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THE NEW REGIONALISM IN THE AMERICAS:
THE CASE OF MERCOSUR

Antoni Estevadeordal, Junichi Goto and Raul Saez"”

This paper takes seriously the recent claim made by Ethier [1998] that the “New
Regionalism” reflects the success of the multilateral trading system, not its failure. In fact,
the New Regionalism represents a qualitative departure of the old regionalism in several
respects, in particular, its development has taken place in a very different international
economic environment. Moreover, the traditional Vinerian paradigm is no longer the
primary analytical framework for its evaluation. We use this novel approach to analyze the
case of one of the most important experiences in regional integration, the formation of the
“Mercado Comun del Sur” (MERCOSUR). The paper carefully documents the main stylized
facts of the development of MERCOSUR arguing that this makes this type of agreement a
prime example of the New Regionalism. Then, using a simple Krugman trade model with
tariff distortions we show the positive welfare effects on member and non-member countries
of these types of agreements. Our conclusions are consistent with Ethier's paper, that is,
regionalism can play a key role in expanding and preserving the liberal trade order.

l. INTRODUCTION

The world is undergoing a second wave of regionalism. In contrast to the first wave of regionalism in the
1950s and 1960s, which was mostly short-lived except in the case of Western Europe, we have witnessed
many successful attempts to form integrated trading areas all over the world since the mid-80s. Those
recent attempts are often referred to as the "New Regionalism.” In Europe, a fairly successful attempt to
form a single market by 1992 (EC92) developed into deeper economic integration that involves monetary
unification. In Asia and the Pacific, many countries are united into a much looser economic union called
the Asian Pacific Economic Cooperation (APEC), and they agreed to achieve free trade and investment in
the region by 2010 for industrialized countries and by 2020 for developing countries. In North America,
the United States, Canada, and Mexico formed the North American Free Trade Agreement (NAFTA) in
1994, and the three countries agreed to abolish tariff and non-tariff barriersin the region by 20009.

Also in Latin America, various attempts have been made to form free trade areas at the sub-regional level.

Probably, one of the most important initiatives has been the formation of the “Mercado Comun del Sur”
(MERCOSUR) by Argentina, Brazil, Paraguay, and Uruguay. The arrangement to form a free trade area
(FTA) among the four countries was agreed upon in 1991 in the Treaty of Asuncion. As discussed in
detail below, since the end of 1980s, the tariff rates, both MFN tariffs and preferential tariffs, have been
drastically reduced, and the amount of international trade, both intra-regional and extra-regional, has
dramatically increased. Other bilateral and sub-regional groupings have also made substantial progress in
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the same direction. Finally, the launching of the Free Trade Area of the Americas (FTAA) in 1995 is now
in full negotiations with the potential of becoming the largest, in a geographical sense, experiment in the
New Regionalism approach to economic integration.

In view of the increased importance of MERCOSUR in the Latin American economy, the purpose of this

paper is twofold. The first is to obtain some stylized facts about MERCOSUR and clarify how
MERCOSUR fits the description of the New Regionalism, emphasizing its differences from other, more
traditional, FTAs. The second is to analyze, using a simple economic model, the likely welfare and trade

pattern effects of a MERCOSUR-type trading arrangement on members and non-members vis-a-vis other
forms of free trade area formation.

This paper takes a very different approach from other recent studies on MERC@SWR important

aspects. First, we analyze MERCOSUR from a broader perspective than most studies. A key feature in the
development of MERCOSUR has been the reduction of nondiscriminatory MFN tariffs simultaneously
with a reduction of intra-area preferential tariffs. In this sense, MERCOSUR fits perfectly the stylized
facts of what Ethier [1998] calls the “New Regionalism”. The following summarizes Ethier's stylized
facts of New Regionalism and how they apply to MERCOSUR:

*  New regionalismtypically involves one or more countries linking up with a large country. In the case
of MERCOSUR, Brazil is the larger country, while the second economy, Argentina, is also large
compared to the small economies in the group (Paraguay and Uruguay).

o Typically, the smallest countries have recently made, or are making, significant unilateral reforms. In
the case of MERCOSUR, all of the member countries have undertaken major unilateral reforms since
the late 1980s.

» Dramatic moves to free trade between members are not featured: the degree of liberalization is
typically modest. Thus the Vinerian paradigm is not a natural starting point. Even in the case of
MERCOSUR, where the internal liberalization has been more ambitious, it is not large relative to the
unilateral liberalization by each member.

* The liberalization achieved is primarily by the small countries, not by the large country: The
agreements are one-sided. Ethier uses MERCOSUR as an exception in this case, pointing out that
Brazil has made concessions at least as large as those of the smaller members. However, he notes that
Brazil is also a reformer.

* Regional arrangements often involve “deep” integration: the partners seldom confine themselves to
reducing or eliminating trade barriers, but also harmonize or adjust diverse assortments of other
economic policiesThis is also a feature of MERCOSUR where there is an ongoing agenda for
deepening the regional agreement towards a comprehensive economic union.

» Regional arrangements are regional geographically: The participants are neighiiosds a trivial
feature in the case of MERCOSUR.

In this paper, we carefully document some of these stylized facts. For example, from 1985 to 1997, the

average MFN tariff in MERCOSUR countries declined from 37.2 percent to 12.3 percent, while the
average tariffs imposed on partners declined from 35.2 percent to 4.2 percent. In view of such a large

' See Yeats [1998] and Winters and Chang [1999], for example.



magnitude of MFN tariff reduction and the relatively modest magnitude of additional reduction of
preferentia tariffs, the traditional attempts to analyze the impact of preferentia tariff reduction alone do
not seem to give a comprehensive picture of the impact of trade policy changes. Therefore, we concentrate
our analysis on the impact of the preferential tariff reduction that accompanies the unilateral MFN tariff
reductionsin MERCOSUR countries.

Second, closely related to the first point, we analyze the MERCOSUR over a longer time span than

most studies. While many studies examined the impact of MERCOSUR for just a few years after 1995

(or after 1991), we will incorporate the devel opments since the late 1980s into our analysis, because, we
believe, trade policies have to be evaluated over along period of time, and trading arrangements do not

show their full impact instantaneously. For example, aggressive trade liberalization was underway in the

years before the Treaty of Asuncién (in 1991), and the full-fledged liberalization under MERCOSUR is
expected to be completed by 2006.






[I.  TRADE POLICY REFORM IN THE MERCOSUR COUNTRIES

A distinguishing feature of the reduction and elimination of trade barriers among the MERCOSUR
countries is that this process overlapped with the latter stages of unilateral trade policy reforms initiated
earlier in each country. These |led to significantly lower import tariffs, reduced dispersion of rates and the
scrapping of most non-tariff barriers for imports from third countries. The common external tariff (CET)
adopted in 1995 by MERCOSUR implies substantial overall tariff reduction compared to those existing in
the member countries in the 1980s.

In this section we provide, first, some stylized facts on how trade was unilateraly liberaized in each of
the four countries in the 1990s. Not only import restrictions were reduced. Export taxes and subsidies, as
well as other trade policy instruments have been reformed. However, the focus here is on import policy.
We then turn to preferential trade liberalization in the MERCOSUR area, as well as the steps taken in the
direction of establishing a customs union.

In Tables 1 to 3 we report the evolution of the external tariffs, internal (preferential) rates as well as the
preference margin for the four countries during the period under analysis. The same information is plotted
on ayearly basisin Figures 1.1 to 1.4. There are four main periods for which to evaluate the tariff policies
implemented by the four MERCOSUR countries; (1) pre-1986; (2) 1986 to 1988; (3) 1988 to 1991; (3)
1991 to 1994; (4) post-1994. In this section, we discuss in detail each one of these four periods with a
reference to the specific measures undertaken by each country. The initial period reflects the situation of
the external tariffs prior to the process of unilateral liberaization and the launching of the Uruguay
Round, while the preferential rates show the degree of preferential liberalization achieved under the LAIA
framework. In thisinitial stage, externa tariffs were very high and preference margins had been almost
completely eroded. The period from 1986 to 1988 can be seen as the birth of the future MERCOSUR
agreement with the signature of the Economic Integration and Cooperation Program between Argentina
and Brazil. To some extent, the MFN tariff peaks around 1987 (in particular for Argentina and Brazil) are
probably due to the negotiations on the initial tariff base rates to be used as the starting point during the
Uruguay Round market access negotiations.

By the end of 1988 Argentina and Brazil reduced their tariffs, external and internally, producing the

largest annual cut for the whole period, resulting in important levels of preference margins. This process

of external liberalization, matched with intra-bloc tariff reduction, continued until 1991 with the signature

of the Treaty of Asuncion (see below) creating the basis for the MERCOSUR agreement. The year 1991
was an inflexion point of this process towards a Common External Tariff (CET). After a process of
unilateral liberalization and the creation of an intra-regional free trade area, the four countries engaged in
negotiations for a CET with full intra-market liberalization. As common in any CET formation,
preference margins slightly increased over this period, since there is usually a stable target in terms of a
common external tariff and a deepening of the intra-regional liberalization to conform with a free trade
goal of zero tariffs among members. In a later stage further external liberalization, lowering the external
tariff to third countries, could take place as part of a harmonized regional policy in the context of a
hemispheric agreement or a new round of multilateral trade negotiations.



FIGURE 1.1
EVOLUTION OF EXTERNAL AND INTERNAL TARIFFS IN MERCOSUR COUNTRIES:
ARGENTINA (1985-1995)
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Source: Authors’ calculations based on official data.

FIGURE 1.2
EVOLUTION OF EXTERNAL AND INTERNAL TARIFFS IN MERCOSUR COUNTRIES:
BRAZIL (1985-1995)
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FIGURE 1.3
EVOLUTION OF EXTERNAL AND INTERNAL TARIFFS IN MERCOSUR COUNTRIES:
PARAGUAY (1985-1995)
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FIGURE 1.4
EVOLUTION OF EXTERNAL AND INTERNAL TARIFFS IN MERCOSUR COUNTRIES:
URUGUAY (1985-1995)
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TABLE 1

MERCOSUR: AVERAGE TARIFFS (1985-1997)

1985 1988 1991 1994 1997
ARGENTINA
Average 39.20 30.83 14.22 15.42 14.13
Standard deviation 9.48 10.31 6.00 8.86 6.40
BRAZIL
Average 55.09 41.54 20.37 9.70 14.95
Standard deviation 28.03 19.57 16.80 6.93 7.14
PARAGUAY
Average 18.68 18.62 13.55 7.26 10.02
Standard deviation 13.82 13.73 11.83 6.80 6.32
URUGUAY
Average 35.87 26.94 21.35 13.63 10.11
Standard deviation 14.91 11.34 6.50 5.90 6.44
MERCOSUR average® 37.21 29.48 17.37 11.50 12.30
Source: Authors’ calculations on the basis of official data.
Note: ® Simple average of the four countries’ average tariff
TABLE 2
MERCOSUR: PREFERENTIAL TARIFFS (1985-1994)
1985 1988 1991 1994 1997
Brazil 36.6 24.4 7.2 5.1 n.a.
ARGENTINA Paraguay 35.2 22.2 7.8 7.6 n.a.
Uruguay 36.0 20.8 8.1 10.7 n.a.
Argentina 51.9 30.9 10.0 3.2 n.a.
BRAZIL Paraguay 49.9 28.3 10.8 4.4 n.a.
Uruguay 51.1 25.1 10.7 4.9 n.a.
Argentina 19.9 19.2 13.3 7.0 n.a.
PARAGUAY Brazil 19.9 19.2 13.8 7.0 n.a.
Uruguay 19.7 19.0 13.4 6.9 n.a.
Argentina 34.6 21.1 15.5 12.0 n.a.
URUGUAY Brazil 34.6 22.0 15.8 10.0 n.a.
Paraguay 33.3 22.5 14.8 9.1 n.a.

Source: Authors’ calculations based on official data.



TABLE 3
MERCOSUR: PREFERENCE MARGINS (1985-1994)

1985 1988 1991 1994 1997
Brazil 15 4.6 6.0 9.5 n.a.
ARGENTINA Paraguay 2.6 6.4 5.4 7.0 n.a.
Uruguay 1.9 7.9 5.2 3.9 n.a.
Argentina 1.9 7.4 9.6 6.2 n.a.
BRAZIL Paraguay 3.2 9.2 8.8 51 n.a.
Uruguay 25 12.1 8.9 4.5 n.a.
Argentina 0.2 0.7 1.2 0.7 n.a.
PARAGUAY Brazil 0.2 0.7 0.8 0.6 n.a.
Uruguay 0.3 0.9 1.1 0.7 n.a.
Argentina 0.7 4.9 5.1 15 n.a.
URUGUAY Brazil 0.7 4.1 4.9 3.4 n.a.
Paraguay 1.6 3.5 5.6 4.1 n.a.

Source: Authors’ calculations based on official data.
Note: Preference Margin is defined as {[(1+MFN Tariff)/(1+ Pref. Tariff)] =1} x 100.

Unilateral Trade Policy Reform in the MERCOSUR Countries

The debt crisis of 1982, dissatisfaction with the results of import-substitution strategies and the
acknowledgement that all effects on resource allocation of trade policies characterized by high and
dispersed import tariffs, widespread use of quantitative restrictions and other non-tariff barriers and
granting multiple exemptions to import restrictions were no longer clear, led to the reform and
liberalization of trade policies throughout Latin America. The process started in isolated cases in the
mid-1980s but was generalized in the early 1990s. The countries that today form the MERCOSUR
were not an exception. At different speeds, not always linearly, and beginning in different years,
Argentina, Brazil, Paraguay and Uruguay unilaterally reduced tariff levels, eliminated quantitative
restrictions and, in general, reformed their trade regimes in the direction of opening their economies.
The partial adoption of MERCOSUR’s common external tariff (CET) in 1995 did not lead, on
average, to additional tariff reductions.

Argentina began to reduce tariffs and non-tariff barriers in 1988-89. In 1989, at the start of the
reforms, two-thirds of the tariff lines under quantitative restrictions, which covered about 60 percent
of the lines, were liberalized (Berlinski, [1994]; Primo Braga, Nogues and Rajapatirana, [1995]).

Between 1989 and 1990 these restrictions were further eliminated. Only a few items in the auto
industry remained covered by such restrictions. In mid-1990 the import licensing requirement was
revoked, making the granting of licenses automatic except for those items that remained under
guantitative restrictions (i.e., those in the auto industry).

From October 1988 on, import tariffs were modified on several occasions. In the reform introduced in that
month, the range of tariff rates went from 15 to 53 percent to O to 40 percent for most imports. The
maximum tariff rate for motor vehicles was reduced from 115 percent to 40 percent. However, specific
tariffs were introduced for a number of goods, including automobiles and textiles. In October 1989 all
rates above 40 percent were reduced to that level and rates between 14 and 40 percent went down by 7
percentage points, but a 5 percent tariff was applied on goods previously free of tariff. At the end of 1989,



the maximum tariff rate was lowered to 30 percent (except for the ad-valorem equivalent of some specific
tariffs). The removal of specific tariffs began during 1990. In January 1991 a uniform tariff of 22 percent
was adopted, with some exceptions with atariff of O percent.

When the Convertibility Plan was introduced in April 1991, a new tariff structure with three levels (O, 11
and 22 percent) was put in place. All remaining specific tariffs were replaced by ad-valorem rates. In June,
tariffs on the auto products subject to quota and on electronic products subject to reference prices until
then were raised to 35 percent (GATT, [19924]). In November 1991, some items with zero tariff had it
replaced by a 5 percent rate and the 11 percent tariff was increased to 13 percent. Thus, by the end of
1991, a five-rate (0, 5, 13, 22 and 35 percent) structure was in place. The number of rates was further
increased to nine in October 1992, but with levels from O to 20 percent. After that, there were no general
changes in the basic import tariff rates until the introduction of the MERCOSUR CET in 1995. Argentina,
like the other members of MERCOSUR, has two types of exceptions to the application of the CET .? First,
there are those exceptions contained in anational List of Exceptions. The national tariff for these products
is to gradually converge to the CET rate by December 2000. In the case of Argentina this will imply both
higher and lower rates than the starting national tariff. According to WTO calculations, the average tariff
rate is to fall to 11 percent in 2006 when the CET will be fully adopted (WTO [1999]). Second, there are
the exceptions for capital goods, informatics and telecommunication products, sugar and the auto industry
that are common to all members. The CET® on capital goods must be adopted by January 1, 2001 and the
CET on informatics and telecommunications products by January 1, 2006. Argentina is to apply the
common policy for sugar production and the auto industry in 2001 and 2000, respectively.

In addition to the basic tariff, Argentina has had a “statistical tax” that acts as a tariff and was modified on
several occasions during this period. In October 1992, it was raised from 3 to 10 percent, but not applied
to capital goods not produced domestically (after May 1993 all capital goods imports were exempted from
the tax), and to products negotiated in a bilateral agreement with Uruguay. Tariff preferences under the
MERCOSUR liberalization program did not include the statistical tax (i.e., it was still levied on them),
however in May 1993 imports from Paraguay were exempted from this tax. It was eliminated in January
1995, but reinstated in March with a rate of 3 percent for all imports from non-MERCOSUR countries,
excluding imports of fuels and capital goods. The statistical tax was successfully challenged in the WTO
in 1997 and Argentina reduced it to 0.5 percent it in January 1998 as MERCOSUR raised its CET by three
percentage pointsSince 1993, Argentina has also applied specific import tariffs on textiles, apparel and
footwear imported from outside MERCOSUR.

In early 1991 Brazil put in place a program to reduce tariffs annually with final target rates to be reached
in 1994. However, some reductions were moved forward so the program was completed by July 1993. The
range of tariff rates went from 0-105 percent in 1990 to 0-85 percent in 1991, 0-55 percent at the end of
1992 and to 0-40 percent in July1993 (WTO [1997a]). As a result, the average tariff went from 42 percent
in 1988 to 20 percent in 1991, and 10 percent in 1994 (WTO [1997a]). Prior to the reduction in tariffs,
non-tariff barriers were relaxed: in May 1990 the list of forbidden imports was abolished and in July the
guantitative restrictions were removed so that import licenses began to be issued automatically (Fritsch
and Franco [1993]). The coverage of quantitative restrictions fell from 39 percent of tariff lines to minimal
(Primo Braga, Nogues and Rajapatirana [1995]).

2 For additional details see the following section.

®  The maximum CET for capital goods is 14 percent and for informatics and telecommunication products it is 16 percent.

* There was no net effect on non-MERCOSUR imports as Argentina exempted them from paying pre-shipment inspection costs.
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In January 1995 Brazil adopted the MERCOSUR CET. As in the case of the other member countries,

Brazil has exceptions to the CET and has also modified its tariffs for non-MERCOSUR imports on the

basis of those exceptions. In the case of capital goods, Brazil's rates are above those of the CET (WTO
[1997a]) and should converge to this level (14 percent) by 2001. Tariffs on informatics and
telecommunications products are to converge to the common level (16 percent) by 2006. Finally, there is
Brazil's list of exceptions that initially included 175 items, but by mid-1996 had been expanded to 233
items. The rates for these imports are both above and below those of the CET (INTAL [1996]), and
convergence must be achieved by January 2001. In April 1995, Brazil was allowed up to 150 additional
items as exceptions to the CET for one year. This list initially included about 100 items, with tariffs of up
to 70 percent in the case of textiles and some consumer products. When it expired in April 1996,
safeguard measures were invoked to keep tariffs of up to 70 percent on textiles and toys (WTO [1997a]).

The import policy for automobiles underwent several changes in 1995. In March, tariffs were raised to 70
percent for vehicles and in June, quotas were imposed on their import as tariffs on parts were reduced. The
guantitative restrictions were required to be removed in October as the WTO ruled that the invocation of
safeguards was not justified (WTO [1997a]).

Prior to the reforms introduced in the early 1990s, Paraguay'’s trade regime was characterized by high and
dispersed tariff rates and the extensive use of import bans. In May 1989, import prohibitions were
abolished for several goods, and tariffs on certain imports were lowered. By July 1993, the number of
products with imports prohibited was down to 69 items. Major tariff reforms were introduced in June
1992. The new tariff structure had three basic rates: 0 percent for inputs, 5 percent for capital goods and
10 percent for consumer goods, with the exception of automobiles with rates of 15 and 20 percent. These
tariff rates were not changed until the adoption of the MERCOSUR CET in January 1995. The latter has
implied an increase in Paraguay’'s average tariff. Convergence of the list of exceptions to the level of the
CET will also result in an increase in tariffs in the case of Pargguay.

Although total import duties in Uruguay were reduced in 1986 and 1987, more significant changes were
adopted starting in 1990. In April, the number of total import tariff rates was reduced to four, ranging from

15 to 40 percent. These rates were reduced by 5 percentage points in September 1991, with the exception
of the 40 percent rate. In April 1992 and January 1993, the 20 and 30 percent rates were reduced to 17 and
15 percent and 24 and 20 percent, respectively. Other non-tariff barriers on imports such as consular fees,
cargo handling charges, import reference prices and minimum “export” (import) prices have been
eliminated or their coverage reduced. The latter remains in force for sugar, textiles and apparel products.

Also, after 1991 all import prohibitions had been eliminated. Uruguay adopted the CET in January 1995,
with exceptions, as in the case of the other members of MERCOSUR, which are explained in the
following section. The convergence to the MERCOSUR levels will imply an increase in tariffs on capital
goods, and both rises and declines in the case of other goods (INTAL [1996]). WTO calculations indicate
that the average tariff will reach 11 percent in 2006 when convergence to the CET is completed (WTO
[1998]). Uruguay was allowed to exempt certain capital and intermediate goods from the increase of three
percentage points in the CET in January 1998.

° The WTO estimates that Paraguay's average tariff will rise by about two percentage points by the year 2006 when

MERCOSUR’s CET will be fully adopted (WTO [1997b]). According to INTAL [1996] all products in Paraguay’s national exception list
will converge upwards to the CET.

11



MERCOSUR trade policy: preferential liberalization and external tariffs

The origins of MERCOSUR can be traced to the July 1986 agreement between Argentina and Brazil that
established the Economic Integration and Cooperation Program (PICE). The basic components of this
agreement were several protocols with lists of negotiated products that were to receive preferentia treatment.
The agreement also included industry cooperation programs, for example in the capital goods industry. But
this was not the first agreement among MERCOSUR countries that led to preferential trade in the region.

Since the early 1980s and within the LAIA® framework, Argentina, Brazil, Paraguay and Uruguay had

signed a number of bilateral agreements basically structured as positive lists of products that obtained

tariff preferences (with variable margins of preference, in some cases up to 100 percent of the MFN tariff),

as well as exceptions from non-tariff barriers.” In addition to that, several products were receiving LAIA’S
Regional Tariff Preference (PAR), with rates that depended on the country of origin and the country given
the preferencé.Therefore, prior to the Agreements that formed the basis of MERCOSUR, there was
preferential trade among the member countries but its extent was rather limited.

In November 1988, Argentina and Brazil signed the Integration, Cooperation and Development Treaty
(TICD) with the objective of gradually removing all barriers to trade in goods and services between the two
countries in ten years. However, in July 1990 the two countries decided to reduce to five years the transition
to a common market. In August, Uruguay formally requested to fully participate in the common market and
Paraguay was invited to join the other three countries. Finally, on March 26, 1991 the four current members
of MERCOSUR signed the Treaty of Asuncion. Its goal was the creation of a common market by December
31, 1994 through the gradual, automatic and linear reduction of tariffs and non-tariff barriers. In addition to
the free movement of goods, there was to be free movement of services and factors of production. A CET
was to be established and macroeconomic, sectoral and other policies were to be coordinated.

The trade liberalization program began in 1991 with a minimum preference over MFN tariffs of 40
percent, which Argentina and Brazil had already reached through their previous treaties. This preference
was increased every semester by 7 percentage points, until it reached 100 percent in December 1994. In
the case of Paraguay and Uruguay the process lasted one more year (until December 1995). Each country
had lists of products excluded from the liberalization prodrhut,these lists were to be reduced by 20
percent at the end of each year so that by December 1994, the free trade area would be €diuieted.

tariff barriers declared by each country were also to be eliminated by December 1994, but this deadline
was moved to June 1995.

The trade liberalization program advanced as scheduled, but some goods still remain outside the free trade
area (i.e. a tariff still applied in intra-MERCOSUR trade) in the denominated “Adaptation Redgistas (

de Adecuaciomn Spanish), and there are still some non-tariff barriers in place. Most of these goods are
intermediate goods, but there are also some consumer goods, and in the cases of Paraguay and Uruguay

capital goods such as machinery and equipment are included (INTAL [1996]).* Tariffs for intra-
MERCOSUR trade in these goods should be gradually reduced and eliminated by 2000. Some industries

®  Latin American Integration Association (ALADI in Spanish). Its members are Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador,

Mexico, Paraguay, Peru, Uruguay and Venezuela.

" In some cases, tariff preferences were combined with quotas. Some of these bilateral agreements simply renewed or renegotiated

bilateral trade preferences under LAIA’s predecessor, LAFTA (Latin American Free Trade Association or ALALC in Spanish).

8 Other LAIA members also received trade preferences from MERCOSUR members through the PAR and bilateral agreements.

®  The number of goods excluded from the liberalization program was as follows: Argentina 394, Brazil 324, Paraguay 439 and Uruguay 960.

1 Again, Paraguay and Uruguay had an additional year to complete this process.

™ The number of tariff items under this regime varies from 29 for Brazil to 958 for Uruguay (INTAL [1996]).
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are not subject to free trade across-the-board. Trade in products of the auto industry continues to be
regulated by an agreement reached in 1996. In January 2000 the industry should also be under the free
trade regime and protected from imports originating outside MERCOSUR by the CET. Sugar production
isaso not under tariff-free trade, but by January 2001 it should be under the rules of the customs union.

At a summit in Ouro Preto in December 1994, agreement on the structure and rates of the CET was
reached. MERCOSUR adopted an escalating tariff structure with 11 levels, ranging from 0 to 20
percent. However, the CET is applied to 85 percent of the tariff schedule. Each country has a list of
exceptions to the application of the CET; for these goods the national tariffs on non-M ERCOSUR
imports continue to be in use. Their tariffs are to converge gradually and linearly to the CET, by
December 2000 for Argentina, Brazil and Uruguay and by December 2005 for Paraguay. The CET is
not applied to certain industries in all countries. This is the case with the auto industry and sugar
production, but capital goods and goods of the telecommunication and informatics industries are
excluded from the customs union. In the case of capital goods, the tariffs applied by each country
must gradually converge to the CET of 14 percent by the year 2001 for Argentina and Brazil and by
2006 for Paraguay and Uruguay. The tariffs on telecommunication and informatics goods will also
converge to the CET (with a rate of 16 percent) by 2006 in al countries. Table 4 summarizes the
completion of the free trade area and the customs union for each of the members and the industries
under special transitional regimes.

In January 1998 the MERCOSUR members agreed to allow an across-the-board temporary increase in the
CET by a maximum of three percentage points until December 2000. Countries can maintain the
permanent CET rate, as Uruguay has done for some goods (see the previous section).

The largest unilateral reductions in import tariffs had been completed by 1991, the year when the
MERCOSUR was established. The internal trade preferences advanced over MFN tariffs that were
significantly lower than those that prevailed in the member countries in the 1980s. However, the adoption
of the CET did not and will not lead to additional trade liberalization, and in one country resulted in higher
tariffs for non-MERCOSUR imports.

TABLE 4
MERCOSUR: STARTING DATES OF PERMANENT TRADE REGIME

ARGENTINA BrRAZIL PARAGUAY URUGUAY
Free trade area:
Adaptation Regime Jan 1, 1999 Jan. 1, 1999 Jan. 1, 2000 Jan. 1, 2000
Sugar 2001 2001 2001 2001
Auto industry Jan. 1, 2000 Jan. 1, 2000 Jan. 1, 2000 Jan. 1, 2000
Customs union:
National exceptions Jan. 1, 2001 Jan. 1, 2001 Jan. 1, 2006 Jan. 1, 2001
Capital goods Jan. 1, 2001 Jan. 1, 2001 Jan. 1, 2006 Jan. 1, 2006
Informatics and
Telecommunications products Jan. 1, 2006 Jan. 1, 2006 Jan. 1, 2006 Jan. 1, 2006
Sugar 2001 2001 2001 2001
Auto industry 2000 2000 2000 2000

Source: INTAL (1996)

2 There is free trade in vehicles and parts between Argentina and Brazil, but assembly plants have to compensate imports with
exports to all destinations (INTAL [1996]). So far, agreement on the CET on vehicles (35 percent) and parts (14.9 and 18 percent)
has been reached.
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. SALIENT FEATURES OF MERCOSUR TRADE IN THE LAST DECADE

In analyzing the evolution of MERCOSUR intra- and extra-regional trade, and the resulting share of the
former in total trade, a number of key factors affecting trade flows must be taken into account. First, as
seen previoudy and emphasized in this paper, MERCOSUR countries simultaneously reduced trade
barriers between them and with the rest of the world. Second, prior to the establishment of MERCOSUR,
Argentina and Brazil had already advanced toward liberalizing their bilateral trade. As mentioned above,
these two countries had already reached in 1991 the initial 40 percent reduction of tariffs over MFN
established in the MERCOSUR treaty. Table 3 shows that mutual preference margins between Argentina
and Brazil had already increased before 1991, particularly of those in favor of Argentinain Brazil. Third,
the Argentine and Brazilian economies are much larger than the Paraguayan and Uruguayan ones.
Therefore, what happens to aggregate MERCOSUR trade flows is determined mostly by the changes that
occur in exports and imports of the largest two countries. Fourth, the behavior of extra and intra-regional
trade is affected by the rea exchange rates of each country, both bilateraly with other MERCOSUR
members and with the rest of the world. Thisis an issue that has rarely been systematically analyzed in the
case of MERCOSUR. Future research should address the combined effect of trade preferences and relative
changes in competitiveness on intra-regional trade.*®

Trade among the MERCOSUR countries and between each of them and the rest of the world
expanded significantly in the early 1990s. In general, average annual growth rates in 1992-95 were
higher than in the second half of the 1980s. Imports were particularly dynamic. This is shown in
Table 5. In the table, average growth rates are shown for each of the periods of the construction of
MERCOSUR and for the whole 1985-95 decade.

For MERCOSUR in the aggregate and for its individual members the average annual growth rate of
intra-regional exports exceeded that of extra-regional ones for the entire decade and for the separate
periods, even prior to the formalization of the trading bloc in 1991. Nevertheless, extra-regional
exports expanded at double-digit rates per year on average in some sub-periods and in some
countries. The growth rate of intra-MERCOSUR exports rose significantly between 1986-88 and
1992-95. In the cases of Argentina and Brazil, the more significant change in average growth of intra-
MERCOSUR exports occurred prior to 1991. This may be the result of trade preferences in effect
prior to the establishment of MERCOSUR or to investment in anticipation of trade liberalization in a
preferential agreement, as discussed in Freund and McLaren [1999].

Graphs 3.1 and 3.2 show the rapid increase in the share of intra-regiona exports in Argentina and Brazil,
respectively. There are a number of differences between Argentina and Brazil in the evolution of this

share. Firg, it started rising much earlier in the case of Argentina than in that of Brazil (after 1988 versus

1990). Second, in Argentina there are two years in which it rose significantly —1989 and 1992 — and did so
more moderately in the rest; in Brazil it increased very fast between 1991 and 1993, but then started to
decline. When MERCOSUR was created, it was already the largest market of destination of Paraguayan
and Uruguayan exports (see graphs 3.3 and 3.4).

In contrast to exports, both intra- and extra-regional import growth intensified in the successive periods
from 1985 to 1995. The average annual growth rates for total, extra-regional and intra-regional imports in

1 This is potentially very important in the case of MERCOSUR because the two largest partners, Argentina and Brazil, went
through hyperinflationary episodes and more than one attempt at stabilization in the 1985-95 period that led to large fluctuations in
real exchange rates.
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1992-95 were 3.8, 4.8 and 1.5 times those in 1986-88, respectively. This does not imply that intra-regional
imports were not as dynamic as extra-regional ones. The data of Table 5 indicate that intra-MERCOSUR
imports were already growing rapidly prior to 1988, when Argentina and Brazil decided to gradually
remove al barriers to bilatera trade in their preeMERCOSUR agreement. Although in 1985-95 intra-
regional imports grew on average at a higher rate than extra-regional ones, the difference between the two
is much smaller than in the case of exports.

Given this behavior of intra- and extra-regional imports, the change in the share of the former in total

imports has not been as significant as in the case of exports. Graph 3.5 shows that there are again two

years in which the share of intra-regional imports rose in Argentina: 1988 and 1993. However, in both

cases it tended to decline in the following years so that at the end of the period it was only dightly higher

than in the late 1980s. It should be noted that Argentina’'s share of intra-MERCOSUR imports was
relatively high compared to that of Brazil at the start of the process of integration (compare its level in
1985 in Graph 3.5 with that in Graph 3.6 for Brazil).

Brazil's share of intra-MERCOSUR imports practically doubled between the late 1980s and the mid-
1990s. It increased rapidly after 1987 and until 1989 when it stopped rising. However, the latter was
due to imports from the two smaller partners. The share of imports from Argentina continued to
increase until 1993.

The asymmetrical behavior of the shares of intra-regional exports and imports may be explained by
the fact that as MERCOSUR was established in 1991 its member economies were at the same time
liberalizing imports from other sources. As a result of this simultaneous opening to regional and
world trade, imports from both the region and the world grew significantly. Fluctuations in real
exchange rates are also likely to have had an effect on the relative incentive of exporting to
MERCOSUR and to the rest of the world.
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FIGURE 3.3
PARAGUAY: SHARE OF EXPORTS TO MERCOSUR PARTNERS
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MERCOSUR

Total
Extra-regional
Intra-regional

ARGENTINA

Total
Extra-regional
Intra-regional

Of which Brazil
BRAZIL

Total
Extra-regional
Intra-regional

Of which Argentina
PARAGUAY

Total
Extra-regional
Intra-regional

URUGUAY
Total

Extra-regional
Intra-regional

1986-88

18.8
17.0
23.6

17.8
18.3
16.5

TABLE 5
MERCOSUR: AVERAGE ANNUAL GROWTH OF EXPORTS AND IMPORTS

PERCENTAGES
EXPORTS
1989-91 1992-95 1986-95
0.8 11.3 7.2
-0.9 8.3 5.4
20.3 29.6 22.1
9.5 15.0 9.6
6.6 9.1 6.3
31.2 36.1 26.1
34.8 385 27.2
-2.2 10.1 6.1
-3.1 8.3 51
13.9 27.8 20.0
25.0 28.6 221
13.1 5.7 11.7
10.4 -4.9 5.8
18.7 19.4 20.4
4.1 7.6 9.5
-1.4 3.4 6.2
18.4 14.0 16.1

1986-88

6.2

18.5

11.7
10.0
18.8

16.7

3.9
18.1
14.4

4.6
12.3
-3.3

22.0
12.2
41.9

IMPORTS
1989-91 1992-95
141 23.6
131 22.6
20.0 28.4
15.9 24.9
15.9 24.4
155 26.4
16.3 28.6
12.7 23.7
11.4 22.6
27.3 31.8
33.2 34.7
36.5 21.1
45.4 16.7
22.0 29.7
11.3 16.6
12.5 14.6
9.8 19.1

1986-95

15.3
141
22.8

18.1
17.4
20.8

21.2

141
13.1
26.2

27.8

20.1
23.2
16.6

16.6
13.2
22.5

Source: Own calculations on the basis of LAIA trade data.
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V. THE IMPACT OF MERCOSUR ON TRADE PATTERNS AND WELFARE:
A THEORETICAL ANALYSIS

As discussed in previous sections, MERCOSUR offers a unique case of regional economic integration
because its member countries unilaterally reduced their MFN tariffs against non-members at the same
time they were reducing intra-area preferentia tariffs. This constitutes a striking difference from other
regional free trade arrangements where the formation of atrading bloc is rarely accompanied by a parall€
lowering of externa tariffs, for example in the case of the EU or NAFTA (See Goto and Hamada [1999]).
Note that, as Ethier [1998] pointed out, in this particular case the magnitude of additional preferential
tariff reductionsis smaller than the MFN tariff reductions.

In this section we will analyze the impact of MERCOSUR-type trade liberalization using a simple
Krugman-type model with tariff distortion. While most studies have anayzed only the impact of
preferentia tariff reductions on members, our study explicitly includes the examination of the impact of
accompanying MFN tariff reductions on non-members. Moreover, in contrast to previous studies (see, for
example, Y eats [1998]) where only change in trade patterns are considered in order to judge the merit or
demerit of regional trading blocs, we will examine the impact on welfare per se as well as trade patterns.
Our analysis will be fairly straightforward once we redize the key feature of MERCOSUR: a
simultaneous lowering of external and interna tariffs.

The analytical framework
a) The basic model

In the basic model, the world is assumed to consist of M countries where each country produces a large
number of differentiated products. A fraction of the produced goods are consumed domestically and the
rest is exported to other countries. International trade is subject to tariffs unless there is some type of free
trade agreement among the countries concerned. A representative country k (k=1,2,3,....M) has the
following features. Consumers possess the individual social utility function (Uy):

M uElzchls, 0<p<l,

where Ciy is the amount of consumption of the i-th differentiated product in country k, and N is the number
of types of differentiated products potentially available to consumers. Some of the differentiated products
are domestically produced, while others are imported from foreign countries. Consumers maximize their
utility subject to the budget constraint:

N
2 > Pik Cik — Yk »
i=1

where Py is the domestic price (i.e., tariff-inclusive price) of the i-th differentiated product in country k,
and Yy is the nationa income of country k. From the utility maximization, we obtain the inverse demand
functions:

3) A1
Pik= Ci_ Y ,
Zx
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N
(4) where z,= S Cf .

i=1

From (3), the e asticity of demand for the i-th differentiated product (&) is:

1
(1- B)+

5) Eik=

Bch

k

If we assume, following Krugman [1979] and Dixit and Norman [1980], a large number for N and the
symmetry of each differentiated product, we can neglect the second term of the denominator of the right-
hand-side, and (5) reduces to:

(5) =1

1- B

In equation (5’) we omit the subscripandk for ¢ because the demand elasticity turns out to be identical
for all products due to the assumptions of symmetry and a large numieibé producer of theth
differentiated product in countlkyis characterized by the cost function:

(6) TCwk=Wx F+Wi m (> .Cyj) ,

=1

whereTCy, andW are, respectively, the total cost of fhia producer and the wage rate in couktrand

m is the labor input requirement per unit of output, wiiilés the fixed labor input necessary for any
positive amount of production. Due to the fixed ddkF, the production technology exhibits increasing
returns to scale. The producer maximizes the profit function:

e Pj i
(7) =Y ——— Ci-[Wk F+wie m (X Cy)l
=11+t =1

where z; is the profit of thei-th producer, and; is the tariff rate imposed by countjyon thei-th
differentiated product. When countjyis the home country, the tariff rate is zero. From the profit
maximization, we obtain the following pricing rule for théh producer in countrk facing a demand
curve with elasticity 1/(1-p) as:

:Wk m (1+ t;)

(8) Pj B

Further, we assume free entry and free exit. Therefore, the profit of each existing firm is forced to zero in
equilibrium. Hence, in equilibrium, we have:

M i M
9) nik=2i Cii-[Wk F+Wk m(zCii)]: 0.
i=1 1+ tjj =1
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The demand for labor input by the i-th producer (I;) is obtained as:

(10) |i=F+m% Ci .

=1

The domestic labor supply (L) is assumed to be constant, and in equilibrium we have:

(1) > 1= L

where N, is the number of firmsin country k. The tariff revenue is distributed to domestic consumersin a
lump-sum fashion. Hence, the national income consists of factor payments and tariff revenues asin:

N

(12) Wi Lt > i Pik Cik= Yk

i= Ny 1 i
The above model is complete, and the above specification gives equilibrium conditions for a
representative country k. We can solve the model once the values of the parameters (m, F, S, ti, Lk, and M)
are identified. Note that this general model can accommodate not only any number of countries (M) and
commodities (N) but also differences in country sizes (L). Therefore, using a simulation technique, we
could easily analyze the impact of any configurations of the trade regime on trade patterns and welfare of
member and non-member countries.

b) Two simplifying assumptions

In the following discussion, we will attempt to do a comparative static analysis using the above framework
in order to obtain some insights into the effects of MERCOSUR-type agreements. There are severa ways
to conduct such an analysis. One dternative is to perform a simulation exercise using the full-fledged
model developed here. Another way of doing it would be to modify the model into a simpler form so that
we can abtain the analytical solutions first. In this paper, we will adopt the latter method, and simulation
using the full-fledged model will be left for future research. In other words, we will add two simplifying
assumptions in order to keep the formal analysis manageable.

. Three identical countries: While the full-fledged model in subsection (a) can incorporate any
number of countries of any different sizes, we use a simpler model consisting of the three identica
countries here. In other words, we assume that only three counties exist in the world and that tastes,
technology, and factor endowment etc. are the same for al three countries. Although this
assumption is somewhat extreme, we believe that it is very useful to get clear insight into the
underlying mechanisms of the impact of MERCOSUR-type agreements.

. Identical and all-or-nothing tariff level: While the model in sub-section (@) can incorporate any
different number of tariff levels, in what follows we will assume an identical tariff level (t) so that
the tariff levels are either t or zero. In other words, in a pre-integration regime al tariff levels aret;
with an FTA regime in place, the intra-area trade is subject to zero tariffs, while trade between
member and non-member countries is subject to the original tariff level t; finaly, when additional
trade liberalization (MFN tariff reductions) is completed, all trade is subject to a zero tariff.
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Theimpact of MERCOSUR-type agreements on trade patterns and welfare

With the two additional simplifying assumptions to the model, we can rigorously analyze the impact of the
formation of a MERCOSUR-type agreement on the welfare and trade patterns of member and non-

member countries, vis-a-vis the formation of a traditional FTA. For that purpose, the endogenous variables
in the following three trade regimes will be compared.

. Regime A — Pre-integration In this origina situation, there are no trading blocs in the world.
Three countries engage in trade with one another, and al trade is subject to the same tariff rate t.
(SeeFigure 4.1)

. Regime B —Traditional FTA: In this situation, Country 1 and Country 2 are integrated into a free
trade area and there are no tariffs imposed on trade between the two countries. However, Country 3
is still left out, and the trade between Country 1 and Country 3 and trade between Country 2 and
Country 3 are subject to the original tariff rate (t). (See Figure 4.2)

. Regime C — MERCOSUR-type FTA (accompanied by MFN tariff reduction) As discussed in the
earlier sections, MERCOSUR countries achieved dramatic reductions of MFN tariffs as well as
preferentia tariff reductions. So, in Regime C, the tariff rates of Countries 1 and 2 imposed on the
imports from Country 3 become zero. In addition, we assume that there is a matching liberalization by
Country 3.* Therefore, Regime C turns out to be the same as the world free trade. (See Figure 4.3)

4 The assumption of a matching tariff reduction by the trading partner may not be wide of the mark, because during the period

world trade as a whole is very much liberalized under the Uruguay Round trade liberalization, and because tariff rates imposed by
major trading partners such as the United States had been much lower than those imposed by MERCOSUR countries.

26



FIGURE 4.1
REGIME A: BEFORE INTEGRATION

FIGURE 4.3
FIGURE 4.2 REGIME C: MERCOSUR-TYPE FTA
REGIME B: TRADITIONAL FTA ACCOMPANIED BY MFEN TARIFF REDUCTIONS
4—
—_— >
4—

N,

27



Equilibrium conditions in the three regimes are given in the Appendix. In what follows, we will analyze
the impact of the movements from Regime A to Regime B (i.e., the case of atraditional FTA), and the
movement from Regime A to Regime C (i.e., the case of MERCOSUR), on the trade pattern and welfare.

The impact of atraditional FTA

In what follows, by using the type FTA equilibrium conditions in Appendix, we examine the political
economy of the formation of MERCOSUR, i.e., the impact of a MERCOSUR-type FTA on trade patterns,
wage rates, terms of trade, consumption and the welfare of member and non-member countries. In order to
clarify the point, we will compare the MERCOSUR-type FTA with traditional FTAS.

After some tedious but straightforward manipulation of the equilibrium conditions we obtain the following
two inequalities (see Appendix):

(13) Com > Cs

and

where C; is the amount of imports from foreign countriesin Regime A, and C,,,, and Cr,, are the amount of
imports by the FTA member country from other FTA members and the amount of imports by an outside
country (Country 3) from the FTA member, respectively, in Regime B.

Inequalities (13) and (14) show that, when a usua trading bloc like EU or NAFTA is formed, the amount
of trade between member countries increases while the amount of imports from the third country
decreases. In other words, the increase in intra-bloc trade can be achieved at the expense of inter-bloc
trade, and it is a typica case of trade diversion, which has been extensively discussed by many
economists, including Viner [1950]. This effect can be summarized as the following proposition:

Proposition 1: When Country 1 and Country 2 form a free trade area (FTA), the trade volume among
them increases while the trade volume between FTA members and the outside country (Country 3)
decreases (a typical case of trade diversion).

Proposition 1 implies that if MERCOSUR was a traditional FTA, which liberalizes trade among members
but does not involve accompanying MFN tariff reductions, the expansion of intraaMERCOSUR trade
would be achieved mostly at the expense of trade between member and non-member countries.

Next, by rearranging the equilibrium conditions in the Appendix, we can show the following:

(15 °m >

Rm

where Pry, and P, are the price of imports by a member (Country 1 or Country 2) from the rest of the
world (Country 3), and the price of imports by the rest of the world from member, respectively. Note that
the left-hand side of inequality (15) is the terms of trade of Country 1 or Country 2 against Country 3 (or
the inverse of the terms of trade of Country 3 against Country 1 or Country 2) in Trade Regime B (the
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formation of a traditional FTA). Needless to say, the terms of trade of every country in Trade Regime A
(before MERCOSUR) is equal to one. Hence, inequality (15) shows that the terms of trade of Country 1 or
Country 2 against Country 3 improves (and the terms of trade of Country 3 worsens). This effect can be
summarized by the following proposition:

Proposition 2: When Country 1 and Country 2 form a free trade area (FTA), the terms of trade of member
countries against the rest of the world improves.

What then, are the welfare implications of the formation of a traditional FTA? The improvement of the
terms of trade of the member countries suggests that their economic welfare islikely to improve. By using
the above model, we can rigorously show that it is indeed the case. Rearranging the equilibrium
conditions, we can also show the following two inequalities (see Appendix).

(16) Un>U

and
(17) U> Ug,

where U is the social utility (or economic welfare) of each country in Regime A and U, and Uy are the
utilities of member countries and the utility of the outside country in Regime B. Inequalities (16) and (17)
show that, in the case of a traditiona trading bloc, the economic welfare of the member countries
increases while that of the outside country actually declines. The above welfare effect can be summarized
as the following proposition:

Proposition 3: When Country 1 and Country 2 form a free trade area (FTA), the economic welfare of
member countries improves while that of the outside country worsens (beggar thy neighbor).

In other words, the formation of a traditional trading bloc is one of ibgdgar thy neighbopolicies,
because their welfare improvement is realized at the expense of the outsider. Again, Proposition 3 implies
that if MERCOSUR were a traditional trading bloc which does not involve accompanying MFN tariff
reductions, the improvement of the economic welfare of MERCOSUR countries would be achieved only
at the expense of the third country. However, as discussed in the earlier section, since one of the most
important characteristics of MERCOSUR is a formation of the trading bloc accompanied by drastic MFN
tariff reduction, an ideal situation where everyone is better off will be achieved (see the discussion of
Regime C).

The impact of a MERCOSUR-type FTA

In this section we will analyze the situation where MFN tariff reduction takes place simultaneously with
the formation of the free trading bloc. In order to discuss the implications of Regime C with this simplified
model, we will assume that tariffs imposed on trade between FTA members (Country 1 and Country 2)
and those imposed on the trade with the outside country (Country 3) are completely lifted. In addition to
tariffs among members, externa tariffs are also removed; Regime C involves additional liberalization in
the form of lifting the externa tariffs. Hence, Regime C turns out to be equal to the world free trade
regime where no tariffs are imposed on the international movement of goods.
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In what follows, by comparing the values of the endogenous variables in Regime A with those in Regime
C, we will examine the impact of the formation of the MERCOSUR-type trading bloc. After some
manipulation of the above equilibrium conditions, we obtain the inequality

(18) Cr>C

where C; and Cr are the amount of imports from the foreign country in Regime A and Regime C,
respectively. Inequality (18) shows that, if an additional MFN tariff reduction is completed with the
formation of an economic bloc (or if world free trade is achieved), world trade as a whole will be
expanded. In other words, consumers in every country can enjoy an increased number of foreign goods.
This effect can be summarized in the following proposition:

Proposition 4: When Country 1 and Country 2 reduce their MFN tariffs to zero with the formation of an
economic bloc and there is a matching reduction of MFN tariffs by Country 3, world trade as a whole will
expand.

Proposition 4 suggests that the overall volume of world trade will be expanded by a MERCOSUR-type
trade agreement, where the formation of FTA involves adramatic MFN tariff reduction.

Welfare implications of the additiona liberalization will be more important. By manipulating the above
equilibrium conditions, we can rigorously prove the following inequality

19)  Ur>U.

Inequality (19) shows that if additional MFN tariff reductions take place with the formation of an
economic bloc, the economic welfare of every country will increase. In other words, everyone will be
better off by such a change in the trade regime. This effect can be summarized as the following
proposition, which is probably the most important point in this section of the paper:

Proposition 5: When Country 1 and Country 2 reduce their MFN tariffs to zero with the formation of an
economic bloc, and there is a matching reduction of MFN tariffs by Country 3, the economic welfare of
every country improves.

Proposition 5 implies that, when MERCOSUR countries reduce the external MFN tariffs parallel to the
formation of MERCOSUR (and if there is a matching reduction by outside countries), an ideal situation is

achieved where every country in the world is better off. Note that, contrary to Regime B, where only an
exclusive trading bloc is formed, in Regime C the increase in one’s welfare can be achieved without
harming others. In this sense, we might be able to say that, contrary to the conventional approach to
regionalism, MERCOSUR-type economic integration is one of the clearest examples of the new
regionalism that contributes to expand and preserve a liberal free trade fegime.

> Note that very recently we observe a modest increase in the external tariffs of MERCOSUR, probably due to the fear of a trade

deficit which may result from the currency crisis.
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Of course, some caveats are necessary when applying the above analysis to the real world (as is the case
for aimost all analyses using a rigorous economic model). In Regime C above, we have assumed that
MFN tariffs are reduced to zero and that there is a matching reduction of MFN tariffs by third countries.
Needless to say, while MERCOSUR countries reduced MFN tariffs drastically, the reduction fell short of
the total lifting of existing tariffs. And, while world trade has been substantially liberalized during this
period through Uruguay Round it is still far from completely free trade. Therefore, the above analysisisan
approximation to the real world and it only suggests that the non-traditional attempt by MERCOSUR
countries to unilateraly reduce their MFN tariffs in the process of forming a customs union is likely to
contribute not only to the improvement of their own economic welfare but also to everyone else’s welfare.
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V. CONCLUDING REMARKS

We have examined trade policies and trade flows in the MERCOSUR countries in detail, and, using a
simple economic model based on imperfect competition and product differentiation, analyzed the likely
impact of a MERCOSUR-type FTA on members and on non-members.

In Section 2, we have presented a detailed picture of trade policies in the four MERCOSUR countries
since the mid-80s. Although MERCOSUR itself is a preferentia trading arrangement, the magnitude of
unilateral MFN tariff reductions is remarkable.® The data in Section 2 are in conformity with Ethier's
insight that the additional reductions in preferential tariffs are relatively modest in comparison with the
aggressive unilateral reforms.

In Section 3, we have examined trade flows in MERCOSUR countries to determine whether various
reform measures reviewed in Section 2 lead to the trade liberalization ex post. The examination clearly
shows that there has been a dramatic trade expansion in these countries. It is interesting to note that the
increase in trade can be observed both in intra-regiona trade and in inter-regiona trade, and therefore,
trade policies in MERCOSUR countries are likely to have brought about trade expansion (or trade
creation) rather than trade diversion.

In Section 4, after developing a simple Krugman-type trade model based on imperfect competition and

product differentiation, we have analyzed the likely impact of a MERCOSUR-type FTA, where the
reduction of preferential tariffs is accompanied by the reduction of non-discriminatory MFN tariffs, in
comparison with the impact of atraditional FTA, where only preferential tariffs decline. Using the model,

we have rigorously shown that a MERCOSUR-type FTA leads to trade creation and that the welfare of

both members and non-members increases. In other words, unlike the traditional regionalism, which is

more like a "beggar thy neighbor" arrangement, the new regionalism can be the "Land of Cockaign”,
where everyone is better off than without it.

Needless to say, many more studies are needed to accurately evaluate the impact of MERCOSUR. First,
the model used in Section 4 depends on many simplified assumptions, and a more sophisticated model
would give deeper insights into the real picture of MERCOSUR and other trading arrangements. Second,
in this paper, we presented the theoretical analysis alone. However, a simulation exercise based on the
model in future research would revéalv much countries gained from a MERCOSUR-type FTA.

Despite all of these imperfections, we believe that this study contributes to a deeper understanding of the
New Regionalism, because, using data analysis and a theoretical analysis, this paper has revealed a
striking feature of MERCOSUR: MERCOSUR is not just a traditional preferential trading arrangement
but a case in New Regionalism, where preferential liberalization is accompanied (or preceded) by
aggressive unilateral trade reform by its members.

& According to the figures in Table 1, while MFN tariffs in these MERCOSUR countries are obviously in a trend of dramatic decline,

we observe a modest increase in MFN tariffs in very recent years. Although the increase is probably due to the short-term effort by
each country to maintain the balance of payments during currency crises, such increase may be detrimental to the welfare of
members and non-members, if such increase persists.
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APPENDI X

Equilibrium Conditionsin the Three Regimes

(1) Regime A: Before Integration

In this trade regime, there is no trading bloc in the world, and al trade flows among the three countries are
subject to the original tariff at t. Under symmetrical assumptions, P and Ci, are the same for al i, aslong
as the products are produced in the same country. Therefore, in what follows, Py, P, and Pg (Cu,
Cawand Cy) are the prices quoted (amount consumed) in country k of the goods produced in country 1, 2,
and 3, respectively. Further, due to the symmetry of the problem, the following simplification and
shorthand notations (shown in parentheses) are possible.

) price of home goods, Py (= Py).

(i) price of foreign goods, Py, jZk (= Py)

(iii) consumption of home goods, Cy (= Cy)

(iv) consumption of foreign goods, Cy, jZk (= Cy)
(V) national income Yy (= Y).

Further, note that the variables for the production side, such as the amount of production (x;), the amount
of labor input (I;), and the number of firms in each country (n), are invariant to the change in trade
regimes, and therefore, they can be treated as exogenous variablesin the following analysis.

With the above symmetry relations, the equilibrium conditions before integration reduce to the following:

(A)  U=[ncf+2nch s
(A2 p,= Cﬁ;Y

(A3)  p= le?'zl A

(A4) Z=ncf+2nct ,
(A5) thgw ,

(A6) pf:m”ﬂ”)w,
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P

(A7) PhCh+21+ftCF'W[F+m(Ch+2Cf)]:Ov
(A8) I=F+m(Ch+2Cf),
(A9) nl=L,

t
Al10 WL+2n— =Y.
(A10) 1+t P: C«

The system of the above equations can be solved for ten endogenous variables (U, Py, Py, C,, Ci,, W, Y, Z,
[, and n). By comparing the values of these endogenous variables with their values in Regime B and in
Regime C, we can analyze the impact of MERCOSUR and of MFN tariff reductions on member countries
and the outside countries.

(2) Regime B: Formation of a traditional FTA

In regime B, Country 1 and Country 2 form an economic bloc, but Country 3 is still left behind. Although
the actual process of forming an economic bloc proceeds gradualy, we abstract from reality and assume
that the process can be achieved instantaneously in order to keep the analysis manageable. In other words,
in Regime B, tariffs imposed on trades between Country 1 and Country 2 are completely lifted, while
trade with Country 3 is still subject to the original tariff ratet .

Due to the assumption of identical countries, the following simplifying relationships hold:

) W, =W, (=W, subscript m for “member countries”),

(iii) P11 =P12=P2% =Pz (= Pm),

(iv) P13=Py3 (= Par ; subscript R for “the rest of the world”),
(v) P31=P3 (= Pry),

(viii) Cu= C12=C»%=Cy (= Cin),

(ix) Ci5= Cx(= Cir),

) Car= Cs2 (= Cra)s

(xviii) Y1=Y> (E Yu),

Using the above simplifying notation, the equilibrium conditions after the integration of Country 1 and
Country 2 can be expressed as follows.

(For FTA countries, i.e., Country 1 and Country 2)

1
(A11) U=[ 2N Chut NChn 15

_ Chin Ym
Znm

(Al2)  Pmm
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(A13) PRm ]

(A14) z,= 2nCk.,+ ncChk, .

m
(A15) Pmmn=— Wm
B
m( 1+t
(A16) Por= (ﬂ ) m o
(A17) 2 Pum Com + 1P+mRt Cokr"Wn[ F+ M(2Cm* Cwe ) 1=0,

(A18) I=F+mMQ2Cm* Cumr )

(A19) n I=L,

t
(A20) W, L+ n 1 Prn Crn= Ym-

+t

(For the rest of theworld, i.e., Country 3)

1
(A21) U=[nchk+2ncCh: 15

B-1
(A22) PRR:%;

R

B-1
(A23) o= CmTE

R

(A24) Zr= 2 n ChrtCh .
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m
(A25) PRR:E Wr
m(1l+t
(A26) Pz ML)y
B
(A27) 2% CrntPrr Crr + -Wr [F+ M( 2 Crn+ Cre ) ]=0,

(A28) I=F+m( 2Crnt Cr ).

(A29) n I=L,

(A30) Wr L+ 2n

1+t PRm CRm )_YR'

The system of eguations in the above can be solved for eighteen endogenous variables (U, Ur, Prm, Prm
Prr, Pmr, Coms Crmy Crrr Crrky Zimy ZR, Win, Wh, Y,y Yr |, N). The price variable of the numeraire good (e.g.,
Wg) can be set to unity and one of the above equations is redundant by Walrus's law. Further, since utility
(V) isamonotonically increasing function of Z's, the impact of the economic integration on the welfare of
each country can be evaluated by comparing Z with Zg or Zx.

(3) Regime C: MERCOSUR-TYPE FTA accompanied by MFN tariff reduction

Noting various simplifying conditions, the situation in Regime C can be characterized by the following
equilibrium conditions.

(A31) U=[3ncC? ]%

b1
(A32) pp=CF YE
Zr

(A33) Zze=3ncCf,

(A34) PF = W F ’

=3
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(A35) 3 Pr Cr *We (F+3mce)=0,

(A36) I=F +3mce,

(A37) nl=L,

(A38) We L =Ye.

The system of the above equations can be solved for eight endogenous variables (Ug, Pr, Cr, Zr, W, Yg, |, N).
We denote the variables in Regime C by attaching subscript F (i.e., a free trade regime) to the corresponding
variablesin Regime A. Note that since the symmetry conditions among three countriesis restored in Regime C,
the equilibrium conditions here are substantially smpler than thosein Regime B above.
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