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THE EXTERNAL DIMENSION OF MERCOSUR: PROSPECTS FOR
NORTH-SOUTH INTEGRATION WITH THE EUROPEAN UNION

Paolo Giordano*

The paper addresses the particular issues that arise during the negotiation of
comprehensive trade and integration agreements, which involve political and
cooperation dialogue in addition to trade liberalization talks. It explores the features
of the New Regionalism that emerged in the Southern Cone region during the 1990s
and in this light it analyzes MERCOSUR's South-South external agenda. Since the
negotiation with the EU stands as a laboratory for a new model for North-South
integration it provides a detailed analysis of the political and economic incentives
for thisintegration process. The paper concludes by highlighting the prospect of this
first-ever reciprocal North-South association between two customs unions.
Particular attention is dedicated to the issues raised by the need of involving the
civil society in international trade negotiations.

Contents

[.  INTRODUCTION

The successful construction of closer ties among European countries through a sustained
process of increasingly deeper regional integration has been inspiring many political
leaders in the developing world, in particular in Latin America and the Caribbean (LAC).
During the last decade the LAC region witnessed an unprecedented interest in regional
integration. Unlike the old vintage of regional integration initiatives, the New
Regionalism is an integral part of the structural reform process which is designed to make
economies more open, more market-based, more socialy equitable, more democratic and
more internationally competitive in a globalizing world economy. MERCOSUR is a
prominent example of this new wave of regional integration agreements.

Ever since the 1960's, the EU has established and built up an increasing series of political
and trade relations as well as co-operation agreements with Latin America. This long-
standing cooperation between the two regions allowed the Rio de Janeiro Summit in 1999
to go one step further and establish a strategic partnership. This Summit brought 48
countries from the European Union and Latin America together for the first time and an
action plan was agreed upon in order to increase co-operation in the political, economic

* Economist with the Integration and Regional Programs Department of the Inter-American Development

Bank (paolog@iadb.org). Thanks to Paulo Roberto de Almeida, Robert Devlin, Fernando Quevedo, José
Luis Machinea, Félix Pefia and the participants of MERCOSUR Study Group of the Royal Institute of
International Affairs (Chatham House) for their excellent comments and to Reuben Kline for providing
valuable research assistance. All opinions expressed herein are those of the author and should not be
interpreted as reflecting the views of the Inter-American Development Bank.



and cultural fields. All participants are now actively pursuing initiatives to implement this
plan which was re-examined at the Madrid Summit in May 2002.

One of the most striking features of the New Regionalism is the increasing disposition
of LAC countries to enter into reciprocal agreements with industrialized countries. The
European Union has always favored the strengthening of regional integration in the
region and has therefore supported MERCOSUR initiative from its very inception in
1991. The most significant result of the Rio de Janeiro Summit was the launch of
formal negotiations “aiming at bilateral, gradual and reciprocal trade liberalization,
without excluding any sector and in accordance with the WTO” between the EU and
MERCOSUR, which should pave the way for a comprehensive Interregiona
Association Agreement.

Steps ahead of this Interregional Association process was the Free Trade Area of the
Americas (FTAA) which was launched at the Miami Summit in 1994. The FTAA is
undoubtedly the most ambitious collective initiative in the history of the Western
Hemisphere and has already generated important externalities for the hemisphere and
the multilateral system. The goa is to achieve a “balanced and comprehensive
agreement” no later than January 2005, while entry into force will be sought no later
than December 2005.

For MERCOSUR countries that are “global traders’ it is particularly important to maintain
balanced free trade relations with al maor trading partners and to actively support the
progress of the multilateral trading system. After the approva of the comprehensive Doha
Development Agenda at the World Trade Organization (WTO), MERCOSUR countries
have to insure that al preferential trade negotiations steadily advance at comparable
rhythms and are complementary to the multilateral trading system.

Referring to MERCOSUR, this paper addresses the particular issues that arise during
the negotiation of comprehensive trade and integration agreements. The second section
explores the features of the New Regionalism that emerged in the Southern Cone region
during the 1990s. In this light, the third section analyzes the South-South external
agenda of MERCOSUR. Since the negotiation with the EU stands as a laboratory for a
new model for North-South integration, the following section provides a detailed
analysis of the political and economic incentives for this process. The paper concludes
highlighting the prospect of this first-ever reciprocal interregional association between
two customs unions.
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[I. THE NEW REGIONALISM

Reciprocal preferentia trade agreements are very often the point of departure for formal
regional integration. The New Regionalism of the 1990s is led by trade agreements with
objectives of creating free trade areas or common markets. The defining difference
between the New Regionalism and earlier experiences is the policy environment. The
policy framework encircling the “old” Post-War regionalism in developing countries
involved an inward-looking and protectionist/state-led import substitution strategy
(Bulmer-Thomas [1994]). Meanwhile, the New Regionalism is inserted into a framework
of policy reform that promotes open and competitive private market-based economiesin
a modern democratic institutional setting. Indeed, the New Regionalism is an extension
of that very policy reform process (Devlin and Estevadeordal [2001]). In this framework,
regional integration is part of a three-tier trade liberalization strategy that involved
unilateral actions and regional and multilateral reciprocal negotiations.

Starting in the second half of the 1980s and with differences in the speed, modalities and
scope, MERCOSUR countries unilaterally reduced tariff levels, eliminated quantitative
restrictions and reformed their trade regimes to achieve increased openness and
transparency. The ssimple unweighted average tariff dropped from 37% in 1985to 17% in
1991, the tariff dispersion was reduced from 17% to 10% and the coverage of non-tariff
restrictions was substantially reduced (Estevadeordal et al [2000]). The active
participation of MERCOSUR countries in the multilateral trade negotiations of the
Uruguay Round (1986-1994) further sustained the momentum for trade liberalization and
resulted in the commitment to consolidate (“bind”) the maximum level of the Most
Favored Nation tariffs.

Regional integration functioned as an effective third-level strategic component that
allowed unilateral and multilateral actions to be locked-in, and smoothed the structural
adjustment and the fiscal impact of trade liberalization, hence mitigating the
bureaucratic and political economy pressure for protectionism. The development of the
regional market also promoted institutional and economic transformation that
contributed to creating greater economic interdependence, in particular through the
attraction of foreign direct investment and the creation of intra-industry trade flows.
These may in turn stimulate dynamic efficiency gains and lead to a more mature
insertion in the world economy.

Preferential trade liberalization may result in efficiency losses due to trade and
investment diversion effects, asymmetric distribution of costs and benefits among
member countries and adverse systemic effects that affect excluded third parties and
weaken the multilateral trading system. As shown by Fig. 1, preferential and non-
preferential liberalization proceeded at the same speed and resulted in almost constant
preference margins. The regiona integration process is therefore deemed to have
achieved a sufficient degree of compatibility with the multilateral trading system.



Tariff rates

FIGURE 1

MERCOSUR: EVOLUTION OF MFN AND PREFERENTIAL TARIFFS
Argentina (1985-1995)
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But the scope of MERCOSUR goes far beyond the economic trade liberalization
dimension. Growing and mutually beneficial economic interdependence among partners
typically induces demands for additional economic and political cooperation to more
fully exploit the advantages of the regional market. Growing interdependence through
trade serves to drive forward a politica agenda for deep integration and broad-based
cooperation. Indeed, regional cooperation is embedded in a wider geopolitical project
aiming at establishing a security network for fragile democracies and articul ating national
interest around a core of common strategic objectives. On the external side, regional
integration should help increase bargaining power in international fora.

In this light, during the 1990s, the most dramatic change is the gradual shift from the
traditional intra-regional focus of “ South-South” preferential trade integration to growing
interest in inter-regional “North-South” agreements, which link up commercially with
industrialized countries in reciprocal free trade, often in conjunction with ambitious
functional cooperation programs. This is something that would have been politically
inconceivable before the new policy framework. At the South-South level, MERCOSUR
countries inherited from the past a large amount of old preferential trading agreements,
the so-called “Latin American Integration Association (LAIA) historic patrimony”, which
have to be renegotiated in order to avoid perforations of the newly established Common
External Tariff (CET)." While at the North-South level, the signaling-reputation effect of
MERCOSUR spurred the start of trade talks in the “4+1” format with the United States
and in the “bloc to bloc” format with the EU, where MERCOSUR acts as a single
negotiating entity.

' The objective of insuring that pre-existing preferential trade agreements between single MERCOSUR

members and other LAIA members wouldn'’t circumvent the CET was achieved by freezing the negotiation of
new bilateral agreements, by limiting the validity of the existing agreements to the date of entry into force of
the CET and by adopting the CET (and its national exceptions) as the basis for the “multilateralization” of
existing preferences into a new agreement (Magarifios, [2000]).
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1. THE SOUTH-SOUTH AGENDA: AN OVERVIEW

Market access negotiations with LAIA members were to some extent the consequence
of an implicit built-in agenda of the Asuncion Treaty, which envisions their accession to
MERCOSUR five years after its entry into force (a tailor-made exception was designed
for Chile). Negotiations involved countries situated in three concentric circles: those
with Chile and Bolivia successfully ended with the conclusion of two separate
Association agreements, those with the Andean Community countries are proceeding at
a slow pace, while those with Mexico, athough less ambitious, face very severe
obstacles (Bouzas, [2000]).

a) Association of Chileand Bolivia

Negotiations with Chile and Bolivia ended in 1996 with the creation of two separate free
trade areas. These agreements stand as a model for other intra-LAIA externa negotiations
of MERCOSUR as they confer to the partner countries the political status of
MERCOSUR associated members. What makes these agreements unique is the
requirement of gradually and automatically dismantling all tariffs, without allowing any
permanent exception. These treaties also adopt rules very similar to those of
MERCOSUR in the areas of non-trade barriers, rules of origin, safeguards and dispute
settlement and are complemented with physical integration protocols.

MERCOSUR market access incentives were moderate in both cases, as Chile and Bolivia
only account for 4% and 1% of total extra-regional trade respectively. Strategic interests
for these agreements can be identified mainly with the objective of creating a precedent
for the dynamic expansion of MERCOSUR in South-America, a prominent Brazilian
diplomatic project (de Almeida [2002]). As such, they also highlighted some conflictive
national interests. In fact, Argentina’'s desire for Chile's association was driven by
genuine foreign policy and economic rationales, such as seeking to increase the
credibility of MERCOSUR by making a country with a good reputation in international
financia markets an associate member, but also to counterbalance the relative power of
Brazil in MERCOSUR. In addition, both agreements didn’t respond to the interests of the
smaller members of MERCOSUR. They erode the latter’s preferences in the regional
market, without imposing on the associated members the need of paying the cost of
adopting the CET.? After that the final communiqué of the first South American
Presidential Meeting held in Brasilia in 2000 revived the project of a South American
economic space, the negotiations explored the possibility of the full accession of Chile to
MERCOSUR. This option, which faces technical difficulties due to the disparity in the
level and the dispersion of the externa tariffs, was finally dismissed when Chile
announced the opening of formal free trade negotiations with the United States.

> For Argentina, Paraguay and Uruguay the cost of adopting the CET resides in the need of adopting a

higher tariff on products such as capital goods which are not produced locally.



b) Negotiation with the Andean Community

The on-going negotiations with the Andean Community (CAN) face even more
challenging issues. Market access incentives are moderate and asymmetrically
distributed among MERCOSUR members: CAN accounts for only 4% of MERCOSUR
external trade and the composition of Brazilian exports to CAN is dominated by
manufactured goods, when compared to exports to CAN from other MERCOSUR
countries. A free trade agreement with CAN would let Brazil penetrate relatively
important external markets of manufactured goods, leveling the playing field with
Mexico which benefits from preferential market access in Colombia and Venezuela by
virtue of the Group of Three agreement signed in 1995, and by creating dynamic
development effects in the poorest Northeastern regions, which are only marginally
involved in MERCOSUR. In contrast, for Argentina and the smaller members of
MERCOSUR their main interests are in natural resource based markets that CAN sees
as sensitive. In addition, these countries also have other incentives identifiable with the
erosion of preferences in the Brazilian market.

With this political-economy background, negotiations with CAN had and will have to
overcome complex institutional and technical obstacles. Difficulties have been related
with the “bloc to bloc” format for trade negotiations, hampered by the lack of
implementation of the CET in both regions, and with the disagreement over the treatment
of sensitive products. The technical negotiation on sensitive products reveals a
substantially diverging view on the modalities to achieve regiona integration.
MERCOSUR rules out any type of special and differentiated treatment, beyond the
concession of asymmetric timing for reciprocal tariff phase-out, while CAN favors
permanent exceptions to free trade and non-reciprocal market access. Despite the
reiterated political commitment to push forward MERCOSUR-CAN agenda, negotiators
didn't even reach an agreement on the multilateralization of existing LAIA bilateral
preferences, which would be the base of any possible bloc-to-bloc agreement.

An agreement between the two regions would necessarily cover al products as any
partia agreement would harm the externa negotiation credibility of MERCOSUR and
would be opposed by the smaller members of MERCOSUR and Bolivia® The relations
between Brazil and Venezuela will be determinant for the future path of MERCOSUR-
CAN negotiations. Stable and stronger relations between these two countries could in fact
contribute to the construction of one important missing development axis in South
America. Their future course is however highly unpredictable.

3

Bolivia is a CAN member and thus part of MERCOSUR-CAN negotiation even though it has already
signed a free trade agreement with MERCOSUR. Bolivia could ask for compensation if the CAN were to sign
a more advantageous agreement with MERCOSUR.



c) Trade talkswith Mexico

Trade talks with Mexico have less ambitious objectives but nevertheless face severe
difficulties. Negotiations aim at the plurilateralization of national preferences and at
establishing compensation for the entry of Mexico into NAFTA.* These negotiations,
which are not conducted on a “4+1” format, highlight the difficulties in the design of a
common negotiating strategy when national interests are highly divergent among
MERCOSUR members.> However, recently, negotiations between Mexico and
MERCOSUR regained momentum after the conclusion of an agreement for the creation
of afreetrade area and for the establishment of an Automotive Sectoral Agreement.

The review of the South-South chapter of the external agenda clearly shows how the
adoption of the New Regionalism has changed the modalities of internationa trade
negotiations in MERCOSUR. Two features seem particularly relevant in this light. The
universal, lineal and automatic modality adopted for intra-regiona trade liberalization
sustained the commitment to liberalize extraregional trade across-the-board, only
considering longer than average phasing-out periods for sensitive products. But intra-
LAC negotiations also show that the “4+1” format requires a mechanism to articulate the
nationa interests into one sustainable common position. In other words, the new
approach to intra-regiona trade liberalization had positive spillovers on the external
dimension of MERCOSUR, but at the same time the challenges on the externa side call
for an ingtitutional strengthening of the whole regional integration process.

*  The LAIA treaty (1980) establishes that LAIA members should multilateralize to all LAIA partners the
preferences granted to non-members (Art. 44). A subsequent memorandum of understanding established a
waiver to this provision and an obligation for compensation. This clause is applicable to the case of Mexico
entering into the NAFTA.

® In this negotiation the distribution of costs and benefits among MERCOSUR members is highly

asymmetrical. In fact, Mexico is seeking market access in sectors such as automobiles, telecommunications
and computers in exchange for market access in agricultural products. The former require concessions from
Brazil, while the latter would benefit principally Argentina and Uruguay.
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IV. THE NORTH-SOUTH AGENDA: MERCOSUR-EUROPEAN UNION
PROCESS

As mentioned, one of the most striking features of the New Regionalism is the
willingness of MERCOSUR countries to negotiate reciprocal free trade agreements with
industrialized countries. As in these cases market access incentives are sizeable, the
negotiations for the FTAA and those with the EU are acid tests for MERCOSUR being an
effective negotiation platform for achieving a better insertion into the global economy.
Therest of the paper is mainly focused on the EU-MERCOSUR process.

Despite the strong and long lasting historical and cultural links between Europe and Latin
America, in the past the formal cooperation initiatives between the two regions have been
somewhat low-profile and mainly centered on individual countries rather than on sub-
regions (IDB [2002]). During the 1990s the fundamental change in the nature of the
relations between the two regions was largely due to the emergence of the New
Regionalism in LAC. The EU adapted to this new trend by adopting the “ differentiated”
search for reciprocity in inter-regional economic agreements with the most advanced
Latin American countries or regions (European Commission [1998]). Reciprocal trade
liberalization negotiations are part of a more comprehensive development approach
aiming at sustainable development, macroeconomic stability, poverty alleviation and the
consolidation of democracy and good governance. The concept of “Politica and
Economic Association”, the ultimate goa of negotiations with MERCOSUR, reflects the
latitude of the approach.®

Negotiations started in November 1999 when MERCOSUR and EU negotiators
presented to their ministers a document on the structure, methodology and calendar for
the negotiations. In the first phase the parties agreed on selected issues regarding the
political and cooperation dialogue, exchanged preliminary information on tariff barriers
and exchanged proposals for the reduction of non-tariffs barriers. Trade talks entered
the second phase in July 2001 when, through the exchange of negotiating texts for
goods, services and government procurement, market access negotiations effectively
started. The Second Presidential Summit held in Madrid in May 2002 was an occasion
to reiterate the political commitment for the conclusion of this historical free trade
agreement between two customs unions and to announce an agreement on business

® MERCOSUR has received support from the European Commission since its foundation. One year after its

creation, in 1992, the European Commission signed an Inter-institutional Agreement with MERCOSUR to provide
technical and institutional support to the fledging structures of MERCOSUR. At present, the EU-MERCOSUR
relationship is based on the EU-MERCOSUR Interregional Framework Co-operation Agreement signed on
December 1995 between the EC and its Member States and MERCOSUR and its Party States, which fully
entered into force on July 1, 1999 (though provisional application already took place from 1996 onwards). This
consists of three main elements: political dialogue, co-operation dialogue and trade negotiations. Its main
objective has been the preparation of negotiations on an Interregional Association Agreement, which should
include the liberalization of trade in goods and services, aiming at free trade, in conformity with WTO rules, as well
as an enhanced form of co-operation and a strengthened political dialogue.
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facilitation measures’ (EU-LAC Summit Political Declaration [2002]; EU-LAC Summit
Assessment Report [2002]; EU-MERCOSUR Joint Communiqué [2002]).

The negotiations for the Inter-regional Association Agreement are grounded on political
and economic incentives; in both regions regional integration is an instrument to
simultaneously achieve economic and foreign policy objectives.

a) Palitical incentives

Both regions share a similar view of regiona integration and of its place in the
international geopolitical order. Contrary to other integration processes that simply target
the creation of free trade areas, the EU and MERCOSUR envision the construction of a
common market, the deepening of political cooperation and the achievement of a
prominent international role through regional integration policies. The Inter-regional
Association Agreement is an instrument suited for the worldwide diffusion of a model of
“deep” regiona integration that may lay the foundations of a multi-polar global
governance system.

For MERCOSUR countries regional integration has already become a high profile state
policy, sometimes referred to as a destiny rather than an option. An agreement with the
EU could provide incentives to consolidate the integration process and to increase
internal legitimacy and external credibility. In order to consolidate a common position in
front of the EU, MERCOSUR countries will have to achieve a high degree of
intergovernmental coordination, which may have positive externalities on the whole
integration process. The cooperation programs of the Interregional Association
Agreement may aso transfer to MERCOSUR valuable integration technologies from
Europe, such as examples of compensation mechanisms, of regulatory reforms needed for
deeper integration and even roadmaps for macroeconomic coordination and monetary
unification. Finally, the conclusion of areciprocal trade agreement with the EU would be
aclear signa of unity and stability at the international level.

For the European Commission the agreement with MERCOSUR may become a model to
be replicated in the reorganization of the trade and cooperation relations with other
developing countries. The expansion process, the reform of the preferential trade relations
with ACP (African, Caribbean and Pacific) countries and the reform of the Generalized
System of Preferences call for a revison of the cooperation system of the EU. The
ingtitutional architecture of the EU-MERCOSUR Agreement which blends reciprocal free
trade with political and cooperation dialogue would respect WTO obligations, rationalize
and simplify the administrative management of preferential political and economic

" The EU-MERCOSUR negotiations have been paralleled by negotiations with Chile whose conclusion

was announced in April 2002. The agreement covers all the areas of bilateral trade relations: a free trade
area in goods; a Wine and Spirits Agreement; a Sanitary and Phytosanitary Agreement; a trade facilitation
agenda; a free trade agreement in services; an investment agreement; an agreement on public procurement
and rules on competition, intellectual property and dispute settlement.
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relations and promote regional integration worldwide. The agreement with MERCOSUR
would also allow some European countries to consolidate cultural and historical bilateral
relations, such as those of Spain or Portugal with their former colonies or those of Italy
with emigrated communities in South America. Last but not least, the agreement would
institutionalize the growing interest of European business communities in the region.

Defensive interests sustained by very diverse rationales oppose those favorable to the
agreement. In both regions the supporters of multilateralism emphasize the efficiency
costs of discriminatory trade policies. In MERCOSUR, the main concern regards the
eventual trade diversion effects on commercial flows with the US. Some go even
further and support the “Chilean” solution: aradical unilateral trade liberalization that
is believed to have positive effects on credibility in internationa financial markets,
through the signaling of the commitment to liberal policies. In the same vein, in the
EU the costs of protectionism are carefully documented (Messerlin [2001]). While
additional concerns include the political and administrative costs of the proliferation
of discriminatory trade agreements that may be eliminated through a clear-cut
commitment to a multilateralist strategy.

In both regions the EU-MERCOSUR agreement is fiercely opposed by the social groups
that would likely be affected by the elimination of the rents generated by trade protection.
Both in Europe and in MERCOSUR the structural features of the political representation
system overestimate the relative weight of pressure groups that are opposed to inter-
regional free trade, such as farmersin France or certain industrialists in Brazil ( Da Motta
Veiga [2001]).

b) Economic incentives

The economic incentives for the Inter-regional Association can be prima facie explored
through the review of the asymmetric development of trade and investment flows
between the two regions during the last decade. (Giordano et al [2001]) provide a
complementary wider detailed analysis of the most important negotiating issues. For the
EU, MERCOSUR is a relatively minor trading partner that represents 2.3% of extra-EU
trade, while the EU is MERCOSUR'’s primary trading partner accounting for 30% of total
externa trade. However, MERCOSUR is the most important partner of the EU in LAC,
accounting for ailmost 50% of EU-LAC trade.

TABLE 1
MERCOSUR AND EUROPEAN UNION: GROWTH OF TRADE FLOWS, 1990-2000

(% average annual growth)

To/From To/From To/From To/From
MERCOSUR EU Extra-Region World
European Union
Exports 13.0 5.8 7.0 6.1
Imports 3.4 5.4 7.0 5.9
MERCOSUR
Exports 16.9 4.0 4.9 6.4
Imports 16.4 13.6 115 12.3

Source: Own calculations on IMF-DOTS data.
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In the last decade, inter-regiona trade increased at an average annua rate of 7%. As
shown in Table 1, the growth of trade flows benefited the EU more than MERCOSUR:
EU exports to MERCOSUR increased by 13% annually, while the exports to the world
only increased by 6%. EU imports from MERCOSUR only increased by 3% annualy,
compared to a 7% increase of extra-EU imports. The increase of bilateral trade flovjs
allowed the EU to steadily increase the market share in MERCOSUR from 27% to 30%
(with a peak of 35% in 1999). In contrast, the trade performance of MERCOSUR in the
EU market has been much less dynamic. MERCOSUR exports to the EU increased at 4%
annually, well below the growth of total exports (6%). Meanwhile, MERCOSUR imports
from the EU (14%) outstripped extra-regional imports (11%). During the last decade the
market share of MERCOSUR in the EU dropped from 3.2% to 2.3%.

The asymmetric dynamism of trade flows explains the change of the sign of the bilateral
trade balance and the accumulation of a trade deficit in MERCOSUR after 1995 (Table
2). In fact, the growing trade deficit in industrial products due to the rapid expansion of
manufactured imports has not been matched by an equivalent increase in agricultural
exports from MERCOSUR, through which the latter used to generate trade surpluses. In
the last three years, the reduction of the bilateral trade deficit was only due to the
shrinking of MERCOSUR absorption capacity in manufactured products.

TABLE 2
MERCOSUR: BILATERAL TRADE BALANCE WITH THE EU, 1990-2000

(millions of dollars)

1989 1995 1997 1998 1999 2000
All food products 6,460.4 8,081.6 10,350.4 9,710.1 9,466.8 8,597.9
Agricultural raw materials 449.1 1,252.1 760.5 750.8 794.7 1,038.8
Ores and metals 2,049.7 1,667.5 1,483.9 2,313.1 2,031.9 2,436.2
Fuels -88.0 -439.2 -418.4 -365.1 -324.1 -273.9
Manufactured goods -192.0 -13,549.7 -18,473.1 -18,837.0 -15,744.6 -12,661.6
Total 8,679.1 -2,987.6 -6,296.7 -6428.1 -3,775.2 -862.6

Note: Aggregation for product categories based on UNCTAD classification: All food products: SITC 0 + 1
+ 22 + 4; Agricultural raw materials: SITC 2 - 22 - 27 - 28; Ores and metals: SITC 27 + 28 + 68; Fuels:
SITC 3; Manufactured goods: SITC 5 to 8, - 68.

Source: Own calculations on DATAINTAL.

The asymmetry of trade relations is aso visible at the qualitative level (Table 3). The
analysis of the sectoral composition of trade flows reveals that in 2000 MERCOSUR
exported more natural resource based products to the EU (70%) than to the rest of the
world (51%), while it imported relatively more industrial products from the EU (90%)
than from the rest of the world (71%). This structure of international specialization
characterized by the export of low value-added products and the import of products with
high technologica content has worsened during the 1990s.
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Natural
Resource
Based

Manufacture
Total

EU

1989

69.5

30.5
100

TABLE 3
MERCOSUR: SECTORAL STRUCTURE OF TRADE FLOWS, 1989-2000

(percentage)
Exports
Rest of World
2000 1989 2000
69.7 57.8 50.9
30.3 42.2 49.1
100 100 100

EU
1989

18.5

81.5
100

Imports
Rest of World
2000 1989 2000
9.6 49.1 29.0
90.4 50.9 71.0
100 100 100

Note: Aggregation for product categories based on UNCTAD classification: Natural Resource Based:
SITC 0 to 4 + 68; Manufacture: SITC 5 to 8, less 68.

Source: Own calculations on DATAINTAL.

Given the transformation of the global economy and of business practices in the recent
decades, trade relations must be analyzed along with the trend of foreign direct
investment (FDI). In the last decade MERCOSUR has progressively become an
important destination of FDI directed toward emerging markets. In 2000 MERCOSUR
countries represented 57% of FDI directed toward Latin America and the Caribbean
(Table 4). In particular, for many European transnational groups, a presence in integrating
emerging markets such as MERCOSUR has become a hecessity in facing the competition
arising in global markets (Giordano and Santiso [2000]; Vodusek [2001]).

Total LAC

MERCOSUR
share

in total FDI to
LAC (%)
MERCOSUR
share in total EU
FDI to LAC (%)
MERCOSUR
Argentina

Brazil

Chile

Mexico

1990-1994*
EU
Total Share
(%)
18,287 13.2
26.1
51.4
4,772 26.0
2,971 15.6
1,703 42.9
1,219 17.2
5,430 6.8

Total

66,100

32,829
10,742
21,755

5,058
11,265

TABLE 4:
NET FOREIGN DIRECT INVESTMENT INFLOWS TO SELECTED LATIN AMERICAN
COUNTRIES FROM THE WORLD AND THE EU, 1990-2000

(In Millions of US dollars and %)
1995-2000*

EU
Share
(%)

33.9

49.7

69.4

47.4
49.1
46.8
33.2
16.9

1998
EU
Total Share

(%)
78,873 36.8
49.8
82.7
39,268 61.2
6,849 54.9
31,913 63.1
4,638 38.3
11,312 13.9

1999
EU
Total Share

(%)
93,822 37.4
60.6
83.9
56,890 51.8
23,930 74.4
32,659 35.2
9,221  47.0
11,786 13.6

2000
EU
Total Share

(%)
74,191 47.5
57.3
65.8
42,487 54.5
11,957 38.6
30,250 60.8
3,676 21.5
12,950 18.6

Note: *Annual average.

Source: Based on data provided by ECLAC, Unit on Investment and Corporate Strategies and data
provided by central banks and statistical reporting agencies (Vodusek [2001]).
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In summary, for MERCOSUR the trade agreement with the EU is an opportunity to
secure market access in its maor export market and for balancing the trade deficit
through the increase of agricultural exports and the diversification of manufactured
exports. While for the EU the goa is to consolidate the commercial presence in their
most dynamic emerging external market, to ensure a stable and foreseeable regulatory
framework for direct investment, intellectual property protection and dispute settlement.
Free trade with MERCOSUR would also open new business opportunities; in particular
those related with private and public procurement associated with infrastructure
development programs. Table 5 provides an overview of the market access issues of the
interregional negotiation.
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Sector (ISIC 2 digit)

Agriculture and Hunting
Forestry

Fishing

Coal

Petroleum and Gas

Metal Ore

Other Mining

Food, Beverages and Tobacco
Textile

Wood

Paper

Chemicals

Pottery and Glass

Iron and Steel

Machinery and Equipment
Other Manufactures

All sectors

TABLE S5

EUROPEAN UNION AND MERCOSUR TARIFF PROTECTION

MFN Tariffs EU GSP rates to MERCOSUR members
EU MERCOSUR Argentina Brazil Lg:r%‘;%f‘ MERCOSUR (Avg.)
Sipr\nple Max StdDev Simple Max StdDev V\;gqigt?trtted Simple Max Simple Max Simple Max Simple V\;gi]gr?tr;d
vg Avg Avg Avg Avg Avg Avg Avg
4.8 282.4 7.5 9.6 19.0 4.3 8.6 3.9 282.4 4.1 282.4 3.8 240.0 3.9 23
0.9 20.8 3.0 7.6 17.0 3.0 9.5 0.5 20.8 0.8 20.8 0.5 14.6 0.6 0.3
9.0 23.0 4.2 12.0 13.0 29 8.2 7.0 23.0 7.0 23.0 7.0 23.0 7.0 7.4
0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.2 8.0 0.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 5.3 7.0 0.8 5.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.1 6.5 0.4 6.5 13.0 1.9 7.6 0.0 4.6 0.0 4.6 0.0 4.6 0.0 0.001
10.3 464.2 14.5 15.1 23.0 4.2 18.0 9.3 464.2 9.5 464.2 8.3 464.2 9.1 9.8
8.6 17.0 3.6 20.5 23.0 3.2 20.7 7.1 17.0 7.3 17.0 7.1 11.9 7.2 4.2
2.6 10.0 2.8 15.1 21.0 4.8 18.7 1.1 7.0 1.1 7.0 1.1 7.0 1.1 0.9
3.6 8.0 25 14.0 19.0 5.0 11.4 0.4 8.0 3.5 8.0 0.4 4.9 14 0.3
4.7 84.8 4.4 12.1 23.0 54 12.1 1.5 84.8 1.6 84.8 1.5 72.1 1.5 1.5
3.3 12.0 2.7 14.1 23.0 4.5 14.6 1.3 8.4 1.4 8.4 1.3 8.4 1.3 2.1
2.7 10.0 1.9 13.2 21.0 4.2 13.7 1.0 7.0 1.6 7.0 1.0 7.0 1.2 29
2.4 22.0 2.2 17.2 23.0 4.7 16.2 0.9 15.4 0.9 15.4 0.9 15.4 0.9 2.8
29 7.7 1.4 20.3 23.0 3.1 21.0 0.7 5.2 11 5.2 0.7 3.3 0.8 0.2
4.8 464.2 5.9 15.4 23.0 5.7 15.3 3.0 464.2 3.2 464.2 29 464.2 3.0 4.1

Note: To calculate average tariffs, standard deviation and trade weighted tariffs are first aggregated using available data at 6 digit HS level. However, to obtain
maximum values the most disaggregated data available is used, which is at 10 digit level for the EU and on 8 digit level for Mexico and MERCOSUR. Each
country's or region's tariffs are weighted with the imports from the respective trading partner in 1998.

Source: Estevadeordal and Krivonos [2001] based on official UNCTAD data and the information in the EU Regulations.



The EU and MERCOSUR have a complementary structure of comparative advantages and
trade flows which are currently concentrated in the sectors that enjoy the highest level of
nominal protection (Estevadeordal and Krivonos, [2001]). Inter-regional trade liberalization
will therefore require a very intense negotiation to reap the potential gains stemming from
international specialization.

c) Estimated effects of trade liberalization

As shown by Computable General Equilibrium (CGE) model simulations, interregional trade
liberalization may produce welfare gains for al participants, although these may be sizeable for
MERCOSUR and negligible for the EU (Table 6). From MERCOSUR perspective, the EU-
MERCOSUR process is highly complementary with the FTAA. MERCOSUR countries are in
fact “global traders’ that present a geographical diversified trade pattern and would benefit both
from multilateral and balanced North-South preferential opening.

TABLE 6
ECONOMY WIDE EFFECTS OF TRADE LIBERALIZATION

(% change from benchmark)

Real GDP Exports Imports

. EU- . EU- . EU-

EU- Patel Msur  EU- Patel Msur  EU- Patial misu

MSUR  FTAA FTA MSUR  FTAA FTA MSUR  FTAA FTA

MSUR MSUR MSUR

FTA ETA plus FTA ETA plus FTA FTA plus
FTAA FTAA FTAA

EU 0.11 -0.01 0.10 0.10 1.14 -0.07 0.98 1.06 1.16 -0.02 0.97 1.13
Argentina  4.13 2.47 2.05 6.44 12.60 6.67 5.49 19.05 10.05 5.75 4.98 15.58
Brazil 4.89 3.36 2.89 8.03 12.93 8.50 6.44 21.29 9.78 7.13 5.60 16.79
us 0.03 0.22 0.02 0.25 0.12 1.92 0.05 2.05 0.12 1.13 0.01 1.24

Note: Partial EU-MERCOSUR FTA excludes free trade in agriculture.

Source : Inter-American Development Bank, Integration and Regional Programs Department.

Even though it is well known that CGE simulations have to be taken with caution, the results
show that both regions are likely to expand exports in all sectors. Besides the expansion in
industrial exports, the EU is likely to expand exports in agribusiness products, particularly in
niche food processing goods (not shown here). From the EU perspective the inter-regional
agreement may therefore produce economic gains, including gains for capital-intensive
agribusiness. MERCOSUR countries may, on the other hand, increase traditional exports and
substantially boost economic growth. In contrast, partial liberalization excluding agriculture is
likely to reduce welfare gains in both regions, while a broad agreement including investment and
services liberalization provisionsis likely to expand welfare even further.®

8 The simulations consider the elimination of ad valorem tariffs, domestic support in agriculture and export
subsidies. The welfare effect stemming from the liberalization of services or investment are not captured here. The
results presented here are an approximation of the welfare effects of the agreements under negotiations.
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The inter-regional agreement is likely to feature cross-fertilization interactions with other
regional or multilateral liberalization processes.’ The FTAA and the EU-MERCOSUR process
may in fact mutually reinforce each other, resulting in additional welfare gains due to the
elimination of trade diversion effects and to the full exploitation of the dynamic effects of trade
liberalization. Moreover, such a dual track free trade strategy would help MERCOSUR countries
to diversify the sectoral pattern of exports and baance the political economy pressures for trade
protection and discrimination.’® As mentioned, the symmetrical distribution of the benefits and
costs of trade liberalization anong MERCOSUR membersis a key condition for maintaining the
momentum for the coordination of external trade negotiations.

®  See Monteagudo and Watanuki [2001] for a detailed CGE model based analysis of the external trade liberalization

scenarios of MERCOSUR.

1 The FTAA would provide relatively more benefits to manufactured goods producers located in Brazil, while free
trade with the EU would provide relatively more benefits to agribusiness exporters located in Argentina and Uruguay.
The parallel negotiation of the two North-South agreements would thus allow balancing the incentives for trade
liberalization among MERCOSUR members.
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V. PROSPECTSFOR THE EU-MERCOSUR INTERREGIONAL ASSOCIATION
PROCESS

The prospects for the EU-MERCOSUR process may be assessed considering the time path of the
negotiations, the scope of the trade agreement and of the political and cooperation dialogue and
some additiona institutional issues that may be crucia for the negotiation process and its
implementation.

Unlike in the FTAA, where the parties agreed on concluding the negotiations no later than
December 2004 (entry into force will be sought no later than December 2005) the EU-
MERCOSUR process is hot framed by a specific deadline. Negotiations are simply urged to be
“concluded at the earliest possible date”. The speed of the EU-MERCOSUR negotiations may
hence depend on the exogenous achievements of other international negotiations, in particular
those for the FTAA. Following the entry into force of the NAFTA and the loss of market sharesin
Mexico due to trade diversion effects, the EU reinforced its political and commercia relations
with Mexico, hurriedly negotiating a free trade agreement.** The EU is MERCOSUR’S main
trading partner, the main provider of direct investments and represents an important political
partner to counterbalance the growing American interest in the region. If the same scenario of
trade diversion were to be repeated in South America, for the EU the costs of the entry into force
of FTAA would be much higher than those incurred in Mexico.

If the FTAA negotiations advance steadily, it is likely that the 2005 deadline will implicitly be
relevant also for the EU-MERCOSUR process. In fact, both the FTAA and the EU-
MERCOSUR process are part of a wider triangular relation involving the European Union,
MERCOSUR and the United States. Furthermore, the conclusion of the EU-MERCOSUR trade
agreement is subordinated to the conclusion of the multilateral negotiations at the WTO, which
share the same 2005 deadline. In this light, the recent approval of a very ambitious working
program for EU-MERCOSUR trade negotiations and the approval of the Trade Promotion
Authority in the United States may sustain the momentum for these intertwined trade
integration processes. Assuming the implementation of the trade liberalization commitments to
last a minimum of 15 years, the time horizon for the completion of the EU-MERCOSUR
association may be reasonably set at 2020 at the earliest. This calls for a forward-looking
appraisal of the EU-MERCOSUR association’s costs and benefits.

The scope of the trade agreement is constrained by the multilateral rules set in GATT Art. XXIV
(and GATS Art. V), as well as the relevant provisions of the Understanding on Art. XXIV
resulting from the Uruguay Round. The treaty administered by the WTO establishes that trade
liberalization must cover “substantially all trade”. The (unofficial) interpretation of this clause is

' EU-Mexico relations are regulated by the Economic Partnership, Political Co-operation and Co-operation
Agreement entered into force on October 1st 2000. The trade aspects of the Agreement cover trade in goods,
government procurement, a co-operation mechanism in the field of competition, a consultation mechanism in respect
of intellectual property matters, and a dispute settlement mechanism. A separate agreement covers trade in services
and the liberalization of investment and related payments. In addition, two sectoral agreements concern the mutual
recognition and protection of designations for alcoholic beverages, and the co-operation regarding the control of
precursors and chemical substances frequently used in the illicit manufacture of narcotic drugs. The trade agreement
was negotiated in only 11 months but faced neither the complex liberalization of sensitive agricultural products nor the
institutional issues related to the bloc to bloc format for negotiations.
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that trade liberalization must cover 90% of bilateral trade flows, without excluding any sector
(Thorstensen [2001]). The greatest challenge for negotiators is therefore to tackle the agricultural
“deadlock”, where political economy pressure for trade protection is entrenched with genuine
concerns about the “multifunctionality” of rural activities (MERCOSUR Chair, [1999, 2000 and
2001]). As one of the main issues in agriculture trade liberalization is the reduction of subsidies
and of domestic support, it is unlikely that an agreement between the EU and MERCOSUR could
be reached independently of the progress of multilateral negotiations in this area. However, the
successful launch of the Doha Development Agenda at the last WTO Ministerial meeting opens a
window of opportunity for the EU-MERCOSUR process. The two regions may in fact reach a
comprehensive inter-regional agreement based on market access concessions, which foresee the
acceptance of the rules-setting agreed at the multilateral level.** Nevertheless the new Farm Bill
of the United States suddenly obscures the prospects for a rapid conclusion of multilateral
negotiations in agriculture, and indirectly also those of regional processes such as the FTAA or
the EU-MERCOSUR negotiation.

However, the most significant feature of the interregional association agreement is the trade-
cooperation nexus built-in in the legally subscribed single undertaking. The strategic priorities
adopted in Rio de Janeiro and reiterated in Madrid are the basis for a cooperation program
functional to the reciprocal free trade relations under negotiations. In October 2000, the
European Commission decided to focus on three priorities for the future: the promotion of
human rights, the promotion of technology based societies and the reduction of social
imbalances (European Commission [2001]). These programs certainly target key areas for the
development of the entire Latin American region. However, some additional focused initiatives
targeting the specific needs of developing countries entering into reciprocal North-South free
trade relations with an asymmetric level of economic development and institutional capacity
may be suited to fully exploit the potential of the Interregional Association Agreement (Pefa
[2002]). In this sense, the challenge is to promote an “integrated approach” to the EU-
MERCOSUR process (Giordano [2002]).

Ultimately, it is difficult to overestimate the importance of addressing some crucial institutional
issues. The interregional association agreement is an innovative project that needs forward
looking political vision and a constantly reiterated high-level commitment. However, political
will needs to be accompanied by a steadfast interest of the business communities of both
regions. In this sense the delivery of trade facilitation measures, which sustain the growth of
dynamic interdependence between the two regions, is a key factor for the outcome of the
negotiation process.*?

In addition, both regions need to strengthen the convergence of national interests into a
common position. As mentioned, the imperfection of MERCOSUR customs union is certainly

2 Indeed, after the launch of the new multilateral round, a new type of systemic relations between regionalism and
multilateralism may emerge: the latter may set the rules of the international trading system, while the former may
principally address market access issues.

¥ These should address both the restrictions to intra-MERCOSUR trade flows and to the trade flows between the
EU and MERCOSUR and focus on: i) customs and customs procedures; ii) standards, technical regulations and
conformity assessment procedures; and iii) on electronic commerce (MEBF [2001 and 2002]).
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an issue that calls for a prompt solution.”* But trade negotiations target a “WTO-plus’
horizontal agreement covering issues such as services, foreign investment or intellectual
property rights on which the Commission’s competence is restricted.”® As the final agreement
will have to be ratified by all EU member states, its content must satisfy the interests of all EU
member countries. This highlights the need to promote in every single country of both regions
an open debate on the costs and benefits of the EU-MERCOSUR agreement, which involve
both the parliaments and the civil society.

The end of the Twentieth century witnessed the onset of a passionate debate on the vices and
virtues of trade liberalization and globalization. Perhaps the most exciting feature of this debateis
the prominent role assumed by civil society organizations. As clearly pointed out by Ostry
[2002]: “The national policy-making process is the result of a two level game: the structure and
dynamics of the process at the nationa level and the interaction between national players at the
supranational level. [...] Governments must recognize that a broad consultative process makes
policy-making more complex and difficult. In particular with the changed terrain of trade policy
and the uneasy mix of traditional “economic” and “socia” issues the demand on governments has
seriously increased. But that’s the name of the game and it's wise to face it. [...] Broader
participation should be regarded as a necessary, though not sufficient, condition to sustain trade
liberalization. Government officials (and Ministers) by providing a continuing account of the
negotiations enhance the understanding by stakeholders and legislatures of the dynamic
constraints of the negotiations. [...] But if the stakeholders can have a voice in the outcome it
may, over time, engender a sense of “ownership” in the process and the policy itself.”

The EU-MERCOSUR process has a window of opportunity of becoming a laboratory to explore
new ways of interactions between supranational and national executive and legidative bodies,
international institutions and representatives of the civil society. Some isolated pioneering
experiences have aready demonstrated the benefits of the organization of a constructive
mechanism allowing elements of civil society to channel opinions in a disciplined way to trade
negotiators. The EU-MERCOSUR process could become a model for cooperation with civil
society for other regional initiatives and lead to valuable reputation effects for both the EU and
MERCOSUR on the international scene.

" The exclusions of certain sectors from the agreed CET, the temporary lack of implementation of the CET, the need
for intra-regional trade flows to comply with rules of origin, the lack of harmonization of customs procedures and the
insufficiency of cross border transport infrastructure are, among others, priority areas. Although some of these issues
have to be addressed by sovereign national authorities, others may be the focus of inter-regional or multilateral-
funded cooperation initiatives.

> In the Treaty of Rome, Article 133 allows the EC to negotiate, conclude and implement trade agreements with

other countries of the world. The Nice Treaty introduced the logic of parallelism, which aligns the decision-making
mechanism for trade negotiations on internal decision-making rules. To this end, it provides that agreements on
services and trade-related aspects of intellectual property are to be decided under the same qualified majority rule
applicable under Article 133 (previously, such agreements were treated as “mixed” and therefore subject to the
unanimity rule). However, investment is not included in Article 133 (except for services, via “mode 3" of the GATS).
Every single country therefore has a veto power in an agreement covering investment.
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VI. CONCLUSION

The nineties witnessed an unprecedented resurgence of integration initiatives in Latin America
and the Caribbean of which MERCOSUR is a paradigmatic example. Compared to earlier
experiences with regional integration, this New Regionalism is inspired by more complex
structura transformation objectives, is implemented with more stringent trade liberalization
modalities and features a potentially broader geographica scope. In MERCOSUR, the adoption
of the New Regionalism has been accompanied by a growing external trade liberalization agenda.

The record of the South-South chapter of the agenda shows that the new approach to intra-regional
trade liberaization had positive spillovers on the externd dimension of MERCOSUR, but aso that
the challenges on the externa side cdl for an ingtitutiona strengthening of the whole regiona
integration process. The preservation/consolidation of the customs union and the convergence of
national strategic interest into a common negotiating position distinguish themsalves as the main
challenges for MERCOSUR serving the objective of increasing the bargaining power of member
countriesin international fora, in particular in North-South negotiations.

As economic incentives are overwhelmingly located in the access to the EU and US markets,
the North-South segment of the agenda is the most crucial for achieving the objective of an
incisive insertion into the global economy. For MERCOSUR countries that are “global traders”
it is particularly important to maintain balanced free trade relations with all major trading
partners and to actively support the progress of the multilateral trading system. In this sense,
for MERCOSUR the prospects of the association with the EU chiefly depend on the outcome of
the trade pillar of the negotiation.

It seems that the EU strategy is reactive while MERCOSUR lacks the sufficient institutional
capacity to impose a proactive agenda. The timing of the trade negotiation is thus likely to be
long and principaly determined by the exogenous dynamic of the on-going negotiations at the
WTO and in the FTAA. To maintain momentum with the process both regions may fully exploit
the potential of this particular inter-regional integration negotiation, by envisioning and
promoting an “integrated” approach to the EU-M ERCOSUR association.

Such an integrated approach may rely at least on two strategic components. On the one hand, the
parties may fuel the trade-cooperation nexus built-in in the negotiation process by designing a
cooperation program functional to the peculiar challenges of reciprocal free trade between two
unequally developed customs unions. On the other hand, the parties may develop a wide
inclusive dialogue with all the constituencies of the business community and of the civil society,
in order to take advantage of new ideas and promote a sense of ownership of the policies under
negotiation. Thisinnovative approach to international trade negotiations may require an increased
focus on economic development issuesin the political dialogue.

Inter-institutional cooperation between national, supra-national and regional financial institutions,
early results in the field of business facilitation and a broad inclusive debate on trade
liberalization, regionalism and globalization may imprint an endogenous driving force into the
EU-MERCOSUR process and ultimately turn out to be the key ingredients for the worldwide
diffusion of anew model of North-South integration.
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