Causal factors | Factors affecting| Potential
affected significance significance
Se|loe
58|68
Economic
Real income
iy i

Fixed capital formation

Employment

Social

Poverty

Health and education

Equity

Environmental

Biodiversity

Environmental quality

Natural resources

Process

SD principles

SD strategies
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The following symbols are used in the tables toashmpact significance

A positive greater significant impact

7 negative greater significant impact

i positive lesser significant impact

U negative lesser significant impact

80  positive and negative impacts likely to be expwréal according to context (may be

lesser or greater as above)
- impact has been evaluated as non-significant eoatpwith the base situation

3.4.3 Trade Facilitation'*®

The CETM model includes trade facilitation as pdrthe full liberalisation scenario. On
the basis of estimates that a reasonable packaged# facilitation measures would
reduce trade costs by 1%, the model calculateeffeet this would have on trade flows
and economic welfare. For Mercosur, the resulbacted for approximately 30% of the
aggregate welfare gains from full trade liberalmat For the EU, trade facilitation was
found to be the single most important trade libsatlon measure, accounting for
approximately half the increase in real income E&i25. Other modelling studies of
trade facilitation as part of trade liberalisatialso indicate significant gains (Engman,
2005).

There is a broad consensus that trade facilitahas the potential to contribute
significantly to smoother and intensified tradewsstn countries, particularly in terms of
eliminating burdensome trade procedures, increagamgsparency, improving business
opportunities and security, and generally enhanaogpetitiveness and economic
development to the benefit of both the governmeditthe private sectbr.

Recent data on the costs and constraints for tadess borders in the EU and Mercosur
(Table 20) indicate that performance in the EU aghale is significantly better than for
Mercosur, but with wide variations for individuabuntries. This suggests that there are
significant potential gains to be realised in batgions from a reduction in the trade
facilitation costs incurred by exporters and impost

Table 20. Indicators of constraints to trade acrosborders

Documents |Time Cost to Documents | Time for Cost to World
for export for export (US$ |for import |import import (US$ |rank
(number) export |per (number) (days) per
(days) |container) container)
Mercosur
A rgentina 9 16 1,325 7 20 1,825 107,
Brazil 8 18 1,090 7 22 1,240 93
Paraguay 9 35 720 10 33 900 123
Uruguay 10 24 925 10 23 1,180 125
Mercosur average 9 23 1,015 9 25 1,286
EU
Austria 4 8 843 5 8 843 12
Belgium 4 8 1,600 5 9 1,600 48
Bulgaria 5 23 1,329 7 21 1,377 89

18 5ee separate SIA Report for Trade Facilitation
19 Hellgvist (2003), UNECE (2002), Ivanow and Kirkpek (2007)
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Czech Republic 5 16 775 7 18 860 30
Denmark 4 5 540 3 5 540 2
Estonia 3 5 675 4 5 675 7
Finland 4 8 420 5 8 420 5
France 4 11 1,028 5 12 1,148 25
Germany 4 7 740 5 7 765 10
Greece 5 20 998 6 25 1,245 65
Hungary 5 18 975 7 17 975 45
Ireland 4 7 1,090 4 12 1,139 20
Italy 5 20 1,291 5 18 1,291 62
Latvia 6 13 800 6 12 800 19
Lithuania 6 10 820 6 13 980 23
Luxembourg 5 6 1,250 4 6 1,250 32
Netherlands 4 6 880 5 6 1,005 14
Poland 5 17 834 5 27 834 40
Portugal 6 16 580 7 16 994 31
Romania 5 12 1,075 6 13 1,075 38
Slovakia 6 25 1,015 8 25 1,050 90
Slovenia 6 20 971 8 21 1,019 69
Spain 6 9 1,000 8 10 1,000 47
Sweden 4 8 561 3 6 619 6
United Kingdom 4 13 940 4 13 1,267 27
EU average 5 12 921 6 13 991

Source: World Bank (2008)

While the economic benefits of trade facilitati¢self are fairly well understood (subject
to the acceptability of implementation costs thetrot all be quantified), the impact of
including these measures within the trade agreeiseless apparent. In the Mercosur
customs union itself, as in the common market efgk), there are evident benefits from
making joint commitments on such measures, sintenamber states benefit from
common action. In the case of the EU-Mercosuretragreement the common interest of
the parties is less readily identifiable. The pipal benefits are expected to come from
specific measures for which the costs of making aalditional commitment are
outweighed by the benefits of reciprocal commitraeand from EU technical assistance
to Mercosur countries in implementing trade faatlin reforms.

Provisions for customs cooperation would build be EU-Mercosur project that was
completed in 2007°. The project aimed to contribute to the consai@meof customs
integration and the establishment of the singleketarincluding work on harmonising
legislation, increasing transparency and speed ustoms operations, administrative
cooperation and implementing a communication policy

This and other provisions for cooperation and coatibn will have relatively low cost,

with minimal adverse impact if the expected besefdil to materialise. Most of the
other provisions already have been or are beingleimgnted in the EU, and are
consistent with the Mercosur countries’ own objegi for improving the efficiency and
effectiveness of their procedures. The provisibtechnical assistance from the EU will
help to facilitate more rapid action than wouldesthise be possible.

120pADUEM (2007)
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3.4.3.1 SIA Findings for Trade Facilitation: Mercosur

The static efficiency effects of the proposed trda@litation measures on economic
welfare are small, but the longer term dynamicaffare potentially much larger. These
gains are available primarily in the Mercosur comst which have made less progress
than the EU in implementing efficient border prosexs. The EU will also benefit
economically, mainly through improved performandespecific export industries and
reduced costs of its own border procedures. Thg term gain will be smaller than in
Mercosur, since EU-Mercosur trade is a smaller griogn of its total trade.

These benefits and the actions needed to deliwsn thre those which would apply to
unilateral action by both parties, primarily in Mesur. The additional benefits that
would accrue from including trade facilitation megess within the trade agreement are
dependent on the negotiation of reciprocal commitheand on the magnitude and
effectiveness of technical assistance.

The principal impact on poverty is expected to comghe longer term in Mercosur, from
accelerated economic growth, and is likely to lgmisicantly beneficial. In the shorter
term the Mercosur countries are expected to gam@ificant increase in tax revenues,
enabling increased expenditure on issues suchadih laed education.

The acceleration of economic growth to which a frtdde facilitation programme would
contribute may have significantly adverse distridmil effects, similar in magnitude to
those discussed in the Overview SIA. These anigagpily from increased agricultural
exports from Mercosur to the EU, and include po#trmonflicts over land and adverse
gender effects.

Similarly, the changes in trade flows that woulddbenulated by a fully effective trade
facilitation programme are predicted by economiaeis to be as large as or larger than
those arising from agricultural trade liberalisatioThe Overview SIA has assessed the
associated environmental impacts as of potentra#jor adverse significance, in both the
short term and the long term, associated with ssmd agricultural exports from
Mercosur to the EU.

The effects of trade facilitation measures on soghbde development principles are
assessed as being neutral, except in so far agrifiegnce long term economic growth.
Growth is in principle highly consistent with go@ssocio-economic transformation and
poverty reduction, but will at the same time inignsthe need for change in

unsustainable patterns of consumption and produatiboth Mercosur and the EU.

The impacts discussed above are summarised in 2able

Table 21: Sustainable development impacts of trad@cilitation measures: Mercosur

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
SE | 2E
< o o o
5 3 2 &
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Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
SE | 2E
5 2 28
Economic
Real income All details of negotiated | details of negotiated 24 214
agreement agreement
Fixed capital formation | All details of negotiated | details of negotiated 24 21
agreement agreement
Employment All details of negotiated | details of negotiated ? ?
agreement agreement
Social
Poverty Mercosur Economic growth Parallel policy measures - N
Health and education Mercosur, smaller in EU Tax revenues, Parallel policy measures  { i
economic growth
Equity Mixed effects, potentially Land conflicts, Employment in other SRl -
adverse for women mechanisation sectors, redistributive
policies
Environmental
Biodiversity Greatest in Brazil, Deforestation and Regulatory regimes, \/ \/
Amazon and Cerrado monocultures for ethanol certification
increased production
Environmental quality All Increased production| Production methods, g inl
agrochemicals; regulatory framework
Intensification,
Deforestation and
monocultures for
increased production
Natural resources Greatest in Brazil and Increased agricultural Regulatory regimes, 7 v
Paraguay for land. production ethanol certification
Argentina for water
Process
SD principles Positive for socio- Economic growth Parallel policy - g
economic change and measures,
poverty reduction, adversg environmental
for consumption and regulation.
production, otherwise
neutral.
SD strategies Neutral impact - -

Legend: A positive greater significant impack negative greater significant impadt, positive lesser
significant impact,{ negative lesser significant impadt,d positive and negative impacts likely to be
experienced according to context (may be less@reater as above?, or ? uncertain positive or negative
impacts of greater or lesser significance, - ngmificant impact compared with the base situation.

3.4.3.2 SIA Findings for Trade Facilitation: European Union

The EU will benefit economically, mainly through pnoved performance of specific
export industries and reduced costs of its own éropdocedures. The long term gain will
be smaller than in Mercosur, since EU-Mercosurerigda smaller proportion of its total
trade.

Trade facilitation reforms are not expected to hsigmificant social and environmental
impacts in the EU. These findings are shown in @ &a.
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Table 22: Sustainable development impacts of trad@cilitation measures: EU

Impact Countries / sectors Causal factors Factors affecting Potential
affected significance significance
sE | 2E
< o o o
0w + —
Economic
Real income All details of negotiated | details of negotiated 24 214
agreement agreement
Fixed capital formation | All details of negotiated | details of negotiated 24 21
agreement agreement
Employment All details of negotiated | details of negotiated ? ?
agreement agreement
Social
Poverty Mercosur Economic growth Parallel policy measures - -

Health and education

Mercosur, smaller in EU

Tax revenues,
economic growth

Parallel policy measure|

4
1

Equity

Mixed effects, potentially
adverse for women

Land conflicts,
mechanisation

Employment in other
sectors, redistributive
policies

Environmental

Biodiversity

Greatest in Brazil,
Amazon and Cerrado

Deforestation and
monocultures for
increased production

Regulatory regimes,
ethanol certification

Environmental quality

All

Increased production
agrochemicals;
Intensification,
Deforestation and
monocultures for
increased production

Production methods,
regulatory framework

Natural resources

Greatest in Brazil and
Paraguay for land.
Argentina for water

Increased agricultural
production

Regulatory regimes,
ethanol certification

Process

SD principles

Positive for socio-
economic change and
poverty reduction, advers
for consumption and
production, otherwise
neutral.

14

Economic growth

Parallel policy
measures,
environmental
regulation.

SD strategies

Neutral impact

Legend: A positive greater significant impack negative greater significant impadt, positive lesser

significant impact,{ negative lesser significant impadt,d positive and negative impacts likely to be
experienced according to context (may be less@reater as above?, or ? uncertain positive or negative
impacts of greater or lesser significance, - ngmificant impact compared with the base situation.
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4. PREVENTATIVE, MITIGATION AND ENHANCEMENT
MEASURES AND POLICY RECOMMENDATIONS

4.1 Overview

In accordance with the project’s terms of referentes section of the draft Final

Overview Report proposes preventative, mitigatiord a&nhancement measures and
policy recommendations. These recommendations declproposals of the ongoing

monitoring of key sustainability indicators affedtby EU Mercosur trade liberalisation

and for ex-post evaluation of the final Overview Elércosur Trade SIA.

The analysis of preventative, mitigation and enlkament measures is an integral part of
the SIA methodology and on the basis of the imp@estified in the assessment, an SIA
should propose measures in different areas of ppblicy, including trade policy, which
can prevent potential negative impacts, enhancengiat positive impacts and mitigate
potential negative impacts. Measures can be takengh trade-related measures within
the negotiation framework; through reforms withire tEU; through domestic reforms in
Mercosur and in the individual Mercosur countriaed by means of EU — Mercosur
cooperation programmes.

The EU SIA Handbook (EC, 2006) defines the purpadethe mitigation and
enhancement analysis in the following terms:

‘The idea is to assess how best to define a fulkpge of domestic policies and
international initiatives to yield the best possildutcome, not just in terms of
trade liberalisation and economic growth but aldoother components of

sustainable development. A Trade SIA should alswvide guidelines for the

design of possible accompanying measures. Suchunesamay go beyond the
field of trade as such and may have implicationsifdernal policy, capacity

building or international regulation. Accompanyimgeasures are intended to
maximise the positive impacts of the trade negotigtin question, or to reduce
any negative impacts’.

This Final Overview Report has assessed the likegnomic, social and environmental
impacts of a potential EU Mercosur Trade Agreemeagiotiated as a single undertaking.
The aim of this section of the report is to provie integrated set of preventative,
mitigation and enhancement proposals that covéraffeicted sectors and each of the
dimensions of sustainable development.

It is generally recognised that the opening up afrkats to international competition
offers significant potential gains in terms of ecomnc efficiency, competitiveness,
economic growth and the creation of new employnmpgortunities. The exposure to
competition is expected to induce efficiency anadpictivity gains, and the opportunities
for new investment and prospects of higher ratetirn can be expected, other things
being equal, to stimulate increased foreign ammektic investment. At the same time,
there is a consensus among all stakeholders thee tliberalisation alone is not a
sufficient condition to guarantee economic growifhere is ample evidence that
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successful trade liberalisation requires not onmprioved market access but also supply-
side reforms which improve productive capacitfés.

Similarly, trade liberalisation does not alwaysutes overall social improvement. Trade
liberalisation is normally accompanied by sigrafit adjustment costs and there is often
a significant asymmetry between the overall besefftopenness, which are diffuse and
often take time to materialise, and its adversect$f which are more immediate and
concentrated in specific industries, regions omsays of the labour mark& The
immediate and medium term impact of trade libeadii;m on poverty can be adverse,
particularly in low income countries where sociebtpction schemes are weak or do not
exist.

The relationship between trade liberalisation aadvironmental sustainability is equally
complex, and is an issue of global concern. Wiigeimpact of trade liberalisation on the
environment cannot be predictadgriori, it is generally agreed that the magnitude of the
environmental impacts will typically be context sifie, and can be both positive and
negative.

The results of this Overview SIA and the separaetos SIAs confirm this basic

asymmetry in the benefits and costs of trade lisation. For the EU, the impact of the
proposed liberalisation of EU Mercosur trade wdagdpositive overall, with a significant

economic welfare gain. Economic gains in services ananufacturing goods are
predicted to offset the welfare decline in agrictdt If not mitigated by appropriate
support programmes or other policy measures, thestdent process may lead to
adverse social impacts in agriculture, concentratgzhrticular sub-sectors and localities.
Environmental effects are expected to be localedl insignificant in the context of an
effective regulatory regime.

In Mercosur, the overall gains in economic welfare also predicted to be positive. Most
of these static welfare gains come from agriculttnade liberalisation, with a smaller
contribution from liberalising cross-border tradedervices. There are also significant
potential gains from trade facilitation measure$e Tpredicted sectoral changes in
Mercosur are generally in the opposite directiothtwse in the EU. The agricultural and
processed foods sectors are expected to benefittfie increased export opportunities in
the EU market. For the manufacturing sector, thereimsed exposure to European
competition is expected to necessitate a perioddpiistment for Mercosur producers.
Similar adjustment costs will arise in the servicesctor, particularly for financial
services, utilities and business services. The madg and duration of these adjustment
costs will be affected by the mitigation measuheg are taken.

Economic gains are expected to increase over tintleel Mercosur countries. In the long
run, the exposure to competition is predicted thuae efficiency and productivity gains,
and the opportunities for new investment and proispef higher rates of return are likely
to increase foreign and domestic investment, dapgrah the other factors which affect
the investment climate. The sequencing of libeatib;m and the phasing for the
implementation of complementary supply side messwill affect the size of the longer
term economic gains attributable to EU Mercosutdriiberalisation.

121\world Bank (2006)
12 EC (2006¢)
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The social impacts in Mercosur are expected to beedn In the longer term,
employment and income gains are predicted. The npatesocial costs include
employment losses in parts of the manufacturingoseand additional non-adherence to
decent work standards in some parts of the rurah@oy, as agricultural production
increases following EU Mercosur trade liberalisatiGender impacts are expected to be
mixed and relatively small.

Both positive and negative environmental impacesexpected in Mercosur. The main
impacts that have been identified are (i) oppotiesifor improved environmental

services, subject to continued state support afettefe regulation (ii) risk of increased

water pollution, requiring stronger regulation)(ai potentially significant adverse impact
on forests and biodiversity as increased produdaifdnofuels leads to deforestation.

The expected impacts of the proposed trade agrdesneslimate change are mixed. The
economic modelling studies indicate a small reducin greenhouse gas emissions from
the re-allocation of production between Mercosud #ime EU, countered by a larger
increase due to increased international transport.

In summary, the results of the SIA confirm that Elércosur trade liberalisation will
deliver economic gains to both the EU and Mercolomvever, in the absence of public
policy interventions designed to offset marketuisk and imperfections, the economic
gains resulting from trade liberalisation will bes$¢ than predicted in an idealised
economy of perfectly competitive markets and faotess adjustment. There is also the
potential for adverse environmental and socialaotp, unless appropriate and effective
mitigation measures are implemented.

The challenge to policymakers is to ensure tha&t plotential adverse social and
environmental impacts of trade liberalisation dfeaively avoided or mitigated, and the

positive impacts enhanced. This requires an iategrand coherent set of preventative,
mitigation and enhancement that can strengthenptsitive synergies between trade
liberalisation and support outcomes that are caimeawith the goal of sustainable

development'?®

EC policy vis-a-vis Mercosur since April 2000 hassalved principally around the
negotiation of a three pillar Association Agreemertie EU is aiming for a deep and
comprehensive agreement going well beyond a sirfiple trade area in goods and
services. The political chapter aims at enhancimjjtigal dialogue through new
institutional mechanisms. The cooperation chaptansainter alia, to promote
sustainable development and create new trade awektment opportunities while
promoting competitiveness and innovation. The trelogpter, which has been the focus
of the SIA, covers goods and services and alsebase measures.

Three sets of preventative, mitigation and enhaecgnmeasures are proposed: (1)
measures that relate to the trade pillar of theNEcosur Association Agreement; (2)
measures that relate to the political and coofmeratillars; (3) measures that relate to
domestic policy.

123 The OECD (2005d, 2006b) provides ‘good practia@qples for formulating preventative, mitigation
and enhancement measures for trade liberalisation.
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4.2 Trade Pillar Measures

(1) Establish a timetable for phased reductionairfftand NTM reductions to
allow for orderly adjustment period in sectors tha¢ expected to experience
significant adjustment costs. In Mercosur, thesetass are likely to include,
motor vehicles and parts, transport equipmentjlésxand clothing, machinery,
financial services and distribution and retailithg.the EU, the main adjustment
costs will occur in agriculture. The transition ipels should be agreed after a
detailed assessment of the restructuring needseaquired time period for each
(sub) sector.

(2) Timing of reductions in tariffs and quota redtons for
environmentally/biodiversity sensitive productsh® conditional on compliance
with a set of sustainability criteria.

(3) Agree programme of trade facilitation measutesimprove the trade
environment aimed at reducing costs of doing lassn
(i) establish a joint Customs and Trade Facilitatommittee
(i) de facto harmonisation of customs procedunmas @ectronic systems
through adoption of international standards.
(i) extend and improve single window systems footh export and
import, with particular attention to countries widss developed systems
(iv) extend the use of risk management techniques
(v) provide up-to-date information on all trade atustoms procedures
from a single source

(4) Include a Trade and Sustainable Developméap€r in the Trade Pillar of
the Association Agreement

The proposed EU Mercosur Association Agreementiges an opportunity to
integrate trade policy goals with wider sustainablevelopment objectives,
particularly environmental and social issues. Treppsed Trade and Sustainable
Development Chapter could include clauses to addsgeecific social and
environmental concerns relating to the proposecagrent:

- reference to the requirement that both parties cortathe effective
implementation of core labour standards and otlasicbdecent work
components.

- statement that both parties will ratify the ILO redards concerned,
including Convention 169 relating to tribal andigehous peoples

- Establishment of a EU Mercosur Trade SIA Forunmhwésponsibility
for monitoring the social and environmental imgacof the EU
Mercosur Agreement. The body would provide for tagu
consultation with civil society in the EU and Mesew, and would be
required to report regularly, in a transparent neanto high-level EU
Mercosur Association Agreement meetings.
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- Voluntary or mandatory certification for forest duats and biofuels
- Commitment to multilateral agreements, such a¥Kgweto Protocol

- EU Mercosur cooperation on the development of nreasto reduce
particulates and CO emissions from automobiles, focusing
particularly on technology development and transégportunities
between Mercosur and EU in the areas of biofuglgine design and
emission control technology.

- Joint committee to report on the environmental equagnces of
increased production of biofuels in the EU and Mstr

- EU Mercosur cooperation in promoting trade in emvimental goods
and services

- Commitment by both parties to the adoption and @m@ntation of
effective environmental regulation measures.

4.3 Cooperation and Political Pillar Measures

The Cooperation Agreement signed in December 1898ladrid, which entered into

force in July 1999. In contrast to the earlier ghad EU Mercosur development
cooperation which was almost entirely project bask@ EU’s current programme
covering the period 2007 — 2013, takes a moreegfi@tapproach and is intended to
support the conclusion and implementation of theNEfcosur Association Agreement,
particularly the trade pillar.

It is proposed that the EC, in cooperation with Mercosur partners, should consider the
opportunities achieving greater synergies betweba tnterregional Framework
Cooperation Agreement and the proposed Associdtgyreement, including measures in
the cooperation and political pillars that couldhance, mitigate and/or prevent potential
positive and negative impacts of the trade nedotiat

The proposed measures are as follows:

(1) support for regulatory policy capacity building Mhercosur, particularly in
environmental regulation, public utility regulatiq@vater and electricity sub-
sectors) and financial sector regulation. This supphould be based on a prior
assessment of the capacity of the existing policgking and regulatory
framework to respond to predicted changes. The d&enccountries should be
pro-active in identifying their technical assistarand expertise needs that can be
best met through the EC Mercosur cooperation pirogre.

(2) Support for capacity building in regulatory apdblic policy analysis and
design, through the provision of training in (Redaty) Impact Assessment,
drawing on the EC’s extensive experience in the afsiA methods for better
regulation design.
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(3) support for the establishment of a EU Merco&utomotive Sector Forum
with the aim of strengthening public-private co@iem. The members of the
Forum would represent the EC, Mercosur Authoritesployers and labour.

(4) support for a detailed impact assessment & irtipact on the international
competitiveness of the auto sector in both regmngeplacing of regional-level
regulations by international automobile techni¢ahdards (UN-ECE).

(5) Provision of development assistance includimgication and training on
sustainable forestry practices and alternativdsskahd in monitoring the impacts
of agricultural production, particularly in relatido soya.

(6) Technical assistance measures and cooperatiomrder to strengthen
institutions, the legislative framework and enfonemt in relation to
environmental protection and safeguarding areamtiral forest.

(7) Strengthen systems to help Mercosur exporters€amply with REACH
requirements, particularly by improving the prowisi of information and
technical assistance through the WTO enquiry pama the European Chemicals
Agency

(8) Technical support and training for the develepimof improved systems for
evaluating the suitability of collateral offered SIMEs

(9) Joint EU-Mercosur development of guidancemplementation of the Basel
principles

(10) Implementation of the European Commissiont®ridmic and Financial
Committee (EFC) recommendations for strengthenmtgrmational and cross-
sector co-operation, particularly in monitoring £seborder financial institutions
in the context of EU Mercosur cross border coopemat

4.4 Domestic Measures

In addition to the measures proposed for inclusiorihe EU Mercosur Association
Agreement, the EU and Mercosur member state atiggrcan exercise domestic policy
autonomy to implement measures that would eithbaece the positive impacts of the
EU Mercosur Association Agreement, or prevent cduoe the potential negative
impacts. This section identifies a number of arelgre the SIA analysis found that
domestic policy interventions could be expectetbéqoarticularly advantageous. These
are:

(1) Strengthen environmental regulation in Mercosauntries to offset adverse
impacts of forest conversion and expansion in agtcal production, while
exploiting potential gains.

(2) Fuller implementation in both Mercosur and Hig of the Basel Core Principles
for Effective Banking Supervision, and implemerdatof any revisions to the Basel
Principles that may be agreed in response to tirerduglobal crisis...

(3) Research in both regions into the barriersréold facilitation reforms beyond
those to which commitments are made in the tradeeagent
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5. CONCLUSIONS

The economic impacts of the proposed EU-Mercosee frade area are likely to be
positive overall in both Mercosur and the EU. Thejgcted economic welfare gain is
fairly small except in Paraguay, but additionalngacan be expected from dynamic
effects whereby productivity is enhanced throughatgr competition and economies of
scale.

These gains could potentially be accompanied byeased environmental pressures,
unless countered by appropriate mitigation measufé& main environmental impact of

concern is a potentially significant loss of globadiversity from increased agricultural

production in Mercosur. The expected economic gauld also give rise to adverse
social adjustment costs, particularly in Mercostinot mitigated by appropriate policy

measures.

This final overview SIA and its accompanying seddies have put forward a series of

recommendations for preventing or mitigating theeptally adverse effects of the
proposed EU-Mercosur free trade area and enhattugnigeneficial ones.
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ANNEX 1: MODELLING THE EU-MERCOSUR ASSOCIATION
AGREEMENT

Introduction

Quantitative modelling of the effects of trade télesation provides a valuable source of
information on the likely magnitude of the econonsocial and environmental impacts

of trade liberalisation in the main sectors andiedént groups of countries. In accordance
with the terms of reference for the EU Mercosur Situdy, a computable general

equilibrium (CGE) model was used to obtain quatiigaestimates of the impacts of EU

Mercosur trade liberalisation.

The CGE approach is based on the simulation ofoows for a specified policy ‘shock’,
and it has been widely used to estimate the imphattade liberalisation, taking both
partial and, more often, full implementation ofdralisation scenarios as policy shocks.
CGE economic modelling studies rely on an extenss@nomic theoretical framework
largely based upon the logic of general equilibriand neoclassical economic theory,
where economic agents display rational optimisatehaviour. All model results are
specific to the details of the scenario (policy ruype) and structure imposed, especially
assumptions regarding response elasticities. Asnargl rule, the greater the degree of
trade liberalisation represented in the scenantiqyp shock) and the more responsive the
economy is assumed to be (as represented by salparameters), the greater the effect
of liberalisation predicted by the model. CGE madsimulate the final equilibrium
outcomes that are reached after the market prafdsstor reallocation and adjustment
has been completed.

CGE Modelling of EU Mercosur Trade-Liberalisation

This section presents the results from a modelebatsdic comparative assessment of the
economic, social and environmental impacts of aemodl FTA between EU and
Mercosur is expected to lead to economic gaindédh the EU and the Mercosur, and
understanding the size and the source of these gaessential for the overall assessment
of such an agreement.

Our analysis assesses the size and source ofatie ®mparative economic gains from
removing existing barriers to trade between the d&ld Mercosur (but not internally
within the Mercosur), and we focus on those effélcts can be modelled using reliable
data of world trade. We use a consistent and eoaflyi well-founded analytical
framework (so-called general equilibrium model)which different scenarios of a free
trade agreement can be evaluated and comparedhaitturrent situation (the baseline).
The baseline for our analysis is therefore a glabatlel of the production and trade
structure for the entire world economy including tiest available information about cost
structures (including inputs, labour and capitaljl @rice levels for both exported goods
and those consumed domestically. We also incluidenration about trade barriers, both
in the form of tariffs, but also non-tariff barrgeersuch as quotas etc. Using this
information, we are able to model and reproduce tilagle flows and production
structures in the baseline year. The model usesGhAP 6.2 database, which has
baseline data for the year 2001. The databasedes Updated to adjust for changes in
the trading environment, such as the phase-outeohgreement on textiles and clothing
(ATC). See also the section on model data.
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The applied trade liberalisation scenario

Within this consistent and well-established modellframework we analyse the effects
of a scenario of a potential free trade agreenidémtone knows what such an agreement
will look like in details, and no one knows whenwiil be implemented. We have been
asked by the Commission to look at the impacts stenario of full liberalisation of
trade between the EU and Mercosur. While such aasmemight be desirable for both
the EU and Mercosur, it is unlikely that full lilzdization scenario can be agreed in the
short term. The scenario for this analysis as @efiny the European Commission covers
the following elements:

= A removal of all tariffs and non-tariff barriers agriculture, while keeping the
domestic agriculture policies in both the EU andddsur unchanged

= A removal of all tariffs and non-tariff barriers imanufacturing, and thus
providing full market access for non-agriculturabgucts

= A removal of all barriers on cross-border tradeenvices (mode 1), while leaving
aside the potential gains from opening the two eowas for investment in
services via lower barriers to consumption abro@adeign establishment or
movement of natural persons (thus modes 2, 3 ardrbt included)

= A representation of trade facilitation measures. (feducing barriers related to
customs procedures and other administrative burdeestly related to trade),
which for the purpose of the analysis has been iem@s reduction in trade
costs of 1 percefft"

In summary, the applied scenario is a conservastanate of an ambitious free trade
agreement. The scenario is conservative in theesdéhnat where ever needed we
deliberately chose the most conservative assungtiamd we avoid overestimating the
economic gains by only including the effects whete widely accepted to be well
captured in this kind of model (e.g. we use a @mtsteturns to scale model which
provides more conservative evaluations of free eragreements than models with
increasing returns to scale).

We also restrain from formal modelling of effecthaxe little is known about the actual
flows and the factual barriers — as is the casddaign direct investment in services.
This does not mean that investment in servicesrédevant or unimportant. On the
contrary, relaxing barriers to foreign establishin@m services could bring further
benefits to both economies, but the required datéofmal modelling are unavailable.

124 Quantification of the economic benefits from trddeilitation is challenged by the lack of reliazlad

precise data and the complexity of the underlyingués. Quantitative studies generally show that
reductions in trade transaction costs may resulidtiare gains of the same or larger magnitude thase
expected from tariff liberalization. These studi¢so generally show that no, or very few, countviesild
loose from global trade facilitation and that dews#hg countries have the most to gain from
implementation of trade facilitation measures, @liffh important variations can be expected across
countries, sectors, and types of traders (Franeoa., 2005; OECD, 2003a). In quantitative modelli
estimates in the range from 1 to 3 percent of tams are generally assumed. We have chosen ttee mo
conservative estimate of 1 percent trade facititati
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Furthermore, we chose to model only the static @atpve effects from trade
liberalisation, and thereby leaving the dynamicetff from trade induced productivity
gains aside. Again, we have deliberately chosemtbst conservative assumption, and
modelled the static comparative efficiency gainanfrbetter allocation of production
factors between sectors based on today’s produatidncost structure. However, recent
literature on the dynamics of trade liberalizatsuggest that trade liberalization can lead
to greater international competition and therebyipcreased pressure on domestic firms
to improve productivity and to innovate, but suéfees are not formally modelled and
any such benefits should thus be added to the stathparative gains quantified in this
analysis.

At the same time, the scenario is ambitious. Hrgbitious in the sense that all barriers
that can formally be included in the model are reedabin the scenario. That being said,
we also underline that the scenario is not chosmause we consider it as the most
likely, nor necessarily as the most desirable stendt could turn out that both
negotiating parties find it useful to negotiatettfigr liberalisations in services, especially
in reducing the barriers to foreign establishmdrdgapvice firms, while keeping some of
the existing protection in sensitive sectors suchgriculture, food and automobiles, or at
least consider very long transition periods forlsambitious trade reforms.

The above mentioned scenario is deliberately chasenthe one giving the best
possibilities for revealing potential social and/ieonmental side-effects that needs to be
dealt with in order to achieve the economic ganasnffree trade. When negotiating a
final agreement, the current analysis can thernesas\part of the evidence-base and make
negotiators well-prepared to tackle potential conse

Summary of results

In this study we have analyzed the possible effentshe Mercosur and the EU from a
full free trade agreement, where all of the aboentiwned barriers are removed. We use
a well-known and state-of-the-art general equilibrimodel (CGE-model) of world trade
for the most recent year.

If the scenario described above were fully impletednin this setting (corresponding to
today’s situation) we estimate conservatively ttiet Mercosur countries all in all will
obtain a welfare gain amounting to around 9 billié8D. The welfare gain captures the
effect from a more efficient allocation of productifactors between sectors, lower prices
on imported goods and services and higher wagéseasconomies have adjusted to the
new equilibrium without barriers. The welfare gailso takes into account that tariff
revenues are lost. But as shown, it is all in alleaonomic welfare improvement for the
Mercosur area.

The corresponding gain in the European union (EU2%round 4 billion USD (or 0.1
percent of GDP), measured at current price levedsveith the production structure and
productivity levels as in the model baseline. The$kciency gains primarily arise
because Mercosur has a comparative advantage iculigral products and processed
food, and because the EU has a comparative adwamaganufacturing and services.
This is the general picture, but as our studiesvskivere are also specialized comparative
advantages at the sectoral level.
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Overall, the results of our analysis show that laffae trade scenario between the two
regions will lead to positive net income effectsoss all countries. Looking closer at the
effects of each trade liberalization measure insitenario, we find that for the Mercosur
countries, tariff reductions are the single mospamant measure, while our analysis
shows that trade facilitation is of relatively largmportance to the EU. Trade

liberalization of cross-border services in itsaded not give as large a contribution to the
overall result. However, liberalizing other moddgrade in services, especially foreign

establishment (FDI), certainly constitute an impottpart of the trade negotiations, and
economic effects should be expected in the sesacéor as well as economy-wide from
liberalising other modes of service trade.

At the aggregate, production and output will insean both economies. On a sector
specific level, we find that in general, there viak an overall contraction of Mercosur
manufactured goods and expansion in agriculturatlgomost notably so for processed
foods. For the EU the effect is the reverse, iigtpat of manufacturing goods will
increase, while the agricultural sectors, and agaitessed foods are expected to shrink
in relative importance. Whether some sectors Witlrk in absolute terms depends on a
number of assumptions to be made outside the madelwill the identified upward
pressure on unskilled wages in Mercosur attraatdalfrom the informal sector to the
formal sector? In this case the absolute change @vahose sectors contracting in
relative terms could be positive.

We also include the effects of removing the impesite to cross-border trade in
services. However, large gains from trade in ses/are expected to arise from removing
barriers to foreign establishment. These effects raot included in the model, and
therefore substantial additional gains are expeftted liberalising in this area as well.

Besides the static efficiency gains that have bmedelled in a state-of-the-art CGE-
model there are also other potential effects:

= Economic gains from removing barriers to foreigredi investment
= Dynamic gains from trade-induced productivity gains

= Economic gains from expanding the labour force rddsur (from informal to
formal sector)

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

These aspects of free trade are also importantydué not been included in the model.
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Overview of the model

The model employed in this study is a global, radgional, multi-sectoral general
equilibrium model. In each region, there is a @ngépresentative household, which
allocates its expenditures over personal consumptioday and savings (future
consumption). The representative household ownsprtiuction factors and receives
income by selling them to firms. It also receivasdme from tariff revenues. Part of the
income is distributed as subsidy payments to s@o®ks.

On the production side, firms use domestic produactactors (capital, labour and land) and
intermediate inputs from domestic and foreign sesito produce outputs in the most cost-
efficient way that technology allows. Factor maskate competitive, and labour and capital
are mobile between sectors but not between regions.

Prices on goods and factors adjust until all markate simultaneously in (general)
equilibrium. This means that we solve for equililoni in which all markets clear. While we
model changes in gross trade flows, we do not moldahges in net international capital
flows. Rather our capital market closure involve®d net capital inflows and outflows.
The model is described in more detail in the tecddrannex.

Model Data

The GTAP version 6.2 dataset is benchmarked to,28@ includes detailed information
on input-output, trade and final demand structui@s the whole world this year.
However, there are some important changes to Hue tpolicy environment that have
happened since then, that we wish to include inkthsic dataset. Therefore, before
conducting any policy experiments, we first runra-experiment, where we include the
ATC phase-out, Chinas accession to the WTO, EUolfing the European Union in
2004, as well as Venezuela joining the Mercos2006.

In short, the data set we employ for the analysia representation of a notional world
economy in 2001; this should be borne in mind wimearpreting the results of the
model.

For the purpose of this study, the GTAP data basebeen aggregated into 22 sectors
and 10 regions. Table A.1 below shows the sectoctsire.

Table A.1: Sectors in the Model

Primary sectors Manufacturing Sectors  Service seots
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 aggregatadrseand the original GTAP sectors, together witisaof
regions used in the model can be found in the Annex

Most sectors in model are self-explaining from sleetor label in the table above. A few
sectors need a little more explanation. “Proced$eed” is covering product categories
like processed meat, vegetable oils and fats, daogucts, processed rice, sugar, and
beverages and tobacco products. The label “oth®ices” covers travel and tourism
receipts, hotels, and other personal servicesgtsas dwellings.

Economic effects in the scenario compared to the baline situation

We now turn to the results of the analysis and egei$ on describing and discussing the
main results.

Real Income Effects

When we construct our key economic indicator, reabme, we combine the effect of
changes in incomes and changes in consumer pxietsland calculate the net economic
effect for a representative consumer in each ecgifonand look at the results in the free
trade scenario compared to the constructed baseline

We show that the trade liberalisation scenariordefiabove have positive real income
effects for all countries in Mercosur, and a pesitreal income effect for the European
Union as a whole (EU25). The effect on real incamalso positive for EU15 as well as
EU10 taken separately. In total both EU and Mercgsin economically from free trade.
Seeing that the Mercosur countries have highaairbarriers to trade, these countries are
expected to experience larger gains from free frat®nly because of the increase in
purchasing power for domestic consumers when tge tariffs on European goods are
dropped. This is confirmed by the model simulatidnsabsolute terms, a potential full
FTA is expected to lead to a real income gain dittee over 9 billion US$ for the
Mercosur countries. For the EU25, the corresponfijmge is close to 4 billion US$.

Take the combined Mercosur economy as example. Reame basically increases
through two channels. One is through the generatiohigher incomes when export-
oriented sectors expand their activity, as doesk@mmple the Brazilian processed food
sector (e.g. meat products and dairy products).dther effect is through the reduction
of consumer prices for imported goods when taofisEuropean imports are removed.
We need to keep both these effects in mind wheluatiag the economic impact of a
free trade agreement on final consumers.

125 Technically we measure the change in so-calledivedent variation’ (EV). The idea is that we fitlie
income required to ensure that we are at the neel te utility but with the old set of prices. Asse that
trade liberalisation makes prices fall. At the oréd price level, what is then the minimum amoufit o
money which we would have to give to our represargaonsumer to make her as well off as she will b
after the price fall? The answer is EV. EV is altralgvays used as the best lower bound approximation
the true welfare effect in terms of consumer’s kigp
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The national real income effects are summarizedahle A.2 below. As can be seen
from the table, large countries have large absoy#ims. Thus, approximately three
guarters of the net income gain in Mercosur iskattable to Brazil and the lions part of
the European gains are not surprisingly found il&U

Table A.2: Real Income Effects, Overview

Gain in Millions of Change from baseline

Uss$
Argentina 1255 +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 imsmaller than the European

Union™*®, this naturally implies that the relative effects real income for Mercosur are

larger. For Argentina and Venezuela, the effeces @5 and 0.1 percent of GDP

respectively, while for Brazil the correspondinguie is 1.5 percent. The biggest relative
effects are shown to arise in Uruguay and Paraguagre a full FTA between Mercosur

and EU25 is expected to lead to increases in reginie amounting to 2.1 and 10.0
percent of GDP. For the European Union the relatieeincome effect is shown to be
approximately 0.1 percent.

In order to find out more about the effects of @lifnt trade liberalization measures, we
now decompose the real income effects with respectariff reductions, service
liberalizations and trade facilitation.

Tariff reductions are the most important factor tioe gains from trade liberalization in
the Mercosur countries. This measure accounts fidtlea over 60 percent of the real
income effect. The second most important factor thee Mercosur countries is trade
facilitation, which would account for approximate®) percent of the gains under the
assumptions made in the model. It is interestingdte, that although our liberalization
scenario assumes a full liberalization of tradesemvices for Mode 1, this measure is
shown to have a limited effect on outcome. In shdatiff reductions and trade
facilitation are very important for the Mercosur rgalize the potential gains of a free
trade agreement with the EU. The main reason fisrrésult is that Mercosur is facing
high tariffs in EU on those trade flows that areeatly the most important ones.
Therefore, if substantial tariffs are removed oosthgoods which are already traded the
most, then this is inevitably having a large impact

126j e. in GDP terms, the Mercosur market is lesa tt&% of the European Union, according to the \Worl
Bank World Development Indicators (WDI) 2005.
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On EU’s part, trade facilitation is shown to be thmgle most important trade

liberalization measure. Here, trade facilitationcamts for approximately half the

increase in real income for EU25. Tariff reducti@me attributable for 35 percent, while
the corresponding figure for service liberalizatisnl5 percent. Thus, for both regions
tariff reductions and trade facilitation are th@wh to be central, while the gains are not
very sensitive to the level of Mode 1 liberalizatimking place in the service sector.

Table A.3: Decomposition of Real Income Effects, (Mions of US$)

Total gain Of which from Of which from Cross- Of which from
Goods border Service Trade Trade
liberalisation Liberalization Facilitation
Argentina 1255 411 138 705
Brazil 6 883 4510 465 1908
Paraguay 643 502 12 129
Uruguay 369 272 21 76
Venezuela 91 -267 61 297
Total Mercosur 1103 507 697 502
EU15 3700 1306 558 1836
EU10 201 39 18 144
Total European 201 39 576 144

Union

Source: Model simulations
Output effects

In this section, we describe the changes in outpech country. Here we measure the
changes in value added holding producers pricestaon This economic indicator is
thus used to analyze how much more value is crdedadexpanding production in each
economy as a result of our trade liberalizatiomade. Since we hold producer prices
constant this is an aggregated indicator for thedgoproducing sectors to reflect the
changes in physical output due to free trade.

First we summarize the overall national effectspoaduction, and later we go on to
discuss the changes in sectoral output for eackmtogouLooking at the increase in
economy-wide output, the largest relative effecesia Mercosur, again most notably so
in Paraguay, where output is expected to incregszdpercent as a result of a potential
FTA. Also, the expected effects are quite large Jonguay and Brazil, with expected
increases of close to one percent. For Argentirme¥Zuela and the European Union, the
effects on total output are smaller. The natiorf@nges in output are summarized in
table A.4 below.
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Table A.4: Economy-wide output changes

Argentina Brazil Uruguay Paraguay Venezuela EU15 EUWO

Change from

baseline +0.3% +0.8% +2.5% +0.9% +0.3% +0.1% +0.1%

Source: Model Simulations
Note: Output is measured by value added (GDP) a&rgproduce prices.

Effects on Sectoral Outputs

Disaggregating the economy-wide output changes,fimg that the specific barriers
removed in our scenario leads to some change®iprtduction structure across sectors.
These changes are summarized in Table A.5 and &dldwb Overall, a pattern emerges
where, for Mercosur, there is an increase in tlwgyetion of agricultural goods, while
the manufacturing sectors in general contract. dpposite is true for Europe, here,
production of agricultural goods is expected teloaportance, while the manufacturing
sector in general will expand. The changes in sattoutput composition mirror the
underlying initial levels of trade protection, igomestic output is expected to decrease
as a result of increased competition, in the indesthat initially enjoyed high levels of
import protection.

Production of grains, other crops, animal prodactd processed foods are expected to
increase across all Mercosur countries. Meanwhiléhe manufacturing sectors metals,
motor vehicles, transport equipment and machinezyall shown to contract. As pointed
out in the previous section, these are among tt®rsewhere the ex-ante Mercosur trade
barriers were higher than their European count&spar
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Table A.5: Sectoral Output Shares in Mercosur in baeline model data

Value Added Shares, 2001

Argentina Brazil Paraguay Uruguay
Grains 15 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 15 15 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 non-metallic minerals 2.3 2.7 2.6 25
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 13 2.2
Transport services 5.3 2.4 3.3 104
Financial services 3.9 8.5 2.6 3.8
Business services 6.4 13.2 3.0 53
Other services 38.2 27.4 12.9 31.8
Total 100 100 100 100
Source: Model simulations
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Table A.6: Sectoral Output Shares in Mercosur in fll 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 19 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 15 1.4 14 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 non-metallic 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 leadhh increase in overall

production amounting to 0.3 percent. In genera,dbctor specific effects are not so big
in Argentina as for the other Mercosur countrieemaring the changes in output to
their relative share of total production gives #dryepicture of each sector’s effect on the
overall economy. Each industry’s share of produrcti® available in the annex. For
Argentina, output in the sector ‘other service’attributable to 38 percent of total value
added, thus the 0.2 percent increase in this isaggd to have a significant effect on the
overall economy. Meanwhile, the 15 percent decreasmachinery sector, although
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dramatic on a sector specific level, does not ted@sto a big effect on the general
Argentinean economy, since this sector only aceofontl.7 percent of total production.

TheBrazilian economy is shown to expand overall output by @&ent as a result of a
potential FTA. Here, the biggest relative incremsghown to occur in the processed food
sector, which is expected to expand by close t@&@ent. Seeing that 3.5 percent of
total production is attributable to this sectonistlarge increase will have a significant
effect®” on the overall output increase in the economy. $ame is true for animal
products, which is accountable for 1.8 percentotdltvalue added, and is expected to
increase by 32 percent, which implies an overddiatfof 0.6 percent. Motor vehicles are
shown to be the sector expected have the biggesgtaction, here production will
decrease its share of total value added from 0®@06%. However, the overall effects of
this decrease will not be very big, since less tbhaa percent of total value added is
attributable to this sector. The production of miaehy is also expected to contract in
relative terms.

The effects in the applied free trade scenarioeaqmected to have large effects on the
Paraguayan economy (detailed results are shown in appendig)previously pointed
out, this is true at the aggregated level i.e.derall effect on output is expected to be
2.5 percent, but also on disaggregate level. Aslmseen from the table above, the
largest absolute increase is shown to occur irptbheessed foods sector, where output is
expected to increase by almost 75 percent. Sekaighis sector is accountable for close
to 5 percent of overall production, this leads tbig increase (i.e.3.5%) of total value
added. Animal products is the sector with the sddaiggest expected expansion, i.e. 37
percent. Close to five percent of all Paraguayadyction stems from this sector, so a
large share of the overall gain comes from thisgase as well. On the contracting side,
the motor vehicles, transport equipment and machisectors are all expected to lessen
their importance in terms of share of total valdeled. Although these are large sector
specific changes, the effect on total output i/ \kenited since these sectors account for
less than 0.1 percent of overall production. Thétias sector, which is expected to
decrease by 7.8 percent, is the single most impioitantracting sector, since it is
accountable for close to 20 percent of total prtdac (i.e. the decrease in this sector is
accountable for a total decrease of 1.5 perceaverfall production).

In Uruguay, the processed foods sector has the relativelyesir share of overall
production in all of Mercosur. 7.4 percent of totalue added in Uruguay is attributable
to this sector, the expected 17 percent increapeoutuction in this sector, is accountable
for a 1.3 percent increase in overall productiohisTis counteracted by the expected
decrease in production in the textiles and clottsagtor, which accounts for a decline of
0.3 percent of total value added. Please refepperdix for details.

The total effect onEU15 output sums up to 0.1 percent of GDP. The lowerg

Mercosur import protection leads to an expansiothefEuropean metals, machinery and
automotive sectors. In general, production of maciuiring goods is expected to
increase, while the agricultural sectors in genaral processed foods in particular are
expected to contract. Meanwhile, the service ssctohich are attributable to about 75
percent of EU output value, are also positivelyetiéd from the removal of the barriers

127 e. 0.466*3.5=1.6% to be exact.
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to cross-border trade in services. However, theicersectors will further benefit from
reducing the barriers to foreign establishment.

Table A.7: Changes in Sectoral Output, EU

Value Added Shares in baseline model data (2001) &m the scenario of free trade

Change in scenario from

Baseline data Free trade scenario baseline

EU15 EU10 EU15 EU10 AEU15 AEU10
Grains 0,16% 0,77% 0,15% 0,76% -0,01% -0,01%
Crops 0,92%  2,05%  0,92% 2,05% -0,01%
Animal Products 0,58% 1,29% 0,56% 1,28% -0,02% 19,0
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% 6,00% -0,16% 79%0,1
Textiles and Clothing  1,22% 2,73% 1,23% 2,73% +2%01 +0,01%
Wood, Pulp, Paper 2,34% 3,50% 2,34% 3,50% +0,00%
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% +201
Transport Equipment 0,53% 0,56% 0,53% 0,57% +0,01%
Machinery 6,58% 6,55% 6,67% 6,60% +0,09% +0,05%
Utilities 2,10% 3,86% 2,10% 3,87% +0,01%
Construction 6,04% 6,29% 6,04% 6,29%
Wholesale, Retail 12,99% 13,13% 12,99% 13,15% 10,0
Communications 2,46% 2,33% 2,46% 2,33%
Transport Services 4,36% 6,10% 4,36% 6,11% +0,01% 0,020
Finance 417%  2,28% 4,17% 2,28%
Business Services 11,91% 11,62% 11,92% 11,62% 99,01
Other Services 30,62% 17,60% 30,62% 17,62% +0,02%
Total 100,0% 100,0% 100,0%  100,0%

Source: Model simulations

For EU10, the effects are very similar to EU15 with an estpd contraction in the
agricultural sectors, most notably so for procedsed, which for EU10 is a substantial

sector in terms of overall production (i.e. 6.2%¢gre, the manufacturing sectors are also
expected to increase their importance, with sigaift overall effects in the sectors
metals and machinery which are accountable for tedimypercent of total output each.
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Trade Effects

Having analyzed the expected changes in productiennow turn our attention to the
effects on trade. As previously pointed out, prduncin the agricultural sectors in
Mercosur are expected to expand, while the manufact sectors in these sectors will
decrease output as a result of trade liberalizafiaible A.8 below show the changes in
export for each sector in Mercosur.

Table A.8: Change in Exports, Mercosur (value of gxorts, millions. USD)

Argentina  Brazil Paraguay Uruguay Mercosur Pct of
baseline (%)

Grains 478 -191 -15 16 288 7
Crops 22 -2.024 -218 -3 -2.137 -22
Animal products -21 -118 -9 -22 -161 -36
Forestry 1 -11 -2 -4 -16 -12
Fisheries 2 -6 - -2 -5 -7
Mining 8 243 - -1 361 2
Processed foods 2829 31.203 1.829 1.114 37.242 210
Textiles and clothing 125 -244 -51 -88 -229 -4
Wood, pulp, paper 42 -456 -32 -16 -449 -8
Chemicals 143 -378 -14 -36 124 1
Metals 215 -448 -8 -18 256 2
Motor vehicles 8 -886 - -35 -816 -11
Transport equipment 31 411 - -4 -380 9
Machinery -33 -1.436 -15 -33 -1.412 -13
Utilities -31 5 -138 38 -123 -6
Construction 1 3 - - 4 9
Wholesale, Retall 43 121 -11 5 181 16
Communications 92 49 -1 5 150 24
Transport services 20 -72 -8 -55 -62 -1
Finance 28 80 -5 8 117 13
Business services 160 672 -7 2 857 16
Other services 237 18 -9 5 332 14
Total 4.399 25.735 1.284 874 34.124 26
Change in country exports (%) 14 38 42 27 26

Share of Mercosur change (%) 13 75 4 3 100

Source: Model simulations; Note: Intra Mercosur teaidcluded

As can be seen in Table A.8, the expected chamgesports are largely in line with the
prediction with regards to changes in productiolthoaigh the overall increase in
agricultural production is mainly spilling over an increase in processed foods. Above,
the primary agricultural sectors, i.e. grains, sropnd animal products are all shown to
increase in Brazil in Table A.9,however, they al®wn to decrease in exports. The
underlying reason for this is that these productsused as intermediate inputs in the
processed foods sector, which could increase as raactriple. This is also true for
Paraguay.

It is always difficult to predict the impact of & changes, but given that the EU in the
base year apply a very high protection againstdeayan food products (92%) we can
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certainly predict a large increase on this trade lif these barriers are completely
removed.

Mercosur imports are also expected to increasteanfree trade scenario, and when the
intra-Mercosur trade is counted and measured imegaimports increase more than
exports and the trade balance is worsened, cfeTaldl.

Table A.9: Change in Imports, Mercosur (value of inports, millions. USD)

Argentina  Brazil Paraguay Uruguay  Mercosur Pct of baseline
(%)

Grains 4 776 18 3 801 68
Crops 63 614 101 13 790 57
Animal products 21 284 29 16 349 189
Forestry 0 7 0 0 7 38
Fisheries 1 15 2 19 36
Mining -1 -253 -10 -265 -6
Processed foods 532 4,199 645 521 5.897 205
Textiles and clothing 203 919 115 78 1.316 42
Wood, pulp, paper 190 580 54 36 860 32
Chemicals 264 1.487 88 41 1.880 10
Metals 286 1.768 105 60 2.220 38
Motor vehicles 527 7.906 28 5.461 90
Transport equipment -1 -255 0 -256 -7
Machinery 1.440 8.249 352 117 10.158 35
Utilities -79 108 1 9 38 2
Construction 13 16 29 49
Wholesale, Retall 198 623 26 25 872 41
Communications 36 -9 3 16 47 8
Transport services -30 219 36 38 263 4
Finance 193 537 53 15 799 39

Business services 267 2.334 21 29 2.651

Other services 433 800 44 77 1.354

Total 4.560 27.925 1.755 1.115 35.290
Change in country 18 39 64 26 34
imports (%)

Share of Mercosur 13 79 5 3 100

change (%)
Source: Model simulations
N.ote.: Intra Mercosur trade included

The corresponding results for the EU are very sintth the expected changes in output.
(Tables A.10 and A.11)
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Table A.10: Changes in Exports, EU (value of tradanillion. USD)

EU15 EU10 EU25 Pct of baseline (%)

Grains -302 -7 -309 -4.2
Crops 55 -5 50 0.2
Animal products -263 -7 -270 -3.3
Forestry 0 -1 -1 0.0
Fisheries -9 0 -9 -0.3
Mining -19 0 -19 -0.1
Processed foods -6.697 -178 -6.872 -5.0
Textiles and clothing 1.051 24 1.075 0.8
Wood, pulp, paper 113 0 113 0.1
Chemicals 1.466 32 1.498 0.4
Metals 1.469 113 1.583 0.7
Motor vehicles 4.545 133 4.679 1.7
Transport equipment 79 34 113 0.1
Machinery 9.327 318 9.645 1.4
Utilities -11 6 -4 0.0
Construction 0 0 0 0.0
Wholesale, Retall 0 4 4 0.0
Communications 0 0 0 0.0
Transport services 244 25 269 0.2
Finance 0 0 0 0.0
Business services 170 0 170 0.1
Other services 0 5 5 0.0
Total 11.222 497 11.719 0.4
Change in country imports (%) 0.4 0.3 0.4

Share of Mercosur change (%) 96 44 100

Source: Model simulations, including intra-EU trade
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Table A.11: Changes in Imports, EU (value of trademillion. USD)

EU15 EU10 EU25 Pct of baseline (%)

Grains -116 -6 -123 -1.8
Crops -1.655 -12 -1.667 -3.4
Animal products -535 -6 -541 -5.5
Forestry -22 0 -22 0.6
Fisheries -86 0 -86 -2.3
Mining 384 0 384 0.3
Processed foods 29.918 -175 29.743 23.0
Textiles and clothing 378 23 401 0.2
Wood, pulp, paper 6 0 6 0.0
Chemicals 615 52 668 0.2
Metals 1.623 114 1.737 0.8
Motor vehicles 1.069 100 1.170 0.5
Transport equipment 88 40 128 0.2
Machinery 3.187 411 3.598 0.5
Utilities 250 4 253 1.6
Construction 10 0 10 0.1
Wholesale, Retall 261 3 263 0.4
Communications 113 0 113 0.6
Transport services 46 14 60 0.0
Finance 141 0 141 0.3
Business services 993 0 993 0.6
Other services 419 3 422 0.5
Total 37.088 565 37.653 1.4
Change in country imports (%) 1.5 0.3 1.4

Share of Mercosur change (%) 98 2 100

Source: Model simulations, including intra-EU trade

As could be expected, trade liberalization imphkes overall increase in export for all
countries in Mercosur and the EU. The aggregatexh@gds in national imports and
exports are summarized in Table A.12

TableA.12: National Trade Balance Effects (percenige 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 inMleecosur countries. The increases in
exports are expected to be big in Brazil, Uruguag Baraguay. Seeing that the majority
of EU-Mercosur trade is accounted for by Brazik ®i7 percent increase in Brazilian
exports implies a large increase in trade betwkernvto trading blocs.
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Social effects in the scenario compared to the bdse situation

We now turn to the social effects in terms of wagesl return on investment. We
decompose the real income effects with respedidahree production factors unskilled
labour, skilled labour and capital. Table A.13 @mé summarizing data on changes in
wages for skilled and unskilled labour and changesal return to investment.

Table A.13: Decomposed Income Effects (percentagkange)

Argentina  Brazil Uruguay Paraguay EU15 EU10

Unskilled Real Wage Effects % 0.3% 0.9% 5.5% 1.4% 2% 0.1%
Skilled Real Wage Effect % 0.0% 0.7% 3.2% 0.7% 0.3%.2%
Real return to Investment % 0.1% 1.8% 8.0% 1.4% 9%0.10.2%

Source: Model estimations
Wage Effects

Trade liberalization is shown to have positive effeon wages for both skilled and
unskilled labour in both the EU and Mercosur. Thege increase for unskilled labour
will be relatively higher in the Mercosur countrieghile skilled European workers are
expected to enjoy the larger wage incréfse

Real Return to Investment

The real return to investments is also expectethdcease across both Mercosur and
Europe as a result of a potential FTA. Overall, itheease in return to capital will be
higher for the Mercosur countries, most notablysdJruguay (8.0%) but also for Brazil
and Paraguay. The increase in return to investmen&xpected to be smaller for
Argentina, Venezuela and the European countries.

Energy and environmental effects in the scenario copared to baseline situation

The total consumption of coal and oil declineshia scenario while the consumption of
gas increases. All in all the demand for the engyds falls. Brazil is the country that
reduces the energy demand most. The total decre&sazil is 5.2 Mtoe where the main
part comes from reduction in oil demand. EU15 &s rggion with the largest increase in
energy demand measured in absolute terms. Invel&rms Venezuela increases the
demand most. For both regions it is the demanddsrthat increases most.

128 Employment is — by definition — kept constant le scenario. Therefore, the shown wage shift is the
resulting change in wages that exactly clears dabeur markets. If we made different assumptionsiabo
the functioning of the labour markets some of thiage increase will be transformed into higher
employment, and smaller increases in wages.
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Table A.14: Energy consumption for firms and houseablds (Mtoe)

Coal Qil Gas Total Energy

Benchmark Scenario Benchmark Scenario Benchmark Seen&'enchmark 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 14146 14122

Source: Model simulations

The decrease in demand for energy and the shitirtsmgas and away from oil results in
a decrease of Gemissions from EU-Mercosur production. The largedtction comes
from oil while emission from gas increases.

Overview of key indicators

Our free trade scenario is welfare improving fottbwading blocs in terms of increasing
real income. All countries in Mercosur as well s two parts of Europe we analyze
(EU15 and EU10). Aggregate output in all partshaf two trading blocs is also expected
to increase as a result of free trade.

A free trade scenario as analyzed here will etdagje scale and long term adjustments to
the two economies. Brazil, Paraguay and Uruguayfagesee an economic gain from a
major restructuring of their economies, with a @ase in output shares for some sectors
and a increase in output from the processed fociise

From a social point of view these sectoral changilsimply adjustment costs which
have not been quantified in our economic studynfeolabour market point of view the
overall change is positive in all economies sino¢htskilled and unskilled wages are
expected to increase, or may — depending on thetifumng of the labour market —
attract labour to shift from the informal to therrfl sector and thereby increase the
labour supply. Furthermore there is generally atpessocial profile of the wage shift in
the direction of more convergence between skilledl anskilled wages. Unskilled wages
increase generally more than for skilled labouMiercosur. In the EU the reverse is true
and skilled wages increase more than unskilled.

In terms of energy consumption we assess thateatfagle agreement could lead to less
energy consumption in production because the endrggnsive parts of the
manufacturing sector are shifted towards Europera/firms generally are more energy
efficient than the Mercosur counterparts. The loamergy consumption and substitution
towards more gas leads to a small downturn in t@gbon emissions from production in
Mercosur and EU together. A drop in emissions inrddsur is counteracted by an
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increase in emissions in the EU, but the net-rasudixpected to be a small reduction in
carbon emissions. Carbon emissions elsewhere wakld are assumed unaffected.

Effects on the rest of the world

The rest of the world is also affected by a potdritee trade agreement between the EU
and MercosurTotal world welfare in terms of real income is ieased by a bilateral free
trade agreement between the EU and Mercosur. Tims ¢@a the two parties (EU and
Mercosur) outweigh the loss to the rest of the d:iofhe other South American countries
(both the Mercosur associates and the rest of Somitrica) are facing a relative decline
of real income of -0.1 percent. While the negateal income impact on the rest of the
world is large in absolute values, the change sgymificant in relative terms (less than
0.1 percent) (Table A.15).

Table A.15: Welfare Effects, millions of dollars

Goods liberalization  Liberalisation of Total effect
(tariff cuts and other cross border (including 1 pct. trade
AVTS) trade in services facilitation)

Argentina 411 138 1.255
Brazil 4510 465 6.883
Paraguay 502 12 643
Uruguay 272 21 369
MERCOSUR -165 -12 -173
associates
Other South -65 -7 -67
America
EU15 1.306 558 3.700
EU10 39 18 201
ROW -2.594 -199 -2.982

Source: Model results
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ANNEX 2: SOCIAL AND ENVIRONMENTAL INDICATORS FOR
MERCOSUR

Social Indicators

Argentina and Uruguay are classified as upper middtome countries in the World
Bank classification, and Brazil and Paraguay asstomiddle income. Paraguay is the
only Mercosur member with a significant inflow aévelopment aid.

Unemployment in Argentina and Uruguay, is arounébo2sf the labour force. In both
countries, rural unemployment is significantly reghthan in urban areas. In Brazil and
Paraguay overall unemployment levels are lowerofdsd as less than 10%), and are
higher in urban than rural areas. Formal unemplayrstatistics are likely to understate
the level of underemployment and unrecorded uneynpot.

The proportion of the population living at lessnHaS$ 1 per day is 16.4% in Paraguay,
8.2% in Brazil, 3.3% in Argentina and less than 22&Jruguay. The proportion of the
population with incomes below $US 2 per day ar2%3in Paraguay, 22.4% in Brazil,
14.3% in Argentina and 3.9% in Uruguay.

The countries’ rankings in the broader measuréef-tuman Development Index follow
the same order as GDP per capita, with Argentind&33, Uruguay at 0.840, Brazil at
0.792 and Paraguay at 0.755. Poverty levels vaggifeantly between regions,
particularly between the more prosperous cities r@miote rural areas. In Paraguay a
skewed distribution of land ownership, with the wviegelming majority of peasants
without formal land titles, contributes to a higtvél of rural poverty.

Life expectancy at birth is the highest in Uruguaty75.4 years, followed by Argentina at
74.5 years. Brazil (70.5%) has the lowest lifeextpncy, with Paraguay slightly higher
at 71.0%. Life expectancy in Brazil has improwegnificantly in recent years, from
68.3 years in 2001.

Brazil has a lower adult literacy rate, at 88.4étnpared with 91.6%. The two richer
countries have significantly higher literacy ratas,97.2% in Argentina and 97.7% in
Uruguay. Brazil has however made strong progresgh,a combined enrolment ratio the
second highest in the region at 91%, after Argantin95%. Uruguay has a combined
enrolment ratio of 88%, with Paraguay lagging faehibd at 73%. Secondary education
in Paraguay is particularly weak, at 51% of chikdre

Income inequality is the lowest for the four coisdrin Uruguay, with a Gini index at
44.8.. The figure has shown only slight variatomiween the pre and post-crisis periods.
In Brazil income inequality is among the highesttie world, improving somewhat
between 1994 and 2003 to a figure of 56.9, thdmfpsharply back in 2004 to the 1994
level of 61.5. Inequality in Paraguay is similat,57.9, with Argentina rather lower at
52.7. The figure in Argentina has been rising dtgagince 1996, when its Gini index
was 48.5.

Although per capita income in Argentina rose in gely 1990s, the distribution of

income worsened and the income of the poorest 26&tingéd. Since 1995, average
income for nearly all groups fell, except for thighest 20%. Similarly in Paraguay,
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income inequality rose significantly between 199@ 4995 and has stayed relatively
high. With rising unemployment in both countriesany of the poor have resorted to
work in the informal sector, with limited socialgpection. Poverty in Brazil is similarly
linked with large disparities in income, both betweaegions and in the social exclusion
of some groups.

As well as income inequalities, the rural poor oftave limited access to social services,
and lack the power to exercise rights to land oplegment. Indigenous peoples and
other ethnic minorities are particularly affectadth a close connection to environmental
issues, for example in the Amazonian forest.

As measured by the Gender-related Development Jnigentina has the highest levels
of gender equity at 0.854, followed by Uruguay &36. Paraguay has the lowest level
of gender equity, at 0.742, with Brazil at 0.786.

Environmental Indicators

Mercosur has the largest reserves of arable lamd$aaestsn the world. The expansion

of agricultural activities combined with loggingshked to a rapid deforestation in many
areas, especially in Brazil and Paraguay. Othelviaes such as mining and road
construction have also contributed to deforestation

Biological diversity is also high in coastal zonegere it is threatened by population
pressures and commercial activities such as shiammping and oil extraction. Fisheries,
especially in Argentina, have suffered from oveplexkation of some species. Concerns
have also been expressed about the impact on Bkisty of transgenic crops,

particularly in Argentina and in Brazil, used béggally and illegally.

The main threat to air quality comes from emissiafispollutants in urban areas,
particularly from road transport. Industrial ennds are also significant in some areas.
In Brazil and Argentina oil extraction and the cheahindustry are significant pollution
sources.

The Amazon hydrographic basin and the Rio de &aPbasin (Parana and Uruguay
rivers) are unigue sources of water for human coqsion and for hydroelectric energy

and navigation, presenting both economic opporiesdnd threats to these very sensitive
marshland eco-systems. To date, few measures lemrethken in the Mercosur area to
avoid water pollution caused by domestic and inthistvaste products. The drainage
and recycling of waste waters is still in its inégn

The agriculture sector has grown rapidly since 1B80s, with potential for pollution
from fertilisers and pesticides. Other concernsearom pollution from mining and the
chemical industry. Water is abundant in most paftthe region, and water quantity is
not a major issue in most areas.

Some environmental qualities are improving whiléhens are deteriorating, through
effects such as depletion of water resources, kemversion, coastal development,
climate change, urbanisation and increasing consampollution and waste generation.
Many of the environmental trends are associatedh sitcial and economic ones,
including industrialisation and economic growth.
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