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EXECUTIVE SUMMARY

This report is the Mid Term Report of the sustailigampact assessment for the
forest sector study relating to the proposed teagteement between Mercosur and the
European Union.

It provides background information on the currgatiss and trends relating to two
sub-sectors; forestry practice and the productfomomd, pulp and paper.
(Publishing and printing is also included in themamic analysis). Although the
sector is small by comparison with other trade leetwthe two markets, the forestry
sector is of great importance in terms of basid lase and environment.
Management of both natural forest and industriahfations for sustainable
development has a crucial role to play in protectbbiodiversity and the global
climate. It also impacts on the lives of milliooispeople, many of whom live in
isolated indigenous communities.

The report concludes that most adverse sociall Gmmmomic and environmental
impacts of forestry operations and secondary peicgarise under existing market
conditions and are exacerbated by weak and ineféegbvernance, resulting in

illegal logging of natural forest. However, theparsion of industrial plantations,
while reducing primary impacts, can also adverséigct landscape, biodiversity and
local economic activities of rural communities.ec8ndary processing of wood, pulp
and paper are major industrial processes whicthaaa significant adverse social and
economic effects if they are not designed and aeéenaith full mitigating measures.
At the same time these processes add value andhegatsignificantly to national
economies.

Liberalisation of trade is shown in the economiadeldo have a limited effect on
trade of timber and timber products between therhaokets and the main
consequences are predicted to be internal redistsibwithin Mercosur, with Brazil
expanding its output of both timber and timber meid while output decreases in the
remaining countries.

Evaluation of current trends in international farggractice and the SIA suggests
that the specific characteristics of the industithws very long-term investments in
forest management, tree planting and processingrendimatic advantages of
growing trees in South America will create a stramgytia for existing expansion to
continue in most if not all Mercosur countries.ade liberalisation will support this
expansion by giving greater access to South AméoicBuropean plant and
equipment. However, many of the social and enwiremntal impacts of trade
liberalisation will have both beneficial and adweeesfects. Larger operators will
benefit at the expense of SMEs and issues of gepdeerty and livelihoods may
receive less critical attention. In addition, e&ses in output, especially from Brazil,
could make the task of reducing the annual ratée@drestation much harder. More
significantly, however, cross-linking effects ohde liberalisation and particularly
changes in the agricultural sector could greattyease pressures on natural forest
resources.

Further work is required to assess these interdgkhemes before the final report is
published.
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1. INTRODUCTION

BACKGROUND

Land Use Consultants, as members of the SIA-Merd@sasortium led by the
Impact Assessment Research Centre (IARC) of theddsity of Manchester, have
been contracted to undertake a Sustainability Itnfasessment of the Forestry
Sector to support negotiations on the EU-Mercosad@ Agreement. The study is
funded by the European Commission in Brussels ([Dé&ld).

The Terms of Reference for this study state tratStA should aim to achieve:

An update of the Trade SIA Methodology for the Btmge Sector and the
assessment tools to be used,

A clear overview of the current trade situationtémms of forest products,

together with a definition of the options / scenario be considered and a
clear investigation of causal chain analysis aedntlechanisms through which
the different options will affect social, economaied environmental areas,

An analysis of the expected significance of thespaicts, using appropriate
measures and indicators for assessment of impauis n@aking use of
appropriate qualitative and quantitative techniques

Identification of cross-cutting links between thector and other sectors,

Proposals for preventative as well as flanking mess or other adjustments
that would prove effective in tackling any advemsgacts of liberalization,
and / or in promoting its positive impacts,

Contributions to enhancing the dialogue concerningde negotiations over
forestry with all interested stakeholders insided aputside of the EU,
particularly in Mercosur countries,

Contributions to development of a credible inteioradl network of Trade SIA
experts through participation in policy debate dA ®ith experts in other
countries and within other international organizasi.

The SIA of the forestry sector is being undertaiketiree phases of which this, the
Mid-Term Report phase, is the second and followf@m the previous Inception
Report (August 2006). The third and final phask pvesent the study findings.

OBJECTIVES OF THE STUDY

In accordance with the overall Terms of Referemcdlfe SEA of the EU-Mercosur
Trade Agreement, this Mid-Term Report has a nurmbspecific objectives and
these form the basic structure and content ofépert. They are:

1) An overview of the proposed approach to the study.
2) A description of methodological developments orrgjes from previous
studies.
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3)

4)

5)

6)
7)
8)

9)

A description of the baseline situation with regerdorestry (e.g. trade
flows, current tariff and non-tariff measures, sirsbility issues, etc.).

Analysis of the changes in trade flows under tlenado predicted in the
CETM.

An assessment, quantitatively and/or qualitativefythe economic, social

and environmental impacts of potential outcomesusgecified scenarios.

Analysis of cross-cutting effects.
An outline of the contents of final report.

Identification and assessment of (policy) measanme®d at enhancing
positive impacts while mitigating negative impactdrade liberalisation

An outline of the next steps in work programme.
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2. METHODOLOGY

OVERVIEW OF THE METHODOLOGY

The methodology for analysing impacts of trade tiatjons has been developed for
the EU through inputs from IDPM, Manchester UniwgrsComponents of the
methodology and in particular those areas of speoiincern for forestry are
discussed in the sections below. Overall the ndetlogy identifies three key areas of
impacts: social, economic and environmental.

Scenario-building considers existing trading cands as the base-line and then
explores the consequences of moving to variouddeifdiberalised trade. The
Handbook (March 2006) notes that, in practicea# proved difficult to differentiate
between impacts where there is little change irstdemario criteria. For this reason
the present study has focussed on the baselineratigk situation in which all tariffs
are assumed to be removed.

The analysis considers primary forestry industaghsas forest management,
afforestation and felling, as well as secondarystdes relating to forestry including
pulp and paper manufacture, sawmilling and the rfzature of forest products such
as furniture, carpentry, particle board and wooskbgpanels etc. Non-Wood Forest
Products (NWFPs) are an important economic resptmeever, where they are
farmed commercially they are considered to be giatie agriculture sector.

The key components of the SIA methodology are:
Causal Chain Analysis
Identifying sustainability indicators

Providing an overview of geographic and socio-eooieaonditions, and
establishing the baseline context in the EU andcllgur in relation to forestry
and trade.

Using a General Equilibrium Trade Model (the CETiestimate the
outcomes of trade negotiations in relation to tived pillars of sustainability

Quantifying the approximate levels of productioonfr natural forests versus
plantations

Qualitative analysis of predicted outcomes of anNEkicosur FTA in relation
to the three sustainability pillars and within matforest, plantation forest and
re-afforested contexts.

Carrying out extensive stakeholder consultation

Causal Chain Analysis

Causal Chain Analysis (CCA), illustratedkigure 1, forms the basis of the SIA
methodology. The purpose of CCA is to trace theseeeffect pathways from the
potential socio-economic and environmental imp#ws have been identified within
the forestry industry back to their root causes fitst step in this process was the

SIA of Mercosur Negotiations — Forestry Sector Stdiy-Term Report page 7



identification of indicators relating to the threevironmental, social and economic
sustainability pillars, which took place as parttué Inception Report (ségpendix

1). The next stage of the analysis was to estatilisiipaseline conditions in relation
to social, environmental and economic issues‘(thi@erability context), as well as

the existing trade conditions. Baseline conditimese established from an extensive
literature review, using reports and statisticdhlases from a wide range of sources,
including UN agencies such as the FAO and UNCTA®@geBtry NGOs including the
International Tropical Timber Association and FERMte forestry departments, and
academic journals.

Figure 1: Causal Chain Analysis

SETTING THE SCENE

Major differences exist between Mercosur and theaBWell as within each entity,
with extensive variation between the member siateslation to geography,

including forest cover and composition, demographéconomy and culture. The first
chapter therefore aims to provide an overview dhllbe EU and Mercosur in
relation to the forest cover and general socio-ecoa conditions. This chapter also
draws attention to the complexities in analysissealby the grouping of industrial
activities within standard industrial classificat

It is also important to consider what implicatidrede liberalisation within one
economic grouping may have on other economic tgpgartnerships that may exist.
For the four countries which formed MERCOSUR atdhéset of this study this is a
relevant issue because they also have importaatiagional trading links and
involvement in negotiations on the Free Trade Axiehe Americas (FTAA).
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EU / Mercosur related Trade Measures

The main focus of the study is to capture the gakaconomic, social and
environmental impacts arising from trade measwkging to market access,
subsidies and other regulatory procedures. Thexelfas section of the report seeks
to provide an overview of the baseline situatiogareling trade measures in both the
EU and Mercosur. Such measures include:

Tariff measures, i.e. changes in the tariff streeii@.g. reduction or
elimination of tariffs on timber and processed tanproducts). A list of tariff
measures for selected timber products is presémt@dpendix 4.

Non-Tariff Barriers (NTBs), such as Technical Barsito Trade (TBTs)
various subsidies to the forestry sector, labeléing certification etc.

SIA of forestry Sector outcomes in relation to EU Mercosur negotiations

This chapter forms the main part of the assessarghaims to ascertain the outcomes
in relation to social, environmental and econonaistainability of changes to the
structure of forestry and related industries assalt of free trade negotiations
between the EU and Mercosur. The Copenhagen Ecarsdimade Model (CETM) is

a substantive element in the quantitative forengsif trade outcomes within this
sectoral report.

The Copenhagen Economics Trade Model

The CETM forms a Computable General Equilibrium E@odelling component to
assist in the identification of major economic amsences of EU — Mercosur trade
negotiations in relation to forestry and relatect@es and linking these to the analysis
of social and environmental impacts. A more dethdeerview of the CETM
methodology and its incorporation within the oveta@de SIA can be found in
Appendix 2.

The assessment of sustainability impacts focusesitiomes within Mercosur in
accordance with the principles of proportionatelgsia. This is because the CETM
predicts that the relative change in trade forEbl5 member states will be minor in
comparison to Mercosur (sdable 19. This is related to the fact that tariffs in the
EU are already absent or very low for most timledpcts but considerably higher in
Mercosur. Furthermore, contextual factors such aschbsur’s socio-economic and
ecological environment are considerably more vahkr to sustainability impacts
associated with increased trade, most significadgfprestation. The low level of
existing trade barriers has prompted some comn@sttad ask why an SIA of the
forest sector is required and the answer lies jadly in the fact that forest cover and
forestry accounts for more than 40 % of the laneec@ver much of the Mercosur
region (within Brazil and Paragruay). Trade libesation in the agricultural or
manufacturing sectors could have a major impadaod cover and lead to greater
rates of deforestation with major environmental aadial consequences.

Understanding Local Social, Economic and Environmetal Issues

Two separate components of Forest Sector tradeoasgdered, the primary
production of timber through conventional foregiractice, and secondary processing
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which results in international trade in sawn womalp and paper. Although both
components can be considered separately, increasitigal integration in the forest
sector has led to an economic and political clinmatghich decisions on the planting
or felling of trees are invariably taken in relatito the planned marketing of the
product. Because it takes a minimum of 7 yeageteerate a product from fast
growing species and 20-40 years with slower yigjdrees, investment decisions in
the forestry and forest product industries nedaetonade a minimum of 10 years in
advance. This has important implications in teahgredicting future market
demand and assessing any changes that might beehthrough trade liberalisation.

All forms of forestry activity and timber procesgiaffect the local economy. social
conditions and environmental character of the areasich they operate and it is
necessary to establish an overview of these gedeai@acteristics before seeking to
describe the enhanced or additional impacts thegés in trade agreements may
have. Descriptions for each country have beenldped in the form of baseline
scenarios because statistics for annual produofiood products and the
proportions that are provided by plantation andirstforests are either imprecise or
non-existent for most countries.

CONSULTATION PROCESS

A key component of an SIA is the encouragemenktdresive discussion and debate
amongst key stakeholders, especially from withoséhcountries that are party to the
intended trade agreement. At a practical level¢iseurces available for individual
sector studies places limitations on the scopéafme-to face meetings, but the use of
the internet and e-mail opens up wide-ranging |bdgss for engaging international
experts and commentators.

The current draft of this assessment report wilibed to conduct extensive
consultations with interested parties in the EU Bieilcosur countries. Named
individuals will be approached (identified from iheritten contributions to
international literature) who represent particwi@wpoints. Individuals will be
selected from:

International NGOs working in the forestry and trade sectors,

Forest Industry representatives (International companies/ sawersill
investors / export/import agencies),

Leading Researchersn forestry, trade and poverty reduction,
Community interests (within countries with major forest product exprts
Development Cooperation Agencie€e.g. DFID, GTZ)

A provisional list of stakeholders to be consuliiening the course of the SIA is
provided inAppendix 5.
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3. SETTING THE SCENE FOR SIA OF FOREST
TRADE

DEFINING THE FOREST SECTOR

This sustainability impact assessment is focusseti® social, local economic and
environmental implications arising from changesoirestry practice and the use of
forest products that may be stimulated by any madetagreement reached between
Mercosur and the European Union. The impacts neayelmerated in either group of
countries.

A wide range of definitions is employed for theleotion and analysis of trade in
forest products. A common distinction is made leetw'industrial round wood’, fuel
wood’, ‘sawn wood’ and processed wood like ‘woodppuHowever these terms are
not used consistently in international data setdifficulty can arise in matching like
with like.

An additional complication arises because econa@aia on the forest sector is
collated under two headings — ‘forestry’ and ‘wopdlp and paper’. On first
inspection forestry issues may not appear to egbfest importance in the ‘basket’
of commaodities that are traded between the two commarkets. Closer
examination reveals that a much higher proportioeconomic activity is included
within the model because this includes printing padlishing in addition to wood,
pulp and paper. These secondary activities gemarath high levels of economic
activity than silviculture.

It was widely held in the closing decades of tist tentury that the advent of
computers and information technology systems weerdove the need for paper and
related products but this has not happened. Tédugtion of paper and related
commodities like card and board continues to ireeesnnually and there are direct
correlations between the per capita quantity ofdvemducts consumed and the state
of national economies.

In 1997, forest based and related industries (FB}Ibbnstituted one of the largest
industrial sectors in the EU with a production wabf €319 billion, valued added of
€112 billion and direct employment of 2.4 millioegple. Over 63,000 companies
were engaged of whom the 20 largest accountedOfdr & the total turnover and
these were in the pulp, paper and board sectdrs.FB-IND sector represented 10%
of production, added value and employment of EU ufeturing industriesTens of
thousands of SMEs with fewer than 20 employeekerfarestry sector were not
included in the above figures, leading to significander-representation of the socio-
economic importance of the sector to the EU.

This SIA concentrates on the impacts relating éoghimary economic activity of
growing and harvesting wood, and what are desctileed as ‘secondary’ activities in
terms of processing wood. Production of sawn weashd fibre, wood chip and pulp
are examples of secondary activities where theymtod in a form which can either
be marketed internationally or used in situ fotHer beneficiation. However, it is
increasingly common for tertiary processing to aaouhe country of origin,
including manufacture of particle board, and pag@nly one of these highly
integrated processing plants requires inputs db¢inon a scale that directly affects
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national planning of timber resources and can rsaegal and environmental issues of
international significance. This provides stroagtification for the inclusion of
‘forestry’ on the SIA agenda as part of the EU-Msur trade negotiations.

OVERVIEW OF PRIMARY FORESTRY ACTIVITY
European Union

The EU has a total area of forests and other wotadetof 160 million ha accounting
for about 42% of its land area (Eurostat, 2006 sEhforests cover a great variety of
climatic, geographic, ecological and socioeconarnieditions. In ecological terms,
the majority of European biodiversity is contaimeithin forest zones ranging from
the vast boreal forests of Finland and Swedennalforests of France and Italy, and
sub-tropical forests of Greece, Italy and Spaithéotemperate forest zones which
cover the majority of the EU including Germany, &l and the UK (FAO, 2003).
The forest cover of the EU, however, representg ardart of the natural forest and
woodland that once covered the continent, replageayricultural (including
plantation forests) and urban landuses over theedieg centuries.

More recent expansion in forest cover, at a raggpptroximately 0.3 % per year is a
result of Afforestation programmes and natural sgsion of vegetation. The recent
accession of ten eastern European and Mediterraimeantries to the EU increased its
forested area by around 20% This is importan¢ims of underpinning rural
economies and providing a basis for economic dgveént. In addition to its
commercial value much of the expanded area isdadlgoeat scenic and ecological
value. Several of the new member states havedhaadpple with complex social and
environmental issues as they have adjusted to &tdlatds. These issues have
included restitution of state-controlled land irdilng forestry areas to large numbers
of private owners following the break-up of comnmamj and cessation of
unsustainable harvesting practice. New membegsstaive made significant progress
in adjusting to EU standards but more work remgonse done.

Table 1summarises the context with regard to forest laedsawithin each of the
EU25 member states below

Table 1: Areas of forested land in the EU in 2005

EU Member state Population Land Area | Total Forested land Forest available for
(2004) and other wooded wood supply
areas (000 ha)
Austria 8.14 8,273 3,924 3,352
Belgium 10.40 3,052 672 639
Denmark 5.40 4,243 538 440
Finland 5.22 30,459 22,768 20,675
France 59.90 55,010 16,989 14,470
Germany 82.53 34,92 10,740 10,142
Greece 11.01 12,890 6,513 3,0p4
Ireland 4.03 6,889 591 580
Italy 57.89 29,406 10,842 6,013
Luxembourg 0.45 259 89 8p
Netherlands 16.24 3,392 339 314
Portugal 10.47 9,150 3,467 1,897
Spain 42.35 49,945 25,984 10,497
Sweden 8.98 41,162 30,259 21,236
UK 59.67 24,160 2,489 2,108
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EU Member state Population Land Area | Total Forested land Forest available for
(2004) and other wooded wood supply
areas (000 ha)
Cyprus .73 925 28( 438
Czech Republic 10.21 7,728 2,680 2,559
Estonia 1.35 4,227 2,16p 1,932
Hungary 10.12 9,234 1,811 1,702
Latvia 2.31 6,205 2,99% 2,413
Lithuania 3.45 6,254 2,050 1,686
Malta 0.40 32 - -
Poland 38.19 30,442 8,942 8,300
Slovak Republic 5.38 4,808 2,031 1,706
Slovenia 2.00 2,012 1,166 1,035
Total (EU25) 456.84 385,088 12,139 11,041

Source: Eurostat (2006)

Plantation forestry

In some cases, the creation of large areas ofgilantforestry has had a number of
environmental consequences in EU countries. Plantgagre generally less rich in
biodiversity when compared to natural forestsaddition, the use of species
(principally of fir or pine) that are not indiger®and symmetrical grid planting
patterns can result in visually obtrusive blocksreés that conflict with the
surrounding landscape. Under certain circumstarnbesulk processing of industrial
plantation timber has been historically linked toember of environmental concerns
including pollution of water, air and soil (c.f Zimerman, 1992).

Pollution and forest destruction

The Temperate and Boreal Forest Resources AssesgoiBC/FAO, 2000)
identified biotic factors and grazing as main causieforest damage within the EU.
Other major factors affecting forests are air gadh, storms and forest fires. While
EU legislation has led to considerable improvenaératr quality in Western Europe
over the past 20 years, deposition of air pollgamstill a concern for European
forests. The majority of sites with the highestlaoputs (which comprise nitrogen as
well as sulphate deposition) are now situated int&&European forests.

Changes in climatic conditions and heavy storm&hagently caused severe damage
to more than 1 million hectares of forests, suchasirred in France and Germany at
the end of 1999, affecting a volume of timber eqléwt to three times the normal
annual cut. Forest fires are the most importantadang factor in the Mediterranean
countries, where between 300,000 to 500,000 haresfs and other wooded land
burn each year. Forest fires were particularlylemtiduring the summer of 2003,
when the forests were exposed to very hot andldnatic conditions, and when, for
instance in Portugal alone around 400,000 ha west&ayed by fire (EU, 2006).

Mercosur

The status and condition of the forest sectorediffarkedly within the fodr

member countries, Brazil, Argentina, Paraguay andyUay. This reflects the range
of climatic zones and the geographic extent of r@forest cover, historic patterns of
harvesting and replanting of indigenous forest @exklopment of plantation forestry.
Brazil has an equatorial climate and possessesa@plaain forest and tropical

! Venezuela became a member during the course stublg but is not included in the analysis.
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forest, whereas the other three countries havellatgmperate climates. An
overview and brief introduction to current conditgoin each country is therefore

appropriate.

The current extent of forests and plantations withie five Mercosur countries are
represented iMTable 2,Table 3and Figure 2below:

Table 2: Current extent of forests within MercosurCountries (2005)

Country Area Total Primary / Primary /
(000ha) forest* modified modified
(000ha) natural natural
forest forest as %
(000ha) of total
Brazil 851,448 477,698 472,314 98.87
Paraguay 40,15 18,415 18,432 99|76
Uruguay 17,622 1,510 740 49.01
Argentina 278,040 93,98p 31,792 33.83
Source: FAO (2005a)*and other wooded land **2000
Table 3: Plantations within Mercosur
Country Plantation | Plantation Plantation Change in
(000ha) (000ha) (%) of forest plantation
area area (%)
Year 1990 2005 2005 (1990-2005
Brazil 5,070 5,384 1.12 6.79
Paraguay 23 43 0.23 86.96
Uruguay 197 751 49.74 281.22
Argentina 769 1,229 1.20 46.81
Source: FAO (2005a) **2000
Figure 2: Forest Areas and type, Mercosur (2005)
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Brazil, the World’s fifth largest country, extends fron”B@rth of the Equator to 34
south. Most of the country lies in the equatooiatropical zone with high rainfall and
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temperature. Tropical forest covers 64% of thel lsurface area and it is one of the
world’s most endangered high biodiversity areasefsive clearance of natural forest
has occurred over the last two decades under carggaessure for agricultural
development, although the rate of deforestatiorble@s considerably reduced in the
last five years through direct intervention by gevernment.

Paraguay,only a twentieth the size of Brazil, straddles titopic of Capricorn, lying
between 18and 26 degrees south. Low lying areas in the centresanth east parts
of the country support fast growing tropical forkst the western part is dry and
semiarid as the land rises towards the foothilihefAndes Cordillera. Like Brazil,
Paraguay has extensive tropical forest accountingdtween 46 and 60% of the total
land area, but this has been subjected to intemxsal@pment pressure.

Uruguay is the smallest of the four Mercosur countriesupging an area half the
size of Finland and only 2% of the area of Bra#tilhas a population of only 3.2
million people. The total area under forest is Tb& (owest of the five Mercosur
countries) but almost half of this is plantationiethis being rapidly extended with
direct incentives from government and internaticaggncies.

Argentinais the second largest country in South Americaadpene third the size of
Brazil. It extends from the tropic of Capricorr8{Zouth) to the Straits of Magellan

at 54 south. Its climate ranges from warm temperatoti oceanic and is ideally
suited to growing trees. The total forested areaumts to around 34,648 hectares the
vast majority of which is natural forest.

Deforestation

Extensive deforestation and forest degradatiorobasrred within Latin America
over the last two decades with a number of enviemal consequences. Although
deforestation has slowed in most countries in Séutierica, the region still showed
the largest net loss of forests in the world ingleeod 2000-2005 of 4.3 million
hectares per year and an increase in the rats®ftlampared to the period 1990-
2000 (3.8 million ha/yr) (FAO, 2006). The ratesnet primary / modified natural
forest losses between 1990 and 2005 in the Mercosurber states are shown in
Table 4 below.

Clearly the largest decrease in natural forestmwedun Brazil, with a net loss of
more than 42.6 million hectares over 15 years. iBpassesses a number of
ecologically sensitive forested areas, and conieitmore than 60% of the Amazon
rainforest. The Upper Parana Atlantic Foresttaiiag across the borders of Brazil,
Paraguay and Argentina, contains exceptional berdity and is considered to be
one of the 25 most important biodiversity ‘hotsp@8WF, 2006). Despite
conservation efforts, the Atlantic Forest remaiighly endangered. Less than
100,000 kn (about 7%) of the forest remains, and more th&ahd3he more than
8,000 recorded endemic species officially threadeseme globally (Tabarelli et al,
2005).

In the last five years Brazil has made a majorréettmreduce the rate of
deforestation. It is reported that in the yeaAtigust 2006 a 30% decrease in the
annual rate of deforestation was achieved althohighstill left losses of 13,000
square kilometres (Economist, 2006).
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Table 4: Change in Primary / Modified Natural Fored (1990 - 2005)

Primary / modified Primary / modified Change in primary/
natural forest natural forest Modified natural forest
(000ha) (000ha) cover

1990 2005 (000ha) (%)
Brazil 514,957 472,314 -42,643 -8.28
Paraguay 21,114 18,432 -2,682 -12.70
Uruguay 704 740 36 5.11
Argentina 34,493 31,792 -299 -7.83
Venezuela N/a N/a N/a N/a

Source FAO (2006)

Within Mercosur, net forest loss, proportional tea was greatest in Paraguay
(more than 12%) over the 15 year period. Howesiace the enaction of stringent
legislation in 2004, the rate of forest loss indgaray has slowed significantly
(WWF, 2004). Uruguay was the only Mercosur couidryecord a net gain in
natural forest cover between 1990 and 2005, witinenrease of 36,000 ha. This is a
relatively modest gain in terms of Mercosur as alhwhich recorded a loss over
the same period of close to 50 million hectaraboaigh it was fairly significant
nationally (FAO, 2006).

OVERVIEW OF SECONDARY ACTIVITIES

Secondary activities in the Forest sector incluaensilling, fibre and chip

production, and pulp and paper manufacture. Ireggncompetition in pulp and
paper manufacture is high and profitability hatefain the recent past for companies
in traditional forest areas like North America daarope as supplies of raw material
have become harder to access, environmental anthtexy controls have increased
and older mills have been unable to achieve thmutitrputs of more modern plant.

Worldwide, the pulp and paper industry is still doated by the United States of
America which in 2002 produced 57% of the outpaibfrthe world’s top 20
companies.

The European Union has one of the most establishddntegrated forest sectors in
the world which is not surprising given its historyrhere are over 1,100 saw mills
and pulp mills within the 25 countries. Howevenagamation and consolidation of
companies has been taking place over the lasy tredrs and six of the world’s top
20 forest and paper producers are based in Fintaadnany, France, the United
Kingdom and Ireland. Finland dominates with thoééhe world’s top 20 industrial
producers (Stora Enso, UPM-Kymmene, and Metsgli{avC, 2003).

The increasing demand in North America, Europe,Aamstralasia for supplies of raw
materials has been met for several decades byniinari of wood chip and wood pulp
from major suppliers including Russia, Africa areu$ America, but it has long
been recognised that costs could be reduced bgihgiprocessing plant in the
countries of origin. As a result, there has bemmel@rating investment, particularly in
South America, both in establishing industrial pdaions and pulp and paper mills as
timber yields have risen.
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Figure 3: Output by value of pulp and paper for top20 world producers (2002)
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According to the PwC Global Forest, Paper and Rangandustry Survey (2006) the
wood, pulp and paper sector is undergoing compherand far-reaching changes.

“Demand is shifting east towards Asia-Pacific, agjon markets such as
India and China show strong growth, while fibre plypis shifting south
towards South America with a concurrent declinéhm North American
pulp industry.”(PwC, 2006)

The consequence of these global shifts is thabutlBAmerica, pulp production has
grown steadily from around 4 million metric tonr{84% of world production) in
1980 to over 14 million metric tonnes (8.1% of wdoproduction) in 2004 (Bael and
Sedjo, 2006).

OVERVIEW OF FORESTRY PRODUCTION, TRADE AND CONSUMPT ION

World trading patterns, trends and trajectory

Despite the stalling of the Doha Development Ageselées of trade negotiations
within the WTO Uruguay round, as a result of sevdisputes, most significantly
over agriculture, the trend for liberalisation @fde has continued. Increases in
market access have been significant; however aisis noteworthy that reduced tariff
barriers have been accompanied by an increase st of non-tariff measures,
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which represent a significant and widespread impedt to international trade, and
exports from developing countries in particular ldank, 2006a).

According to the UNCTAD Trade and Development Rep2d06) the expansion of
world output in goods and services continued thihoug 2005, and is expected to
maintain a projected GDP growth of 3.6 per cer#0A6. Furthermore, the Report
predicted a continuation of growth in developedrtaas of around 2.5-3 per cent.
However, the Report goes on to assert that the agk slowdown in global financial
markets in the near future appear higher than aagea In addition, there are serious
imbalances in the world economy, the correctiowlich could lead to strong
repercussions for developing countries (UNCTAD, @90

Generally speaking, developing countries have lieakefrom high commodity prices
since 2002, although this has meant higher cogtsins of imports for some. Despite
a reversal in commodity price trends in more receonths this has gone some way to
allowing developing countries, especially China &mdla, to contribute to recent
growth in the global economy to an unprecedentéeinéxRapid sustained growth in
East and South Asia has also added to the intendepee of developing countries
and global demand for goods and services, altexpgrt opportunities for

developing countries. Despite this change, thendgveloped economies such as
the EU and US continue to be the main force inrd@teng the shape of the global
economy.

The Global Forest Resources Assessment (2005gdsiréhat world timber
production in 2005 would be valued at around US§i@i®n, mainly accounted for by
roundwood, representing a total increase of ardingercent over 15 yeaiSurope,
North America and Asia dominate the world timberkeawith 51%, 30% and 13%
of exports respectively (according to 2001 datapgared to the 2% share
represented by South America (FAO, 2005a). Totabnted employment in primary
forestry declined by roughly 10 percent during ltet decade, possibly owing to
increases in productivity. This decline occurredniyain Asia and Europe, with the
latter affected by the restructuring of formeriytrally planned economies, while
other regions, including South America, showedtagnewth in employment (ibid.).

While long-term structural trends are difficultpgeedict accurately, the FAO Forestry
Sector Outlook Studies (2005b) estimate that ctigeswth trends are likely to
continue to 2020 in line with increased incomes oplulation. Much of this growth
is predicted to take place in South America, whitgificant growth is also predicted
in Europe, particularly in Eastern Europe and th&&ns (c.f. FAO, 2005b and 2005c¢
respectively). Escalation in demand is likely tofbelled by the continuing growth of
the Chinese and Indian economies, as well as grimwtbundwood consumption in
Europe of up to 40% by 2020, while Brazil will alsontinue to be a highly
significant regional consumer (FAO, 2005c). Thestonption of all forest products
has steadily increased during the last 40 yeath, ayarticular increase in industrial
roundwood consumption. Growth in consumption hanldastest, in relative terms,
in South America, Sub-Saharan Africa (SSA) and Qeea

Economic Overview

Demographic and economic context is a highly inftigd factor in forestry outcomes,
particularly in developing economies, thereforeriaf overview is provided below.
Brazil has by far the largest population and econofrthe Mercosur countries,
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followed by Argentina (se@able 5). The Mercosur countries also exhibit high levels

of unemployment, poverty and public debt. Argengmnd&ibit the strongest growth,
although the former is recovering from severe famalnproblems, and the latter’s
economic fortunes are largely tied to oil, whicle@ants for around 90 percent of the
country's national income (FAO, 2002).

Table 5: Selected economic indicators for Mercosu€ountries

Brazil | Paraguay | Uruguay | Argentina |Mercosur| EU25

Population (Mil.) 188 6.5 3.4 40 263.6 456.9
Pop. growth (%) il 2.5 0.5 1 1.3 0.15
Density / sq. mile 58 42 51 38 43.2 -
GDP(PPP)(US$ bn) 1,568 29 33 518 2,301 12,180
GDP / Capita (PPP) (US$) 8,400 4,900 13,100 13,700  10,44Q 28,100
Real growth/an. 2/4 3.4 6.1 8.7 6.0 1.7
Inflation 5.7 7.5 4.9 11.1 9.0 2.2
Unemployment (%) 9.8 16 12.2 11.6 12.4 9.4
Poverty (%) 22 32 22, 38.5 32.3 -
Public debt (% GDP) 51}6 36 81.9 72.5 55.24

Source: CIA (2005)

Foreign Direct Investment

In general, macroeconomic stabilisation, traderéibbgation, privatisation and policy
deregulation has encouraged private investmenfardn capital especially from
Spain and Portugal, although the Argentina econa@mists in the late 1990’s dented
confidence very significantly in this part of tregion. The EU is the most important
source of foreign direct investment (FDI) for LaBmerica, with around €254.2bn
invested in 2003, a significant increase from €&M@6.in 2000. This investment has
mainly been in the wood panels, pulp and papersitnghs based on plantations. EU
investment represents roughly 40-45% of total Fithie region; therefore the EU
exerts significant influence on forestry policy Wit Mercosur (UNCTAD, 2006Db).
Mercosur countries are highly dependent on forempital as this represents an
average of 21.4% of GDP (S&able 6). This is highest in Argentina and Brazil
which alongside Mexico and Venezuela are the lar§eath American economies
and represent traditional repositories of foremrestment in the region. Intra-
regional investments and capital flows have alswgrin recent years, including high
profile investments made by Chilean companies szBand Argentina.

Table 6: FDI in Mercosur

FDI Stock 2000, FDI
(US$ million) | (% GDP)
Argentina 73,088 26
Brazil 196,884 33
Paraguay 1,237 16
Uruguay 2,088 10
Total / average % 300,240 214

Source: UNCTAD (2006b)

Of the EU25 member states, Germany has the lapggstiation forming more than
18% of the total, followed by France, the Unitech¢g@dom and Italy with roughly
13% each. These four countries together repré&s@ntof the total EU population in
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2005 (EU, 2006b). The new Member States (the Eldfiyesent almost 16% of the
total population (74.2 million). The vast majordaf GDP is represented by the EU15
countries and unemployment is highest in the Eudi@)(

Production and Consumption

Forestry production is defined to include both &brg and related forest industry,
which can include a multitude of end products,rimiediate products and a wide
range of services.

As one of the largest producers and consumersntieti and timber products, the EU
exerts a significant influence on the global fonegtdustry, while timber production
and consumption within Mercosur is also highly gigant regionally and in terms of
tropical timber. The section below therefore pdaa an overview within both
entities in relation to removals of roundwood armmba for fuel and consumption of
selected wood-based products.

Mercosur

The volume and value of roundwood and woodfuel vale@nd consumption for
each of the Mercosur countries are showi @ble 7,Figure 4and Table 8below:

Table 7: Volume and value of wood removal in Mercag countries (2005)

‘ Brazil ‘ Paraguay ‘ Uruguay ‘ Argentina

Removal of wood products, Volume (1000 cubic metesbark)

Roundwood 168,091 4,974 3,160 7,536
Woodfuel 122,386 6,841 1,740 3,490
Total 290,476 11,823 4,900 11,026
Value of wood removal (1000 USD)

Roundwood 2,897,019 252,68( 47,400 117,614
Woodfuel 942,02p 225,744 13,920 26,115
Total 3,839,030 478,426 61,320 143,731

Source: FAO, Global Forest Resources Assessmedb)20

Figure 4: Volume and Value of wood removals
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Brazil

Brazil is the world’s largest producer and consuofaropical timber. 86% of the 26
million m® of timber harvested annually from the Amazon ised internally
(Smeraldi & Verissimo, 1999). Sao Paulo state @lconsumes 5.6 million ha year
which is more than the volume of tropical timbeedisnnually by France, Great
Britain and Spain. Although a substantial promortof all timber is cut from natural
forest, Brazil also has 5 million hectares of pamel eucalyptus plantations, most of
which is used for renewable fuelwood and charcodlfar the pulp and paper
industry. Only 14% of Amazon timber production igerted to international markets
with 40% going to Europe and Japan and the balemoeighbouring Southern Cone
countries. While the extraction of roundwood hasegally increased, removals from
native forests have decreased, with growth accduoteby a greater volume of
removals from plantation forest (FAO, 2006).

Table 8: Consumption of Forest Products for Mercosucountries (2002)

Brazil Paraguay| Uruguay | Argentina
Sawnwood m | 17,409,400 136,900 248,400 185,60
Wood-Based Panels  °m 2,376,600 -l 27,200 1,103,000
Wood Fuel m | 114,069,000 104,700 56,800 686,00
Wood Pulp Mt 4,291,000 500 130,097 557,95(
Paper and Paperboardt 6,598,600 60,100 50,900 1,725,600
Recovered Paper M|t 1,306,200 16,000 - 516,30(

Source: (FAO 2006)

Brazil has a substantial pulp and paper industti fite companies represented in

the top 100 producers according to the PwC Globet$t & Paper Industry Survey
(2006). These five companies are Aracruz, SuZdatmrantim, Klabin and Ripasa

and together produced more than US$5.3 billiorrasg revenues in 2005. Brazil is
also highly efficient as a producer of pulp andgrapith the highest Return Capital
Expenditure (RoCE) of any country (10.8%) (ibid.).

Brazil has improved its record in relation to paditen of its forests through a number
of instruments, includinga Ley de Crimenes Ambientaldghe law of environmental
crime) and extension of the protected areas. Il Ap2000 the National Program of
Forests was created, to provide the institutiormahework for sustainable forestry.
The program has ambitious goals and considers pgroggams high-priority: the
‘Florestar’ programme applies to the expansion of the forase bthrough planting
with the emphasis on degraded areas. TheSustain’programme which aims to
promote the sustainable use of natural forest$, sgecial attention to Amazonia and
tries to reconcile commercial interests with comagon. The'Florescer’ programme
aims to combat deforestation, including the preeandand control of forest fires, to
reduce the conversion of forests to other landasdsprevent illegal logging
activities (FAO, 2002b).

Paraguay

The volume of timber harvested in Paraguay in 2085 approximately 11.7 million
m®, most of which was consumed as fuelwood and clah(seeTable 7).
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Roundwood production totalled more than 4.9 millioh) while fuelwood production
was around 6.8 million A{FAO, 2006). Despite the low proportion of plaratio
primary and modified natural forest in Paraguay (&&ble 3), the Government
provides significant incentives amounting to 75ceet of the cost of establishment
and maintenance of plantations during initial stagiedevelopment through Law 536
established in 1995. In 1998, about 43,000 haanftptions were established under
this scheme (FAO, 2003). Eucalyptus is the predantispecies although some
indigenous species are also planted.

According to the FAO (2003) the production of sawiod, laminated wood,
fuelwood, charcoal and poles dominate Paraguayésfry industry, while secondary
production focuses on the plywood, flooring, funng and furniture-part industries
and the production of doors and windowkere are no fibreboard or chipboard
factories or pulp or paper mills, sawmills are rhosiall and veneer factories are
mostly medium-sized. These industries are foundignosthe northern (San Pedro
and Concepcion) and south-eastern (Alto Parandtapda) departments of the
eastern region (ibid.). The collection of fuel wlde underdeveloped and takes place
mainly in rural areas on an informal basis.

Uruguay

The main species grown are eucalyptus and pinguigr production. More than 3.6
million hectares is suitable for forestry and wgilipport growth rates that are amongst
the fastest in the world. International investmuest been provided from Finland,
Holland, Spain, Chile and Canada (McKennie, 1996)mpania Forestal Oriental SA
(FOSA), 60% owned by Finnish pulp producer Botrsahe country’s largest wood
producer. In 2004 it received a supplementary twfanmillion US$ from Finnfund to
increase its eucalyptus plantings. Uruguay and F@&®Aalso in the midst of a dispute
with Argentina over the planned construction of ¢bentry’s first pulp mill with an
annual throughput of 1 million tonnes. This hasrbthe basis of a large proportion
of forest planting within Uruguay in the precedieg years under the de facto
ownership of FOSA.

The FAO (2003) identify the two main policy goafstioe Uruguayan forestry
department as balancing rural harvesting needdathestic demand in the short-term
while maintaining conservation, and attaining 2Q%tainable forestry production in
the medium term. As a result of the latter aimuad 12,000 ha of natural forests
were placed under sustainable management betw@&énabh@ 2003. It is anticipated
that continuation of growth will significantly inease investment, leading to
employment gains in primary and secondary procgq&AO, 2006).

Argentina

In 2005 Argentina produced 7.5 milliorfmf roundwood and 1.6 million tonnes of
pulp and paper (FAO, 2006). The cellulose and paquierstry employed around 9,000
people in 2002, while the generally small-scaleradls and other related industries,
including furniture manufacturers, employed anreated 48,400 workers in total
(FAO, 2003). Both the pulp and paper industriesrmlibng term potential. Fletcher
Challenge a New Zealand company has developed ammadmposite mill to

process timber form the northern plantations argtaslucing high quality lumber,
plywood, veneer and mouldings (Cintrafor, 2006}heD forest products generated in
Argentina include fuelwood, posts, railway sleepeharcoal and tannin.
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In recent years the government has treated thetfeeetor as an integral component
of its economic reform plan and is actively encgimg international investment, but
progress has been adversely affected by high toatagion costs, low domestic
demand and an underdeveloped forest products nydiskiwever this position is
changing, due, in part, to the success of Mercasich has provided the forest
industry with a new economy of scale by openinghgoBrazilian and Chilean
markets and attracting strong investment. Investnmeafforestation for the period
1992 to 2000 was US$533.5 million of which theestashare was US$142 million
through non-refundable grants under the Reguldtegisures for the Promotion of
Forest Plantations (FAO, 2003). According to th€Hibid.), in the same period
afforestation promotion benefited 12,301 produeers lead to the planting of more
than 300,000 ha with fast-growing species. Oveiilliom hectares of plantation
forestry exist, most of which consists of eucalgpgouthern pine, willow and
cottonwood. A further 20 million hectares is assédsas suitable for forestry without
competing directly with agriculture or natural wdenaf.

It is important to point out that official produeti statistics do not reflect timber
harvested for household consumption, very smalessavmills operating in the
informal sector and illegal logging within Mercosutlegal logging is very
significant in some Mercosur countries, and theigtbnsidered to be a substantial
recipient of illegal timber exports. For examglegjufor (2004) estimated that in the
region of 2.6 to 4 million rhof tropical timber. Also, according to the WWF (&)
Report on Europe’s illegal logging trade, of allindwood exports from Brazil in
2004, 50% was destined for the EU, around 47% a¢hlmwvas illegal. This figure is
calculated from the volume of exported roundwoodusithe volume of exports
accounted for legally and is a conservative es@nratomparison to those of
Greenpeace (58.8%) and Brazzilmag (90%). Takingawer figure, approximately
1.363 million m3 of illegal roundwood entered thid fEom Brazil directly in that
year (roughly half of total illegal imports accandito Indufor’s figure), with more
arriving indirectly, through wood flooring imporiom China for example (WWF,
2006). Much of Brazil's illegal timber is said tater the export market via Paragfiay
(Brack et al., 2002).

European Union

According to Eurostat (2006) Timber productionhe EU25 amounted to around 368
million metric tonnes. As can be seerfigure 5 andTable 9, substantial variation
exists between the EU25 member states, with therfi@jor producers, Sweden,
Finland, Germany and France, responsible for cenaidy more than half of total
output. Within the new EU10 member states Polanidgsnost significant. Germany
also produces 4% of global output in sawnwood, 6%and based panels, and 6% of
paperboard; while Sweden and Finland produce 6% efpulp for paper (FAO,
2006a).

Z Statistics in relation to illegal logging should tseated with caution, owing to problems of déifimi
and difficulty of reporting.
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Table 9: Timber Production in the EU25

EU Member state Total roundwood Percentage
removals (000 Mt) of total
Austria 17,055 4.63
Belgium 4,765 1.29
Denmark 1,627 0.44
Finland 53,778 14.61
France 36,850 10.01
Germany 51,182 13.91
Greece 1,673 0.4%
Ireland 2,683 0.73
Italy 8,219 2.23
Luxembourg 136 0.04
Netherlands 1,044 0.28
Portugal 9,672 2.63
Spain 16,105 4.38
Sweden 67,30( 18.2Pp
UK 7,835 2.13
Cyprus 12 0.00
Czech Republic 15,140 4.11
Estonia 10,200 2.77
Hungary 5,785 1.57
Latvia 12,916 3.51
Lithuania 6,275 1.71
Malta 0 0.00
Poland 28,835 7.83
Slovak Republic 6,354 1.78
Slovenia 2,591 0.7
Total (EU25) 368,033

Source: Eurostat (2006)

In 2001, forestry and forest-based and relatedsitnghs employed around 2.7 million
people in the EU15, and an approximate 650,00Wiedkls in the EU10, with an
annual production value of around €335 billion £20.6 billion respectively (EU,
2006).The average size of EU public forest holdings isentban 1,000 ha, while
private forest holdings have an average size dfal3n contrast to other countries
with expansive forest resources, the vast majofifyrivate owners in the EU have
holdings of less than 3 ha. However, considerabi@ation exists among countries

(ibid.).
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Figure 5: Percentage of Total Timber Production inEU25

Percentage of total production
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Total consumption of roundwood in the EU in 200%waeound 304.4 million fnof
which 87.5 million mi was sawnwood. Consumption exceeded producticB2ts/
million m® and 3.7 million mfor roundwood and sawnwood respectively.
Additionally, Germany is the largest consumer obd@anels, while Finland
consumes 5% of global wood pulp supplies for pgpeduction, and the UK and
Germany consume 4 and 6% of paper global papeubrgppectively (FAO, 2006a).
The socio-economic importance in terms of leisur@ @creation is difficult to assess
but is increasing, particularly in several EUl153esaincluding the UK and France.

Trade

Existing Trade Agreements

Each of the Mercosur and EU states are membehediMorld Trade Organisation
(WTO) and the General Agreement on Trade and Ba@ATT). The EU has a
common trade policy, where the European Commissegotiates on behalf of the
Union's 25 Member States. As such, the EU is a maajmr within the current round
of multilateral trade negotiations in the WTO, theha Development Agenda (DDA).
The WTO allows members to support their own rucaln®mies under the
Agriculture Agreement, although domestic policieatthave a direct effect on
production and trade are due to be cut back preyeyg within developing countries.
The new rules on agricultural products stipulatg tnly tariffs may be used to
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control market access so all WTO members are redjtir reduce subsidies for
exports.

Other relevant agreements within WTO that affeot$b products include:

Sanitary and Phytosanitary measures (SPS)
Technical Barriers to Trade (TBT)

Trade related Investment Methods (TRIM)

Trade Related Intellectual Property Rights (TRIB&],

Antidumping, customs valuation, pre-shipment insjp@es, rules of origin, import
licensing, subsidies and safeguards.

SPS and TBT are of particular interest in the fioyesector because they could be
held to represent non tariff barriers as discugs&thapter 3.

Two other agreements which have important ramifcatfor world trade in timber
are the Convention on International Trade in Endaad) Species of Wild Fauna and
Flora (CITES) and the International Tropical TimBgreement (ITTA). Itis
significant that Paraguay is not a signatory tolTrA.

Mercosur

International trade agreements are only one paheoéquation in terms of access to
markets in Latin America. Sub-regional associatialso exist, including the Andean
Community, the Customs Unions of the Andean Comtg@AN), the Central
American Common Market (CACM), and the Caribbeam@munity Common

Market (CARICOM). These bodies encourage “deeggrdtion” to stimulate trade
but also to promote policy related access to mamtices, competition policies and
regulatory environment (CEPAL/ECLAC, 2002). In ddxh, at a summit in Peru in
2004, Latin American leaders signed a declaratarréate the ‘South American
Community of Nations’, a future continent-wide frieade zone to unite two existing
free-trade organizations, Mercosur and the Andeamr@unity.

The overview of trading patterns in Latin Americgapared by FAO (2004) concludes
that both intra-regional and international tradéoirest products is expanding rapidly.
Between 1991 and 2000 trade between the EU anddgi@rexpanded from US$
22.7 billion to US$ 36.3 billion. During this ped EU exports to Mercosur rose by
US$ 11.1 billion, while Mercosur’s exports to the Eose by US$ 2.5billion.

Mercosur became a full member of the Global Sysiéfirade Preferences among
Developing Countries (GSTP) on 2 November 2006a&yeding to GSTP, Mercosur
countries enjoy special relations with other GSTétnhers in a number of areas,
including preferential trade. GSTP members areectlly engaged in the third round
of negotiations to expand trade amongst themselM&CTAD provides technical
and administrative assistance to the GSTP Comnuoft@articipants and services the
current round of GSTP trade negotiations.

The five Mercosur countries are also members of ttien American Integration
Association (ALADI) which includes 11 South Amenicaountries and Cuba.
ALADI provides an indication of the overall level ade in forest products in South
America which amounts to 1.7% of total exports.wdwaer this figure masks the
significant production of forest products from @énd Paraguay which represent
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9.7% and 7.4% respectively of their total expoBsazil, Paraguay, Ecuador and
Chile are net exporters of forest products (199602@\LIDI, 2000, but there is a
great difference between Brazil's outputs and &st¢ of the ALIDI countries in terms
of value of exports. Brazil alone produces 48.8%IdDI forest exports worth US$
2250 million a year.Table 10gives a breakdown of the contributions that Meucos

countries make to ALIDI Forest trade.

Table 10: Forest trade in ALIDI countries, averagel996-2000

Exports ($US | Imports ($US | Balance (3U % ALADI % ALADI

1000) 1000) 1000) Exports Imports
Argentina 202,193 177,416 24,437 4.40% 9.80%
Brazil 2,250,56p 273,448 1,977,497 48.40% 15.p0%
Paraguay 71,889 1,1B2 70,707 1.40% 0.1.0%
Uruguay 44 511 32,190 12,31 1.0p% 1.80%
Total 2,569,11B 484,2%6 2,084,462 55.44% 26.[70%

Source: FAO (2004)

The four Mercosur countries have strong trade limith the European Union which
remains their largest export market but, in thé o€South America, the United
States and Canada has become the main extermalpagither, increasing their share
of Latin American trade from 45% in 1991 to 57%2000. This trend has important
implications in terms of trade agreements on fopestiucts. Ambitions exist to
create the Free Trade Area of the Americas (FTARictvwould create the largest
free trade area with 800 million people, but theme also north-south rivalries and
deep concerns that the process would result im@oic annexation’ of South
America by the United States.

European Union

The EU concludes bilateral agreements and estalisading policies with a
significant number of third countries and regioaig@as, concerning agreement on
custom unions, free-trade, association, co-operatim partnership.EU trade in
goods with Mercosur amounted to €51.1 bn in 2008) &€9.8 bn trade surplus in
favour of Mercosur, while trade in services stob€X0 bn in 2004 (ibid.).

Preferential trade agreements also exist with séwgier regional actors including
the Africa, Caribbean and Pacific (ACP) countrees] the Association of South East
Asian Nations (ASEAN). The EU under the auspicethefGeneralised System of
Preferences (GSP) grants either duty free accessloced tariffs for imports from
beneficiary countries, which includes all Mercoswember states. While all GSP
third party states benefit from the general arramg®, duty-free and quota-free
access to the EU is granted to certain countriggitfh two main mechanisms. Firstly,
the GSP+, applies to countries for implementingageiinternational standards in
human and labour rights, environmental protectitsags control, and good
governance. Secondly, thEverything But Armis(EBA) initiative applies to the
least-developed countries (LDCs). However, GSPsigdliy do not apply to

® These preferential trade agreements are notifidéugither Article XXIV of the GATT or Article V
of the GATS
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manufactured products and have therefore beendubjsimilar criticisms to those
of tariff escalation.

Forestry trade patterns

The EU is one of the biggest traders of forest pet&lin the world, with a positive
trade balance overalHowever, the EU is an overall net importer of whaged raw
materials. The Russian Federation is the EU’s &rgeurce of roundwood (both non-
coniferous and coniferous), with imports representimost €2 billion in 2005, as
well as Eastern European suppliers (EU market aata&mbase, 2006)ropical

timber and wood pulp is mostly supplied from Naatid South America and other
regions that have high forest growth rates anddosts for timber production and
processing. The EU is also a prominent exportarmumber of value added
secondary products such as paper and panels (£8).20

The EU is Mercosur’s largest external trading parin terms of goods and services,
although it only represents a fraction of the Etdtal external trade. In terms of
forestry, Mercosur is the EU’s largest supplietropical timber; however, the export
of hardwood sourced from plantations is relativatyall, with most being exported
within the region. In terms of imports, primary éstry products are negligible, with
the majority of imports coming in the form of sedary forest products such as pulp
and paper. Timber exports are a great deal highar Mercosur to the EU than
timber traded in the opposite direction (Jedble 12).

Mercosur’s total imports and exports for 2002 fetested forest products are shown
in Table 11below?

Brazil is the largest importer and exporter of both primend secondary forest
products. It is also the only Mercosur country ttha¢s not display a trade deficit in
terms of the forest products represente@iable 11 In 2002, wood pulp was the
most significant Brazilian forestry related expootnmodity in terms of revenues,
although sawnwood is also significant, particulanlyelation to quantity. Paper and
paper board products generated the second langest gxport revenues, and
represented over 75% of total exports in this eategrom within Mercosur. Brazil is
also the most significant exporter of wood and wadttles of the Mercosur member
states, generating gross revenues of nearly €84didn in 2005. Sawnwood
represented the most significant article with atb@86% of total exports within this
category. Brazil has a positive trade balance thi¢hEU in all represented products,
particularly in wood pulp and recovered paper, ekpg €1,027 million more than it
imported. Exports of wood in the rough represeteed than 0.2% of exports in terms
of value, although sawnwood represented more thhmdaof primary wood exports
(EU, 2006). For natural forest timber certain riestbns apply, such as the bi-annual
quota reducing mahogany exports from 150,00pet year in 1990 down to 50,000
m?® in 2000 (Traffic Network, 2001).

* The five forestry products have been selected basevailability of data.
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Table 11

: Import / Export of Forest Products (2002)

)

Country Forestry product Units Import Export
Quantity (x?l(J)(?O) Quantity (X?LLCJ)(S)O)
Brazil Sawnwood rh 244,300 101,143 1,425,90 409,91(
Wood-Based Panels *m 182,60( 62,624 904,00( 342,21(
Wood Pulp Mt 319,800 160,039 2,802,80 1,048,89
Paper and Paperboard Mt 854,400 707,704 779,800 494,928
Recovered Paper Mt 22,000 4,101 2,800 537
Argentina Sawnwood ™ 222,60( 51,404 37,000 9,868
Wood-Based Panels 3m 88,900 43,027 156,90( 44,1271
Paper and Paperboard Mt 803,800 712,494 55,700 66,668
Recovered Paper Mt 1,300 146 8,000 2,730
Wood Pulp Mt 139,950 73,204 198,00( 90,189
Uruguay Sawnwood iy 43,80( 9,121 64,400 7,868
Wood-Based Panels m 21,700 8,178 0 0
Wood Pulp Mt 21,800 10,314 0 0
Paper and Paperboard Mt 76,100 69,300 34,003 34,303
Recovered Paper Mt 11,000 2,200 3,100 272
Paraguay Sawnwood *m 900 248 414,00( 54,468
Wood-Based Panels *m 1,400 537 57,700 21,463
Wood Pulp Mt 500 272 0 0
Paper and Paperboard Mt 49,100 35,010 2,000 907
Recovered Paper Mt 0 0 14,000 1,159

Source: FAO (2006)

Argentinais the second largest importer of sawnwood anddwiased panels (311.5

million m®) as well as pulp and paper products (944.55 milliti). In particular,
paper and paperboard was the most significant inwitn around $US712.5 million,
which represented more than 91% of the combinegkevad all imports shown in
Table 11. Wood-pulp, mostly from plantations accounted fa ¢neatest share of
exports with $US90.2 million in gross revenuesyespnting over 42%. However, the
level of exports are relatively low and these prdyproduced a trade deficit of
$US666.69 million in 2002. In terms of trade wile EU, Argentina had a positive

trade balance of a combined €62 million in 2005weer, this is somewhat negated

by a trade deficit in paper and paperboard of aitdi04 million. Sawnwood and
wood in the rough were also significant exportstttva combined €8.8 million in
gross revenues (EU, 2006).

Uruguay’s main exports in terms of forestry products are¢ ww@od and wood in the
rough, while paper and paperboard had the highesatrit value in 2002. Overall
Uruguay showed a negative net trade balance aaligzoducts. Regarding trade
with the EU, Uruguay accounted for roughly 75% Ibfaeod fuel (€43.6 million),
and 88% of all wood in the rough (€33.4 millionpexted to the EU from Mercosur
in 2005. These two products accounted for 54% 4d84 df the country’s total
exports of wood and articles of wood, contributioghe overall positive trade
balance of more than €80 million in 2005. In tewhsecondary forest products,
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paper and paperboard represented a negative tagalech of around 7.3 million in
the same year (EU, 2006).

Table 12below showsotal exports to the EU from Mercosur and overadide
balance, for selected products and by country 520

Table 12: Exports to the EU from Mercosur (2005)

Country Forestry product and EU code Value (€) %age of total | Trade balance (€)
value for product

Brazil 44 — Wood and articles of wood 840,877,[L88 100 833,403,134
4401 — Wood fuel 13,925,310 1.66 13,892,70(
4403 — Wood in the rough 1,514,32D 0.18 1,430,79(
4407 - sawnwood 301,088,906 35.81 300,953,396
4008 — Sheets for veneering 14,024,950 1.67 13,382,37
47 — Wood Pulp, recovered paper 1,036,605,062 100 1,026,694,882
48 — Paper and paperboard 240,543|922 100 17,489,203

Argentina 44 — Wood and articles of wood 43,461,988 100 31,852,758
4401 — Wood fuel 66,600 0.15 - 714,060
4403 — Wood in the rough 2,642,990 6.08 2,540,36(
4407- Sawnwood 6,192,65( 14.25 5,885,36(
4008 — Sheets for veneering 479,140 1.10 71,47(
47 — Wood Pulp, recovered paper 31,270,221 100 30,258,441
48 — Paper and paperboard 5,257,770 100 -103,968,457

Uruguay 44 — Wood and articles of wood 80,289,883 100 80,014,443
4401 — Wood fuel 43,661,352 54.38 43,655,742
4403 — Wood in the rough 33,374,910 41.57 -
4407- Sawnwood 1,056,540 1.32 1,049,56(

4008 — Sheets for veneering - -
47 — Wood Pulp, recovered paper - - -

48 — Paper and paperboard 2,049,160 100 -7,334,410
Paraguay 44 — Wood and articles of wogd 23,635,490 100 23,596,47(
4401 — Wood fuel 2,24D 0.01 -1,420
4403 — Wood in the rough 5,630 0.02 -
4407- Sawnwood 2,279,090 9.64 2,268,99(
4008 — Sheets for veneering 96,620 0.41 96,62(
47 — Wood Pulp, recovered paper - - -
48 — Paper and paperboard 6,470 100 -8,826,240

Source: EU (2006b)

Paraguayshowed an over all positive trade balance of US#tillion for the
selected forestry products showrTiable 11 Within this, paper and paperboard
showed the most significant deficit, with imporfsapound US$35 million compared
to only US$2 million in exports. One the other haRdraguay exported roughly 21%
of sawnwood from Mercosur countries in 2002, makirige second most significant
exporter in that category after Brazil. Paraguag & positive trade balance with the
EU of around €23.6 million in 2005 with regard tenpary wood products, while
paper and paperboard was the largest forestryetet) import worth more than €8.8
million (EU, 2006).
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GENERIC IMPACTS ARISING IN THE FOREST SECTOR

A critical issue in developing an SIA for the farssctor is the need to distinguish
between those social, environmental and local enaneffects that result from
‘routine’ operations, regardless of the specifadtng conditions, and those that
would be driven by a change in trade agreementiss i$ not, however, a simple case
of drawing up two separate lists of effects. Bureoperations and timber processing
are invasive activities that inevitably cause terappenvironmental disturbance and
varying effects on social conditions but the seald magnitude of these changes can
also be driven by the ‘state of the market’. muanber of developing countries,
logging bans have been introduced in the pasytartd avoid excessive destruction
of forest environments (as applied in Liberia unddr Sanctions, and as recently
introduced by the Paraguayan Government). Whel Isans are lifted or relaxed
careful control needs to be exercised to prevéogging boom’ and ensure a
progressive switch to sustainable rates of prodocti

In Figures 6 & 7we have outlined the range of generic issuesnibad to be
considered in relation to forestry practice andogmprocessing in general.

Some effects of Timber Extraction in Natural Foress

Natural forests usually contain a wide varietyrektspecies, only some of which are
commercially sought after. Individual trees of eoercially desirable species can
sometimes be selected and felled but usually éhéraction causes widespread
damage to other vegetation and in extreme caseks@swholesale clearance and
destruction. There are well-documented casesfofelation being undertaken in
South America (and to a lesser extent in Easterof&) both to recover naturally
growing timber but also to clear ground for agriargé and other forms of
development including mining and water storage.

This type of uncontrolled forest operation usemalsnumber of highly skilled
operatives to direct unskilled and temporary labdMage levels are generally low,
and considerable social upheaval is caused thrimsgtof traditional livelihoods,
destabilisation of community life through the creatof logging camps and the
import of disease, including HIV/Aids.

Some Effects of Plantation Forestry

In order to minimise the adverse effects of foseptiactice on natural forests and
woodland, most countries have a programme for ksitélig commercial plantations
for growing industrial timber. Depending upon #rel use the most popular species
are eucalyptus, pines and poplar. Economies ¢ gtdhe international timber, pulp
and paper industries require very large areasxgess of 500,000 hectares) to
provide a continuous supply of timber to individgalv mills and pulp mills. Trees
are grown on a 7-20 year rotation, depending owtjroates which in turn depend on
soil and climatic conditions.

Capital investment in large scale forest plantatiomst be made at the outset in land
acquisition and planting. Returns are delayed theitimber can be harvested
Employment in plantation forestry is governed by ¢flowing cycle. Initial

ploughing up of former agricultural or virgin lahds low labour demands since the
work is undertaken by heavy machines, but plaraimg) initial weeding and
maintenance are labour intensive, as are some $bésmintenance and harvesting.
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The highly organised structure of industrial plaiotas means that employment is
usually tightly controlled under direct labour agiviate contracts. It is common for
small and communities of forest workers to be distiaéd to cover the full extent of
these operations, who are then ‘bussed’ to whiahead of the plantation requires
attention. Transformation of large tracts of oy to industrial plantations can have
a marked effect on the landscape and distributiggopulation. It may also have

both short term and long term environmental coneeges as habitats are changed
and soils adjust to the new types of tree monoriltu

Social, Environmental and Local Economic Effects ofimber Processing

The timber industries of developing countries ghssugh stages from the initial
export of unprocessed timber in the form of rourmbd/logs, through various forms
of beneficiation. This may involve sawing the tenlinto planks, or chipping

/pulping to form the raw material for paper. Adlital value is added by converting
timber and pulp directly to paper. Each stagedolirsg value requires higher levels of
capital investment and a more highly skilled labfauce.

Timber and timber products require large site afeakading and transhipment and
generate substantial demands for bulk transportdag, rail or water). Milling and
sawing produce large quantities of saw dust wharhaften be used as a source of
fuel in pelletised form. These activities giveert® noise and dust which require
constant attention and amelioration.

Later stages of processing including productionesfeers, particle board and
furniture give rise to similar types of environmantnpact to other manufacturing
industries that mill cut and press raw materialagibinders, resins and glues
although any adverse effects are largely confindati¢ works area and can be
eliminated with appropriate waste treatment teabgl

The largest timber processing operations, assakcwith pulp and paper manufacture
combine the environmental issues of transport atkl tlendling with process
controlled to eliminate or reduce air pollution §gaus emissions, dust and odours),
water pollution through discharges of waste anddttwater to waterbodies and
rivers).
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Figure 6

(EXCLUDING TRADE CONSIDERATIONS)

COMPARISON OF IMPACTS UNDER DIFFERENT FORE STRY REGIMES

PRIMARY PROCESSING OF TIMBER

Types of Impact

Natural /
Semi-Natural Forest

Plantation Forestry

Afforestation on Virgin Land

ECONOMIC

Real income

Quantity and value of
production and trade in
timber and non-timber fores
products, income levels of
different stakeholder groups
consumption - payment in
kind.

In theory, sustainable yields 05 3-5
m3/ha/a. can be derived from natur
forest, but experience is invariably @

t gross over-exploitation with lack of
regeneration.

,Marked conflicts between
users/collectors of NTFP and
commercial logging.

Wage structure of forest workers les
regulated than for Plantation forestr

Yields from large plantations typically
alrange from 15-25m3/ha/a.
fTimber quality and yields rising with
plant breeding / cloning.
Large companies have established wa
structures

5S

Yields depend on soil quality, climate,
aspect and topography.

Planting assumes forestry will represer
J@ higher return than alternative land us

Wages as for plantation forestry

Government revenues
(License fees, taxes, etc)

Increasing constraints on logging
from natural /semi-natural forest wit
no incentives — but in unregulated
countries with poor governance
extensive corruption may ignore
illegal activity

Decisions to plant are strongly influenc
hby Government policy, incentives (as in
case of Uruguay) and tax breaks.
Political, legal and economic conditiong
relating to secondary processing are
equally important in determining the
level of interest of international timber
companies

e@ecisions to plant are strongly
influenced by Government policy,
incentives (as in case of Uruguay) and
tax breaks.
Political, legal and economic conditions
relating to secondary processing are
equally important in determining the
level of interest of international timber
companies
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Employment

levels of income and
employment in forestry and
timber processing industries
artisanal employment

Small scale logging and
establishment of small-medium sca
enterprises (sawmilling) are commo
5, features and provide employment fg
local communities. Self financing.

Numbers of employees fluctuate with
etimber cycle —high in land
nclearance/planting and initial
restablishment, low during growth phasg

moderate during harvesting. Generally

Numbers of employees fluctuate with

timber cycle —high in land

clearance/planting and initial
Pestablishment, low during growth phas

D

moderate during harvesting. Low wages
low wages
Fixed capital formation Restricted to building access roads | Building forest stations / haul roads/ fire Building forest stations / haul roads/ fire
loading jetties and potentially bargesbreaks/ fencing. Investment in transporty -1/ fencing. Investment in transpott
for water-borne transport fleet fleet
SOCIAL
Poverty Marked contrast between use of With extensive industrial plantations Forestry on former agricultural land wil
Number .Of fprest dependent natural forest by indigenous other land-uses are diminished. Loss ofusually support fewer employees, except
people, livelihoods and communities supporting sizeable | indigenous communities, reliance on | in the case of extensive cattle ranching.
development, population, and external logging | contract and imported labour
operations which require very few
employees and drive out indigenous
communities
Land tenure and user rights Varies country by country. In Brazil Land tenure and user rights are minimallnvariably takes place on privately
large areas state owned, In Paraguapr non-existent in large plantations owned land, or on concessions granted
most forest in private ownership. by the state May have multiple
ownership claims, if former communities
displaced
Commurnt_y relations and Very strong in sustainable forest Larger companies have adopted Poor communications and limited
workers’ rights areas but largely ignored where standards but are often challenged on | workers rights characterise new planting

external companies are engaged in
logging

poor performance by local groups
/activists

areas. Much labour is short-term
contract hire.
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Health and Education
Health and safety of forest
workers

Largely uncontrolled and very poor

Well regulatethvappropriate training
and monitoring

Variable performance depending upon
owners’ attitudes

Welfare of rural forest
communities;

Self-regulated in sustainable forests
Ignored by most external operators

.Reasonably managed as in most large
industrial enterprises

Variable performance depending upon
owners’ attitudes

Equity

Employment and income
distribution, Asset ownershi
(Gender distribution —
income and assets

High degree of shared resource in
sustainable forests. Non existent

Strong vertical integration of ownership
Profits transferred to parent companieg

psupport where external operators afeshareholders. No, or limited, local

active.

distribution

. Profit retained by owner (either large

Very limited local distribution

Aandowner or private forestry company).

ENVIRONMENTAL

Natural Resource Stocks

Total area of forest cover as

%age of all land cover; areg
of plantation forest; %age
change in natural forest and
plantation forest over time

Varies country by country

|

Varies country by coyntr

Statistics are not generally collected fo
newly afforested land.

=

Percentage of forest certifie
as sustainable by
international standards,

OIVaries country by country

Varies country by country

Data not collected

Environmental Quality
Changes in forest
ecosystems

Varies country by country

Unless carefully controlled most
timber harvesting in natural forest
results in significant deterioration in
environmental quality

Extensive plantations can be managed
an environmentally sensitive manner b
nevertheless tend to have severe
environmental impacts on soil acidity,
nutrient levels, water yield and run-off
and biodiversity in the long term

ilmpacts of afforestation on virgin land

uwill depend upon initial conditions.
Conversion of natural grassland (i.e
prairies) can destroy whole ecosystem

[72)
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Biodiversity

Extent of forest areas
protected against logging,
protection of endangered
species, change in extent o
protected areas,

Poorly controlled logging in natural
forests invariably causes severe los
of biodiversity

[

Industrial plantations can be managed
sretain wildlife corridors and wetlands b
will exhibit lower levels of biodiversity
than natural forest.

tdNew areas of forest can be managed t
itdevelop wildlife corridors and protect
wetlands but will exhibit lower levels of]
biodiversity than natural forest.

O

Changes in gene stocks,

Unsustainable exploitation of timber
resources will invariable reduce ger
stocks of most organisms

Monoculture and the use of genetically
emodified tree strains may reduce variet
and (potentially) tolerance of native
species to disease. But this is an area
active debate

Monoculture and the use of genetically
ymodified tree strains may reduce variet
and (potentially) tolerance of native
bEpecies to disease. But this is an area
active debate

y

PROCESS

Consistency

Domestic policies, control
over forest licences,
International commitments -
stock conservation;

All countries have committed
themselves to higher standards of
forestry control in natural areas, but
| performance often falls short of
targets

Plantation Forestry is easier to regulate
and control through certification / chain
of custody than natural forest and
standards are generally rising

New areas of forestry are easier to
sregulate and control through certificatig
/ chains of custody than natural forest
and standards are generally rising

n

Institutional capacity
Government capacity and
commitment, government
use of revenues from
forestry; capacity to police/
monitor timber harvesting,
forest sector management

Regulation of timber harvesting in
natural forest requires effective
policing which is often lacking

self regulation and are relatively easy t
keep under surveillance with
satellite/GIS.

Most industrial plantations are subject foNew areas of planting should be subje

bto preparation of management plans a
should be relatively easy to keep unde
surveillance with satellite/GIS.

Ct
nd

capacity.
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Figure 7

(EXCLUDING TRADE CONSIDERATIONS)

COMPARISON OF IMPACTS IN RELATION TO SECON DARY PROCESSING OF FOREST TIMBER

SECONDARY PROCESSING OF TIMBER

Types of Impact

Sawmilling

Plywood/ Veneers
Particle Board

Woodchip
Production

Pulp and Paper
manufacture

Fixed capital formation

Milling equipment can
range from mobile rigs
costing $10,000 to
integrated mills costing
$1-50 millions

A wide range of plant is
used to process wood
strips and particles.

($50,000-$100 million)

Chipping wood is the
first stage in producing
fibre for paper and
board manufacture.
Costs depend upon the
volume of throughput.

Pulp and paper mills are

growing in size to
achieve economies of
scale. Plant with
capacity to handle
800,000-1 million
tonnes per annum cost
$1-2 billion

Real income

Quantity and value of production af
trade, income levels of different
stakeholder groups, consumption —

payment in kind.

N

MEs will pay local rates
or skilled and unskilled
labour.

Larger companies may b
tied to minimum wage

Wages will be
competitive with other
major processing
industries

(4]

agreements

Low skilled labour is
required for bulk
transport.

Wages will be
competitive with other
major processing
industries
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Government revenues (License fee

SGovernment policy has

Government policy has

Government policy has

Government policy has

taxes, etc) major implications in major implications in major implications in major implications in
terms of capital terms of capital terms of capital terms of capital
investment in the timber | investment in the timber investment in the timber investment in the timbe
sector sector sector sector.
Tax breaks and Tax breaks and
subsidies to encourage subsidies to encourage
investment. High tariffs investment. High tariffs
against machinery against machinery
imports imports
Employment

levels of income and employment i
forestry and timber processing
industries, artisanal employment

10-200 employees in

Nsmall to medium mills

50-250 employees

20-50 employees

200-400 employees

SOCIAL

Poverty
Number of forest dependent peoplé
livelihoods and development,

Local workers are likely
P'to be engaged in SMESs.
Direct contribution to
reducing local poverty

Skilled workforce — No
direct impact on poverty
levels

Some low-paid —
unskilled labour will
make a small
contribution to reducing
local poverty

Skilled workforce
provided with

permanent employment,

Other economic
activities, including
tourism / food
processing potentially
adversely affected by
presence of large mills.

Land tenure and user rights

Locally owned

Privately owned

Privately owned

Prala owned
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Community relations and workers’
rights

Varies with local
conditions. Generally
favourable

Subject to national /
international regulations
and standards.

Varies with local
conditions. Generally
favourable

Subject to national /
international regulationg
and standards.

Health and Education
Health and safety of workers

Largely controlled by
local conditions

Subject to national /
international regulations
and standards.

Subject to national /
international regulations
and standards.

Subject to national /
international regulationg
and standards.

Welfare of local communities;

Industry makes an
important contribution in

terms of construction and

manufacturing materials
and direct payments to
local economy.

Likely to make
important contributions
to local economy

Only a limited
contribution to the local
economy through
wages, since the produ
is invariably exported

ctthe facility is located.

Major source of revenug
and contribution to GDH
of the country in which

Modest return to the
economy of the local
area.

Equity

Employment and income
distribution, Asset ownership (timbg
processing industries); Gender
distribution — income and assets

D

v

Often locally owned with

rIocal shareholders

Mixture of locally
owned and internationa
investment

Owned either by
international or national
subsidiaries of global
companies

Owned by global
companies and

international investment
companies

Natural Resources
Area of land required for plant

1-5 hectares

1-10 hectares

+50 hectares

+200 Bsctar

Environmental Quality
Levels of pollution

Low — localised noise,
deposition of sawdust

Moderate, potential for
dispersal of toxic resins
/ fumes

Moderate — extensive
materials handling
giving rise to noise and
visual intrusion

Potentially high; air
pollutions, odours;
release of resins, gaseg
furans, high visual
impact

”
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PROCESS

Consistency

Domestic policies, control over
forest licences, International
commitments — stock conservation

Local decision-making o

establishment and
operation of mills

Local /Regional
decision-making on
establishment and
operation of plant

Regional or
international decisions
to establish plant

National and
International influences
on assessment of
demand/ financing/
regulation

Institutional capacity
Government capacity and
commitment, government use of
revenues

Within competence of
each country

Within competence of
each country

Within competence of
each country

Requiring international
expertise to assess
viability/ investment
potential and
environmental /social
impacts

SIA of Mercosur Negotiations — Forestry Sector Stddy-Term Report

page 40



EU / MERCOSUR RELATED TRADE MEASURES

Non-agricultural market access (NAMA)

Tariff measures

Most developing countries, including Brazil, Argest, Uruguay and Paraguay, enjoy
no, or minimal, tariffs in exporting to the Europédnion as beneficiaries of the
European Union’s Generalised System of Preferef@8®). In consequence, the
impact of removing the remaining trade restrictionsMercosur imports to the EU is
likely to be limited.

In general, Mercosur countries have agreed deadioreadjusting their exemptions
on capital goods and converging on a Common Extdiaat (CET) which

Argentina and Brazil have been applying since 2884 Paraguay and Uruguay are
presently in the process of adopting. Thereforetddsur has a relatively uniform
tariff regime in relation to forestry products ramgfrom between 2% for raw timber
such as fuel wood to 16% for products such astunai Venezuela is exceptional in
that it maintains a higher tariff protection regimeelation to a number of EU timber
imports than the other four countries. Tariff rades presented along with trade
volume between the EU and Mercosur for 200Bppendix 4.

Mercosur applies different principles and ratesdpital goods including those used
in timber processing, with tariff escalation inamber of products. Paraguay, for
example, protects its domestic industries for fumei, stationary, paper, and packing
cases by imposing an extra 10% on the tariff fggants of these goods. Tariffs on
newsprint paper are levied by all Mercosur countaebetween 6 and 12%.
Argentina encourages imports of forest processiugpenent by applying zero tariffs
on dryers and pulp and paper making machinerynshais and presses for the
manufacture of particle board and fibreboard, mihArgentina and Brazil protect
their forestry and agricultural tractors and tnaitelustry by imposing tariffs of

28.4% and 35% respectively (FAO 2004). Theseftaiés are also compounded by
a range of extra conditions and taxes on importh si3 mandatory taxes on shipping
costs, and regional taxes, complicating the oveféict of tariff reductions.

The current levels of import protection in goode aummarized ifable 13and
Table 14below.

Table 13: EU Import Protection against Mercosur onGoods, %, i.e. ad valorem,
actual and estimated

Argentina | Brazil Paraguay| Uruguay
Forestry Q 0 0 0
Grains 28 28 28 28
Other crops 10 2 0 8
Animal Products 3 1 0 2
Lumber, Wood, Pulp, Paper 0 1 0 0

Source: Model results

SIA of Mercosur Negotiations — Forestry Sector Stdiy-Term Report




Table 14: Mercosur Import Protection against EU onGoods, %, i.e. ad valorem,
actual and estimated

Argentina | Brazil | Paraguay| Uruguay
Forestry 3 4 4 4
Grains 5 9 8 8
Other crops 5 8 13 13
Animal Products 4 7 4 4
Lumber, Wood, Pulp, Paper 11 13 10 10

Source: Model results

Non-tariff barriers

NTBs include measures, other than tariffs, thatiwsr distort trade patterns. The
types of measures falling within this category exeremely numerous, varied and
dynamic and they are rarely applied in a consisdadttransparent manner.
Consequently, NTBs are difficult to define pregysellthough they include, by way
of illustration, ecological, social welfare and lileand safety regulations, intellectual
property laws, restrictive licenses, and stateigigss In Brazil, the main non-tariff
barriers include restrictive and non-transparemtarhlicensing, imposition of
minimum prices, restrictions to payment of impocsmplicated and costly customs
procedures and protection of geographical indicati@C Trade, 2006). NTBs are
playing an increasingly important impact on traaled are likely to become more
important in the face of a general trend towardgelotariff barriers. Although NTBs
can fulfil legitimate social, environmental and romic objectives they can also be
used deliberately to distort trade. However, Msewand the EU are bound by WTO
trade rules in relation to NTBs including the agneats on Technical Barriers to
Trade (TBT), Sanitary and Phytosanitary Standa®#sS(), Trade Related Intellectual
Property (TRIP), Trade Related Intellectual Prop&teasures (TRIMs) and
Subsidies and Countervailing Measures.

Non-tariff standards and technical regulationsrtmmte environmental objectives
are having an increasing impact on trade. Thidiepparticularly to log export bans
and prohibitive log export taxes designed, in garteduce illegal logging in
developing countries. Voluntary third party crddifobrest certification schemes are
also one of the main tools to combat trade in dlggharvested wood. Certification is
generally covered by the WTO TBT agreement whitéwed governments to
introduce regulations if they are necessary tal figljitimate objectives.

The effects of new non-tariff regulations and stadd are likely to be significant in

the development of Mercosur-EU trade. Perhapsiib& significant issue of all,
however, is likely to be the potential for shiftsthe balance between the use of forest
resources and competing land uses (including dgrreuand urban development) due
to the complex cross-linkages between these seaftdhnge global economy. It is also
likely that international investment, with a magtake from EU member countries in
the forest sector, will have important ramificasan terms of the development of

local forest-based industries.

Subsidies

While subsidies cover a wide range of measurdbgeageneral level they can be
assumed to involve governmental budgetary outldyismbenefit domestic timber
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and related industries. Although many subsidiesseave legitimate purposes,
including pursuing environmental objectives, thay @lso have distortionary trade
effects, giving domestic producers an advantage iayeorters. ‘Perverse subsidies’
are those which are harmful to the environmentesmhomy even though they may
represent some benefits to the receivers of theidyib The debate is complicated by
arguments such as those which justify subsidiesdan the multifunctionality of
forestry, as well as ‘infant industries’ argumehtslowever, there is a general
consensus that subsidies are effective in certaiken failure situations and
inefficient or damaging in others.

Accurate and systematic information on subsidiéargely unavailable, making the
assessment beyond the general level difficult. &l@w, both the EU and Mercosur
provide considerable subsidies to encourage affaties, reforestation and
processing and the majority of plantations havenlestablished and maintained with
the benefit of either direct or indirect subsidies.

EU countries have provided support to their donadstiestry, including fiscal
incentives for forest operations; subsidies foor#étation, and forest management;
and, payments to encourage the afforestation adwgural land. Although the extent
to which EU member states provide subsidies vd#ig&9 of GDP in the UK and
16.4% in Austria, they are generally higher thavsthof Mercosur countries. While
the EU25 spent roughly 6.8% of GDP on subsidieziBspent just 0.4% of GDP.
The mechanisms for delivery of subsidies variesy tre partially realised through
under the Rural Development Programme (RDP) pattahe CAP. According to
FERN (2006) the most important instruments forwaly were grant schemes,
through which over half the programmes were findn¥&hile soft loans and loan
guarantees, compensation payments, technicalassesand assistance were also
significant. The European Forest Sector Outloald$estimates that the total level
of incentives for the sector in 2000 was approxetya€6 billion (FAO, 2005).
Subsidies were distributed unevenly between mestages, with Germany, Spain,
Italy, France, and Portugal among the largest rexigp.

According to the World Bank Trade Report, forestipngside mining, is the largest
beneficiary of ‘soft loans’ and fiscal incentivesliatin America and the Caribbean
(World Bank, 2005). While the overall levels of sidies to the forestry industry in
the five Mercosur countries are difficult to quéyitsome examples of support
include:

According to the GAIN Report (2006), the total ambaf direct subsidy
provided by the Brazilian government for timberguwotion was roughly
US$7 million in 2004. The forestry sector in Braal$o benefits from
exemption from sales taxes on exports.

Argentina also offers subsidies to reimburse pliotiadevelopment through
the ‘Régimen de Promocion de Plantaciones Forestgesdmotion of Forest
Plantations Regime) of upto 50% as well as contidipg to the salaries of
plantation workers. Such support led to substaimt@kases in the area of
plantation forests in Argentina over the last decaithough contributions

® Infant industries arguments generally relate éodpinion, disputed by the World Bank, that
developing countries cannot develop new industwigisout state subsidies.
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were affected by the 1995 financial crisis (Fleigimmand Eastin, 1999; FAO
2002b).

Similarly, Uruguay, also grants subsidies of up®% of planting costs, in
addition to other fiscal benefits for plantatioesch as exemption from capital
gains tax on proceeds, duty free import of equigraed ‘soft’ loans for up to
12 years from the Uruguayan Forest Fund. In additiax legislation does not
differentiate between national and internationglited in order to encourage
foreign investment (Bouzas, Veiga, and Torrent, 2GR0, 2002b).

Paraguay also provides significant subsidies tfoisstry industry and
enforces a special scheme of tax reimbursementke whv/enezuela a third
of extracted timber is effectively exempt from taaa.

In addition, agricultural subsidies, which makeension of forests for cropland and
pasture more profitable than forestry, have lesigaificant deforestation in the
Mercosur countries in the past.

The elimination of subsidies could lead to econoamd environmental benefits,
however, subsidies can also serve to protect fomrstncourage legitimate
development objectives. Therefore, it is importantonsider the socio-economic and
environmental implications of existing subsid{&mula, 1999 in FAO, 2003).

Official Development Assistance

Forestry has been regarded as a priority for iaténal assistance and development
cooperation for many years since it allows fundsedargeted at specific groups of
the rural poor and multi-purpose livelihood, soeatl environmental programmes.
However, figures presented by FAO do not suggesttttere is any marked skewing
of resources although Paraguay received overa#ldpment assistance of 1% of
GDP in 2000, whereas Argentina received 0.03%, iBoa@5% and Uruguay 0.08%.
These latter rates are typical for most Latin Arreemni countries with the exception of
Surinam, Bolivia, Guyana and Nicaragua which reegi®.02%, 5.75%, 15.15% and
27.18 % respectively (FAO, 2004).
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4. FORESTRY SECTOR OUTCOMES OF EU /
MERCOSUR NEGOTIATIONS

INTRODUCTION

This section of the report discusses the findirfgh® sustainability impact
assessment (SIA). The findings are built up froneé¢ levels of information. Firstly,
there is evidence drawn from other studies andighd research which indicates
how the forest sector is likely to be affected tade adjustments, secondly there is
the analysis of the principal economic, social andironmental indicators (such as
capital, employment and biodiversity) based ongssional judgement and thirdly
there are the outputs of the General Equilibriundisio

This process of evaluating the performance of ntar&ed the potential social and
environmental consequences arrives at informedgomgts. It cannot give absolute
figures for change in output, capital and employnienany individual sector,
although it draws upon the outputs of the GEM teegndicative forecasts of what
might happen in the absence of policy interventiohise status of the model
forecasts is discussed in more detail below.

Baseline scenarios with outcome of trade negotiatis

For the purposes of this research, the SIA asstima¢sll tariffs in the forestry, wood
and pulp sectors will be progressively removed @avperiod of 5-10 years. Itis
important to note that in the forestry sector thaeonly limited trade barriers in
place and the more significant effects will com@nirany adjustments to non-trade
barriers such as phyto-sanitary measures. Inrlwode context most governments
acknowledge the importance of protecting the emvitent from the transfer of
insects and other organisms that are capable ohtieg a pest or of spreading
disease if they are released in a new habitat (é¥kay are relatively harmless in
their country of origin). There is therefore awnag pressure for the introduction of
phyto-sanitary control measures. These ‘barriees’cartain to remain and should
become increasingly standardised around the world.

Although it is clear that some barriers will rematris assumed for the purposes of
this study report that the forestry and pulp angepaector will effectively be fully
liberalised.

The scope and objectives of the free trade agreemgreed jointly at the first
negotiating round (April 2000) and at the Madrich®nit (May 2002), includé:

The bilateral and reciprocal liberalisation of #ad goods and services within
an agreed time frama conformity with the relevant WTO provisions.

The further improvement of accessgimvernment procuremenmnarkets for
goods, services and works.

The encouragement of an open and non-discriminategstmentlimate.

® Source: EU (2006) http://ec.europa.eu/trade/isbilatgral/regions/Mercosur/index_en.htm
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Ensuring adequate and effective protectiomtsllectual property rightswith
the aim of achieving an agreed high level of pricd@cand taking into account
on-going technological progress and relevant irgonal conventions.
Ensuring adequate amedfective competition policieand a mechanism for co-
operation in the field of competition.

Ensuring adequate and effective disciplines inaifea oftrade defence
instruments.

Establishing an effective and binding dispute setént mechanism.

An Agreement orsanitary and Phytosanitaryneasures.

A Business Facilitation Action Plan

ANALYSIS OF ECONOMIC IMPACTS

The CETM trade model predicts a series of outcameslation to the FTA,

regarding output, trade, welfare effects, tariffaeues and employmehtThese
figures are derived on the basis of static leveEnaployment and show what might
happen if, after a period of adjustment, the ove@dnomy of each country were to
respond to removal of a basket of tariffs. The el@ssumes that labour would be
reallocated from those sectors of the economy sigpwaduced outputs and attracting
less capital investment to those sectors of thea@og with rising outputs, increased
capital and hence the ability to retain or attraote labour at higher wages.

The economic gravity model (CETRalso assumes that 1% trade facilitation will
occur. Trade facilitation will serve to increasgisparency, simplify and reduce
costs associated with trade. Non-Tariff Barrier§ @) are also incorporated into the
CETM asad-valorentariffs.

Output

Aggregate Output Effects

The aggregate output effects taken from the ovBtaRR describe changes in output
in each Mercosur country and the EU15 and EU10n@és are measured in value
added holding producers prices constant. Sincguser prices are held constant this
provides an aggregated indicator for the goodsuwiog) sectors that reflects the
changes in physical output due to free trade.

At the national level, overall output is predictedncrease in each of the Mercosur
countries as well as in both the EU15 and EUl10rasalt of a potential FTA Error!
Reference source not fountooking at the increase in economy-wide output (see
table 15), the largest relative effect can be sedmhercosur, most notably in
Paraguay, where output is expected to increasehyezcent. Also, the expected
effects are quite large for Uruguay and Brazil jmakpected increases of close to one
percent. For Argentina, and the European Unioneffexts on total output are
smaller. The changes in sectoral output mirrorutigerlying initial levels of trade
protection, i.e. domestic output is expected taekese as a result of increased
competition, in the industries that initially engay high levels of import protection.

" For analysis of all sectors see main report.
® The CETM methodology is outlined in Appendix 2
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Table 15 Economy-wide output changes

Argentina Brazill Paraguay  Uruguay EUL5 EU10

Change from

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

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

Welfare effects

Welfare effects are represented in the model @t ineome’, which combines the
effect of changes in incomes and changes in consproe levels and calculates the
net economic effect for a representative consumeach economy.

According to the model, at the aggregate levelrthae liberalisation scenario has
positive real income effects for all countries irdosur, and a positive real income
effect for the European Union as a whole (EU25)c8&ithe Mercosur countries have
higher initial barriers to trade, these countriesexpected to experience larger gains
from trade liberalisation, mainly because of therése in purchasing power for
domestic consumers when the high tariffs on Eunogeeds are dropped. This is
confirmed by the model simulations. In absolutene a potential full FTA is
expected to lead to a real income gain of 2 peré®t for the Mercosur countries,
varying between countries. For the EU25, the cpoeding figure is 0.1 percent
GDP. The national real income effects are sumrmedriis Error! Reference source not
found. below.

Table 16: Real Income Effects, Overview

Gainin | Change from baseline
Millions of US$ (% change in GDP)
Argentina 1,255 + 0.5%
Brazil 6,883 + 1.5%
Paraguay 643 + 10.0%
Uruguay 369 +2.19
EU15 3,700 +0.19
EU10 201 +0.1%

Source: Model simulations

Given that the Mercosur region is economically msetaller than the European
Union’, the relative effects on real income for Mercosu predicted to be larger
than in the EU. For Argentina, the gain is 0.5cpat of GDP, while for Brazil the
corresponding figure is 1.5 percent. The biggdstixe effect is shown to occur in
Paraguay, where a full FTA between Mercosur andEig2xpected to lead to an
increase in net income amounting to 10.0 perce@@®. For the European Union
the relative net income effect is shown to be axipnately 0.1 percent of GDP.

Output and production levels

°i.e. in GDP terms, the Mercosur market is lesa th&% of the European Union, according to the
World Bank World Development Indicators (WDI) 2005.
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Although the economic gravity model shows overahéfits in terms of economic
welfare it also presents a potential outcome dingloutput and reduced employment
within Mercosur in some sectors, including foregityp and paper.

Share of total output and changes in output forftrestry, and wood, pulp and
paper industries, alongside the agricultural sestare summarised in Error!
Reference source not found. and Error! Referenoecgonot found. below.

Table 17: Share of total output in scenario

Argentina| Brazil | Paraguay Uruguay EU1S5 EU1d
grains 1.7 0.6 2.9 1.9 0.4 0.8
crops 2.6 2.8 13.5 1.6 1.0 2.2
animal products 1.9 2.5 7.1 7.3 0.7 1.4
forestry 0.2 0.2 2.1 0.5 0.2 0.5
wood, pulp, paper 1.7 1.6 1.3 1.2 2.3 3.5

Source: Model results

Table 18: Percentage change in Sectoral Output (Viaé Added Changes)

Argentina| Brazil | Paraguay] Uruguay| EU15| EU10
grains 11.4 15.1 10.8 8.6 -4.4 -1.5
crops 1.7 0.4 -7.8 1.2 0.2 -04
animal products 4.1 32.0 36.9 4.6 -3.5 -1.0
forestry -1.2 7.8 -8.6 -4.6 0.0 -0.1
wood, pulp, paper -1.8 -5.0 -21.3 -7.8 0.1 0.0

Source: Model results

Mercosur

Under a fully liberalised trading structure the rabgredicts a decrease in forestry
output for three Mercosur members (Argentina, Raaggnd Uruguay) and an
increase for Brazil. For the specific productsvobd pulp and paper the model
implies that there would be a significant decraadecal production.

These particular outputs of the model cannot barcegl as realistic outcomes for the
forest sector when a number of other critical \#&aa are considered (which cannot
currently be built into the model because of uatdk or insufficient data). These
include the facts that:

Investment decisions are made many years in adwHreogenditure within the
forest sector and will already have factored ingbssibility that trade
liberalisation will occur between the European Wnémd Mercosur,

The principal export flows in timber, pulp and papes from South American
producers to Europe, North America and Asia. Eauee of scale and
exceptional growing conditions for forestry willmmue to give South America
a marked advantage over European timber growers,

Local markets for timber produce are growing rapathd further expansion in
areas under industrial plantation is almost cet@ioccur in response to local
market conditions, regardless of internationaldrad
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There is a major regional and international contersee a reduction in the rate
of deforestation and the creation of new forestsotnteract the impacts of
climate change.

All of these influences will ensure that the outfyotn Mercosur countries continues
to grow for the foreseeable future.

European Union

Under the complete tariff liberalisation scenarithim the ETM, the value added to
the forestry sector within the EU25 is negligibleerall. The slight changes that have
been predicted in wood, pulp and paper productierikely to be concentrated
within those member states with the most develdpezbtry processing sectors, such
as Finland, Sweden and Germany. The output of tEEs likely to remain static

for wood, pulp and paper, with a small decreadenestry. Environmental effects
relating to changes within the EU Forestry secteradso likely to be limited in
comparison to those of Mercosur for two principgasons. Firstly, the general
environmental context in terms of ecological impade and vulnerability are
considerably less within EU forests than thosénefMercosur countries. Secondly,
environmental regulations and controls within thé $hould ensure that the
environmental effects of liberalising trade wilsalbe insignificant. There may,
however, be some differential effects that arepickted up by the model in terms of
pressures on the forest resources of countriehhea recently acceded to the EU.

Real income and Employment

The economic impact of free trade liberalisationften assessed in terms of welfare
gains or losses resulting from the reallocatiomx$ting resources. Within the trade
model the key economic indicator in this regarces income. Overall increases in
real income shown in the model are likely to haymsitive impact across a range of
sustainability issues, particularly collective wiedling. The outcome suggested by
the model is that the increase in overall real inedevels will not be reflected within
the forestry and wood, pulp and paper sectorsdrMbarcosur countries, with the
exception of Brazil for forestry. In particulargtimpact on real incomes for those
working in the Paraguayan wood, pulp and paperstighs are projected to be severe.

The model assumes a fixed labour pool in which wagé rise in the growth sectors
(like processed food) but fall in relation to lowlire commodities like timber and
pulp. It does not reflect the transient natureroployment in the forest sector, or the
transfer of workers from the informal to the fornregbnomy where forest industries
become more specialised and organised in ternabolir. Based on expert
judgement it is concluded that while there maytbeng) incentives for workers to
transfer from agriculture and forestry to manufaomiin countries like Paraguay as a
result of trade liberalisation, it is also likelyat the overall labour pool will expand
with more people moving out of poverty into forneahployment in forestry and
forest related industries.

According to the results of the model (Fe&ble 21), the full trade liberalisation
scenario will have both positive and negative inipan employment at the sectoral
level and between the Mercosur countries. Emplaoynmeforestry is low across both
Mercosur and the EU representing less than hadfeent of total employment,
therefore the changes in employment predicted éyrtbdel are likely to be minor in
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relative terms. However, there may be signifieanployment losses within the
wood, pulp and paper sector within some Mercosunt@s, particularly Paraguay,
as discussed above. Employment losses are com@dinyca number of cumulative
impacts over the long-term. For example, the tteméards greater rationalisation and
efficiency in the forestry and wood, pulp and pagegtors is likely to continue. This
will further reduce the employment of workers withihose sectors, minimising
employment gains for local communities from investinin large projects.
Furthermore, the increasing use of contracting @mgs in the sector could
potentially have negative effects for local forgstrorkers.

Although there is an increase in employment ovesalttor mobility is dependent on
a number of factors such as skill levels and lotgtiherefore, employment losses in
the forestry, wood, pulp and paper industries natyoe directly transferable to other
sectors where there are gains. In addition, therésaues related to quality of
employment. For example, although the significadlicie in employment within the
wood, pulp and paper industry in Paraguay is rem/a the processed food sector
this could involve reduced wages, and job quaktyvall as causing significant
wastage of human capital already invested in thestoy sector. Furthermore, overall
Unemployment and poverty are very high within Mewo with an average
unemployment rate of 32% and a poverty rate of §&8éTable 5), with much of

this in rural and remote areas. Therefore, therggwd impacts caused by
employment losses within the forestry and wood gpamd pulp industries is likely to
be highly varied and dependent on numerous factors.

Government revenues

The results of the model show that a significaltifaGovernment revenues (see
Table 20 would stem from reduced tariff revenues as altresarade liberalisation
Although data is not available at the sectoralllevean be assumed that this will
affect Mercosur disproportionately relative to #ld as the majority of Mercosur
exports in forestry products to the EU are gengfadle from tariffs and quotas.

However, the model predicts that FTA will resultain overall increase in GDP across
all Mercosur countries. This will increase theéisrevenues accrued by the
respective governments, which could serve to rethuie high external debt. This
may in-turn reduce pressure to grant logging rigista source of revenues to service
that debt.

There are widespread concerns, however, that ssedtariff measures could restrict
the scope for specific policy measures in devel@pountries. Such measures were
instrumental in the development of the mature enves and newly industrialised
nations, which would imply a considerable reducimthe flexibility for the

Mercosur countries to pursue their developmentaives (UNCTAD, 2006a)lt is

of further concern that FTAs might impose more bigcconstraints on Mercosur
than on the EU because of the differences in reiseestructural features and levels
of industrial development (ibid.).

Fixed capital formation

The level of fixed capital invested in the Mercosauntries in the wood, pulp and
paper industry is high, much of which originate&id countries such as Finland. The
level of fixed capital invested in the forestry amdod, pulp and paper sectors is
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likely to be related to sectoral output. Theref@egording to the results of the model
investment under the total liberalisation of tradgedel, fixed capital investment will
increase in the Brazilian forestry sector, falthe Argentina, Uruguay and Paraguay
and decline in the wood, pulp and paper sectoalfdviercosur countries except
Venezuela where it will remain fairly static fortbcsectors.

ANALYSIS OF SOCIAL IMPACTS

Significant social impacts arise from existing pi@es in forestry and forest related
industries. These are well documented, and hightlge difficulties faced by
communities in remote rural areas in adjustingh@anges introduced by large scale
development. A brief summary includes:

Logging in Natural Forest

Lack of tenure and displacement of local commusijtie

Loss of traditional gathering and hunting groundd sacome or food sources,
Loss of cultural identity,

Ethnic conflicts from inward migration,

Use of child labour,

Increased exposure to disease including HIV/Aids.

Development of Plantation Forestry

Loss of natural and cultural environment,

Loss of self-determination in terms of economicelepment

Increased economic dependency on a single indugtdduct with increased
vulnerability to market forces,

Fewer employment opportunities compared with attéve land uses

Secondary activities (Sawing, pulping, manufaciirin

Greater dependency on foreign investment and nsrket

Selective employment of higher-skilled workersyieg others in greater poverty
through loss of traditional sources of employméminter/gathering/tourism etc.).
Increased concerns over potential pollution rigis @nvironmental change
(whether these perceptions are valid or not).

It can be difficult isolating the impacts of forgstriven initiatives from those of
other land use development since many of the pres$ar deforestation have come
primarily from demands for agricultural, infrasttue, mining or urban expansion
rather than forestry per se. It is also importanote that the changes identified
above are occurring in response to existing margetlitions and need to be
addressed in any event by governments and bysgbresible companies and in order
to move closer to sustainable development. Haveng) this, there is a likelihood that
trade liberalisation may accelerate the pace afighaand could have specific social
impacts which exacerbate those outlined above.

Poverty

Communities living within and adjacent to foresly/rheavily on timber and non-
timber products. The principal use of timber isfieel or construction. Recent
analysis (Mayers, 2006) confirms that conventi@tanomic analysis of forest
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returns undervalue the total array of ecosystendg@md services. As a result the
assets of the poor are systematically undervallivbelyers quotes a recent World
Bank review of 17 studies from three continentsoltghow that, on average, income
from forests was 22% of total income (equivalers6@8 per year adjusted for
purchasing power parity worldwide). However, timb&s the source of only 2.3%
of this income (Vedeld et al, 2004).

Trade liberalisation is likely to give greater inpeto investment from the private
sector since it will remove existing barriers. §may widen the existing divisions
between owners and operators (both national aethiational companies) and local
communities.

Health and Education

There are basically three views on the relationbeigveen commercial forestry and
the provision of community services in the fieldhefalth and education. One argues
that forestry companies should focus on what trepeabst (growing and harvesting
trees) and should make their contribution to sgdietough payment of royalties and
taxation — leaving the responsibility of health aalication to appropriate
government and civil society organisations. Anotheygests that because forestry
takes place in remote areas which are inadequsegelyced there is a moral
imperative for every company to safeguard the heaid welfare, including
education, of its employees and their communitieghird view takes the middle
ground. These are issues that need to be deteatmyneational policy and it is
unlikely that trade liberalisation will have anysdiete effects that differ from those
under existing market conditions. However, exgstandards are too low in many
countries and negotiations over forest trade shihdcefore consider the
opportunities for agreements to be reached ovanger of social issues.

Equity

In general, ownership and control of forest resesiis not in the hands of local
communities or the poor. This weakens the levahitdience that such communities
can exert over land use choices.

SMEs are quoted as dominating local forestry markemost countries, representing
some 80-90% of forest enterprises and more than&@d@sest employment
(McQueen and Meyer 2006). The drive towards lacgenpanies with the merger of
small family-owned firms reduces local ownership apportunities to retain a higher
proportion of profits within remote rural areas (Mas, 2006). This situation is
illustrated by Victor (2003):

“In much of the world, sawmills thrive on remotesesade barriers and
artificially cheap logs that shield them from corifi@n. By one estimate,
3,000 sawmills in Argentina function with an avezaroughput of only
1,000 cubic metres per year. At such small scaless than a hundredth the
size of the most modern sawmills — millers can lyardplement the most
efficient practices” (Victor, 2003).

Trade liberalisation, however, is likely to favdarge scale and more efficient
producers and remove opportunities for individualgrnments to nurture small and
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medium term enterprises through use of protectiviffg, tax exemptions and
subsidies.

It is perhaps ironic that much of the initial intreent supported by international
donors in the development of the forest sectoromtls America has been driven by
the aim of helping to create new forms of econcaciivity to raise GDP, improve
welfare conditions and reduce poverty. The fifdhese aims is easier to achieve
than the other two.

In this context it is important to note that flangimeasures will be included within
any agreement whereby the EU will cooperate wighNfercosur countries in a
regional context in order to manage social problantsinequalities and will provide
support in this capacity to the Economic and SaC@isultative Forum, an internal
Mercosur entity (Devlin, Estevadeordal and Krivind803).

ANALYSIS OF ENVIRONMENTAL IMPACTS

Debate over the destruction and degradation ofvtivéd’s natural forests is polarised
between the view of some governments and commenteksts that rates of
deforestation are being brought under control angarticular, significant progress is
being made to reduce and replace illegal loggirth austainable yields from
managed plantations. The counter view from maagliteg international conservation
bodies is that rates of deforestation continuest@akate and are exacerbating global
risks of catastrophic climate change.

This debate applies to the current set of markedtlitions but it has been taken a
stage further by Greenpeace (2005) in arguingtthde liberalisation proposed under
WTO adds further threats. The essence of thee athat free trade conditions will
remove essential non-tariff measures for dealirth Wegal operations in natural
forests.

Many environmental groups are concerned that etitmg tariffs would lead directly
to increased consumption, which in the absencafefysiards would increase the rate
of logging and thus deforestation (Christie, 19B®arog, 1999). However, others
argue that the removal of import barriers will Es$arvesting of timber from natural
forest because increased imports of finished oi-§iemhed products will substitute
for domestic processing of timber (FAO, 1999).

The issues that are raised in relation to the piatlezffects of trade liberalisation
include:

Overexploitation of tree species and irremediallmage to Forest
biodiversity,

Increase in illegal and highly-destructive indwdtiogging,
Pressure to convert natural forests to plantatioragricultural land,
Increased soil erosion,

Harm to traditional communities thorough loss okt biodiversity,

Natural resource stocks

The evidence presented in the body of this repmiuding the FAO analyses of
potential rates of deforestation in Mercosur caestrstrongly suggests that further
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loss of tropical and temperate forest is likelypt@ur in Mercosur countries over the
next twenty years. Similar, although less pronedndrends have been projected for
some timber producing countries amongst the newssaogn group to the EU.

Deforestation and degradatibave a number of causes, principally clearfellind a
selective logging for timber production; land prassfor settlements, infrastructure
and agriculture; forest fires, insect damage, degradation and drainage (Lambin et
al. 2003). These actions themselves are underpiopadcomplex and dynamic
range of social, economic, and political factorduding population growth and
migration, poverty, macro economic conditions, ffisient legal, regulatory and
institutional capacity, and unsustainable resonraeagement practices (Moran and
McCracken, 2004, Foley, Moussa and Verolme, 1998jorestation is particularly
concentrated at the edge of large forest areaaland major transportation
networks, for example along the southern Amazombas

According to Bryant, Nielsen and Tangley (1997) omencial logging affects around
70% of natural forest worldwide, making it the msgnificant threat in terms of
deforestation. In addition, a recent evaluatioriigyITTO (2005) estimated that only
about 3% of tropical forests are sustainably madageresent (some 36 million
hectares out of 1200 million hectares). Howeves,dktent to which increased
production associated with the liberalisation afitr will increase deforestation is
subject to considerable debate.

Increasing emphasis is being given internatiortallhe role of voluntary and
formalised agreements to cover forest certificatiod chain of custody tracing.
Where these are in place the risks of illegal @essive logging are reduced
significantly

Environmental quality

Environmental quality needs to be considered frioenstandpoint of impacts on
natural forest, industrial plantations and areahiwiwhich secondary activities are
developed.

The most serious risks to environmental qualitgeafrom uncontrolled exploitation

of natural forest. Clear felling or extractions#lected logs can have a wide range of
effects on the overall ecosystem and hydrologigsiiesns through increased soil
erosion, siltation and turbidity, deterioratiomnviiater quality, alteration of drainage
patterns and damage to wetlands and riparian hgbi@reation of new industrial
plantations may damage existing grassland haldtatsmnants of natural forest and
create a form of mono-culture which is exposedigbiér risks of disease. The

effects of secondary processing activities will elegh primarily on the locations
chosen for development. Very often these will 8@aeent to major rivers and lakes

in order to satisfy the need for large volumes afew for processing.

All of these environmental risks exist under cutnmarket conditions but could be
exacerbated if trade liberalisation were to lead tapid change in the rate of
production or areas of activity in any particulauntry.
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Biodiversity

Protection of biodiversity is one of the princigalals for the conservation of tropical
rain forest and is most at risk in natural foregter example, the Amazon rainforest
is considered to be the most species rich biosphreearth containing more than
45,000 species of plants, fish, birds, mammals,taloigns, and reptiles, and an
estimated 2.5 million insect species (Lewinsohn Rratlo, 2005).

The man risks from illegal or uncontrolled foresimyolve:

Loss or fragmentation of habitat,

Reduction in the number of species of plants amthas present,
Introduction of invasive species and changes tao#taral species
composition.

The high value of timber within natural forest irtably acts as a magnet to
unscrupulous developers, and regulations have taioy enforced if protection is
to be achieved. Given the limited resources apd@gy of many government forest
departments any expansion in output as a restiladé liberalisation is likely to
exacerbate existing problems of security and cantro

Climate change and carbon fixing

The issue of carbon sequestration was raised idghate on the inception report for
this study. It was argued that natural foreshmtropics has a neutral effect on the
carbon cycle since photosynthesis and fixing oboaris followed by continuous

leaf fall. Equal proportions of carbon are starethe leaves, woody parts and soil
litter. However, where natural forest is cleatddlthis does have a marked effect on
the release of carbon. According to the Stern &eyOctober 2006) emissions from
deforestation including forest fires are estimatetepresent more than 18% of
global emissions, a share greater than is prodogéke global transport sector. The
removal of vast areas of Amazonian rainforest k@neple has contributed directly

to global warming through the release of carbonkst®tored in vegetation and the
reduction of surface evaporation (Fearnside, 198@ng, Henderson-Sellers, and
McGuffie, 2001). Large-scale deforestation alse@s climate patterns, and may act
to reduce humidity and associated rainfall, paldidy when combined with the
expansion of pasture land, with important ramifmas for water supply and
agriculture (Gandu, Cohen and de Souza, 2004).

It is understood that Brazil has raised the polisibthrough the UN Conference on
Climate Change in Nairobi (November, 2006) of elsdaing a fund to reward
developing countries that cut their rate of deftattsn. The fund would be
contributed to on a voluntary basis. An alterratpproach would be to trade
certificates for protection of specific areas oisérg forest in the global carbon-
credit market (Economist, 2006). A World Bank stsdggests that while pasture in
the Amazon is worth only US$200 a hectare, deriséorast would be valued at
over US$7,500 on the current price of carbon csedihich are admittedly highly
volatile (Chomitz, 2006).

Conclusions on Environmental Issues

There are strong grounds for concluding that exgstharket practises do not ensure
the sustainability of forest operations in either EU or Mercosur countries. At the
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same time governments are developing regulatomdveorks and companies are
pursuing voluntary initiatives to introduce morestainable practices. Trade
liberalisation, if taken to the extreme, could remthese regulations and controls
which are vital to deliver sustainable forestegpecially in countries where
institutional, fiscal, legal and enforcement stuues are weak).

Sectoral Output Effects

Projected falls in output and loss of employmerthim forest sector are an inevitable
product of a static model within which a fixed le@eé&employment is reallocated to
the most prosperous sectors of a country’s econdbay.taking Paraguay as an
example, a marked increase in output for procefss®ts (resulting from significant
tariff reductions in imports to the EU) would drawiabour from the forestry sector
which has low wage levels and would not be expetdexkpand given the already
low tariff structure in this industry.

Aggregate level changes in output shown abovea aesult of significant differential
changes in production at the sectoral level in gdrexhibiting an expansion across
agricultural goods in Mercosur and manufactureddgan the EU. This section
describes the changes in output in the forestrips@gthin each country, and
provides an overview of Mercosur and the EU as aleyland goes on to show the
results at the country level for Mercosur.

Trade effects

Under the scenario of full liberalisation of thedstry and wood, pulp and paper
industries shows considerable variation betweeMéreosur countries (s@eable

19). While there is a significant fall in export qugies within Mercosur as a whole,
Argentina and Venezuela show significant respedtieeeases of 5.3 and 11.2% for
the Forestry sector and 5.8 and 16% for the woolgh, @nd paper sector. The trade
effect for the EU however, is relatively insigndiat in terms of forestry exports, with
a slight growth in exports of wood, pulp and papancentrated within the EU15
member states.

Changes in exports do not mirror those of produgtiath Argentina recording an
overall decline in production but increase in expdor both the forestry and the
wood, pulp and paper sectors under the total tilbdealisation scenario. Similarly
Brazil shows a very significant decline in forestsyports, more than 27%, despite a
predicted increase in production of close to 8%raBuay records the largest fall in
exports according to the model results, with aideabf 30.6 and 42.3% for the
forestry and wood, pulp and paper sectors resggfiin line with a significant
lowering of production output. Under the scenavienezuela would benefit the most
from trade liberalisation in terms of exports widspective increases of 11.2 and
16%.
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Table 19: Change in Export Quantity, (percentage cange)

Forestry Wood. Pulp and pape
Argentina 5.3 5.8
Brazil -27.3 -9.5
Paraguay -30.6 -42.3
Uruguay -6.7 -15
EU15 -0.1 0.9
EU10 0 0.2

Source: Model results

Tariff Revenue Effects

With the exception of Paraguay, the members of bwrcand the EU will have a
reduction in tariff revenue as a result of tratbedalisation Table 20. In Paraguay
the large rises in production, welfare and expartsassociated with a large rise in
imports from countries other than the EU (for whiahffs have been removed). The
non-Mercosur South American countries are also &@epeto see higher tariff
revenues due to higher imports. The amount of neeéoss accrued for the forestry
sector is not represented within the model. Howeteeiff liberalisation in forestry
and wood, pulp and paper, are likely to be sigaritdn Mercosur, although less
prominent than for other sectors, such as agriailtiLoss of tariff revenue within the
EU will be minimal as it already maintains a libesxiff regime in relation to MFN
forestry and wood, pulp and paper imports.

Table 20: Tariff Revenue Effects, millions of dollas

Base revenue New revenue Change (%) change
Argentina 1.984 1.044 -0.940 -47.4
Brazil 5.609 3.185 -2.424 -432
Paraguay 151 164 13 8|6
Uruguay 246 129 -117 -47.6
EU15 20.861 18.306 -2.556 -123
EU10 6.207 2.152 -4.05p -65|3

Source: Model results

Real Return to Investment

Real return on investments is also expected teass across both Mercosur and
Europe as a result of a potential FTA. Overa#, iticrease in return to capital will be
higher for the Mercosur countries, most notablyosd?araguay (8%) but also for
Brazil and Uruguay. The increase in return to invests is expected to be smaller
for the European countries and Argentina, wheneay be negative. Sectoral
information is not available for real returns oname, however, according to the
PWC global industry report (2005); Brazil exhibitdx highest returns on investment
of any country within the wood, pulp and paper sty
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Employment effects

In terms of the aggregate effects of the potekiia, the model predicts that trade
liberalisation will have positive effects on wadesskilled and unskilled labour, in
both the EU and Mercosur. It should however beadhtiat employment is kept
constant in the scenario, so the wage shift showhe tables is the resulting change
in wages that exactly clears the labour marketpeldding on the functioning of the
labour markets, some of this wage increase witrdesformed into higher
employment, with a smaller increase in wages. mbdel does not account for
changes in employment levels and wage rates thlabeeur while the economy is
adjusting.

The impact of trade liberalisation would be feffelientially according to the model
between both countries and sectdigble 21 shows the predicted effects of
employment for the forestry and wood, pulp and papetors. For forestry, only
Brazil records a significant increase in employm@nt %), while Paraguay and
Uruguay show a fall in employment of 9% and 5.2%peztively. Changes in
employment for the forestry sector will be limitediing to the very small proportion
of the overall workforce which this represents etn 0 and 0.4%). All Mercosur
countries record a negative change in employmertdemost significantly in
Paraguay which loses more than 20% of its workfov¢kile the share of
employment is more significant in the wood, pulp @aper sector, it remains a
relatively small proportion overall. Employmenttire EU25 will remain relatively
static under the total trade liberalisation scemari

Table 21: Employment Change (%)

Forestry Wood. Pulp and paper
Share of employmen Percentagg Share of employmen Percentage
in scenario change in scenario change
Argentina 0.1 -1.4 1.8 -1.9
Brazil 0.2 9.1 2.2 -4.8
Paraguay 0.2 -9.0 1.6 -20.9
Uruguay 0.4 -5.2 2.2 -7.9
EU15 0.1 0.0 2.8 0.1
EU10 0.3 -0.1 3.2 0.1

Source: Model results

Real income data is not available from the modetosally. Therefore the relative
contribution from the forestry and wood, pulp arger industries is not easy to

discern as is the effect of the potential FTA amkal incomes of workers in the
forestry sector.

Discussion on Model Predictions

Given its broad application to many industrial sesthe model is not regarded as
sufficiently sensitive to predict the specific eoamc circumstances that surround the
forestry, wood, pulp and paper industries. Takdia@e value the model suggests that
liberalisation of forestry trade would have impatiat are contained almost entirely
within the Mercosur countries. The figures sugdgest Brazil would largely benefit

at the expense of all other countries. This figdsrejected as unrealistic on the
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grounds that there are no existing tariff barrle¥tveen Mercosur countries in
forestry products

The model also appears to suggest that removaistirey tariffs against imports of
pulp and paper to Mercosur countries (which arestguttial) would lead to a less
competitive position in these countries and a ndikerease in imports to replace
home production. In these circumstances one wexjpect to see an increase in
imports of wood and wood products from the EU hig ts not forecast by the model
These comments are based on a literal interpratafithe Model’s predictions, but
there are other factors that will need to be wailghethe balance when discussing the
probability of changes in trade outputs betweernwtemarkets. The most important
of these is the role that international compans play in the forestry and timber
products sectors.

Levels of investment that are required in ordezstablish a new pulp and/or paper
mill exceed a billion US dollars, and security apply has to be guaranteed either
from locally producing industrial forest plantatgoar from exported raw materials
that are also under the control of the operatingmany which will continue to supply
needs for the economic life of the plant and ifgpguiting infrastructure. As a result,
no international player will invest unless thera igigh degree of certainty that these
conditions can be met. In both the EU and Mercesuntries, long term agreements
or contracts are in place for the supply of rourmbevand pulp to major paper mills.
Once committed, the plant will be operated at @8mal capacity and if market
conditions fluctuate as a result of trade tarifbay other external factors the operator
will adjust prices and production costs before agréng the need to reduce output,
or in a crisis situation to close and moth-ball phent. Given the level of integration
that already exists or is planned between commidnciber growers and processors
in Uruguay and Argentina and between Paraguay aazilBthese contracts are likely
to accommodate any adjustments in trading conditwithin Mercosur or between
Mercosur and the EU. The consequences for trguhittgrns in forestry and
secondary products between Mercosur countrieharefore expected to be less
pronounced in reality than the model would suggest.

It will be apparent from the foregoing analysistthavide range of social,
environmental and local economic issues are rdigetie development of the forestry
sector and related timber processing within evegntry. These issues prevail
whether or not there are specific trade agreemeiace. However, relaxation of
trade or non-trade barriers is likely to influeeeels of production and the following
section explores the likely extent of these infltesn

Globalisation of the forestry industry has resuitethe emergence of a limited
number of international companies whose commejuitjements are based on the
analysis of trends in world markets and the pdallfimmacro-economic, fiscal social
and environmental policies of governments in pafttie world with high timber
growth rates. Because timber crops require minimagation cycles of 7 years (for
fast growing eucalyptus in tropical conditions);ZDyears in temperate regions and
in excess of 50 years in cold-temperate areas coeptake a long term view.

Since economic conditions for forestry in North Ama and parts of Europe have
become less favourable over the last 15 yearstadomre competitive operating
conditions, reduced standing stocks and also a ngweous set of environmental,
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social and health and safety regulations, inteonaticompanies have expanded their

interest in South America.

Expansion of industrial forest plantations has o@dirapidly in Brazil and Uruguay
over the last twenty years and these conditionseiréo continue. Potential for
expansion in Argentina has also been confirmedemporary ban on harvesting

natural forest timber in Paraguay could
plantations.

also leegréater interest in commercial

Vertical integration in the forest sector meang tba international companies would
decide to expand their primary activities of plagtimanaging and harvesting timber
without linking this decision to marketing of thew product or the opportunities for

adding value either in the country of ori

gin ordxporting to their own processing

plant in other parts of the world. The level oppart for the forest sector offered by
governments is an important element in the equation

ANALYSIS OF PROCESS ISSUES
In accordance with the overall SIA methodology sets of process indicators are

used to test the consistency of potentia

| cumudaaivd long term effects with a

selection of the sustainable development princigiasloped in the Rio Declaration
(United Nations, 1992) and the likely effect of tttesen liberalisation scenario in
terms of member states’ capacities to implemenioNat Sustainable Development

Strategies.

The two sets of Process indicators are

presentd@ite 22andTable 2.3below:

Table 22: Consistency with sustainability principles

Sustainable Development principles

Impact

Principle 8 - reduce and eliminate
unsustainable patterns of production and
consumption

Positive and Negative EffectsProduction is
projected to become more efficient.
Expansion of output in Brazil may need to
balanced with appropriate strategies for
environmental protection. Loss of output i
other Mercosur countries is considered
unlikely but if it occurred this may require
short term compensatory measures

N

Principle 9 - exchange scientific and
technological knowledge, and enhance the|
development , adaptation, diffusion and
transfer of technologies, including new and
innovative technologies

Positive EffectTrade liberalisation should
help to deliver this goal.

Principle 11 - enact effective environmental Positive Effectproviding the principle is

legislation

implemented : Needs to be followed in all
affected countries

Principle 12 - promote a supportive and op
international economic system

eRositive and patrtially effective.
The agreement could have some minor

agreement

disbenefits on other countries not party to the

Principle 14 - discourage or prevent the

Positive and Negative Effects
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Sustainable Development principles

Impact

relocation and transfer to other States of a
activities and substances that cause sever
environmental degradation or are found to
harmful to human health

nyransfer of secondary activities to Mercosu

e countries has major benefits in terms of GII

bleut will also introduce higher levels of
pollution which needs to be mitigated.

Principle 15 - the precautionary approach
shall be widely applied

Negative Effect: There is an inherent
conflict between maintaining a precautional
approach to regulations and safeguards arn
opening up free trade.

Principle 16 - promote the internalisation o
environmental costs and the use of econor
instruments, taking into account the approa
that the polluter should bear the costs of
pollution.

Very Positive Effectif implemented.

;‘;Eis depends on political commitment,

propriate legislation and enforcement
which may be difficult to implement in a fre
trade environment.

Principle 20 - enable the full participation o
women in environmental management and
development

f Neutral or Negative Effect

Proposals for trade liberalisation in the fore
sector are unlikely to strengthen gender
balance

Principle 22 - recognise and duly support t
identity, culture and interests of indigenous
people and their communities and other log
communities.

n&leutral or Negative Effect

T
&

rade liberalisation is unlikely to increase
rotection for indigenous peoples

=

DP

ry
d

st

Source: United Nations, 1992

Table 23: Criteria for Effective National

Sustainalde Development Strategies

Criteria

Impact

A2 Integration of poverty eradication, gend
issues and the short term and long term ne
of disadvantaged and marginalised groups
within economic policy

eNeutral or Negative Effect

eﬁ?e interests of these groups are unlikely t
be enhanced by the implementation of free
trade — unless special fiscal and economic
measures are introduced.

A3 Integration of the maintenance of
sustainable levels of resource use and the
control of pollution to maintain a healthy
environment into economic policy

Neutral or potentially Positive Effect

Increase in GDP should provide resources
ensure higher standards of environmental
protection in the long term.

B1 Participation of stakeholders, including
government, decentralised authorities, eleg

bodies, non-governmental and private sect

institutions and marginalised groups

Neutral or Negative Effects

t%’ade liberalisation measures do not in

Ofhemselves increase public participation in
decision-making and could lead to less
freedom for comment and intervention in
economic decisions affecting community
interests
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Criteria Impact

B4 Long term vision for the country’s Both Positive and Negative Effects
development, which is consistent with the
country’s capabilities, allows for short term
and medium term necessities, and has wid
political and stakeholder support

Political opinions differ strongly on the

merits of trade liberalisation in the forest
Csector and the role of foreign investment in

development of a country’s natural resourges

D3 Realistic analysis of national resources| Neutral Effects
and capacities in the economic, social and
environmental spheres, taking account of
external pressures in the three spheres

These issues affect individual countries to
different degrees and are not taken into

consideration in trade liberalisation applied to
a multi-state market

IDPM (2001), George and Kirkpatrick (2006)

Institutional capacity

The efficiency of government administration is esise for sustainable forestry
through the effective implementation, monitoringlavaluation of policies.
However, Mercosur countries have experienced a pumiconstraints in relation to
governance and forestry management including coompuncontrolled deforestation
and unsettled land tenure issues. For exampld;Ale (2006) Global Forest
Resources Assessment asserted that there is @eupartirgency for the Argentinean
government to formulate new policies for naturae& management and eliminate
the illegalities and tax evasion of SMEs.

In Europe the enlargement of the community requiined rapid progress was made
by EU10 countries to raise their environmental social standards to conform with
EU Regulations. However, given low levels of GDRh unemployment and low
wages there are still strong pressures to expieifdrest resources of these countries
in ways which could adversely affect environmeatad local social and cultural
conditions.

Trade liberalisation and the removal of non-tas#friers could add to existing
difficulties in policing timber harvesting and elmating illegal logging. It would
therefore be essential to develop a high leveboperation over the implementation
of standard regulations and environmental safeguaetiveen the EU and Mercosur
and for the international community to offer asansie in capacity building for the
industry, local and national government and cigiisty.

CROSS-SECTORAL ISSUES

Forest cover is affected by a wide range of pdierd actions from other economic
sectors. For example, policies aimed at suppogiigary land use activities such as
mining or agriculture would generate greater demsdadland which would in turn
lead to increased pressure for deforestation. dhebmed effects of agriculture and
infrastructural developments are the main causiefufrestation in Latin America.
Policies for the agriculture and mining sectorslereed to population dynamics and
poverty, which also have consequences for landhaecan lead to conversion of
natural forest for agriculture or settlement.

Rising population, economic growth and competirgspures for land, are likely to
have significant effects on local economic, soarad environmental conditions
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within the Mercosur countries, based on past trefidese negative effects are likely
to be compounded as a result of increased free.trBetailed case studies of
communities in the Amazon forest frontier in Matm&so (IPAM-1IED 2006)
highlight the way in which development of new rodidsthis case the BR-163
Highway) assist in promoting deforestation and espan of Soy production. In
these examples soy cultivation displaces existattiecranches created on former
forest land and cattle are driven further intoftivest areas to repeat the cycle.

The evidence presented by the equilibrium modeficoa that one of the most
pronounced changes that would be introduced bytradle liberalisation would be the
expansion of the agricultural sector in Mercoswntges. It is proposed that a case
study will be undertaken in phase three of theystadhighlight the significance of
these linkages.

SUMMARY OF SUSTAINABILITY IMPACTS

A summary of the most significant sustainabilityuss of the potential EU Mercosur
Free Trade Agreement affecting forestry and reltiteder processing industries is
presented belotf:

Economic impacts
There are likely to be mixed effects in relatioretaployment and real income.

Overall increases in employment and real incomepadvide significant
benefits for development, although this will befeliéntials across sectors
Within the forestry sector changes in employmeatlikely to be minor in
relation to the overall workforce.

Within the wood, pulp and paper sector, the econaonudel implies that
reductions in employment could occur which wouldéaegative effects on
socio-economic welfare, incomes and loss of hunagital already invested.
However, on the basis of expert judgement it isighad unlikely that this
situation will materialise since the pulp and pagestor in Mercosur is rapidly
expanding.

The EU's liberal tariff regime for timber importsoin GSP countries means that the
FTA will have little impact in terms of revenuesowever, in Mercosur there will be
mixed effects in relation to tariff measures, imthg:

Loss of tariff revenues
Increased fiscal revenues from gains in GDP

Although loss of tariff revenues will largely beceseded overall by increased fiscal
revenues from increased trade, the removal ofdauiill restrict the scope for specific
policy measures in developing countries. Thisgsiicant in welfare and ecological
terms owing to the multifunctionality of the forgstndustry.

Capital formation will increase in some countrigésd decline in others as a result of
trade liberalisation, and is strongly linked to iges in levels of production. In the
past, such large scale investment in infrastrugbupgects has led to positive benefits

°The broad findings of the model may not hold traeifidividual countries, which have very strong
forest sector policies and major international staeent in the wood, pulp and paper sector.
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for sustainability. However such projects have &leen associated with a wide range
of socio-economic and environmental issues.

Social impacts

Increased overall output in Brazil's forestry sestdl increase pressures leading to
increased rates of deforestation or degradatidms i$ associated with a wide range
of social impacts, such as

the loss of a wide range of natural, social, ar@hemic resources,
loss of cultural identity,

conflict,

labour and land tenure issues.

Liberalisation of trade is likely to favour largeade producers and lead to the
consolidation of many of the SMEs which constitateignificant section of forestry
and timber processing industries in Mercosur caeesitr This would have a number of
adverse impacts on employment and welfare caused by

Rationalisation of the workforce,
Weakened control and ownership of forest resousn@sngst local
communities, including impoverished groups

Environmental impacts

Increased overall output in Brazil's forestry sectmy lead to increased rates of loss
of natural forest, with serious environmental capussces. Unsustainable
commercial and illegal logging activities are thaimprimary causes of deforestation.
These threats could be increased by trade libatalisif appropriate flanking
measures, including use of forest certification elndin of custody instruments are
not in place or are to be restricted under the sevfrihe agreement.

Loss of natural forest has a highly significant aopon biodiversity, species
composition, and habitat loss and fragmentatioreuady set of market conditions.
Trade liberalisation could exacerbate the permalosstof biodiversity within
Mercosur countries if appropriate regulations amideeement are not in place.

Acceleration of deforestation rates within Mercoawuld have a negative impact on
climate change as a greater area of forest becaroason source. This would also
have an affect on local climate patterns.

Increases in forestry output will be largely acdednfor by the expansion of
plantation forestry. A number of environmental cems are associated with this type
of forestry, such as the presence of monocultusygntion of natural forest
regeneration, and watershed impacts. Higher stedadd forest design and
management will be required.

If, as predicted by the ETM, the Brazilian forestryd wood pulp and paper sectors
were to expand and those of neighbouring Mercosuniries were to decrease as a
result of trade liberalisation this could creatgananvironmental stress.

However, other evidence quoted in this report sstgginat the economic forces
behind expansion of industrial plantations andvtbed pulp and paper industries in
all Mercosur countries are likely to be strongertihe effects predicted for trade
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liberalisation. Under this scenario it is likehat continued expansion of industrial
forestry will occur in all Mercosur countries. Umtrial plantations are a valuable way
of diverting environmental and social pressuresyafi@n natural forest, but they
bring a range of separate issues to be considakthase will be examined under the
assessment of flanking measures in the final report

Process impacts

Analysis of process impacts in terms of delivesngtainability in national
development strategies suggests that trade libataln will both assist, and work
counter to a number of the principles and goalshked the Rio Principles and the
NSDS criteria will be used in the final analysisi®velop appropriate
recommendations for mitigation.

Cross-sectoral issues

The most significant cross sectoral issue in r@tato the EU Mercosur FTA is the
predicted growth in the agricultural sector. Thii accelerate forest conversion as
agriculture becomes more profitable.

MITIGATING AND ENHANCEMENT MEASURES

Mitigation and enhancement (M and E) measures (wmay also be termed
“flanking” measures) represent actions that cafgaii¢ negative impacts or improve
positive impacts of trade liberalisation.

Critical issues for the forestry and secondarydbpeoducts sectors are the decisions
that need to be taken in relation to non-tariffrieas.

There is increasing recognition of the importantmaintaining certification of
sustainable forests, chain of custody procedurdphgto-sanitary standards in order
to safeguard the worlds’ forest resources protectiversity and assist with the
stabilisation of greenhouse gas emissions. Thigigetoves are of equal, if not greater
importance on the world political agenda to traberhlisation.

The final stage of this study will develop recommi&ions on the adoption of
standardised measures and instruments for achisustginable forestry practice,
management and trade in wood products within adils®=d trade environment.

SIA of Mercosur Negotiations — Forestry Sector Stdiy-Term Report page 65






SUMMARY MATRICES

The preliminary findings of the SIA are summarigethe following matrices

The legend for these matrices is set out below.

Direction of Change

Upwards Trend
Downwards trend
Static

Dispersed impact
Concentrated (Localised) impact

Magnitude of change

Insignificant compared with the baseline situatio
Positive significant impact

Positive, less significant impact

Negative significant impact

Negative less significant impact

Uncertain
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Table 24: Summary of Sustainability Impacts in reldion to Forestry Activities

Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)
Economic | Production High Medium Medium
Quantity of production / output
Value of Output (Price) Medium Low Low
Trade in timber and non-timber - -
forest products
Real income High Medium High
income levels of forest workers,
Income levels of processing staff High Medium High
Government revenues High Medium Medium
Increased revenue from License
fees, taxes, etc)
Employment High Low Low
Number of employees in forestry
and timber processing industries, -
artisanal employment
Fixed capital formation Medium Low High
Support for capital-intensive larger -
companies.
Support for SMEs small saw-mills ; Low Medium Low
etc - -
Social Poverty Medium | Low Low

Number of forest dependent people
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Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)
whose livelihoods and development
opportunities are enhanced
Land tenure and user rights improved Low High Low
Community relations and workers’ Low High Low
rights improved
Health and education Medium High Medium
Health and safety of forest workers
improved
Welfare of rural forest communities Low Medium Medium
enhanced
Equity _ _ Medium | Medium Medium
More equitable employment and
income distribution, Great share of
asset ownership (timber processing
industries); Equal distribution by
gender
Environ- Natural resource stocks Low Low Low
mental Area of forest cover increased as - -
%age of all land cover;
Increase in area of plantation forest Medium Low Medium
Percentage of forest certified as Medium Medium Low
sustainable by international
standards,
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Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)
Environmental quality Low High Low
Changes in forest areas managed
primarily for the protection of soil
and water
Biodiversity _ _ Medium | Low Low
Extent of biodiversity-rich forest
areas protected against
inappropriate development (including
unsustainable timber extraction),
Number of gene stocks present, _ _ High Low Low
Process Consistency High Medium
Adequacy of domestic policies, - Varies
control over forest licences,
International commitments — Country by
conservation; of timber stock Country
Igstitutional tCﬁlor:lcity NP _ _ Medium | Medium Varies
overnment has capacity to police
monitor timber harvesting, forest Country by
sector management capacity. Country
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Table 25: Summary of Sustainability Impacts in reldion to Pulp and Paper Activities

Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)

Economic | Production High Medium Medium
Quantity of production / output
Value of Output (Price) Medium Low Low
trade in pulp and paper products -
Real income High Medium High
income levels of forest workers,
Income levels of processing staff High Medium High
Government revenues High Medium Medium
Increased revenue from License
fees, taxes, etc)
Employment High Low Low
Number of employees in pulp and
paper processing industries, -
Fixed capital formation Medium Low High
Support for capital-intensive larger -
companies.

Social Poverty _ Medium | Low Low
Number of low-waged and
unemployed provided with work
Community relations and workers’ Low High Low
rights improved
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Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)
Health and education Medium High Medium
Health and safety of forest workers
improved
Welfare of local communities Low Medium Medium
enhanced
Equity _ _ Medium | Medium Medium
More equitable employment and
income distribution, Great share of
asset ownership (timber processing
industries); Equal distribution by
gender
Environ- Natural resource stocks Low Low Low
mental Area of forest cover increased as -
%age of all land cover;
Increase in area of plantation forest Medium Low Medium
Percentage of forest certified as Medium Medium Low
sustainable by international
standards,
Environmental quality Low High Low
Changes in forest areas managed
primarily for the protection of soil
and water
Biodiversity _ _ Medium Low Low
Extent of biodiversity-rich forest
areas protected against
SIA of Mercosur Negotiations — Forestry Sector Stday- Term Report page 73




Sustain- Indicators Overall Potential Distribution Probability Scope for Capacity to
ability Direction/ effect of trade of trade of event reversibility implement
Pillar Magnitude liberalisation | liberalisation occurring (where Change
of Current effects negative
Trends effects are
projected)
inappropriate development (including
unsustainable timber extraction),
Number of gene stocks present, High Low Low
Process Consistency High Medium
Adequacy of domestic policies, - Varies
control over forest licences,
International commitments — Country by
conservation; of timber stock Country
Institutional Cﬁpacity | _ Medium | Medium Varies
Government has capacity to police
monitor timber harvesting, forest Country by
sector management capacity. Country
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5. CONSULTATION, DISSEMINATION AND NEXT
STEPS

CONSULTATION AND DISSEMINATION

A key component of an SIA is the encouragemenktdresive discussion and debate
amongst key stakeholders, especially from withoséhcountries that are party to the
intended trade agreement. Details of the consuftairrangements including use of
the open access website are contained in the mpantr

The consultative version of this report is beinguiated to a range of bodies outlined
below:
International NGOs working in the forestry and trade sectors,

Forest Industry representatives (International companies/ sawersill
investors / export/import agencies),

Leading Researchersn forestry, trade and poverty reduction,
Community interests (within countries with major forest product exports
Development Cooperation Agencie€e.g. DFID, GTZ)

A provisional list of stakeholders who will be coited on the report is provided in
Appendix 5.

NEXT STEPS

Further analysis is being undertaken on the cra#isag links between Forestry and
other competing land uses, and a case study wgtéegared on this subject to be
incorporated in the Final Report.

The Final Report will contain an analysis of cotetitbn responses and reconciliation
of conflicting findings from the model and othemgeonents of the SIA. The main
focus of the report will be on development of flamgkmeasures.
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APPENDIX 1

Sustainability Indicators
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Sustainability

Core indicators

Second tier indicators

dimension
Economic Real income Quantity and value of production and trade in
timber and non-timber forest products, incon
levels of different stakeholder groups,
consumption - payment in kind
Government revenues (License fees, taxes,
Employment Changes in levels of income and employmerj
in forestry and timber processing industries,
artisanal employment
Fixed capital Size and type of saw mills / pulp mills; etc
formation
Social Poverty Number of forest dependent people, livelihog
and development,
Land tenure and user rights
Community relations and workers’ rights
Health and Health and safety of forest workers
education Welfare of rural forest communities;
Equity Employment and income distribution, Asset

ownership (timber processing industries);
Gender distribution — income and assets

Environmental

Natural resource
stocks

Total area of forest cover as %age of all land
cover; area of plantation forest; %age chang
natural forest and plantation forest over time

ptc)

ds

Percentage of forest certified as sustainable
international standards,

Environmental
quality

Changes in forest areas managed primarily f
the protection of soil and water

Biodiversity

Extent of forest areas protected against
logging, protection of endangered species,
change in extent of protected areas,

Changes in gene stocks,

Process

Consistency

Domestic policies, control over forest licence
International commitments — stock
conservation;

Institutional
capacity

Government capacity and commitment,
government use of revenues from forestry;
capacity to police/ monitor timber harvesting,

forest sector management capacity.
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APPENDIX 2

Incorporating the Copenhagen Economics Trade Modehto the Trade
SIA
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INCORPORATING THE COPENHAGEN ECONOMICS TRADE
MODEL IN THE TRADE SIA

The core of the quantitative framework is the Cd@agen Economics Trade Model
(CETM), a global computable general equilibrium @@nodel incorporating
environmental and social parameters. The CETMutaptall linkages between the
different sectors and regions of the world econoamgl allows for an economy-wide
assessment at both the national and global level.

The CETM model incorporates features such as irapedompetition, increasing
returns to scale, labour-leisure choice and prodififgrentiation according to firm
varieties and geographic origin. The GTAP databasesion 6, provides the majority
of the data for the empirical implementation of thedel.

Generally, the main use of the general equilibriaodel is to provide estimates of
the economic effects of the trade agreement, lemethare social and environmental
indicators included as well in the output of thedmlo

An important part of the output from the modelhs tnformation on which sectors
are expected to contract or expand (for each cpluegion), and the relative
magnitude of these sectoral shifts. If combinedhwiformation on sector
characteristics from a social and environmentagpective, this information provides
a good starting point for the social and environtakanalysis.

Table 1: Indicators modelled in the CETM

Core Indicator | Output from the CETM

Economic indicators

Real Income Savings, Consumption, Expenditure

Fixed capital formation Indication of the incentiv® invest and build up capital stock

Employment General and per sector

Social indicators

General General information on sectoral and codletrgl effects (expansions and declines)
Equity Wage effect for skilled and unskilled labour

Environmental indicators

General General information on sectoral and codetrgl effects (expansions and declines)
Environmental quality Energy usage and &missions

The model can calculate impacts on a wide rangeofomic variables for each
individual country, such as:

Economic welfare (measured as equivalent variation)
Real income

Total employment

Employment by sector and skill-level

Real wages

Return on capital

Economy-wide value added (GDP)

Value added by sector

Real prices for both domestic and imported goodssanvices
Output and market sizes for goods and services
Imports and exports by sector

Tariff revenues
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Energy usage
CO, emissions

Regarding social impacts, the CETM can analysaligtebutional effects of
macroeconomic and sectoral effects following treeferms. The output includes
guantitative changes in real wages and sectoralogiment for skilled and unskilled
labour. Due to the detailed regional and sectagaédregation of the CETM that is
used for this study, this output from the CETM wilimediately provide important
quantitative information on poverty and equity irofga The results will show in
which sectors jobs will be lost, in which sectomspboyment will increase, and the
aggregate effect on wage levels for skilled andilles workers in each country.
The model will therefore provide a direct firstigist into where the most crucial
social effects can be found, giving focus for thbsequent social impact analysis.

The focus of the environmental modules in the CE$Mnergy usage (electricity, olil,
coal, gas) and greenhouse gas emissiong)(Cllhe GTAP energy data set (EDS) is
used, which covers among other variables the qyanftenergy usage by energy
commodity and energy use class. The energy andr@gacts of international
transport are included in the model as well, antialso be assessed separately by
considering the estimated changes in trade flows.

Additionally, the estimates of sectoral activitydés will provide important inputs for
assessing other environmental impacts. For exanfiglesector that is known to have
strong negative effects on biodiversity grows, finsvides a warning that this sector
may need to be analysed further, outside the model.

REGIONS AND SECTORS IN THE CETM

The GTAP6 database provides the majority of tha @@tthe empirical
implementation of the model. The database is thst m@ently updated source for
internally consistent data on production, consuampénd international trade by
country and sector on a global level. It is basedetailed national accounts and
balance of payments data from both national sowanddsnternational organisations.
Compared to previous versions of the GTAP datahession 6 includes several
important improvements with respect the EU-Mercasantext, all of which are
incorporated in the CETM:

improved domestic databases for Argentina and Brazi
improved treatment of data on services trade
improved tariff coverage using MAcMaps data on erefitial rates

The GTAP6 database originally consists of 57 défifersectors and 87 regions;
however, a practical maximum of sectors and regio@sgeneral equilibrium

analysis is less. As a minimum, each of the foerddsur countries will be modelled
separately, along with the EU15, the new membéeestéthe USA, Canada, the rest of
the Free Trade Area of the Americas (FTAA), andrtés of the world. Where
appropriate, some individual EU countries may &lsanodelled separately, as may
the two new accession countries for which GTAP6/les data (Bulgaria and
Romania).
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Paraguay is not incorporated directly in the GTARabase. As a proxy for Paraguay
we use the GTAP region “Rest of South America”r@ug of countries consisting of
Paraguay, Guyana and Surinam. The two latter cesrttvgether account for 20 % of
total GDP in this group, while Paraguay account8f%o of total GDP in these three
countries. Hence, we think that using this groupafntries will provide a good
approximation for the effects on Paraguay, but wkkeep the approximation in
mind when analysing the results.

Table 2 shows the sector aggregation in the CETMahoThe 57 sectors from the
GTAP database have been aggregated into 25 seefi@sing the most common
goods traded in the Mercosur region. For instaaggcultural products are among
the most exported goods from Mercosur to the EUlewhotor vehicles and transport
equipment are important import goods. Besides ¢inew@tural and manufacturing
sectors, the service sectors are important. FéoalMercosur countries more than
50% of total value added stems from the serviceoseand the main part of the
labour force works in these sectors as well. Shothiér specific sectors turn out to be
of specific importance, the aggregation of seatars be adjusted to reflect this.
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Table 2: Sector aggregation in the CETM model

Sector GTAP sector Corresponding ISIC/CPC codes
Vegetables, Fruits, Nuts | Vegetables, fruit, nuts; CPC 012-013
Oil Seeds Oil Seeds CPC 014

Other Agriculture Oil seeds; Sugar cane, sugar beet; Plant-based CPC 015-017, 019, CPC 0111-0116
fibers; Crops nec Paddy rice; Wheat; Cereal 0119, CPC 0211-0212, 0291-0295,
grains nec. Bovine cattle, sheep and goats, 0297-0299
horses; Animal products nec; Raw milk

Forestry Forestry CPC 03

Fishing Fishing ISIC 015

Energy, minerals

Coal; Oil; Gas; Minerals nec

ISIC 101-103, 111-112:14

Meat Products

Bovine meat products; Meat products nec;

CPC 216122,1H1132-21260

Sugar

Sugar

CPC 1542

Food Products

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

CPC 216-218, 22-25

Textiles and wearing

Wool, silk-worm cocoons; Textiles; Wearing
apparel; Leather products

CPC 0296, ISIC 17-19, 243

Wood and paper Wood products; Paper products, publishing ISIC 20-22

Petroleum, coal products | Petroleum, coal products; ISIC 23

Motor vehicles and parts | Motor vehicles and parts ISIC 34

Transport equipment Transport equipment nec ISIC 35

Electronic equipment Electronic Equipment ISIC 32

Machinery Machinery and equipment nec; ISIC 29-31, 33,

Other Manufacturing Chemical, rubber, plastic products; Mineral ISIC 24-25, ISIC 26-28, 36-37
products products nec; Ferrous metals; Metals nec; Metal

products; Manufactures nec

Electricity, gas, water Electricity; Gas manufacture, distribution; Water SIC 40-41

Construction Construction ISIC 45
Distribution services Trade ISIC 50-55,
Communication Communication ISIC 64
Transport service Transport nec; Water transport; Air transport ISE63
Financial services Financial services nec; Insurance ISIC 65-67
Business services Business services nec; ISIC 70-74

Recreational and other services; Public
Administration, Defence, Education, Health;
Dwellings

Other services ISIC 75, 80, 85, 90-99

Source: Copenhagen Economics and GTAP databasé ver.

ANALYSIS OF THE TRADE AGREEMENT

Although the GTAP6 database provides improved datservices trade, the data
remain burdened with considerably more uncertatimiy for trade in goods, and the
modelling of services barriers entails a partidylargh degree of approximation. It
is therefore proposed that the CETM model will Bedionly to give a broad
indication of the possible magnitude the economigacts of the agreement on
services, for comparison with other estimates abéelin the literature.

For tariffs on agricultural and non-agriculturalogis, the CETM includes a set of
consistent and exhaustiad valorem equivalenfAVES) of applied border protection
across the world. The data originates from the MApMatabase, which is the result
of a joint effort by the International Trade Cenfgeverned by UNCTAD and WTO)
and CEPII. The source information concerns varingguments, such as specific
tariffs, mixed tariffs and quotas, which cannotdirectly compared or summed, and
which are not readily usable in a CGE model. Treesfeach instrument is converted
into an AVE. Importantly, we will replace the stiamd tariff information in GTAP.

In the standard information the detailed tariffsifadividual products are aggregated
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into GTAP sector level with a simple import-weigth@verage, which gives
insufficient weight to high tariffs, due to theiistbrting nature. For example, an
extremely high tariff reduces imports to zero, whiesults in a weight of zero in a
simple import-weighted average. We will therefose @ tariff data set based on
region-group clustering aggregation (for more infation, see Bouét et al, 2006).
The welfare effects of agricultural and non-agtietdl liberalisation will be identified
separately.

The modelling studies will compare a scenario enscios for the postulated trade
agreement with a baseline scenario which takesaiontount other global trade
reforms that are likely to have a substantial impecthe EU-Mercosur trade
agreement. The baseline scenario will allow fok ifaplementation of the Uruguay
round, China’s accession to the WTO, and currepéetations for the outcomes of
the Doha round and the potential Free Trade ArégheoAmericas (FTAA).

All trade modelling entails significant strateggsamptions, choices of parameters
and uncertainties in data. Sensitivity analysihésefore an important part of general
equilibrium analysis, and will be used to give adication of the level of uncertainty
in the results.

PREVIOUS ECONOMIC MODELLING STUDIES

Both CGE models and gravity models have been usaddess either the regional
integration process of Mercosur countries or theNkicosur agreement. Whereas
GCE models are predictive, gravity models considemrole of geographical distance
on observed changes in trade flows, in order toigfie causal relationships.

Gravity models have been used to measure the raleamge of economic variables
for Mercosur and regional integration, such asdpantation costs (Amjadi & Winters
1997, Head & Mayer 2000, Mayer & Zignago 2004) eographical distances
(Martinez-Zarzoso & Nowak-Lehmann 2002). These ei®tave been used to
estimate the determinants of trade exchanges (Narb004, 2005) and how
Mercosur’s export could penetrate the European etdfkastilno 2001a, 2002a).
Castilho (2002b) has presented a review of liteeafissessing the impact of regional
integration on the Brazilian economy. Cuadros, Bs@h al. (1999) have employed
specific econometric techniques to model Mercogpods to the EU.

Studies using a CGE approach include Flores (19Gidydano & Watanuki (2000,
2001b), Giordano (2001a), Balistreri, Decreux anei@ (2001) Bchir et al (2001),
Bchir, Decreux and Guérin (2002), Devlin and Gioml§2002), Planistat (2003) and
Monteagudo and Watanuki (2003). Chaire Mercos0082) has carried out three
computable general equilibrium analyses. The @ifshese considers the effects on
Mercosur of the FTAA and the EU-Mercosur agreemiret, second analyses the
costs of the FTAA for the EU with and without arregment with Mercosur, and the
third examines the costs and benefits of diffeseenarios in the specific case of
Brazil.

All of these studies used GTAPS or earlier datd, smtheir results are not directly
comparable with those that will be obtained from @ETM model. Nonetheless, a
comparative analysis will be undertaken, takingoaot of the data differences.
Where relevant, comparisons will also be made péthial equilibrium studies that
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have been carried out for particular sectors. oAthese comparisons will
complement the sensitivity analysis in giving adidation of the level of uncertainty
associated with different modelling assumptions.
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APPENDIX 3

Aggregate Welfare, GDP and Tariff Revenues
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Welfare

Table 25: Welfare Effects, millions of dollars

total
excluding
trade trade
tariff cuts| services facilitation total| facilitation
Argentina 411 138 705| 1,255 549
Brazil 4,510 465 1,908 6,883 4,975
Paraguay 50 12 129 643 514
Uruguay 272 21 76 369 294
Venezuela -26Y 61 297 91 -206
MERCOSUR associateq -165 -12 4 -173 -177
Other South America -5 -7 5 -67 -72
EU15 1,306 558 1.836| 3,700 1,864
EU10 39 18 144 201 57
ROW -2,594 -199 -189| -2,982 -2,793
Table 26: Welfare Effects, % of GDP
trade total excluding
tariff cuts| serviceg facilitation total| trade facilitation
Argentina 0.2 0.1 0.3 0.5 0.2
Brazil 1 0.1 0.4 1.5 1.1
Paraguay 7.8 0.2 2 10 8
Uruguay 1.6 0.1 0.4 2.1 1.7
Venezuela -0.2 0.1 0.3 0.1 -0.2
MERCOSUR associates -0.1 0 0 -0.1 -0.1
Other South America 0 0 0 0 0
EU15 0 0 0 0.1 0
EU10 0 0 0 0.1 0
ROW 0 0 0 0 0
Table 27: GDP, % change in quantity index
trade total excluding
tariff cuts| serviceg facilitation total| trade facilitation
Argentina 0 0 0.3 0.3 0
Brazil 0.3 0.1 0.4 0.8 0.3
Paraguay 1.6 0.1 0.8 2.5 1.7
Uruguay 0.5 0.1 0.4 0.9 0.6
Venezuela -0.1 0 0.3 0.3 0
MERCOSUR associates 0 0 0 0 0
Other South America 0 0 0 0 0
EU15 0.1 0 0 0.1 0.1
EU10 0 0 0 0.1 0
ROW 0 0 0 0 0
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Table 28: Tariff Revenue Effects, millions of dollas

base revenue new revenue change
Argentina 1,984 1,044 -940
Brazil 5,609 3,185 -2.424
Paraguay 151 164 13
Uruguay 244 129 -117
Venezuela 2,175 1,308 -867
MERCOSUR associates 3,6P5 3,558 -67
Other South America 6,725 6,995 270
EU15 20,861 18,306 -2,556
EU10 6,207 2,152 -4,055
ROW 183,164 184,642 1,476

Table 29: Percentage Change in Imports / Exports, #yentina

tariff cuts services trade total | total excluding trade
facilitation facilitation

Imports
grains 53.86 2.72 1.3 57.95 56.p8
crops 17.75 1.87 0.8D 20.42 19.62
animal products 34.74 3.82 2.21 40.77 38.56
forestry -1.65 0.68 0.43 -0.54 -0.96
wood, pulp, paper 15.43 1.65 -0.95 16.18 17.08
Exports
grains 16.03 -0.1( -0.1)7 15.76 15.93
crops 1.31 -0.07 -0.46 0.0 1.29
animal products -16.3Y 0.53 -1.47 -1731 -15.85
forestry 1.85 3.31 0.12 5.29 5.16
wood, pulp, paper 3.90 0.50 1.42 5.82 4.41
Table 30: Percentage Change in Imports / ExportSBrazil

tariff cuts services trade total total excluding

facilitation trade facilitation

Imports
grains 64.95 1.5( 0.8b 67.30 66.44
crops 68.64 2.53 0.7p 71.89 71.07
animal products 302.6P 12.04 3.66 318}32 314.66
forestry 59.73 2.80 0.29 62.82 62.93
wood, pulp, paper 49.03 2.82 -1.28 50.61 51.84
Exports
grains -24.56 -0.87 -0.7D -26.13 -25.43
crops -33.07 0.28 -0.40 -33.18 -32.[79
animal products -53.42 -0.55 -0.94 -54,91 -53.97
forestry -28.21 1.15 -0.26 -27.32 -27.06
wood, pulp, paper -11.98 0.99 1.4y -9.53 -10.99
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Table 31: Percentage Change in Imports / Exports, &aguay

tariff cuts services trade total total excluding
facilitation trade facilitation

Imports
grains 184.93 1.21 -4.5[7 181.57 18614
crops 185.04 2.04 -4.99 182.10 187(09
animal products 359.58 3.68 -9.26 35401 363.27
forestry 52.51 1.87 7.47 61.84 54.37
wood, pulp, paper 34.83 0.64 9.95 45.41 35.47
Exports
grains -24.15 0.8( 0.6R -22.73 -23.85
crops -35.01 0.23 -1.28 -36.06 -34./7/8
animal products -74.74 0.17 -0.95 -75.,62 -74.57
forestry -24.59 2.44 -8.46 -30.61 -22.15
wood, pulp, paper -31.77 0.1 -10.6p -42.29 -31.64
Table 32: Percentage Change in Imports / Exports, tuguay

tariff cuts services trade total total excluding

facilitation trade facilitation

Imports
grains 17.95 0.39 0.0 18.40 18.B3
crops 7.58 0.59 -0.2b 7.91 8.16
animal products 41.01 1.41 -0.19 4224 4242
forestry -5.32 2.00 -3.55 -6.86 -3.3P
wood, pulp, paper 15.46 0.56 0.56 16.57 16.01
Exports
grains 24.52 0.91 0.5p 25.93 25.43
crops -4.81] 1.73 -0.54 -3.62 -3.08
animal products -35.68 0.33 -0.38 -35.68 -35.31
forestry -7.47 1.33 -0.51 -6.66 -6.14
wood, pulp, paper -13.80 0.07 -1.1y -14.95 -13.78

Table 33: Percentage Change in Imports / Exports, &ezuela

tariff cuts services trade total total excluding
facilitation trade facilitation

Imports
grains -4.66 -0.07 -0.19 -4.91 -4.72
crops -5.19 0.02 -0.61 -5.78 -5.17
animal products -7.72 0.20 -1.11 -8.53 -7/52
forestry -0.97 -0.03 -0.18 -1.18 -1.00
wood, pulp, paper 2.60 0.43 -1.89 1.14 3.03
Exports
grains 17.50 0.43 2.5D 20.43 17.p3
crops 104.78 2.65 2.90 110.33 107/43
animal products 12.92 4.66 3.28 20,86 17.58
forestry 7.84 0.96 2.44 11.24 8.80
wood, pulp, paper 11.34 0.44 4.25 16.04 11.779
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Table 34: Change in Imports %, EU15

tariff cuts services trade total total excluding
facilitation trade facilitation

Imports
grains -1.63 -0.11 -0.0y -1.81 -1.74
crops -3.62 -0.01 -0.01 -3.64 -3.63
animal products -5.69 -0.13 -0.01 -5.83 -5|82
forestry -0.67 0.04 0.00 -0.63 -0.63
wood, pulp, paper -0.07 0.05 0.08 0.01 -0.02
Exports
grains -2.68 -0.1( -0.04 -2.81 -2.77
crops 1.27 -0.02 -0.01 1.24 1.25
animal products 2.01 0.11 -0.03 2.09 2[12
forestry -0.06 -0.01 -0.04 -0.11 -0.06
wood, pulp, paper 0.90 0.03 -0.0y 0.87 0.94

Table 35: Percentage Change in Imports / Exports, 810

tariff cuts | services trade total total excluding
facilitation trade facilitation

Imports
grains -1.07 -0.01 -0.01 -1.08 -1.08
crops -1.44 -0.05 0.01 -1.48 -1.49
animal products -2.54 -0.09 0.04 -2.60 -2.63
forestry -0.43 -0.02 0.03 -0.42 -0.44
wood, pulp, paper -0.10 0.0d 0.01 -0.10 -0.10
Exports
grains -0.18 0.01 -0.0b -0.22 -0.17
crops 1.08 -0.03 -0.08 1.02 1.05
animal products -2.1% -0.06 -0.04 -2.25 -2]21
forestry 0.08 -0.03 -0.02 0.03 0.06
wood, pulp, paper 0.22 -0.01 -0.04 0.17 0.21
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APPENDIX 4

Tariffs between the EU and Mercosur countries for slected wood
products
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Tariff at destination

Import / Export value Euros Kgs (2006)

4401 — Wood fuel

EU Imports from:

Brazil 13,925,31Q 221,913,406 0%
Argentina 66,600 287,300 0%
Paraguay 2,240 18,500 0%
Uruguay 43,661,352 517,238,906 0%
Venezuela 357,650 1,156,700 0%
EU Exports to:

Brazil 32,610 12,800 2%
Argentina 780,66( 223,000 2%
Paraguay 3,660 6,900 2%
Uruguay 5,61(Q 13,800 2%
Venezuela 3,917,990 3,103,100 5%
4403 — Wood in the rough

EU Imports from:

Brazil 1,514,320 5,781,900 0%
Argentina 2,642,990 30,587,000 0%
Paraguay 5,630 7,000 0%
Uruguay 33,374,910 522,711,312 0%
Venezuela 222,350F 841,800* 0%
EU Exports to:

Brazil 83,530 73,800 2%
Argentina 102,630 93,500 2%
Paraguay - - 2%
Uruguay - - 2%
Venezuela - - 5%
4404 — Poles

EU Imports from:

Brazil 4,496,290 24,256,699 0%
Argentina - - 0%
Paraguay 33,580 415,000 0%
Uruguay - - 0%
Venezuela - - 0%
EU Exports to:

Brazil 0 0 2%
Argentina - - 2%
Paraguay - - 2%
Uruguay - - 2%
Venezuela - - 10%
4407- Wood sawn or chipped lengthwise (>6mm)

EU Imports from:

Brazil 301,088,906 637,009,188 0%
Argentina 6,192,650 9,962,200 0%
Paraguay 2,279,090 2,748,900 0%
Uruguay 1,056,540 2,420,200 0%
Venezuela - - 0%
EU Exports to:
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Tariff at destination
Import / Export value Euros Kgs (2006)
Brazil 135,510 88,700 6%
Argentina 307,29( 191,500 6%
Paraguay 10,100 14,200 6%
Uruguay 6,980 18,000 6%
Venezuela - - 6%
4008 — Sheets for veneering
EU Imports from:
Brazil 14,024,950 16,107,500 0%
Argentina 479,14 449,200 0%
Paraguay 96,620 285,400 0%
Uruguay - - 0%
Venezuela 176,930 478,400 0%
EU Exports to:
Brazil 642,580 149,100 6-10%
Argentina 407,67( 145,600 6-10%
Paraguay - - 6-10%
Uruguay - - 6-10%
Venezuela 20,340 19,100 5-10%
4409 — Shaped wood
EU Imports from:
Brazil 86,900,250 135,691,094 0%
Argentina 1,506,210 1,274,200 0%
Paraguay 7,126,540 6,729,500 0%
Uruguay 128,630 361,700 0%
Venezuela 32,240 13,900 0%
EU Exports to:
Brazil 44,950 47,800 10%
Argentina 2,820 1,300 10%
Paraguay 2,270 300 10%
Uruguay - - 10%
Venezuela 141,320 31,300 15%
Table of tariffs for 4700 — Wood pulp, waste, scrap

Tariff

Code Description Mercosur EU
4701 Mechanical wood pulp 4% 0%
4702/3/4 Chemical wood pulps 4% 0%
4705 Mech./Chemical pulp 4% 0%
4706 Pulp from waste (scrap) 4% 0%
4707 Recovered paper 2% 0%
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APPENDIX 5

List of Stakeholders / Consultees
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Stakeholders / Consultees

Organisation

Individual / role

Contact details

International Organisations

European Commission (DG
Trade and Development)

Commonwealth Secretariat

Organisation of Economic
Cooperation and Development

United Nations Environment
Programme

United Nations Food and
Agriculture Organization.

International NGOs

International Centre for Trade
and Sustainable Development

Community interests

Forest Industry representatives

Forestry Departments

Trade Organisations

Leading Researchers

Development Cooperation Agencies

DFID Forestry Advisers

GTZ
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