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EXECUTIVE SUMMARY

As part of its commitment to ensuring that its pplichoices are consistent with the
overarching objective of sustainable developmédr,European Commission has since 1999
been engaged in an ongoing programme of Sustaitydbilpact Assessment (SIA) studies of
all EU trade negotiations. Within this programmseaes of SIAs has been commissioned for
the current negotiations for a trade agreement dmtwhe EU and the Mercosur trade area
composed of Argentina, Brazil, Paraguay and Uruguay

There will be three components of the SIA to beartaken in this final phase of the EU-
Mercosur SIA programme: a sectoral study for Tradeilitation; a sectoral study for
Financial Services; and a Final Overview SIA. THieal Overview SIA will update the
Overview Preliminary SIA that was completed durthg first phase of the programme, and
draw this together with the sectoral studies faxdEr Facilitation and Financial Services and
with those for Agriculture, Automobiles and Foregtst were carried out in the previous
phase.

The SIA study will assess the potential economicjad and environmental impacts of the
proposed agreement in Mercosur and EU countried, paopose measures for avoiding,
preventing or mitigating adverse impacts and eningreeneficial ones.

This Inception Report for the project provides lmokind information that will be used in the
study, identifies the key sustainability issued thiéfl be investigated, and presents proposals
for the methodology that will be used.

There are eight sections in the report. Sectiprotides a general introduction and overview.
Section 2 describes the proposed methodology, dimdu significant extensions to the
methodology used in previous SIAs. Section 3 suns®gathe current status of EU Mercosur
negotiations, and gives an outline of the patterirade and investment in the Mercosur
region, with particular reference to trade with tGe. Section 4 provides information
relating to the Final Overview study and summaribesfindings of the Phase 1 Preliminary
Overview SIA and the sector studies for autotesbiagriculture and forests. Sections 5
and 6 provide specific information related to tve sector studies to be carried out for Trade
Facilitation and Financial Services.

Consultation with stakeholders in both the EU asdrading partners is a key component of
the SIA methodology. Section 7 of the report déss the strategy for stakeholder
consultation and for dissemination of informationdafindings. Finally, Section 8
summarises the timetable and expected contente ohid-term and final reports.
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1. INTRODUCTION

1.1 The EU — Mercosur Trade SIA Programme

The objective of the EU-Mercosur SIA programmeadsassess how the trade aspects of the
Association Agreement could affect sustainable gwveent in the EU and the partner
regions. The aims of this phase of the programree ar

1. to conduct a Final Overview EU Mercosur Trade Shkjuding Flanking Measures and
Policy Recommendations
2. to conduct two sectoral Trade SlAs, for Trade Ratibn and for Financial Services

The Final Overview SIA will draw together the rasubf the Overview Preliminary SIA and
sectoral studies for Agriculture, Automobiles aratdsts that were completed during the first
phase of the programmiélhe Final Overview will make suggestions, basedtmnexisting
regulatory frameworks and domestic policies of tleuntries under review, on
complementary measures that might be introduce@ddress the negative impacts and
maximise the positive impact of further liberalisatand changes in rule-making. The Final
Overview SIA will also provide proposals for thegmmng monitoring of key sustainability
indicators affected by trade liberalisation and ésrpost evaluation of the Final Overview
SIA Report. Finally, the Overview SIA will providan evaluation of the Trade SIA
methodology and identify areas for further develeptrand refinement in future Trade SIAs.

Sector studies will be undertaken for Financiaviees and for Trade Facilitation. As in the
case of the Overview SIA, the sector studies widvile an overview of the current trade
situation in each sector, and an analysis of theeebed significant economic, social and
environmental impacts resulting from trade libesaion and/or rules changes. The sector
reports will propose preventive as well as flankioig other measures that would prove
effective in tackling any adverse impacts of libisetion and/or in promoting its positive
impacts in these two sectors. A team of experieroedl experts will be involved in the
preparation of the sector studies, and will underidetailed case studies, the results of which
will be incorporated into the case studies.

There will be three reports for each study: an ptioe Report, a Mid-Term Report and a
Final Report. The Inception and Mid Term Reportdl @escribe the current progress in
carrying out the studies and will contain proposafsthe further development of the
subsequent stages. The Final Report will contaarfittal results and recommendations.

The Reports will give particular attention to theed for transparency in the presentation of
the analysis, and will include all references aadrces of evidence used in the assessment of
potential impacts to facilitate full understandiofythe results of the studies. Consultation
with key stakeholders is an integral part of thade SIA methodology and there will be an
opportunity for key stakeholders both in Mercosad &urope to provide input into the
negotiations by engaging in consultations on tisalts in the reports. This process will also
play an important role in formulating the possillenking measures that can be taken to
prevent and/or reduce any negative impacts, andreehthe positive impacts, resulting from
trade liberalisation. More specifically, there wile an opportunity for stakeholders to
comment on the draft Inception, Mid-Term and FiReports.

! The reports are available on the project websitensia-trade.org and the DG Trade website
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Engagement with stakeholders in the Mercosur camis on particular importance, and for
this purpose a regional Consultation on the IrioegReport will be held on 20-21 May 2008
in Montevideo, Uruguay.

1.2 The EC’s Trade SIA Programme

The European Commission has been engaged in caomgitiadtade SIAs as part of its trade
policy-making process since 1999. The purpose efTttade SIA programme is to inform
trade negotiators and other interested parties lmn potential economic, social and
environmental impacts of the EU’s trade negotiatjan both the EU and Europe’s trading
partners.

The European Commission has defined the objectiveito SIA studies (European
Commission, 2002) as a means of integrating swtdity into European trade policy:

* by analysing the issues of a trade negotiation vagipect to sustainable development;

by informing negotiators of the possible social,vissnmental, and economic
consequences of a trade agreement;

» by providing guidelines to help in the design ofgible flanking measures, the sphere
of activity of which can exceed the commercial diglinternal policy, capacity
building, international regulation), and which msaki possible to maximise the
positive impact and to reduce the negative impattie@trade negotiations in question.

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

Trade sustainability impact assessmecdmprising a balanced and integrated
assessment of potential economic, social and emwviental impacts.

Consultation processvhereby consultation with, and disseminationesuits to,
partners and key stakeholders is an integral phrthe assessment process.
Consultation and transparency are essential presdss ensuring the credibility
and legitimacy of the Trade SIA.

The EC’s Trade SIA Programme uses a standard matbhgidal framework, which is can be

adapted to meet the particular conditions and cibeniatics of the trade negotiations under
review. This generic methodology is summarised ®ct®n 2, where the particular

modifications and adaptations made for carrying thet EC-Mercosur Trade SIA are also
discussed.

1.3 Structure of the Inception Report

This Inception Report covers the three studiesulihbe undertaken during this phase of the
EC - Mercosur Trade SIA:

* Final Overview Trade SIA
+ Financial Services SIA
* Trade Facilitation SIA

Following the finalisation of this Inception Repgattiere will be two further reporting stages:
Mid Term Reports (June) and Final Reports (Octob&gparate mid term and final reports
will be presented for the Overview, Financial Seegi and Trade Facilitation SIAs. The Final
Overview Report will incorporate both the findingd the financial services and trade
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facilitation SlAs, and the results from the Prehiany Overview and sector studies (for
forestry, automobiles and agriculture) that werenpleted during the first phase of the
programme.

The structure of this Inception Report is as fodow
* Executive Summary
* Introduction
* Methodology
* The EU-Mercosur Association Agreement
» Baseline sustainability context
* Preliminary overview SIA studies
e Trade facilitation inception report
* Financial services inception report
» Consultation and dissemination strategy
» Content and timetable of future reports

SIA of Mercosur Negotiations — Inception Report page3



2. TRADE SUSTAINABILITY IMPACT ASSESSMENT (SIA):
METHODOLOGY AND ANALYTICAL TOOLS

2.1 Trade SIA: An Integrated Approach to Assessment

Sustainability Impact Assessment is increasinglindpeised as a method of assessing the
potential impact of policies, programmes and plangerms of the goal of sustainable
development. SIA is an integrated approach to ass&st, which aims to provide a balanced
assessment of potential economic, environmental sowlal impacts of public authority
interventions” To provide an integrated assessment, SIA drawsthieg various techniques
that are deployed in economic analysis, environalentpact assessment, and poverty and
social impact assessment.

Trade SIA is the application of the SIA approachr&ale policy interventions. The purpose of
the SIA is to support better policy making, by ypding decision makers with an evidence-
based assessment of the potential positive andinegamnsequences of their policy choices.
To achieve this, the analysis strives to be crediblvidence-based, and transparent. The
results of the assessment also need to be protedéelcision-makers at an early stage in the
policy cycle, if they are to inform the decision4iray process.

The methodological framework for Trade SIA is désed in the EC’s Handbook for Trade

Sustainability Impact Assessment (EC, 2006). Thenestone of the SIA methodology is

causal chain analysis. Causal chain analysis (Q€A¥ked to identify the significant cause-
effect links between the proposed trade measuengio) and its eventual economic, social
and environmental impacts. The aim of CCA is taingaish the significant cause-effect

links in the chain, where the analysis is underake logical sequence, from ‘cause’ to

‘effect’. The evidence that is used to explain tteusal chain analysis is derived from
theoretical reasoning, economic modelling, otherqiative techniques, existing studies, and
expert opinion from key stakeholders.

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

? See the Proceedings of the recent OECD Worksh&ustainability Impact Assessment (OECD, 2008).
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Figure 1: Causal Chain Analysis of Impact of a Traé@ Measure on Sustainable
Development

TRADE MEASURE OR
SCENARIO

A4

INCENTIVES AND
OPPORTUNITIES

l

PRODUCTION SYSTEM

N

SOCIAL ECONOMIC ENVIRONMENTAL
IMPACTS IMPACTS IMPACTS

A change in trade policy will alter the incentivieugtures and opportunities in the markets
affected by the measure of trade liberalisatiorciigel in the scenario. A rules change, for

example, alters the market conditions for produess consumers, and the new structure of
incentives and market opportunities will induce tzamge in the economic behaviour of

enterprises (producers) and households (consumers).

Figure 1 illustrates, in its simplest form, the saluchain approach which is used in SIA to
assess significant linkages and final impacts @ dbistainable development indicators. It
does not convey the full complexity of the linkadegtween each stage in the causal chain,
nor does it convey the cross-linkages between thaals economic and environmental
impacts. Further, the direct and indirect impaatsmf individual measures may have
cumulative impacts, which need to be considereitiéenappraisal of the trade agreement as a
whole. The ‘routes’ through which these causeegffelationships operate may be numerous
and complex.

Figure 1 also abstracts from the dynamic natuth@ftausal links between the initial change
in the trade measure and the final impact in teomsustainable development. The changes
represented in Figure 1 do not occur instantangooisisimultaneously and the speed of
adjustment will vary in different parts and at diént stages in the causal chains. There may
also be feedback processes during the intermediates of the cause-effect relationships,
before the final impacts on sustainable developroeatr.

The next stage in the causal chain analysis is$ess the significance of the linkages from
the changes in enterprise and household behavthre economic, social and environmental
indicators of sustainable development. For thipppse the SIA methodology uses a set of
core indicators, complemented by second tier andgss indicators ( Table 1).
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Tablel: Core Sustainability Indicators

Sustainability dimensior] Core indicator

Economic Real income
Fixed capital formation
Employment
Environmental Biodiversity

Environmental quality
Natural resource stocks
Social Poverty

Equity

Health and education

In addition to the nine core indicators for susahitity outcomes, the methodology allows for
two process indicators which influence the longntexconomic, social and environmental
impacts of trade liberalisation:

» Consistency with sustainable development principles
 Institutional capacity for effective sustainablevel®epment strategies

The core indicators are used to show the impacthef trade measures on sustainable
development in its economic, environmental andaattmensions. The second tier indicators
are intended to allow the presentation of resulis lwer level of aggregation than the core
indicators. The inclusion of process indicators\ali for the assessment of impacts on the key
procedures, processes and practices that are nefedetbnger-term advancement of
sustainable development.

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

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

e greater significant impact — significant to the otgtion decision, and if negative,
merits serious consideration for mitigation.

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

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

« The direction of changes to base-line conditions;

 The nature, order of magnitude, geographic extdatation and reversibility of
changes;

* The regulatory and institutional capacity to impérh mitigation and enhancement
measures.

Two scenarios are used in assessing the potemjsiat of the EU-Mercosur negotiations on
sustainable development:

e Base scenario: no change in the current negotiagetk measures affecting EU and
Mercosur trade, including no agreement on the trigukralisation measures being
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discussed within the WTO Doha Development Agendgotiations. The baseline
scenario assumes, therefore, a continuation ofiegitrends in trade flows and current
levels of tariff and non-tariff measures.

» Further liberalisation scenario: this represengsgtiongest probable implementation of
the EU — Mercosur trade negotiations., includingreeic modelling of full tariff
removal. Negotiating options for the actual traglgreement cover a range of
intermediate scenarios, involving different degreédiberalisation for each type of
product or service, differing for each form of teagheasure.

The main focus of the SIA is on the potential intpaa the EU and Mercosur as a whole.
However, the SIA will also provide information ontpntial impacts at the individual country

level, where it appears that a particular countay ine disproportionately affected (positively
or negatively), or where countries are likely tspend in different ways, e.g. depending on
their competitive position. Equally, social and ieommental impacts may vary significantly

at the country or intra-country level.

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

« Trade-related measures, which can be integratedhettrade agreement

* International and regional measures to improveptbleey environment and strengthen
national regulatory capacity

» National sectoral policy measures to remedy orleggumarket imperfections

» National policy measures to mitigate adjustmentsos

2.2 Analytical Methods

Economic Modelling

The EU — Mercosur Trade SIA utilises the resulttamied from an integrated CGE model.
This provides a quantitative framework for identify major economic impacts and linking

these to the analysis of social and environmentgdacts (Figure 2). This analytical
framework enables the subsequent stages of théoSiAve a strong quantitative foundation.
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Figure 2: The Integrated Eramework
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The core of the quantitative framework is the Cdyagen Economics Trade Model (CETM),
a global computable general equilibrium (CGE) mogelorporating environmental and
social parameters. The CETM captures all linkdpgsieen the different sectors and regions
of the world economy, and allows for an economyena$sessment at both the national and
global level.

Table 2 shows the impacts that can be modellecttliren the CETM, in relation to the
corresponding core indicators of the SIA methodpldgenerally, the main use of the general
equilibrium model is to provide estimates of themamic effects of the trade agreement, but
there are social and environmental indicators ohetbias well in the output of the model.

An important part of the output from the model I tinformation on which sectors are
expected to contract or expand (for each countyigrg, and the relative magnitude of these
sectoral shifts. Combined with information on sectharacteristics from a social and
environmental perspective, this information progidbe starting point for the social and
environmental analysis.

Table 2: Indicators Modelled in the CETM

Core Indicator Output from the CETM

Economic indicators

Real Income Savings, Consumption, Expenditure

Fixed capital formation  Indication of the incensvi® invest and build up capital stock
Employment General and per sector

Social indicators

General General information on sectoral and codletrgl effects

(expansions and declines)
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Equity Wage effect for skilled and unskilled labour

Environmental indicators

General General information on sectoral and codletrgl effects
(expansions and declines)

Environmental quality Energy usage and @&missions

The model calculates impacts on a wide range oh@woic variables for each individual
country, including:

* Economic welfare (measured as equivalent variation)
* Real income

* Total employment

« Employment by sector and skill-level

* Real wages

* Return on capital

e 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

* Energy usage

* CO, emissions

The CETM can also analyse the distributional effexftmacroeconomic and sectoral effects
following trade reforms. The outputs include quemitve changes in real wages and sectoral
employment for skilled and unskilled labour. Theuks will show in which sectors jobs will
be lost, in which sectors employment will increased the aggregate effect on wage levels
for skilled and unskilled workers in each countfihe model will therefore provide a direct
first insight into where the most crucial sociafeets can be found, giving focus for the
subsequent social impact analysis.

The focus of the environmental modules in the CE§Mnergy usage (electricity, oil, coal,
gas) and greenhouse gas emissions;JC@he GTAP energy data set (EDS) is used, which
covers among other variables the quantity of enesage by energy commodity and energy
use class. The energy and C@pacts of international transport are also inellidn the
model.

The GTAP6 database provides the majority of the dait the empirical implementation of
the model. The database is the most recently ugdaterce for internally consistent data on
production, consumption and international tradecbyntry and sector on a global level. It is
based on detailed national accounts and balanpayshents data from both national sources
and international organisations. Compared to previversions of the GTAP database,
version 6 includes several important improvemernth vespect the EU-Mercosur context, all
of which are incorporated in the CETM:

e improved domestic databases for Argentina and Brazi

* improved treatment of data on services trade
* improved tariff coverage using MAcMaps data on greftial rates
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The GTAP6 database originally consists of 57 d#fersectors and 87 regions; however, a
practical maximum of sectors and regions in a gdnequilibrium analysis is less. As a
minimum, each of the four Mercosur countries wil imodelled separately, along with the
EU15, the new member states, the USA, Canada,etbteof the Free Trade Area of the
Americas (FTAA), and the rest of the world. Pamaguis not incorporated directly in the
GTAP database. As a proxy for Paraguay we use TA&PGegion “Rest of South America”,
a group of countries consisting of Paraguay, Guyawh Surinam. The two latter countries
together account for 20 % of total GDP in this growhile Paraguay accounts for 80% of
total GDP in these three countries. Hence, we thinait using this group of countries will
provide a good approximation for the effects on agaay, but we will keep the
approximation in mind when analysing the results.

Table 3 shows the sector aggregation in the CETMahoThe 57 sectors from the GTAP
database have been aggregated into 25 sectorstirgfléhe most common goods traded in
the Mercosur region. For instance, agriculturaldpicis are among the most exported goods
from Mercosur to the EU, while motor vehicles arahsport equipment are important import
goods. Besides the agricultural and manufacturegjoss, the service sectors are important.
For all four Mercosur countries more than 50% déltevalue added stems from the service
sectors and the main part of the labour force workkese sectors as well.
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Table 3: Sector aggregation in the CETM model

Sector GTAP sector Corresponding ISIC/CPC
codes

Vegetables, Fruits, Vegetables, fruit, nuts; CPC 012-013

Nuts

Oil Seeds Oil Seeds CPC 014

Other Agriculture Oil seeds; Sugar cane, sugar, Bdant- CPC 015-017, 019, CPC 0111-

based fibres; Crops nec Paddy rice; 0116, 0119, CPC 0211-0212,
Wheat; Cereal grains nec. Bovine cattle)291-0295, 0297-0299

sheep and goats, horses; Animal

products nec; Raw milk

Forestry Forestry CPC 03

Fishing Fishing ISIC 015

Energy, minerals Coal; Oil; Gas; Minerals nec 18[@-103, 111-112, 12-14

Meat Products Bovine meat products; Meat productsCPC  21611-21620, 21132-
nec; 21260

Sugar Sugar CPC 1542

Food Products Vegetable oils and fats; Dairy prtsjuc CPC 216-218, 22-25

Processed rice; Sugar; Food products
nec; Beverages and tobacco products

Textiles and wearing Wool, silk-worm cocoons; Tkedj CPC 0296, ISIC 17-19, 243
Wearing apparel; Leather products

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

Petroleum, coal Petroleum, coal products; ISIC 23

products

Motor vehicles and Motor vehicles and parts ISIC 34

parts

Transport equipment Transport equipment nec ISIC 35

Electronic equipment  Electronic Equipment ISIC 32

Machinery Machinery and equipment nec; ISIC 2938,

Other Manufacturing Chemical, rubber, plastic products; ISIC 24-25, ISIC 26-28, 36-37

products Mineral products nec; Ferrous metals;

Metals nec; Metal products;
Manufactures nec

Electricity, gas, water  Electricity; Gas manufaetur ISIC 40-41
distribution; Water

Construction Construction ISIC 45

Distribution services Trade ISIC 50-55,

Communication Communication ISIC 64

Transport service Transport nec; Water transpart; A ISIC 60-63
transport

Financial services Financial services nec; Insuganc ISIC 65-67

Business services Business services nec; ISIC470-7

Other services Recreational and other servicddjdPu ISIC 75, 80, 85, 90-99

Administration, Defence, Education,
Health; Dwellings
Source: Copenhagen Economics and GTAP database ver. 6

For tariffs on agricultural and non-agriculturalogis, the CETM includes a set of consistent
and exhaustive ad valorem equivalents (AVES) ofiagorder protection across the world.
The data originates from the MAcMap database, wisctihe result of a joint effort by the
International Trade Centre (governed by UNCTAD amdO) and CEPII. The source
information concerns various instruments, suchpeific tariffs, mixed tariffs and quotas,
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which cannot be directly compared or summed, andiware not readily usable in a CGE
model. Therefore, each instrument is convertedamt@dVE. Importantly, the model replaces
the standard tariff information in GTAP. In thergdard information the detailed tariffs for
individual products are aggregated into GTAP setdwel with a simple import-weighted
average, which gives insufficient weight to highifts, due to their distorting nature. For
example, an extremely high tariff reduces impastgdro, which results in a weight of zero in
a simple import-weighted average. We will therefose a tariff data set based on region-
group clustering aggregation (for more informatiesege Bouét et al, 2006). The welfare
effects of agricultural and non-agricultural libksation will be identified separately.

Although the GTAP6 database provides improved daisservices trade, the data remain
burdened with considerably more uncertainty thantfade in goods, and the modelling of
services barriers entails a particularly high degoé approximation. For this reason, the
CETM model will be used only to give a broad indiica of the possible magnitude of the
economic impacts of the agreement on servicegdmparison with other estimates available
in the literature.

Econometric Estimation

Whereas CGE models assume a interdependent sy$tecormomic relationships which are
used to simulate market responses to a policy sitioual (‘shock’), econometric analysis uses
observed data to identify causal relationships. @guming these relationships remain
constant over time, they can be used to predianipeact of a policy intervention.

The gravity model has been widely used in tradepalnalysis. Despite early criticism of the
original application of the gravity model in termo$ its lack of theoretical underpinning,
recent developments in trade theory have strengthéme theoretical basis for the gravity
model, confirming its usefulness in empirical tegtiof bilateral trade flows (Baldwin and
Taglioni, 2006). Standard gravity models assumé tha volume of trade between two
countries is positively related to the size of thexonomies as measured by GDP and
negatively related to the trade costs between tdemumber of variables are normally used
to capture trade costs. These include whether atgois landlocked or an island economy,
the distance between the exporter and importewedksas various ‘dummy’ variables that
indicate whether the country pair belongs to acegii trade agreement, or shares a common
language, border or colonial heritage with its ¢rgértner. The gravity model approach can
be used to estimate the impact of policy variabledrade flows. These policy variables can
include both standard market access variables asdiariffs and non-tariff trade measures,
and also ‘behind-the-border’ variables such asuleggry barriers on investment or trade
facilitation costs.

Econometric estimation, and the use of the gyaaidel approach in particular, will be used
in the Trade SIA to strengthen the assessment rvices trade and also issues of trade
facilitation, investment and public procurement, esdh CGE modelling has limited
applicability.

Strategic Environmental Impact Assessment
Strategic Environment Assessment (SEA) provides ethadology for assessing the
environmental impact of plans, programmes and m@slicRather than a single, fixed

prescriptive technique, SEA can be thought of &sraly of approaches ‘that aim to integrate
environmental considerations into policies, plansd aprogrammes and evaluate the
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interlinkages with economic and social consideretic® Originally developed for application
in advanced OECD economies, SEA is increasinglpdesed in the context of developing
countries and development cooperation.

Poverty and Social Impact Assessment

Poverty and social impact assessment refers tarladysis of the distributional impact of

policy reforms on the well-being or welfare of difént stakeholder groups, with a particular
focus on the poor and on gender issues. PSIAad us ex ante assessment of potential
impacts and is also used to monitor poverty andasautcomes and impacts of policy

change$. PSIA involves using a range of tools and techesgwhich are selected on the
basis of the nature of the policy change, the tiama€ for the analysis, the information and
data availability, and the resources available.

The results of PSIA analysis are particularly valaan informing the discussion of potential
mitigation measures and the identification of pradtand feasible policy options.

% See (OECD, 2006) for a detailed guidance on thécapion of SEA in developing countries.
* See World Bank (2003) for a discussion on thertegres used in PSIA
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THE EC - MERCOSUR ASSOCIATION AGREEMENT

3.1 The EU - Mercosur Association Agreement Trade &jotiations

The European Union has long established cultudditigal and economic links with countries
in Latin America and has, ever since the 1960’'an¢hed a series of political and trade
initiatives as well as cooperation agreements widhntries in the region. Furthermore, the
EU has sought to support newly established demmsand has favoured the strengthening
of regional integration schemes. One year aftere$tablishment of Mercosur in 1992, the
European Commission signed an Inter-institutiongkre®ment with Mercosur to provide
technical and institutional support to the fledgstgictures of Mercosur (Giordano, 2003). A
major step towards the beginning of official tratsgotiations occurred in December 1995.
On the same day, when Mercosur officially convertisélf from a free trade area to a
customs union, EU and Mercosur signed the EU-Mercdsterregional Framework for
Cooperation Agreement. The agreement was basethree pillars: political dialogue,
cooperation and trade issues. Its objective wagdate a framework for negotiations on an
Interregional Association Agreement which shouldlude full liberalization of trade in
goods and services in conformity with WTO ruleshamced form of co-operation and
strengthened political dialogue.

Negotiations for an EU-Mercosur Association Agreatngere launched at the Rio Summit,
in June 1999 and cover the full range of tradetedlareas: trade in goods and services;
sanitary and phytosanitary measures; the libetaizaof capital movements; opening up
government procurement markets for goods, servaraspublic works; competition policies;
intellectual property rights; and dispute settlen{&DB, 2006).

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

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

2) The agreement should be comprehensive and balagoad) beyond the respective
obligations in WTO. No sector should be excludetjlevtaking account of product
sensitivities;

3) The agreement should constitute a single undedakmplemented by the parties as
an indivisible whole.

The EU — Mercosur Bi-regional Negotiation comityNB) is the main forum for negotiation,
and its work is complemented by other institutiomedchanisms such as the sub-committee
on Cooperation and three Technical groups on trake.first round was held in April, 2000.
Since than, seventeen negotiation rounds have fakes.

By the time of the thirteenth round in May 2004rtheras agreement on the whole text of the
cooperation chapter. Cooperation is to cover a watege of topics, including standards,

services, investment, energy, transport, sciencg tmechnology, customs, competition,

agriculture, and fisheries (IADB, 2006). Duringathministerial meeting substantial progress
was made also with the trade chapters which allob@ti parties to realistically envisage

conclusion of negotiations by October 2004. In thminth, however, a trade negotiators’
meeting at ministerial level decided that the affen the table were insufficiently ambitious,

especially in agricultural and service sectors, aegotiations entered something of an
impasse.

Following a number of technical contacts in 2005discuss the ways to re-engage the
process, both sides exchanged in early 2006 noerpapith proposals for further
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negotiations. They also regularly met, for instaatéhe EU-Mercosur Ministerial meeting in
Vienna, Austria, in May 2006, and during a traderdiators' meeting in Rio, Brazil, in
November 2006. In conclusion, since 2004, disaumssihave continued mostly at the
technical level, but no new negotiating offers héveen exchanged and the discussions are
currently at a standstill.

The EU and Mercosur negotiators will take stockhef negotiations at the EU-Latin America
Summit that will take place in April 2008 in Lim&eru. Both sides, however, agree that
concluding EU-Mercosur Association Agreement negmtns is very difficult, if not
undesirable, before the outcomes of the Doha Rauadénown.

Nevertheless, there is a continued interest in patties in reaching agreement on the trade
negotiations. The EU’s recently published tradategty (EC, 2006a) identifies Mercosur as
one of the priority areas for Europe’s regionabl&ranegotiations, based on the size of the
Mercosur market and the potential for stimulatingei-regional trade flows by removing
market access obstacles.

Negotiations in the Agricultural Sector

The agriculture sector is one of the sources of dhgent stalemate in EU — Mercosur
negotiations. The EU is a net importer of agriadtyproducts from Mercosur, which has a
clear comparative advantage in exporting low priagdcultural products to the EU market.
The main points of divergence between the two @audire related to market access. (Kutas,
2005). Mercosur requests faster and more comprafeetasiff reduction and higher in-quota
quantities as it wishes to increases productionexbrts to the EU. Table 4 shows the last
official agriculture sector liberalization offerqggosed by the EU, in September 2004. The EU
offered full tariff reduction on 60% of EU agricultl tariff lines implemented over a 10 year
period. 31% of the tariff lines would be liberalizémmediately after the signing of the
agreement, however the majority of products inallitethis category already enjoy duty free
access to the EU market. Progressive liberalizagsoforeseen for about 29% of the tariff
lines, with implementation periods of 4, 7, andyHars, corresponding to categories B, C,
and D, respectively. A high proportion of fruitlapts and food preparation products are
included in the last category. The remaining 40%thaf agricultural tariff will, either be
excluded from the agreement (Category E — 20% otwaltural tariff lines), or a scheme of
preferential TRQ will be imposed or extended. Tkelwded products include sugar, live
animals, wines, some fresh and prepared fruitsvagdtables and diary products.

Table 4: Latest EU agricultural offer — September P04

Number of tariff| % of tariff line
lines

Category A 665 31

Category B (full liberalization after 4 years) 121 6

Category C (full liberalization after 7 years) 188 9

Category D (full liberalization after 10 yearsp11 14

Tariff Rate Quotas 231 11

Preferential Tariff (between 20%-25%) 106 5

Preferential Tariff (between 20%-25%) 94 4

Category E (excluded from the Agreement) 429 20

Source: Kutas, 2005
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Divergent proposals on the quantities of TRQ armesmf the biggest obstacles in the
successful closure of the agriculture chapter i lfiterregional Association Agreement.
Mercosur requests enhancement of quotas offeredediected products, implementation of
quotas in the first year of the agreement, elinimabf in-quota tariffs and a reduction of
over-quota tariffs. The EU has proposed a gradumalamentation of TRQ over a 10 year
period.

Negotiations on Service Sector Liberalization

The service sector is the EU’'s main offensive mderwithin the EU-Mercosur bilateral
negotiations. The EU is the main exporter of sawim the world with export value at US$
823 billion. The competitiveness of EU in servigegyreater than that of Mercosur along
almost the entire range of sectors. The EU-Mercdslateral negotiation on reciprocal
liberalization of trade in services began whenEkkpresented, in July 2001, the first draft of
the proposal on Services Chapters (Pena, 20052, both parties had agreed on the
methods and modalities of the agreement. The obgeof the agreement was to achieve a
‘comprehensive and balanced level of liberalizationservice with substantial sectoral
coverage that strengthens transparency betweeahstialers and is in concordance with the
existing GATS commitments’. Both parties have addp&EATS commitments as a starting
point for bilateral discussions, hence only senliiceralization that goes beyond the existing
GATS framework would constitute preferential accaisthe bilateral level.

Table 5 compares GATS commitments of EU and Menmcogith those offered in the
framework of bilateral negotiations. The latestgmeals on services sector liberalization do
not include a significant number of GATS-plus sestoThe EU offered liberalization of 20
sub-sectors that were not included in initial offeesented at the WTO.
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Table 5: Comparison of specific commitments in difrent Service Liberalization scenarios

Sector Argentina Brazil Paraguay Uruguay EU
UR | Doha| M/EU| UR| Dohal M/EU UR| Doha M/EU UR Doha M/BUUR | Doha| M/EU
1. BUSINESS SERVICE 16 16 25 10 19 20 @ 1 1 14 19 0 38 43 43 43
A. Professional Service 4 4 7 4 5 6 1 1 11 11 10 10
B. Computer Related S. 5 5 5 1 1 5 5 1 b 3) 3]
C. Research and 3 3 3
Development Serv.
D. Real Estate Serv. 1 1 2 2 2
E. Rental/Leasing Serv. 3 3 4 4 5
F. Other Business Serv 7 7 13 @ 14 13 5 5 10 18 18 9 |1 20
2. COMMUNICATION S. 15* 15* 15* 1 1 9 13 1 1 13| 21 14* 14*
3. CONSTRUCTION AND| 4 4 5 4 5 5 5 5 5 5
RELATED ENGENEERING
4. DISTRIBUTION SERV. 3 3 3 3 4 4 3 4 4 4 4
5. EDUCATIONAL SERV. 1 4 4 5
6. ENVIRONMENTAL S. 1 4 4 4 4* 7* 7*
7. FINANCIAL SERVICES 20 20 21 114 11* 35* 5 5 10 *3 | 3* 26* 22 22 22
8. HEALTH RELATED AND 1 3 3 4
SOCIAL SERVICES
9.TOURSIM & RELATED S. 3 3 4 1 3 3 3 3 3 3 3 3 3 4
10. RECREATION AND 1 1 1 1 1 1 4 4 4
CULTURE RELATED S.
11. TRANSPORT SERV. 10 5% 5* 12* 3 1 1 10 11 20 35
12. OTHER SERVICES nes 4 4 4
SECTORAL COVEREGE 61 61 85 35 49 93 5 9 45 23 28 96 119 133 153

UR: Uruguay Round Doha: Initial offers presente@dha Negotiations M/EU: offers presented at thatdial process

* Aware that the countries did not undertake treimmitments according to the classification of W¥1thus comparison can not be made between commitgmef various
countries.

Source: Pena, 2005
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Of these sectors 15 belong to the transport sesgcéors and the rest are spread out among
health services, tourism services, educationalbarsiness services. All of these sector offers
have been undertaken with limitations (Pena, 20Wg&ycosur’s offer in the service sector has
incorporated more ‘new’ sectors compared with GAB&mitments but given the fact that
there is no free provision of services between Mguc member countries this offer is less
attractive that it would have been with the freewiation of services in place (Pena, 2005).
Argentina offered a limited number of additionabsactors corresponding to professional
services, environmental services, tourism servigesater coverage of construction services,
the establishment, without limitation of insurancempanies and commitments for news
agency services and air transport services. Branil,addition to Uruguay Round
commitments, has offered some new services in gsafgal sector, environmental services,
telecommunication, financial services and transpervices. The offer presented by Paraguay
contains a significant amount of ‘new’ service diers. These belong to business services,
distribution services, computer services, enviromaeservices and tourism services. Finally,
Uruguay has presented a broad offer in relatiorcdeerage with 10 sectors at bilateral
negotiations as opposed to 6 at Doha (Pena, 2005).

In terms of conflicting areas in service liberaliaa, there were particular differences in
maritime, financial and telecommunication, investineggovernment procurement. The EU
requested agreement to take part in maritime t@ahspnd to take part in tenders for
government procurement. With regards to the lasttpblercosur only accepted to grant this
facility to companies that were already installedhe region (INTAL, 2004). Furthermore,

the EU requested the possibility of selling crossder service without the need for the
company to be established in the country in whiakould be providing the service. The EU

also argued for the inclusion of ‘profession seggidn the agreement, which would allow the
transfer of skilled labour from Europe to the &dfiés of European companies located in
Mercosur. The EU also focused on sectors considegasditive by Mercosur, such as mining
(including the extraction of oil and gas), finaricigervices, telecommunications,

environmental services (including water and sewagbptage and fisheries (INTAL, 2004).

Non-Agriculture Market Access (NAMA) Negotiation

There are sectoral imbalances with regards to éxponposition with over 50% of Mercosur
exports in ‘food and raw agricultural products’, ereas EU exports are concentrated on
manufactured goods. These sharp asymmetries gse to significant differences in
negotiation positions. Successful completion of atiegions on non-agricultural market
access will be heavily dependent on the progresaegotiations on agricultural issues.
Furthermore, the EU calls for free circulation obgs within the two blocks which imposes a
series of challenges for the consolidation of Metts regional integration (Rios and Doctor,
2004).

The offers on trade liberalization in manufactugggbds, from both the EU and Mercosur,
have included over 90% of tariff lines. The maimfttioting issues were: tariff liberalization
timetables, the inclusion/exclusion of some sersisiectors, degree of special and differential

° Summarizing the proposals, Pena (2005) argues thkatalue of the Mercosur offer is concentratedhia
value of the Brazilian contribution, especiallytélecommunications and financial services. The Heawdffer,
however, presents significant shortcomings dudéofact that liberalization in the telecommunicatgector is

still conditioned by principles and disciplines thaould be negotiatedor the sector whereas financial sector
liberalization is subject to (discretional) presitlel authorization.
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treatment, the extent of reciprocity, protectiom fofant industries and a possibility of
applying drawbacks and safeguard. The inclusioinede trade restriction mechanisms in the
bilateral agreement is opposed by the EU side.

The EU offered immediate tariff reduction on 58%Mxércosur exports (which have already
been liberalized as a result of the multilaterajatations), 35% at ten years, 1.2% through
fixed preferences and 5% thought quotas (in theerlatvo it included many agricultural
products and foodstuffs) (INTAL, 2006). The Mercosproposal offered immediate
liberalization of European imports 11% of EU exgoend on 61.3% at 10 year, with
preferences and quotas for another 18% of goo@%o df imports from the EU would be left
out of the agreement (INTAL, 2006).

In the case of specific industries, the EU expeckercosur to make a significant

improvement in its offer especially on industrializgood such as footwear, textiles, vehicle
parts and ferrous and non-ferrous metals. Mer¢amurnts part, insisted on adoption of a
system of quotas for imports of products from thdustrial sector such: automobiles, and
vehicle parts, wines, information technology antdemmunication products and capital
goods (INTAL, 2005).

Furthermore, the EU proposal anticipated the pdi#githat some sectors — pharmaceutical,
steel, construction equipment, agricultural madtyindurniture, toys would have tariffs
eliminated immediately on both sides. Mercosurateie this on the grounds that many of
these sectors are considered sensitive, espeftalBrazil (INTAL, 2005).

Other Measures/Singapore Issues

The “bloc to bloc” negotiations for the EU-Mercos@ssociation Agreement require the
consolidation of an internal consensus prior t@&ernal one. There are, however, a number
of difficulties related to the incomplete naturetloé Mercosur customs union, including, non
— harmonized intra-regional customs clearing praces] double incidence and exceptions to
the CET and differing rules of origin. The mosteet EU negotiation position underscores
adequate trade facilitation and regional integratio Mercosur, to guarantee free circulation
to EU operators or products of EU origin, as onéhefkey priorities in the negotiations. This
position has 5 different facets: (1) No double isipon of duties for products of EU origin;
(2) Minimum customs requirements which includesni@nisation of customs procedures for
EU goods; (3) Industrial products’ regulations whiacludes free circulation for industrial
goods and elimination of non-tariff barriers, (Ajre-Mercosur harmonization of sanitary and
phytosanitary standards (5) Intra-Mercosur freeutation of services.

On government procurement, the EU seeks an ofteriging clear indications on the scope

of procurement open to EU bidders at the end avangperiod, remaining preferences and
proposed excluded contracts. According to the Egbnators the offer should cover the main
government contracts of interest to the EU, ingigdihe utilities sectors of water, transport
and energy. The EU acknowledges that price preterezan be applied for Mercosur

suppliers but such price preference should proyegsdecrease over a specified number of
years.

On the issue of national treatment of investmérd,key outstanding issues refer to Brazilian
horizontal restrictions on incentives, regionalipgl technological development, and sectoral
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restrictions to agrarian reform. The EU expectsional treatment for pre-and post-
investment.

The parties should award protection to geograpmeahes of quality products of the other
party. The EU would expect a further reinforcemehtexisting legislation in Mercosur
countries so as to ensure protection of EU geograpmdications against any commercial
use which exploits the name and reputation of aepted name, including the gradual
phasing-out of the use in common customary lang{@geeric use) of a protected name. The
EU pressures for greater protection of geograplmchtations which reflects the concern that
many of the protected names, such as Bordeaux, @dwme or Porto, originating from EU,
have been used by Mercosur producers. The EU pabpaggests eliminating the exceptions
(generic, semi-generic, homonyms and trademarkslerby the TRIPS agreement on wines
and spirits and to extend this level of protectiorother products such as cheese and ham
(Jank, 2004). These exceptions in TRIPS allow apglyames that have become common
(or “generic”) terms and also allow terms that haleady been registered as a trademark.
However, TRIPS agreement has been incorporatedthetdegislation of the four Mercosur
countries. The exceptions constitute, therefore ra@pgrty right granted by law. The
cancellation of trademarks will create a legal jpgobin Mercosur because trademark holders
have a private right granted by law (Jank, 2004).

3.2 EU — Mercosur Trade and Investment Flows
Trade Flows

In recent years Mercosur’s trade flows recordednedevels for both exports and imports
and a positive trade balance. In 2006, the mostntegear for which full year data are
available, Mercosur’s total exports and importsodtat $190 billion and $135 billion,
respectively. This represented a 16% increase thenprevious year with regards to exports
and 23% increase of imports. 2006 was, howeverfitbieyear for the past 6 years that the
trade balance has decrease but still remains largg60 billion. This is attributed to an
increased import demand as GDP growth of the Mercdos2006 was almost 5%.

An analysis of Mercosur countries’ trade flows wétkternal partners (Table 6) shows that the
EU is Mercosur’s largest trade partner but tradeviin dynamism is much greater with other
partners especially from South America and the Asid Pacific Region. These changes in
composition of Mercosur’s exports reflect the st&dpP growth rate of Latin American and
Asian Partners, whereas the demand from most itvaditmarkets such as European Union
and NAFTA has developed more slowly than the réshe world. Although EU’s share of
Mercosur’'s extra-bloc exports has declined overlgst decade, European Union remains
Mercosur’'s main trading partner, accounting forrtye25% of total exports in 2006, followed
by the NAFTA, and in particular the USA which repeats 20% of exports. In terms of
Mercosur’'s imports (bottom part of Table 6) EU ramsathe largest sole exporter to the
region but as in the case of export, import shogatgr dynamism with countries with Latin
America and Asia and the Pacific. As the resultghare of EU imports in Mercosur’s total
imports have declined from 34% in 1998 to 24% i0&0n 2006, there was a 4% increase in
the share of Mercosur imports coming from the Asid the Pacific as that region became the
main supplier of exports to Mercosur. This can tebaited to an incremental leap in imports
coming from China as demand for imports coming fittis country increased by 40% over
the previous year (INTAL, 2007).
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Table 6: Mercosur’s Extra Block Trade (Import and Export)

Exports 1998 1999 2000 2001 2002 2003 2004 2005 6200
Asia & Pacific* 165 165 157 165 177 203 192196 194
EU25 33.3 330 306 280 269 271 266 244 246
LAC (exc. Mercosur and Mexico) 15.8 13.8 149 153 144 133 147 160 174
MENA 6.0 5.4 4.8 6.0 6.1 5.7 6.3 6.0 6.4
NAFTA 228 263 291 283 287 271 265 254 233
Non EU Europe and CIS 3.4 3.2 29 3.6 3.6 4.0 40.9 4 54
Sub Saharan Africa 2.2 2.0 1.9 2.4 2.7 2.4 2.8 3.68.5
Imports 1998 1999 2000 2001 2002 2003 2004 2005 6200
Asia & Pacific 188 17.7 20.1 204 205 23.0 24.36.92 30.9
EU 355 36.1 309 319 324 305 282 274 244
LAC (exc. Mercosur and Mexico) 6.6 6.9 7.9 6.7 6.4 6.3 6.6 7.5 8.6
MENA 25 3.2 4.4 3.8 4.8 5.2 6.0 6.1 5.2
NAFTA 31.6 30.7 306 299 283 260 243 234 218
Non EU Europe and CIS 3.2 3.2 3.6 3.7 4.5 5.3 51.3 4 39
Sub Saharan Africa 1.8 2.1 2.5 3.6 3.1 3.7 5.5 4.3%6.2

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

The EU-Mercosur trade relations are characterizedharp asymmetries. Although the EU
continues to be a strategic trade partner for trerchsur economies, the Southern Cone
countries exports constitute only 2.4 % of EU imip@nd 1.7 of EU imports in 2006.

As in the case of Mercosur’s total trade, Mercdsanle with the EU has reached record levels
in the past years (Figure 3). In 2006, bilateralé&r was $66.3 billion, with exports being
$39.5 billion, up by 14.9% from 2005 and importsrev§26.7 billion, up by 13.1% from the
previous year. Historically, Mercosur economiesehaxperience trade deficits with the EU.
This trend has, however, been reversed in 2002¢esivhen Mercosur has had increasing
trade surpluses with the EU. In 2006, this surgikseeded $12 billion. Much of this trade
surplus is accounted for by agricultural sectoddrdn 2006, Mercosur’s agricultural exports
to the EU were worth $19.5 billion and imports ami@a to only $1.05 billion. In contrast,
Mercosur's exports of manufactured goods were we&13 billion with imports of
manufactured goods from Europe amounting to $2ilidrb
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Figure 3: EU — Mercosur Total Trade (1996—-2006)
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Table 7 shows the top ten EU exporters to and itepdrom Mercosur, in 2006. Netherlands
and Germany are main countries of destination afcllur exports with both accounting for
around 18% of total EU exports from the region. BoRuropean countries comprise nearly
90% of total imports from Mercosur among which atkebig EU countries such as ltaly,
Spain, UK and France. With regards to European tgiexports to Mercosur (right part of
Table 7) German exports comprised nearly a thirBW% total exports to the region. As in
the case of imports top 8 European exporters campmearly 90% of total EU exports to
Mercosur. In 2006, Brazil accounted for 74% of bbeur trade with the EU, while
Argentina accounts for 22%, Uruguay for 2.3% andhgaay for 1%.

Table 7: Top ten EU exporters and importers form Me&cosur (2006)

%
Country Exports % share | Country Imports share
1 Netherlands 7,293,852 18.4 Germany 8,286,390 31.0
2 Germany 7,174,409 18.1 France 3,877,484 145
3 ltaly 5,063,465 12.8 Italy 3,584,110 13.4
4 Spain 4,374,210 111 Spain 2,120,916 7.9
United
5 Kingdom 3,389,220 8.6 United Kingdom 1,882,234 7.0
6 France 3,339,592 8.4 Sweden 1,261,698 4.7
7 Belgium 3,319,335 8.4 Belgium 1,205,800 4.5
8 Portugal 1,561,785 3.9 Netherlands 1,025,269 3.8
9 Poland 645,163 1.6 Finland 629,745 2.4
10 Finland 611,419 1.5 Austria 601,353 2.2

Source: Comtrade

The composition of Mercosur exports to the EU afferent from the composition of exports
to the rest of the world. Agricultural Commoditiasd Crude Materials comprise 57.6% of
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exports to the EU but only 38.4% of exports to bt of the world. In contrast, Mercosur’s
main exports to the world fall in the Manufactueesl Machinery category which, in 2006,
amounted to 40.2% of total exports (Table 8).

Table 8: Composition of Mercosur exports, 2000—-2008%)

Agricultural Crude Material

% Food Materials Fuels Oils Chemicals Manufactures

2000 2006 2000 2006 2000 2006 2000 2006 2000 2CW®O 2006
World 239 237 13.0 147 6.6 9.2 2.6 2.8 6.6 6.9 45.1.240
é\;gﬁc “ 226 20.8 30.7 396 1.0 88 115 7.6 4.6 3.3 29.80.02
EU25 37.7 358 220 218 05 3.6 0.7 2.4 3.8 50 347 231
LAC* 155 136 3.7 3.0 183 158 3.0 24 122 11.3 47838
MENA 570 574 124 119 0.7 0.3 16.2 9.0 1.3 0.8 12.50.62
NAFTA 11.6 11.0 6.5 6.5 79 11.0 0.3 0.3 5.0 75 66.9 861.
Europe &
CIS 43.0 62.8 20.2 11.8 0.0 0.1 2.7 2.2 2.9 19 289 .115
SSA 37.8 36.7 5.3 2.8 21 132 6.9 5.1 8.2 5.9 37.4 336.

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

Mercosur’'s export portfolio is fairly diversifiedyut with wide variation across countries.
More than 50% of Brazil's exports are composednofustrial goods, but this percentage
decreases to 14.6% for Paraguay. Crude materidisusts account for 34% of Paraguay’s
exports, while this sector only represents 11.6%Jfguay sales to the world. Agricultural
raw materials and food account for 48.4% of Urugsi@xports, 42.9% for Argentina, 34%
for Paraguay and 22.7% for BraZil.

In 2006, Mercosur’'s imports from the EU consisteastty of Machinery and Manufactured
Goods with 68.5% of total imports and of Chemic&lBPharmaceuticals with 24.8% of total
imports (Table 9). Together these two categoriesymsed 93.3% of Mercosur's total
imports from EU. This pattern is fairly constanteovtime and is similar to the one with
NAFTA or the Asia and the Pacific Region.

Table 9: Composition of Mercosur imports, 2000—2006%)

Agricultural Crude Material Chemicals

& Food Materials Fuels Oils & Pharmac. Manufactures
2000 2006 2000 2006 2000 2006 2000 2006 2000 2006 2000 2006
World 6.0 3.8 3.1 3.7 117 154 0.3 0.3 17.7 17.70.96 58.9
Asia &
Pacific* 1.0 0.7 1.9 2.1 55 8.0 0.3 0.3 9.8 9.5 815 794
EU25 3.0 2.4 1.3 1.4 2.5 2.3 0.4 0.6 220 248 7068.5

LAC** 166 87 81 164 347 326 03 01 93 8603 336
MENA 04 07 13 20 926 885 03 00 43 75 1.11.4

NAFTA 1.7 10 29 29 27 68 01 00 236 27.3 069.61.8
Europe &
CIS 64 53 23 15 97 99 05 00 501 492 310 34.2

® Source INTAL, 2005: Data for 2004
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SSA 34 0.9 7.4 1.4 742 898 0.0 0.0 4.2 1.7 10.8.2
Source: Comtrade; Excludes Middle East and Commonwealth of Indepaeh@ates; ** - excludes Mexico
and Mercosur

Mercosur countries are major producers and netséx@oof agro-food products. In 2003,

Brazil ranked third in the top-10 list of agro-exfmvs and Argentina ranked seventh. Both
countries are also the second and third EU prosidérgricultural products, behind the US.

The agricultural sector is a key component of Msureeconomies. In all the member states,
agriculture accounts for more than 10% of GDP. Msuc exports of agricultural products

are diversified. Table 10 shows that the most irtgmdrproducts exported by Mercosur are:
soybeans and soy products, bovine and poultry neatspreparations, sugar, fruits juices,
coffee, corn, wheat, tobacco, fruits and vegetaffiesh and prepared).

Table 10: Value and destination of Mercosur agriculral exports (2004)

World Share of Asia EU 15 Mercosur North Other
(PUSmM) Mercosur (%) (%) (%) America (%)
total (%)
agricultural
exports (%)

Beverages/Spirits 824 1.8 27 23 8 20 22
Bovine Meat/Preparations 4343 9.3 14 35 2 17 32
Coffee 1759 3.8 12 56 2 20 10
Corn 1825 3.9 42 19 3 0 36
Dairy products/Bird’s eggs/natural honey 1014 2.2 12 16 10 9 53
Poultry meat/preparation 2875 6.2 58 7 8 6 21
Soybeans/soya products 18665 40 49 24 0 1 25
Sugar 2707 5.8 1 1 80 1 17
Swine meat/preparation 745 1.6 44 37 3 1 15
Tobacco 1666 3.6 33 2 1 7 58
Vegetables/fruits (fresh and preparation) 1456 3.1 15 4 7 0 74
Fruit juices 1657 35 23 33 4 16 24
Wheat 1613 3.5 2 44 21 16 17
Other agricultural products 5565 11.9 11 63 0 20 5
TOTAL AGRICULTURE 46714 100

Source: COMTRADE
Foreign Direct Investments in Mercosur

2006 marked a significant shift in the pattern &fl fn Mercosur economies. Due to record
levels of outward FDI, for the first time Mercossaw a positive net balance of foreign
investments which accounted to $5.1 billion (Tabl®. The increase in outward FDI in
recent years is largely attributable to a small bemof large transactions originating in
particular sectors and enterprises in Brazil. ®&0significant transactions included the
acquisition of the Canadian mining company Incothey Brazilian firm CVRD which itself
accounted for $16.7 billion of the $28.2 billion tftal Brazilian investments abroad.
Furthermore it should be stressed that Argentirthlduguay have, in recent years, become
two of the main destinations of Brazilian FDI flo@¢8ITAL, 2008).

In 2006, inward foreign investments in Mercosuostat $25.1 billion, which was the highest
level since 2000 (Table 11). The inflows of FDINt®rcosur have fallen since 2001 for two
main reasons: firstly, privatisation plans wergéy completed, and secondly, the economic
crisis in Argentina provoked uncertainty among stees. The liberalisation process of the
Mercosur economies during the 1990s fostered tloptath of measures to promote the
attraction of foreign direct investment (FDI). Dugithis period, many public enterprises have
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been privatised and foreign firms have invested/ihe@ the region. Between 1997 and the
year 2001, inward FDI in Mercosur averaged $38lliohiwhich then declined to just over

$10 billion in 2003-04.

Table 11: Mercosur FDI
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The EU is the biggest investor in Mercosur. In 2008’s net FDI to the region amounted to
just over $9 billiorh (Table 12). Due to strong cultural and historidi with South America,
the main EU investor in the region is Spain whioh2006 had a positive net balance of
foreign direct investments with Mercosur of over3bBillion. In recent years the UK emerged
as the second higgest EU investor in the regioh wét FDI of nearly $2 billion. Other big
EU economies such as France, Germany or Nethertzaiset FDI to Mercosur, exceeding

$1 billion.

Table 12: EU net FDI in Mercosur, Selected Countries, 2006

Mercosur Argentina Brazil Uruguay
EU 9167.6* 2003.3 6579.3 585
Belgium 219.7** 41.6 178.1 Crx*
Denmark 55.9** 78 -22.1 Cr**
France 1110.2* 9.1 1097.2 221
Germany 1518.4* 204.1 1294.8 19.5
Italy 226.2* 53.3 163.8 9.1
Luxembourg 197.6* 0 196.3 1.3
Netherlands  1016.6** 0 1016.6 Cr**
Spain 3556.8* 1114.1 2364.7 78
Sweden -11.7* 57.2 -110.5 41.6
UK 1994 .2** 1315.6 678.6 Crx*

" Excluding Paraguay
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Source: Eurostat; * - Excludes Paraguay; **- ExelsidJruguay and Paraguay; ***- Confidential
(undisclosed)

Looking at the composition of EU’s FDI to Mercosndicates that it is located in areas as
diverse as telecoms, energy, financial servicesatitomotive industry, the agro industry and
the retailing sector.

The concentration of FDI in services is particylatrong in the Mercosur region. In Brazil,
between 1997 and 2000, over 81 percent of all FDbws were to the services sector. A
large part of these investments were made by Earofems, and in particular, Spanish
investors. However, with the deterioration in thebgl economic situation and the corporate
credit retrenchment, this pattern changed: in tdye/ears of the new decade, less than 60
percent of FDI inflows were undertaken in servieeBile the share of FDI in manufacturing
rose to 35 percent in the same period. In fact@52 net EU’s FDI in manufacturing were
$2.9 billion and $2.75 billion in services. The ghaf FDI in other areas of economic activity
is negligible. In agricultural and fishing net ELF®I in Mercosur was only 4 million and in
extraction of petroleum and gas the net FDI wasaligt negative and stood at - $98 million.
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4. FINAL OVERVIEW INCEPTION REPORT

4.1 The Phase 1 Preliminary Overview SIA and Semt Studies

The first phase of the EU-Mercosur Trade SIA wasgleted in November 2007. This phase
had two components:

an updated Overall Preliminary Trade SIA

Three Trade SIA sector studies for Automobiles,ié&gture and Forests

The aim of the preliminary overview study was t@wde a first identification of the key
sustainability issues and most potentially affectecial groups and geographical areas and to
propose a set of sector studies for study in thé pkase of the contract, to be agreed in
consultation with the Commission and Civil Society.

The aim of each of the three sector studies waprdwide an analysis of the expected
significance of the social, economic and environt@leimpacts for the sector, and to propose
preventive as well as flanking measures or oth@rsaments that would prove effective in

tackling any adverse impacts of liberalisation angfromoting it positive impacts in these

three sectors.

In Phase 2, the findings of both the preliminarye€@¥ SIA and the three sector studies will
be incorporated into the Final Overview EC-Mercosuade SIA. Similarly, the key
sustainability issues and potentially affected alogioups and geographical areas identified in
the Phase 1 preliminary Overall SIA will be studiediepth in Phase 2.

4.2 Key Findings and Recommendatioris

The preliminary overall SIA analysed the impactsagfostulated trade liberalisation scenario
for four components of an EU-Mercosur trade agrednegriculture sector, industrial goods
sector, services and rules related measures (neest trade facilitation and government
procurement).

The assessment was based on a range of evideadkglimg the results of CGE modelling of
EU- Mercosur trade liberalisation, econometric gsial literature analysis and case studies,
expert opinion and the views of key stakeholders.

For the Mercosur countries the CGE model predicts that full liberalisatioowmd lead to
static economic welfare gains of the order of 0.6WP in Argentina, 1.5% in Brazil and
2.1% in Uruguay and perhaps up to 10% of GDP imadlaay. Most of the static welfare gains
in each of the Mercosur countries comes from gobbdsralisation, with a smaller
contribution from liberalising cross-border trade services. There are also significant
potential gains from trade facilitation measurest these cannot be modelled with any
certainty. The sectoral changes indicated by thdehare generally in the opposite direction
to those in the EU, and again are larger. The aljui®@ and processed foods sectors are
expected to expand, while textiles and clothingpeyopulp and paper, chemicals, metals,
motor vehicles, transport equipment (except foreltgna) and machinery are all expected to

® This section summarises the key findings and recematations from the phase 1 Preliminary Overall Trade
SIA. The findings and proposed flanking measum@stie three sector studies (automobiles, forests a
agriculture) are presented in Annex 1.
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decline. Output is also predicted to decline foaficial services, utilities (except Uruguay)
and business services.

Economic gains are expected to increase in the teng in the Mercosur countries. The
exposure to competition is expected to induce iefiicy and productivity gains, and the
opportunities for new investment and prospectsighdr rates of return is likely to attract
foreign and domestic investment, depending on therdactors which affect the investment
climate. However, the pace of liberalisation and #aoption of complementary supply side
measures will affect the size of the gains assediafith investment and productivity growth.

The study identifies social impacts in Mercosuattare beneficial in the short term as well as
the long term, and others that may be adverse sieliésctive mitigating action is taken. The

potential negative impacts include potential emplent losses in parts of the manufacturing
sector and deterioration in decent work standard®me parts of the rural agricultural sector.
Gender impacts are expected to be mixed and relatsmall.

Both positive and negative environmental impacesexpected. The main impacts that have
been identified are (i) opportunities for improveavironmental services, subject to continued
state support and effective regulation (ii) risk iotreased water pollution, requiring stronger
regulation (iii) a potentially significant adversmpact on biodiversity, exacerbated by
increased demand in Europe for biofuels, partitplrom Brazil. Less significant impacts
that are identified include potential degradatidnresource stocks of water and soils, air
pollution, spread of plant diseases and threagmitmal welfare.

The expected impacts of the proposed trade agrdeomenlimate change are mixed. The
economic modelling studies indicate a small reaunctn greenhouse gas emissions from the
re-allocation of production between Mercosur arelEu, countered by a larger increase due
to increased international transport. Efforts toluee EU emissions through the use of
biofuels to replace fossil fuels are expected toefie significantly from a reduction of
barriers to imports of Mercosur ethanol.

For the EU, the assessment found that the economic impacigalgto be positive overall.
The CGE model estimates that full liberalisationudogive an economic welfare gain of the
order of 0.1% of GDP. Additional gains can be expécrom dynamic effects whereby
productivity is enhanced through greater competitimd economies of scale. The gains in
economic welfare are associated with increasesufpub in some sectors and decreases in
others. Output of services and manufacturing gosdgredicted to increase, while the
agricultural sector in general and processed foodsarticular would contract. Anticipated
effects in the EU10 are similar to those in the Eblit somewhat smaller.

The decrease in production in agriculture and fpoacessing will reduce employment in
these sectors. If not mitigated by appropriate eupprogrammes or other policy measures,
this adjustment process may lead to adverse soujcts in particular localities. Both

positive and negative environmental impacts wilis@r associated with the production
changes. These will be localised and are expededoetsmall, and not significant in the
context of an effective regulatory regime.
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Mitigation and Enhancement Proposals

The aim of flanking measures is to define a packageitiatives to yield the best possible

outcome, not just in terms of trade liberalisatimmd economic growth but also of other
components of sustainable development. Flankingsarea are intended to maximise the
positive impacts of the trade negotiations in goestand to prevent or reduce any potential
negative impacts.

A number of proposals for flanking measures aref@utard in the report, Recommendations
are developed for three types of actions: thoseracthat may be taken within the proposed
trade agreement; actions by other policy-makerhénEU and Mercosur; actions as part of
EU development assistance to Mercosur countries. pfbposed flanking initiatives are:

» Design a sequenced and differentiated programmnteadé liberalisation which will
mitigate the potential adjustment costs.

* Consider the establishment of an EU-Mercosur tramtBustment assistance
programme to mitigate the labour market adjustnedfacts of EU-Mercosur trade
liberalisation in Mercosur.

* Prepare a Regulatory Impact Assessment (RIA) temmr the ‘on-the-border’ and
‘behind-the-border’ regulations affecting EU-Meraosrade and investment flows.

» Establish a permanent institutional body with resplaility for monitoring the
economic, social and environmental impacts of theMercosur agreement.

« The EC and Mercosur countries should seek to iraratp resourcing implications of
the flanking measures within the 2007-2013 progranafrfEU-Mercosur development
cooperation.

» The flanking measures should be agreed as pahnedfade agreement, to ensure that
they function as effective and timely preventatiwvel mitigation measures.

4.3 Priority Issues for Phase 2 Study

The results of the Phase 1 preliminary overall repee intended to help identify the issues
for further study in Phase 2. This relates to tb&ited content and coverage of the Overview
SIA and the two sector studies that will be conmgdeduring the second phase of the
programme.

The identification of priority areas is based oe likely significance of the sustainability
impacts as assessed in the Phase 1 report. Craigdds given to economic, environmental
and social impacts, both positive and negativee gieater the likely significance, the more
necessary a detailed assessment is likely to Iés i3 especially so where more than one of
the three types of impact are likely to be sigmifit and where these include potentially
significant negative impacts.

The methodology for identifying priority areas fttre Phase 2 studies involved combining
information from the following sources:
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* the expected sustainability outcomes based on ted@tive importance from an
economic, social and environmental perspettive

» the direction of changes to base-line conditions;

« the nature, order of magnitude, geographic extdotation and reversibility of
changes;

* the extent of existing economic, social and envirental stress in affected areas;

« the extent to which each sector may be impactedymthe EU - Mercosur trade
negotiationd’

« consultations with civil society and the Europeamnissiori*

» priority areas for cooperation identified in the -B@ercosur Regional Strategy Paper
2007-20137

The prioritisation of cross cutting issues and @acivas made qualitatively, supported by
quantitative evidence where available. In the detdor the prioritisation of sectors, it is
appropriate to include a relative scale dimensfoncomparative purposes. For individual
sub-sectors consideration has been given to thenindg of the expected change in trade
volume in the sub-sector, as well as the potemiglacts in each of the three sustainable
development spheres. Broad estimates of thesergalbhive been derived from the Phase 1
assessment. As a result of this prioritisationr@se, the following cross cutting issues and
sectors were selected for recommendation to then@ssion for detailed study in Phase 2.

Significant Impacts ldentified in Phase 1 Report

» Services sector liberalisation, including finan@atvices, environmental services and
business services

» Trade facilitation

* Bio-fuels

* Rural livelihoods, including impact on decent wstkndards and gender impacts

* Threats to animal welfare

Significant Issues Identified in the Consultatiandéess

* Animal welfare, including poultry sector
* Food standards and safety

Priorities Identified in the EC-Mercosur Regionélafeqy Paper 2007 — 2013

The strategy paper identifies support for the deeyge of Mercosur in all aspects as a
complementary measure to the EU-Mercosur Associdgreement and as a priority area for
EC support. Action areas include:

» Fostering integration of the Mercosur market aratipction, including through the
lifting of non-tariff barriers

° Based on the findings of the Phase 1 reports

' The Phase 1 reports provide tabular indicatorsthefsignificant of the expected social, economid a
environmental impacts of trade liberalisation aseator by sector basis.

* The results of the Phase 1 consultations with awitiety are available on the project website wiax.s
trade.org and on the DG Trade website.

12EC, Mercosur: Regional Strategy Paper 2007-2013 Fe®ruary 2007
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* Food safety/food hygiene
* Environmental protection.

The results of the prioritisation exercise are samsed in Table 13

Table 13: Priority areas for detailed SIA studies

Sector Significance Comments
© ()
o £ S
E |3 |2 |3
S = S 2
5 2 5 )
o n = o
| = @
w —
Bio-fuels Key issue identified in Phase 1 Agriculture SIA an
XX XX | XX | XX
Overall SIA
Trade facilitation Potentially large beneficial impacts dependent on
XX X X XX
complex factors
Financial services Potentially significant impacts identified in Phake
X XX X X | gIA
Business services Potentially significant impacts identified in Phake
X X X X | giA
Environmental services Potentially significant impacts identified in Phake
SIA
Rural livelihoods (including Key issue identified in Phase 1 SIA
) X XX X XX
decent work and gender impacts
Mercosur integration Priority area of EC-Mercosur Regional Strategy
XX X X XX Paper
Animal welfare, including poultry| X X X x| Signifiod concern for the EU poultry sector
Food standards and safety X X X X Concern for some EU agricultural sub-sectors and
consumer groups
Environmental protection Relates particularly to the implementation of the
X X x X environmental provisions of the EU Mercosur
Association Agreement and the flanking measure
recommendations in the Trade SIA

XX: high significance
X: medium significance

Impacts in the biofuels sector were examined irtldepthe Phase 1 study. Trade Facilitation
and Financial Services have been selected for atpaector studies in Phase 2. The other
sectors and issues identified in Table 13 will beeiy particular attention in the overview SIA

of Phase 2.
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5. TRADE FACILITATION INCEPTION REPORT

5.1 Introduction®®

The reductions of tariff barriers in successivenasiof international trade negotiations, the
continued expansion of world trade, and the growmstlglobal supply chain management
practices have resulted in a heightened conceim tvé impact of on-the-border and inside-
the-border trade transaction costs on internatidrede. It has been argued that trade
transaction costs are a major factor in explaining pattern of international trade and
investment flows (Deardorff, 2001). Estimates ok tBhare of directly incurred trade

transaction costs range from 2 to 15 percent &l tvade (OECD, 2005). As the pace of
global integration continues, developing countriabllity to link with global and regional

markets is increasingly affected by the coststtiaprivate sector incurs in trade transactions.

Trade facilitation is generally understood to ins@feducing the transaction costs associated
with the enforcement, regulation and administrabbirade policies, and reforms in this area
are designed to reduce the costs involved in tbgsdnorder movement of goods and services
(Staples, 2002). In a narrow sense, the definibbrade facilitation reform measures is
limited to the logistics of moving goods throughrtggoor more efficiently moving
documentation associated with cross border tradebrdader definition includes the
environment in which transactions take place, parsncy and professionalism of customs
and regulatory environments, as well as the harsation of standards and conformance with
international or regional regulations (Wilson dt. 2004). This broader definition will be
used in the study.

Several research studies have confirmed that arlietgide facilitation environment increases
export volumes. Wilson et al. (2004) estimatedithpact of trade facilitation on trade flows
within a gravity model methodolody.Their results indicate large potential increasesade
and growth rates from trade facilitation refoomdountries that have above average trade
transaction costs. Djankov et al. (2006) find tbat average, each additional day that a
product is delayed prior to being shipped reducadet by at least 1 percent. Nordas et al.
(2006) analyse the relation between time for expand imports, logistics services and
international trade and find that time delays resullower trade volumes and reduce the
probability that firms will enter export markets fiime sensitive products. Clarke (2005) has
studied factors that affect the export performaatenanufacturing enterprises in African
countries using a cross country manufacturing suavel finds that manufacturing enterprises
are less likely to export in countries with poostams administrations and restrictive trade
and customs regulations.

5.2 Overview of Trade Facilitation Environment in BJ and Mercosur

The CETM model includes trade facilitation as pafrtthe full liberalisation scenario, by
modelling the impact of a 1% reduction in tradetso&or the EU, trade facilitation was
shown to be the single most important trade liigsibn measure, accounting for
approximately half the increase in real income Et@25. Other modelling studies of trade

3 This chapter has been prepared with the assistdriegtudio L6pez Dardaine, Buenos Aires
14 The authors use a broad definition of tradeifatidn which covers port efficiency, the customsieonment,
regulatory harmonization and internet access aad us
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facilitation as part of trade liberalisation alsalicate significant gains (Engman, 2005). For
Mercosur, trade facilitation accounted for approxiety 30% of the aggregate welfare gains
from full trade liberalisation Trade liberalisati@ecounted for a further 60% of the total real
income gains.

In recent years the World Bank has undertaken atvesearch initiatives that were aimed at
benchmarking countries’ trade facilitation envire@mwh The Doing Business project has
assessed the trade facilitation environment in getine following areas: (1) number of all

documents required to export/import goods, (2) tmaeessary to comply with all procedures
required to export/import goods, and (3) cost assed with all the procedures required to
export/import goods.

Tables 14 and 15 show the Doing Business estinfatdsade facilitation indicators, for EU
countries and for Mercosur countries.

Table 14: Trade Facilitation Environment — in seleted EU Economies (Doing Business
Data)

D : Cost to . Cost to
ocuments  Time for Documents  Time for .
for export export export for import import import (US$
(humber) (days) (US$. per (number) (days) per
container) container)
Austria 4 8 843 5 8 843
Belgium 4 8 1600 5 9 1600
Bulgaria 5 23 1329 7 21 1377
Czech Republic 5 16 775 7 18 860
Denmark 4 5 540 3 5 540
Estonia 3 5 675 4 5 675
Finland 4 8 420 5 8 420
France 4 11 1028 5 12 1148
Germany 4 7 740 5 7 765
Greece 5 20 998 6 25 1245
Hungary 5 18 975 7 17 975
Ireland 4 7 1090 4 12 1139
Italy 5 20 1291 5 18 1291
Latvia 6 13 800 6 12 800
Lithuania 6 10 820 6 13 980
Luxembourg 5 6 1250 4 6 1250
Netherlands 4 6 880 5 6 1005
Poland 5 17 834 5 27 834
Portugal 6 16 580 7 16 994
Romania 5 12 1075 6 13 1075
Slovakia 6 25 1015 8 25 1050
Slovenia 6 20 971 8 21 1019
Spain 6 9 1000 8 10 1000
Sweden 4 8 561 3 6 619
United Kingdom 4 13 940 4 13 1267

Source: World Bank, 2003-2006
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Table 15: Trade Facilitation Environment - Doing Buwsiness Data

Cost to Cost to

Documents for Documents for

Time for export (US$ : Time for import (US$
export import .
(number) export (days) per (number) import (days) per
container) container)
Argentina 9 16 1,325 7 20 1,825
Brazil 8 18 1,090 7 22 1,240
Paraguay 9 35 720 10 33 900
Uruguay 10 24 925 10 23 1,180

Source: World Bank, 2003-2006

Table 14 shows that trade facilitation costs vaigely within the European Union. The cost
to import a container ranges from $420 in Finlaod$1600 in Belgium. In thirteen EU
member states the cost exceeds $1000 per contaihese thirteen countries include
Belgium, France, Ireland, Italy, The Netherlandd tre UK.

Table 15 shows that the cost of importing a comtaim Mercosur ranges from $900 in
Paraguay to $1825 in Argentina.

A more recent World Bank research project (Arvif02) has compiled a Logistics
Performance Index which gives a more detailed pectaf cross country differences in the
trade facilitation environment by analyzing the lgyaof particular sub-components of the
logistics supply chain. It assessed this enviramtme seven areas of performance: (1)
Efficiency of the clearance process by customs a@theér border agencies; (2) Quality of
transport and information technology infrastructtmelogistics; (3) Ease and affordability of
arranging international shipments; (4) Competerfcide local logistics industry; (5) Ability
to track and trace international shipments; (6) Bstic logistics costs; (7) Timeliness of
shipments in reaching destination.

Tables 16 and 17 show the estimated logistics padoce indices for EU member states and
Mercosur.

Table 16 Logistics Performance in EU Economies

LPI Customs Infrastructure Shipment Competence Tacking Timeliness

rank Score Rank Score Rank Score Rank Score Rank Score Rankre ScRank

Score

Netherlands 2 4.2 1 3.99 1 4.29 1
Germany 3 4
Sweden 4 4.1 5 3.85 5 411 5 3.9
5 3
9 6

Austria
UK
Ireland
Belgium

4.05 4.25 4 414 5
3.91 4.21 5 412 8
4.06 3 4.15 4
4.1 8 3.83 9 4.06 3.97 4.13 12 3.97 3
4 13 3.74 10 4.05 3.85 4.02 6 4.1 11
11 3.9 10 3.82 19 3.72 11 3.76 11 3.93 15 3.96 9
12 3.9 16 3.61 11 4 16 3.65 10 3.95 14 3.96 10

4.1 4 3.88 3 4.19

N DO W

Denmark 13 3.9 2 3.97 14 3.82 15 3.67 15 3.83 17 3.76 18

Finland
France

15 3.8 14 3.68 17 3.81 30 3.3 14 3.85 2 4.17 15
18 3.8 21 3.51 16 3.82 18 3.63 19 3.76 16 3.87 23
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Italy 22 3.6 29 3.19 23 3.52 21 3.57 21 3.63 21 3.66 27 3.93

Luxembourg 23 3.5 15 3.67 13 3.86 45 3 33 3.22 26 3.56 25 4
Spain 26 3.5 30 3.17 24 3.51 23 3.45 24 3.55 22 3.63 29 3.86
Portugal 28 3.4 26 3.24 31 3.16 33 3.23 34 3.19 30 3.44 21 4.06
Greece 29 3.4 31 3.06 35 3.05 37 3.11 28 3.33 27 3.53 16 4.13
Hungary 35 3.2 34 3 33 3.12 41 3.07 37 3.07 44 3 34 3.69
Slovenia 37 3.1 40 2.79 29 3.22 36 3.14 36 3.09 52 2.91 33 3.73
CzechRep 38 3.1 36 2.95 36 3 43 3.06 42 3 35 3.27 42 3.56
Poland 40 3 38 2.88 51 2.69 52 2.92 38 3.04 40 3.12 40 3.59
Latvia 42 3 58 2.53 58 2.56 29 3.31 48 2.94 41 3.06 35 3.69
Estonia 47 3 42 2.75 41 291 56 2.85 45 3 58 2.84 53 3.35
Slovakia 50 2.9 55 2.61 52 2.68 38 3.09 40 3 55 2.87 60 3.26
Romania 51 2.9 56 2.6 50 2.73 35 3.2 52 2.86 56 2.86 66 3.18
Bulgaria 55 2.9 66 2.47 63 2.47 59 2.79 53 2.86 39 3.14 43 3.56

Source: Arvis et al, 2007
Table 17: Logistics Performance in Mercosur
LPI Customs Infrastructure Shipment Competence Tacking Timeliness

Rank Score Rank Score Rank Score Rank Score Rank Score Rankre SdRank Score

Argentina 45 3 51 2.65 47 2.81 49 2.97 44 3 46 3 46 35
Brazil 61 2.8 74 2.39 49 2.75 74 2.61 49 2.94 65 2.8 72 3.1
Paraguay 71 26 100 2.2 64 2.47 113 2.29 73 2.63 68 2.7 63 3.23

Uruguay 79 25 86 2.29 70 2.38 100 2.4 84 2.45 77 2.6 82 3

Source: Arvis, 2007

As might be expected, the results show that théitgud the trade facilitation environment is

closely correlated with a country’s income leveithahigher rankings being achieved in the
EU countries than in Mercosur. However, on a camipge basis, Mercosur countries’ trade
facilitation scores places Argentina and Braziltlhe top ten performers in their income
group.. Paraguay and Uruguay have lower logistifopmance index figures and are ranked
at 71 and 79 respectively. Analyzing particularrbponents of logistics quality indicates
that Mercosur economies under-perform in the afethe customs environment but are
better than average on the quality of transportiaf@mation technology infrastructure for

logistics.

5.3 Progress in Implementing the Mercosur Customs tion

The above analysis of trade facilitation of ArgeatiBrazil, Uruguay and Paraguay does not
take into account of problems related to integratdd each Mercosur member into a single
trade entity. The treaty of Asuncion of 1991 engesh a creation of a custom union with a
Common External Tariff (CET) and Common Customs €deérogress on these has so far
been limited as many exceptions to the CET wereg@ed, and presently the four countries
still apply different external tariffs to some gaodNTAL, 2006).
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Exporters to Mercosur often pay double tariffs: @on entry into Mercosur and again at the
border with the destination country within Mercasindeed, Mercosur can be characterised
as an imperfect custom union where four differamsteam territories coexist instead of a
single one. This situation creates significant addal costs on exporters to and within
Mercosur. Also, the Common External Tariff hasesal’hundred exceptions, when the four
countries are jointly considered. Paraguay leadshis respect, followed by Uruguay.
Argentina and Brazil have lists of exceptions te @ET that have been successively reduced
in number during the last eight years.

Due to both internal and external pressure, the ¢Esues concerning Mercosur’s customs
union and facilitation of trade within Mercosur leakecently become an important topic in
the Mercosur internal agenda. However, progregbese issues has to date been limited.

Aware of the need to fine tune the Mercosur Commanff Policy the Common Market

Council has highlighted 3 tasks in the framewofkttee 2004-2006 Work Program: (1)
Defining a proposal to remove double levying of @ET that should bring a solution to the
problem of custom revenue distribution between mandountries; (2) Identifying priority

sectors for establishing special common import megi including Capital Goods and
information technology and telecommunication godtsrG); (3) analyzing further the

dispersion and consistencies of the CET.

These policy priorities sparked Decision 54/04 etBmber 2004 of the Mercosur Ministerial
Council, on the free circulation of goods and thieni@ation of double collection of the
Common External Tariff on imported goods. The sgjoent decision 37/05, which ruled the
first stage of elimination of double levying of ti@&ET, only applies to two categories of
goods: (1) those whose CET was zero in all StateteB; and (2) those for which the four
Mercosur members had granted a 100% tariff preterém the advantage of the third country.
Excluded were tariff items under (1), included iational CET exception lists, and also
excluded were such products under conditions (4) @) to which some trade protection
measure such as antidumping, countervailing dutiesafeguard measures were applied in
one of the state parties (INTAL, 2007).

For 2006-07, studies were planned to define hoimnfement the second stage envisaged in
Decision 54/04 regarding the removal of double iegyof the CET for other goods. Three
requirements were established for compliance witis stage: the entry into force the
Common Customs Code, the online interconnectiorthef computer system of the four
partners’ customs administration, and the adoptidna customs revenue distribution
mechanism (Intal, 2008).

Some of the phases of implementing Decision 54+ lalready been completed:

» Digital interconnection among Mercosur custom hsuse

* Free circulation of goods with an External Commanmiff of zero

* Free circulation of goods from third countries withde agreements with Mercosur
that give 100 percent tariff preference, if thisfprence has been granted at the same
level of rebate by each of four countries withia thade block.

The key remaining stages on which Mercosur countre currently working are:
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e Customs revenue distribution among the four caemtr
« Common customs code for the Mercosur Block

In terms of the Customs Code, although a text heehbapproved in 1994 it was never
incorporated in the members’ countries legislation.July 2006, an Ad Hoc Group was set
up to submit proposals on the issue. Some progr@sdeen made but no consensus has yet
been reached over several articles (Intal, 2008).

Another problem related to facilitation of tradetveeen Mercosur members is the customs
revenue distribution mechanism which is a preretgisf full harmonisation of the CET.
The main difficulty rests with the position of Pguay. Paraguay is concerned with the need
to guarantee a minimum customs revenue, since intubies represent approximately 18%
of Paraguay’s total tax revenue (INTAL 2006). Thigre is much lower in other Mercosur
members as import duties represent approximately c2%ax revenue in Brazil, 3% in
Argentina and 5% in Uruguay.

With regards to interconnection of customs houbkes work is now completed. The Trade
Commission has created a single web page for etath Barty to access the other partners’
foreign trade operations (INTAL 2007). Finallyspecial group reporting to the CCM was
formed to carry out technical analysis in this arBg mid 2007, the group reached consensus
over national houses being responsible for carryog collection, distribution and the
destination of funds (INTAL, 2008). By early 20@& text of a Mercosur Code had been
agreed among members to a very large extent. Tésept goal aims at implementation by
late 2008. An issue that will require negotiatingddegal ingenuity is that of Argentina’s
taxes on exports. If an answer to this issue eamdyotiated, the target may actually be
reached.

As highlighted by Mercosur Report no. 12 (INTAL, 0B), despite increased focus on
harmonization of the CET, it seems unlikely thatrdtsur will attain free circulation of a
sample of goods by 2008, given both the existiogneal difficulties in implementation, and
the legal changes it would require in each of trexrddsur members (possibly even including
constitutional amendments for some countries)thisrespect it should be borne in mind that
for Argentina the Mercosur Treaty has constitutiostatus, whereas in Brazil the highest
level of Mercosur legislation cannot oppose theziligm Constitution if the ruling is to be
applied within the country.

Further issues related to trade facilitation avigh technical barriers to trade, which are not
fully harmonised between the four Mercosur cousirgach that multiple certification may be
required. From the Mercosur perspective many EAndards (such as for the chemicals
industry) impose heavy compliance costs on Mercegporters, which may be interpreted as
technical barriers to trade.

5.4 Issues to be Addressed in the Phase 2 Study

The overall preliminary trade SIA of the Phase ddgtconcluded that measures for trade
facilitation offer significant potential economicelhefits to the Mercosur countries,

particularly in the longer term, but would also uncsignificant costs. Effective technical

assistance was expected to make an important botim to ensuring that the benefits
outweigh the costs.
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The Phase 2 study will investigate the extent taclvitrade facilitation costs in the EU act as
a constraint on Mercosur exports. It will also istigate the potential costs and benefits of
the following trade facilitation measures in Mernaos

« Simplification of customs procedures and cleargmoeedures

* EU-Mercosur and intra-Mercosur legislative harmatian

* Measures to improve efficiency and transparency

* Development of appropriate administrative capaaitgt procedures

The Phase 1 study concluded that social and emagatal impacts of trade facilitation
measures were unlikely to be significant. Thegmets will be examined in more depth in
Phase 2.

On the basis of this analysis the study will idgntireas in which EU technical assistance
may be particularly beneficial.
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6. FINANCIAL SERVICES INCEPTION REPORT

6.1 Overview of the Financial Services Environmenn the EU

Since 1999 the EU has pursued a strategy for ineteaoherence and consistency between
Member States in the regulation and supervisioimahcial services. In December 2005 the
EC published a White Paper on Financial Serviaetting out the Commission’s objectives in
financial services policy for the period to 2610 Strengthening the convergence of
supervisory practices is its overarching objectiv&.review of progress towards achieving
this objective of financial integration was und&esa in 2007°,

Integration of EU financial services markets isgrassing across the board, but at a very
different pace for different products and end-userg/holesale markets are generally
characterised by a high level of integration, whig¢ail financial markets remain nationally
fragmented. The financial integration review rép@cognises that greater integration can
strengthen competition and offer better opportasitior financing and risk diversification,
but identifies risks associated with corresponditrgctural changes in the financial system.
In parallel with measures for increased convergemitiein the EU, it therefore calls for the
development of adequate safeguards to ensure falatability.

The EU policy also recognises ways in which finahdnstability can be transmitted

internationally, and seeks to strengthen regulatorg related dialogue with the EU’s main
trading partners. These include the United Staiepan, and emerging financial services
markets in China, India, Russia and elsewhere s dldlogue is expected to be a significant
factor in the negotiation of a joint EU-Mercosurregment on liberalisation of financial

services.

In relation to the US sub-prime crisis and otheerg instabilities, the 2007 integration report
confirmed the importance of the ongoing revisiorpnidential frameworks, and stressed the
importance of dialogues on financial services ratjoih between the EU and its major
financial partners.

6.2 Overview of the Financial Services Environmenin Mercosur

The following review summarises the situation ircleaf the Mercosur countries at the
beginning of 2008. It is intended to the servéhasplatform from which to focus on specific
financial services which are relevant to trade imitMercosur and tradeis-a-vis third
countries, especially the EU countfies

Particular consideration is given to the finansiatvices needs of Mercosur exporters. If the
agreement between the EU and Mercosur is to resalt improved scenario from the point

of view of Mercosur exporters, by means of theHertopening of the EU markets, these
exporters will then require a financial system oteel towards trade, both ways, but

especially regarding exports by small and mediuradsenterprises (SMES).

1> Commission of the European Communities (2005)

16 Commission of the European Communities (2007)

" The country review presented in this chapter has prepared by Rogelio Olivieri Acosta, Estudio Lopez
Dardaine, Buenos Aires
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The nineties saw an important change regardingitcesdluation by the banks in the sub-
region. The control organisms — the central banksorporated the Basle Rules that take into
consideration, essentially, the actual repaymemiacty regarding the loan applied for,
instead of the collateral offered by the clienthie3e collaterals had created a series of
problems for the financial institutions when thmei came to execute these guarantees, such
as delays in the decision making process, decieasgue owing to the time elapsed up to
the moment of selling, etc. These measures hagn#isant favourable impact within the
SME sector. Within this sector, balances and firdmngtatements do not always accurately
reflect the actual level of activity of the firmspgecially as far as profits are concerned, which
in turn prevents the banks from being able to bassfstance to SMEs.

During the last ten years the Mercosur Member Q@stsuffered different financial crises.
These crises had varying consequences as far ase$ipective financial systems are
concerned, which may now be considered countryoloyty.

Argentina

The crisis that affected Argentina between 2001 20@P ended a period of liberalisation in

certain sectors of the economy. Regarding the @i@hisector, the advantages, inter alia, that
were lost may be mentioned here: the eliminatiorexxdhange control; exporters had no

longer the obligation of sending the convertiblerency back to Argentina; firms were able

to have access to medium term loans both throwgal nd foreign financial markets, and

could thus equip and modernise their productioadjrArgentine banks had access, through
their correspondents, to credit facilities at veoynpetitive interest rates.

The strong devaluation that became inevitable when crisis exploded brought very
traumatic consequences, both social and economie We shall only refer to those related to
the financial system.

1) Dollar deposits were confiscated, and were latstored in (devaluated) Argentine
pesos by means of an interest rate establishechdygovernment, for those who
accepted this option. Other clients decided tollggiemand that their deposits were
restored in the original currency (dollars).

2) On the other hand, firms and individuals with loam&JS dollars were able to cancel
these obligations in Argentine pesos, by means rofinelex established by the
government. This situation, called asymmetric deat@bn, created serious problems
regarding banks’ book values and annual balan@sséts, a state of affairs that still
exists.

3) In view of the fact that the State had declaredntwe payment of the external debt,
followed by its renegotiation, a number of bankepped complying with their
obligations vis-a-vis banks and financial instibut$s abroad. Within the foreign trade
sector, this was the first time that Argentine kmdid not repay loans made by their
foreign correspondents regarding export pre-finagpoor did not cancel letters of
credit.

4) The Central Bank again enforced the rule that ep®had to send their convertible
currency back to Argentina; in case of non comgiaaxporters are subjected to the
exchange penal system.

5) There also exists a reserve ratio of 30 percentafofinancial loans coming from
abroad.
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6) Regarding Argentine exports of capital goods, ttegeeno mechanisms that allow the
exporter to give long term credit facilities to ithelients, as occurs in other countries
(Eximbank in the US, Hermes in Germany, CofaceranEe, etc.).

In view of the foregoing, added to the legal ingégiuthus created, we can briefly state the
following:

1) At present there are exporting and importing saectbat have ready access to credit
facilities either directly from abroad or from thewn suppliers. These are the big
firms such as grain exporters, automobile companiefirms, etc.

2) Exporting SMES, however, face huge difficultiesarder to obtain credit facilities
locally for their working capital needs (pre-finamg) or post-shipment invoice
discounts (international factoring), when they ao€ covered by financial instruments
that in turn cover the risk related to the forelgryer, such as letters of credit, bank
letters, etc.

3) Within the Argentine financial system there arepagsibilities of obtaining financing
in order to support medium or long range plans witfiew to increasing production
capacity, infrastructure, logistics, etc.

Brazil

Even if in the late nineties Brazil had been undblenaintain its rate of exchange (January
2001), the consequences of its devaluation wereagdtaumatic as those in Argentina (in
2002). It should be borne in mind that the backkgbof Brazil as an exporting country is
essentially different vis-a-vis Argentina, its masiportant Mercosur partner. We may here
mention some of the differences between the twati@s in this respect:

1) Brazil has adhered to a coherent policy regardorgign affairs. It has maintained
clear trade rules with those countries that caustiits traditional export markets,
especially as far as the US is concerned. Thfsrdifrom the situation in Argentina,
where the relationship with the US was given tojerfiy during the nineties, while
today two trade partners have established veryedies with Argentina: Bolivia and
Venezuela.

2) In Brazil there exists lasting cooperation betwde® business community and the
public sector in order to develop and carry outdbentry’s export policies, and even
to carry out business operations.

3) Argentina, as has been already mentioned, has elimiinancial instruments
supporting capital goods exports. Brazil has thetiddal Development Bank
(BNDES'") that shows an active participation side by siité exporters.

4) Brazil has also a law dealing with Trading Companiehrough these export engines,
small and medium sized producers — of Brazil’s rima regional economies - are
allowed to sell their own products benefiting froine same tax advantages as if they
were themselves actually exporting. These tradorgpanies are important firms with
access to credit facilities in both the local amel foreign financial market.

5) Apart from being among the world’s leading expa@teBrazil has the advantage of
having a significant domestic market. Both thesekets — domestic and foreign -
create a level of demand that allows business trab@ at competitive production
levels, which is in turn a dynamic factor assodatath business opportunities for

18 BNDES = Banco Nacional de Desenvolvimento EconéreiSocial
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their industries and one that offers a more aftracicenario for banks when it comes
to evaluating credit requirements.

These factors give an indication of the importaBecazil grants to those financial services
related to foreign trade.

Even if in the late nineties devaluation had itgateve consequences — some banks simply
disappeared and others were forced to repositiemsklves. Today the following positive
aspects may be mentioned:

1) Most banks are already beyond the emergency statactively take part in foreign
trade financing.

2) However, it is fair to point out here that therscahre difficulties when it comes to
evaluating credit risk regarding SMEs, owing (aghe case in Argentina) to their
inability to show their repayment capability.

3) With a positive interest rate - 11 percent agaan3tpercent rate of inflation - there is a
considerable flow of foreign capital for both commial and financing loans; in Brazil
there is no such thing as a 30 percent reserve aatin Argentina, where the interest
rate is negative. According to non-official figures 2007 there were over 30 billion
US dollars of foreign capital flowing into Brazil.

4) There is a policy geared towards supporting fesel Brazilian companies seeking to
acquire firms in Argentina, Paraguay and Uruguaysectors such as steel, cement,
meat, oil and other significant sectors of the otheee Mercosur Member Countries.
This is also true in the banking sector, such as#se of Brazil's Itad, which acquired
an Argentine bank (Banco del Buen Ayre) and isvabyi participating in the
Argentine domestic market.

5) There is a flow of banks and funding institutiomsning into Brazil. These institutions
too, have an active participation as far as Braziforeign trade is concerned.

Uruguay

Being quite a small country both in square milesl am number of inhabitants, when
compared with neighbours such as Brazil and Argentand having also suffered political,
economic and financial difficulties, Uruguay islte credited with having solved the above
problems without the traumatic consequences tfiattati Argentina.

The financial system has always held a relevanttipnswithin the Uruguayan economic
scenario, and the administrations that successleel\the country were always very careful
when it came to announcing their programmes reggrthe financial system. The signals
sent — always clear - spoke of trust and seriossrtege basic elements as far as financial
services are concerned.

Some of the following characteristics confirm theee:

1) As from 1974 there are no restrictions regardirgftbw of capital, either inbound or
outbound.

2) Maintenance of bank secrecy is sacred.

3) Income tax: if a company operating in foreign trémde its domicile in Uruguay, but
actually trades with other countries (except Uryguéhey pay no income tax. This
rule allows the functioning of financial investmexarporations. This has been a legal
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form very much in use by foreign companies to thase, but which will be legally
discontinued as from 2010.

4) Local Free Trade Zones: this has been an extremgprtant instrument used by
Uruguay and Brazil as far as foreign trade is comed the possibility of importing
goods from abroad, adding value to them and re+éixgothe product with costs well
bellow those that would result from operating ire thational territory, or the
opportunity to store merchandise that can be wardamn favour of a financial
institution, thus obtaining financing, are sometlué advantages the local free trade
zones in Uruguay offer, and which turn them intopmeompetitive trade platforms.

In view of the foregoing, we consider the Uruguayfmancial system to be firmly
established, and benefiting from a considerablev flof capital, especially coming from
Argentina and Brazil. All this said, it is importato point out that in Uruguay banks — as far
as foreign trade is concerned - are oriented t@auing the big firms, especially those
multinational companies that operate in Argentind Brazil, but which have an operational
office in the Uruguay. These firms, however, hageeas to credit facilities through other
banks or funds abroad. These circumstances turbtbguayan financial marketplace into a
rather competitive scenario.

And here again, exporting SMEs are afflicted byrtba/n balances and financial statements,
which render assistance by banks always a diffendtieavour.

Paraguay

Traditionally, Paraguay has been an agriculturdl eattle-raising country, plus one involved
in the production of wood products; the extent lo¢it forest area is a measure of the
country’s commitment to this particular field. Rediag agriculture, in recent years, soybean
has become a significant component of its exports.

Paraguay suffered two crises — in 1995 and in 19@@&ich had a significant effect on its

economic activity, owing to the plunge in depos#tad the tardiness regarding loan
repayment. The Central Bank had to actively inteevén the case of a number of banks,
exchange companies, credit cooperatives, etc.nahd few of these institutions had to stop
operating altogether. The consequences of botte tbeses were felt during the following

years. However, little by little, the financial $gs grew stronger owing to the participation
of foreign banks plus the controlling activity bghi to bear by the Central Bank.

But in 2002 the crisis that shook Argentina alsd h& impact upon the Paraguayan financial
system. The economy deteriorated, inflation gréwe, guarari (Paraguay’s local currency)
was devaluated and fiscal unbalance increased.eThese all factors which triggered
massive withdrawal of deposits by the public, adat flight of capital to other countries and
were responsible for the fall of one of their mogportant institutions, the German Bank.

The Government turned to the IMF, requesting adstanloan of 200,000,000 US dollars.
The loan was granted on condition that a certainias enforced (Law N° 2334); which was
in fact enforced in December 2003, and deals with key issues: deposits guarantee and
financial agents’ regulations. This law gave Paegfs Central Bank the legal support
needed in order to apply a more firm control over tinancial system’s institutions. This in
turn contributed to restoring the financial systesolidness. Today the system is normalised.
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It is worth expressing that also in Paraguay mattonal exporting firms have access to
foreign credit facilities.

6.3 Other Issues Related to Mercosur Financial Sysis

The situation regarding foreign investment as otrd1a2008 is as described in the Phase 1
Overall Update SIA report. The foreign investmepgyimes have been significantly
liberalised in the last 15 years, in each membevefcosur, and are now considered to be
conductive to attracting large foreign investme8ignificant constraints do however remain
in place, for instance in Brazil, where restricdn foreign investment apply in a number of
areas including mining and exploitation of minexedources and refining or transportation of
hydrocarbons, which remain under a state monop#glgo, commercial presence of foreign
entities or individuals is restricted in financisérvices, where the establishment of new
financial institutions is subject to case-by-cagpraval.

In Argentina, in the setting of a steadily growiagonomy, a degree of political interference
has to some extent conspired against foreign imess flows during 2007.

Other significant financial services issues inctude

» Lack of financing for project development;

» Lack of private sector banking owing to a numbecanises

» Bureaucratic inefficiency associated with the legdirole of public banking
institutions in agreements

* Lack of management and management training

In addressing these issues, the experience in theof cooperation between regions,
provinces or municipalities may hold useful lesstamsviercosur.

6.4 Status of Financial Services Liberalisation

The EU-Mercosur negotiations aim for additional ooitments for services trade
liberalisation beyond those that have been madeugir the WTO under the General
Agreement on Trade in Services (GATS). Table tEgnts the GATS commitments made
by Argentina, Paraguay and Uruguay as summarisedl@® Trade Policy Reviews (TPR).

Table 18: Summary of specific commitments under th6&6ATS

Market access National treatment
Modes of supply:
Cross-border supply 1 1
Consumption abroad 2 2
Commercial presence 3 5
Presence of natural persons 4 4
Commitments( full;  partial; no commitment; - does not appear in the Schedule)

Argentina
A. Allinsurance and insurance-related services

(a) Life insurance services

(b) Non-life insurance services

Maritime transport insurance services

(c) Reinsurance and retrocession
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Market access

National treatment

Modes of supply:

Cross-border supply

Consumption abroad

Commercial presence

Presence of natural persons

B. Banking and other financial services

(a) Acceptance of deposits and other repayablesfy
from the public

(b) Lending of all types by financial institutionand
financing of commercial transactions

(c) Financial leasing services

(d) All payment and money transmission services

(e) Guarantees and commitments

(f) Trading for own account or for account
customers, whether on an exchange, in an over
counter market or otherwise, the following: mon
market instruments; foreign exchange; derivat

Of
the-
ey
ive

products; exchange rate and interest fate

instruments; transferable securities; other

(g) Participation in issues of all kinds of setes and
provision of services related to such issues

(h) Money broking

(i) Asset management

(i) Settlement and clearing services for finahaisets

(k) Advisory and other auxiliary financial sereg

() Provision and transfer of financial infornanti

New financial services

Paraguay

A. Insurance

(Excluding reinsurance and re¢ssion)

Reinsurance and retrocession

B. Banking

Acceptance of deposits and otbpayable funds from
the public

Lending of all types, includingrsumer credits,
mortgage credit, etc.

Other services auxiliary to fiegl intermediation

Uruguay

A. Insurance and insurance-related services

a. Direct insurance

Life insurance and personal insurance

Motor vehicle insurance

Transport insurance

Freight insurance

b. Reinsurance and retrocession

c. Insurance intermediation

d. Services auxiliary to insuranc

Insurance and pension consujtaecvices

Actuarial services

B. Banking services

a. Acceptance of deposits and other repayable fU
from the public

nds

b. Lending of all types

Personal instalment loans

c. Financial leasing with pursbaption
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Market access National treatment

Modes of supply:
Cross-border supply 1 1
Consumption abroad 2 2
Commercial presence 3 3
Presence of natural persons 4 4

d. All payment and money trarssion services

Credit card services

e. Guarantees and commitments

C. Securities

Source: Trade Policy Reviews, WTO, 2005, 2006, 2007

General information on Brazil's GATS commitmentsgisen in the 2004 TPR for Brazil
(WTO, 2004). Most commitments are in mode 3 (commmaé presence), with no
commitment in mode 1 (cross-border supply). Hariabmarket access limitations have been
scheduled regarding commercial presence (modén@ynbvement of natural persons (mode
4), investment and subsidies. For mode 4 market¢sacis guaranteed only to specialised
staff working under temporary contracts, and spemaditions apply to the appointment of
managers to affiliates of foreign companies. Braas also retained the right to require
foreign service suppliers to be organised as legiies under Brazilian law. The installation
of new financial institutions is subject to casedage approval. The participation of foreign
capital in financial institutions is subject to diions of national interest, international
agreements and reciprocity, failing which the dghiment of new branches of financial
institutions or an increase in foreign participatis not allowed. Cross-border supply of
insurance services is not allowed, although thelmse of insurance from outside Brazil may
be authorised under special conditions.

In Argentina legislation is governed by the prireipf national treatment for foreign capital
(WTO, 2007). Significantly more commitments hawseb made under GATS than in the
other Mercosur countries. Uruguay has a relatiliblgral financial system but has included
numerous limitations in its GATS schedules, inahgdguantitative limits for several types of
financial service (WTO, 2006). Paraguay’s commiiteeon financial services under GATS
include commercial presence for savings and loartksyaand modes of supply 1, 2 and 3 for
financial consultancy services, loan intermediatod foreign exchange (WTO, 2005).

As noted in the Phase 1 SIA report Mercosur hasredf more ‘new’ sectors in the EU-

Mercosur negotiations than the EU, but since tlemo free provision of services between
Mercosur member countries this offer is less ditracthat it otherwise would have been.

Pena (2005), summarizing the services proposalgssthat the value of the Mercosur offer is
concentrated in the value of the Brazilian contiiimy especially in telecommunications and
financial services. The offers made by each cguiair financial services are summarised in
Table 19.

Table 19: Comparison of specific commitments and &drs for financial services
liberalisation

Argentina Brazil Paraguay Uruguay EU
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UR: Uruguay Round, Doha: Initial offers presentedbha Negotiations, M/EU: offers presented at fletdral
process

* The countries did not undertake their commitmexdsording to the classification of W/120, thus canigon
can not be made between commitments of variousttdes.

Source: Pena, 2005

6.5 Issues to be Addressed in the Phase 2 Study

The overall preliminary trade SIA undertaken in fPlgase 1 study concluded that financial
services liberalisation offers the potential fogrsficant economic benefits in Mercosur
countries, as well as for the EU, but needs to dagpled with strengthened regulation and
supervision in order to achieve those benefits.chSaction is also essential to avoid the
potential pitfalls. In consequence both the EU Bieilcosur countries are expected to adopt a
cautious and sequenced approach, in which the iemefuld be realised incrementally over
a phased programme of selective liberalisation.

The Phase 2 study will investigate in more detwel following aspects of liberalisation of the
banking, insurance and other financial servicemssct

» influence of liberalisation on the stability of tfieancial system in both the EU and
Mercosur;

» potential costs and benefits to Mercosur industpasticularly exporting industries;

e potential benefits and hazards for SMEs in Mercosur

» effects of inter-country differences in economid &inancial structures;

* needs for regulation, supervision and developmentamagement skills.

The Phase 1 study did not identify any significamgironmental impacts of financial services
liberalisation, nor any social impacts other thhose directly associated with the economic
ones. These aspects will be examined in more defhase 2.

On the basis of this analysis the study will previdrther information on which a phased

programme of selective liberalisation may be basedh as to maximise potential benefits
and minimise associated hazards.
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7. CONSULTATION AND DISSEMINATION STRATEGY

7.1 Consultation Mechanisms

The European Commission has set out clear guidefmrethe communication of Trade SIA
processes and consultation with civil society athdngerested stakeholdet3. Consultation
and engagement are critical components of the T&deprocess and will serve to promote
dialogue and partnership with all stakeholders he EU-Mercosur negotiations. The
effectiveness of the consultation strategy will @egh upon its ability to successfully promote
dialogue and partnership with interested stakemaldeups within the parameters of the EU-
Mercosur objectives. This will include identifyiige concerns and perspectives of interested
parties, engaging governments, regional expertscandsociety in the impact assessment
process and providing adequate and accessiblanafan about the Trade SIA processes and
assessment progress.

Effective consultation requires an extensive butgdgted and balanced network of
stakeholders and other interested parties in Euespke Mercosur member countries. The
following stakeholder groups will be targeted:

* Those affected by negotiations between the EU aedtdbur countries
* Those who will be involved in implementation of thegotiation results
» Those directly interested in EU-Mercosur negotiadio

Within this context, the interested parties thdt e targeted for consultation throughout the
course of the project include:

« EU and Mercosur country governments (comprisinggBrargentina, Paraguay
and Uruguay)

* European Parliament

» Civil Society in the EU and Mercosur countries

* Regional experts

To ensure focused consultation and disseminatiothBbthree sector studies, representatives
with interests in financial services and trade lf@tion will be specifically included in the
consultation process.

Every effort will be made to access regional neks@and federations of associations who can
relay information on the SIA process so as to raaehwidest range of interested parties in
the most cost-effective manner and present the ecwos views of their member
organisations. Particular attention will be pasdensuring representation of disadvantaged
groups.

7.2 Dissemination

To foster a broad awareness on EU-Mercosur negwigtevery effort will be made to keep
all interested stakeholders and parties abreasnhefy and pertinent information. In order to

19 Handbook for Trade Sustainability Impact Assesdmidarch, 2006; pp. 49
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reach as wide an audience as possible, the disgeomnof information on EU-Mercosur
activities will utilise:

» Mercosur networks
* The trade SIA Experts Network established by thesatiants
* A newsletter outlining relevant meetings and disauss on impact assessment.

To allow the exchange of information between aléiasted parties/stakeholders, a website
dedicated to EU-Mercosur negotiations has been blediad (http://www.sia-
trade.org/mercosur). All stakeholders will have tipportunity to post and view comments
via this forum.

Mercosur Networks

* Red Mercosur (www.redmercosur.org.uy) links 12itagbns in Mercosur with
experience in the study of the Mercosur integratimtess. The site will be used in
the dissemination of the EU-Mercosur Trade SIA atgp

» Chaire Mercosur (http://chairemercosur.sciencefjgs.an integrated hub of
cooperation between Mercosur member states antbaiging associate member
states in South America and is structured aroucmr@ of 50 international experts
from the Mercosur countries, EU and North America.

Trade SIA Experts Network

IDPM has developed an extensive network of Tradeeperts in developed and developing
countries; the network includes non-governmentajanizations, academic and research
institutions, government, inter-governmental andernmational organisations, consulting
organisations and independents.

Newsletters
IDPM produces a regular Trade SIA Newsletter distied in paper and electronic format.
The newsletter will be used to provide informatabout the EU-Mercosur SIA processes and

methodology, including upcoming consultative eveartd Mercosur project developments.

Project Website

This has been designed and activated (http://wwaviraide.org/mercosur). The site includes
provision for:

* Information about the project

* Reports and documents developed during the project

» Material that can be downloaded related to the SIA

» Electronic links to other related websites

» Electronic links to other public web sites dealwigh trade liberalisation
and SD at the global, regional and natioeatl

* An electronic feedback function

* A forum for questions/comments and board to viesdfemck

» Electronic registration for dissemination of a ‘Si#x Mercosur
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Newsletter’

* A dedicated e-mail address to facilitate expreseionews and ideas by
interested parties with regard to the assessof the impacts of trade
liberalisation on SD

Email forum

A sizeable contact database will be developed aed to notify stakeholders about the EU-
Mercosur negotiations. The database will be digskin a manner to ensure an appropriate
balance between targeted stakeholder groups. &ated project e-mail address will also be
established, allowing interested parties to reqadsitional information and discuss project
issues.

7.3. Contact Organisations in the Mercosur countrie

Argentina

UDESA, Universidad de San Andrés

Roberto Bouzas

Vito Dumas 284 (1644), Buenos Aries, Argentina
Phone: +50-11-4725-7000

E-mail: rbouzas@udesa.edu.ar

Miguel Huerga
Expert on environmental issues
E-mail: Miguelhuerga2@hotmail.com

UBA, Universidad de Buenos Aries
Norma Giarraca

Social Scientist

E-mail: giarracc@mail.retina.ar

Brazil

FIDAMERCOSUR, Fondo Internacional para el Desaorale la Agricultura en Mercosur.
IFAD-Mercosur

Alvaro Ramos

E-mail: fidamercosur@netgate.com.uy

Elias Diaz Pena

Oscar Rivas

E-mail: coordina@sobrevivencia.org.py

USP, Universidad de Sao Paulo

Joze Eli de Vega Jose Eli da Vega

Economist on environmental and social issues
E-mail: zeeli@usp.br

ALADI, Asociaciéon Latino Americana de Integracion

Gonzalo Rodriguez Gigena,
Coordinador Division de Estudios y Estadisticasn(fer)
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CEDEP, Centro Brasileiro de Documentacao e Estddd3acia do Prata
Dr. Susana Soares, Head
E-mail: ssoares@orion.ufrg.br

DESER, Departamento de Estudos Socio-Econdmicoadur
Joao Carlos Sampaio Torrens

Rua Ubaldino do Amaral n° 374 - CEP 80060-190 {tibarPR
Phone: +41-3262-1842 - Fax +41-3362-3679

PLURAL Cooperativa
Arilson Favaretto e Reginaldo Magalhaes
E-mail: reginaldo-arilson@uol.com.br sm@uol.com.br

CEPEA, Centro de Estudos Avangcados em Economiz@gsdi
Dra. Silvia Helena Galvao de Miranda
E-mail: smiranda@esalq.usp.br

Paraguay

CADEP, Centro de Analisis y Difusion de la Econoff@aguaya
Fernando Masi

IADB consultant on Mercosur

Piribebuy 1058. Asuncion-Paraguay

Phone: +595-21- 494-140/ 496-813/ 452-520

E-mail: fmasi@cadep.org.py

Uruguay

Mercosur Economic Research Network

Edificio Mercosur, Piso 3. Luis Piera 1992 - Morntmo - Uruguay.

Phone: (598.2) 410 14 94 Fax: (598.2) 410 14 93 éipage: http://www.redmercosur.net
Email: redmsur@adinet.com.uy

CINVE, Centro de Investigaciones Econémicas
Silvia Laens, former Director

Uruguay

E-mail: silvia.laens@cinve.org.uy

FCS, Uruguay

Diego Pineiro

Sociologist

E-mail: diego@fcsl.fcs.edu.uy
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8. CONTENT AND TIMETABLE OF FUTURE REPORTS

Midterm report

A midterm report summarising the work that has beadertaken on the project and its
principal outcomes will be presented in mid Jun@&0n particular, it will present the results
of the detailed assessment for the overall SIA fandhe two sector studies, including the
sector case studies. The outputs will apply cagkain analysis using quantitative and
qualitative data to assess the potential econosaicial and environmental impacts of the
trade measures as specified in the negotiatiorasiosn

The mid term report will incorporate the findingsd results of the consultation Workshop
that will be held in Montevideo, Uruguay on 20-25y2008. The mid term report will also
describe the consultation activities and dialoguth external experts and civil society by
summarising comments and suggestions receivedefwil, web site comment function,
ordinary mail, meetings etc.). The report will &ip in a transparent manner how the
consultation process has been used to inform tteélel assessment findings.

Finally, the mid term report will present consuitatproposals for the content of the Final
Report and completion of the project in October&00

Final report

The final report will present the final results amgtcomes of the assessment, based on the
consultation and comments received on the midteport. Particular attention will be given

to the development of proposals for flanking measuand policy recommendations. The
report will also describe the methodology and goetails of the communication and
dissemination activities undertaken during the gobj

SIA of Mercosur Negotiations — Inception Report page52



REFERENCES

Arvis, J-F. et al 2007 Connecting to Compete’ World Bank, mimeo

Baldwin R, Taglioni D. 2006. ‘Gravity for Dummiesié Dummies for Gravity Equations.’
NBER Working Papers 1251Rational Bureau of Economic Research

Bouét, A., Y. Decreux, L. Fontagné, S. Jean, anddborde (2006), “Tariff Data”, in
Dimaranan, B. (editor) (2006kIobal Trade, Assistance and Production: The GTAPaé
Base,Center for Global Trade Analysis, Purdue University

Clarke R. G. 2005. Beyond Tariff and Quotas: WhynDéfrican Manufacturing Enterprises
Export MoreWorld Bank Policy Research Working Paper no. WP%361

Commission of the European Communities (2005) Whéper: Financial Services Policy
2005-2010, Brussels

Commission of the European Communities (2007) Eemod-inancial Integration Report
2007, SEC(2007) 1696, Brussels

Deardorff A.V. 2001Local Comparative Advantage: Trade Costs and thgelRaof Trade,
unpublished manuscript.

Djankov S, Freund C, Pham C.S. 2006. TradingioreTWorld Bank Policy Research
Working Paper 3909

Doctor, M. (2006) “Why bother with Inter-regionait® Negotiations for a European Union-
MERCOSUR Association Agreement”, mimeo, UniversifyHull

EC (2006) Handbook for Trade Sustainability Impact Assessni2@GtTrade, European
Commission.

EC (2006a) ‘Global Europe: Competing in the WoAdContribution to the EU’s Growth and
Jobs Strategy’. COM (2006) 567.

EC (2006b),Trade Issues: BilateralTrade Relatioestdsur,
http://ec.europa.eu/trade/issues/bilateral/regmastosur/index_en.htm (as of 6 December
2006).

EC (2006c¢) ‘MercosuRegional Strategy Paper 2007 — 2013’ mimeo, Euno@ammission

European Commission (2002) ‘Sustainability Impasséssment’. Directorate General for
Trade, European Commission, Brussels,
http://www.europa.eu.int/comm/trade/issues/glolaifsdex_en.htm

FAO (2004).The State of World Fisheries and Aquaculture 2d0dod and Agricultural
Organization of the United Nations, Rome

FAO (2005).Global Forest Resources Assessment 26@5d and Agriculture Organization
of the United Nations, Rome

Giordano, P. (2003): “The external dimension of MERSUR: Prospects for North-South
Integration with the European UniorOccasional Paper INTAL-ITD-STA n%1BID-INTAL
(January).

Hochstetler, K. (2003) ‘Fading Green? EnvironmemRalitics in the Mercosur Free Trade
Agreement’Latin American Politics and Societyol. 45, No. 4, pp. 1-32.

SIA of Mercosur Negotiations — Inception Report page53



IADB (2006) ‘Inclusive Integration for global comiiteveness: strengthening the EU-LAC
partnership’. Washington D.C., Inter-American Depghent Bank.

INTAL, (2004) ‘Annual Mercosur Report no. 8www.iadb.or/intal
INTAL, (2005) ‘Annual Mercosur Report no. 9%vww.iadb.org/intal
INTAL, (2006) ‘Annual Mercosur Report no. 10ivww.iadb.org
INTAL, (2007) ‘Annual Mercosur Report no. 1lwww.iadb.org
INTAL, (2008) ‘Annual Mercosur Report no. 12vww.iadb.org

Jank, M.S.; Carfantan, J.Y.; Kutas, G.; MeirelletdNA.; Meloni Nassar A. & Da Cunha
Filho J.H. (2004): “Scenarios for untying the aghiare knot”, in Chaire MERCOSUR
(2004), Presses de Sciences-Po, Paris

Kutas, G. (2006): “Still the agriculture knot”, ebhaire MERCOSUR (2006), pp.2766,
Presses de SciencesPo, Paris

Nordas H, Pinali E, Geloso Grosso M. 20D6égistics and time as a trade barri€dECD
Trade Policy Working Paper No. 35

OECD, (2005)The Economic Impact of Trade FacilitatiddECD Trade Policy Working
Paper no 21, OECD: Paris

OECD, (2006) Applying Strategic Environmental Asgaent: Good Practice Guidance for
Development Co-OperatiorDAC, OECD: Paris

Pena, C. (2006) EU-Mercosur Service Liberalizatideas for a Pragmatic Approach in EU-
MERCOSUR relations and the WTO Doha Round: comnemtosial interests and conflicts,
Working Group on EUMERCOSUR Negotiations, Themaii®ea 1 OBREAL/EULARO,
Research Program 2005. Edited by A.G.A. Vallada®.&Guerrieri. Presses de SciencesPo
Paris, France

Pefa, F. (2005): “The implementation and rulesegfonal preferential agreements: The
experience of the Latin American Integration Asaton and MERCOSUR'Integration &
Trade Journal n°23pp.53-70 (December).

Rios, S. & M. Doctor. (2004). “Scenarios for untyithe knots in market access for goods” in
Valladdo, Pefia & Messerlin (eds), Concluding the-Mi&fcosur Agreement. Feasible
Scenarios, Paris: Chaire Mercosur de Sciences Po.

Staples B. R. 2002. Trade facilitation: improvihe invisible infrastructure. in B. Hoekman,
A. Mattoo and P.English (edBevelopment, Trade and the WTO: A Handb&krld Bank:
Washington DC

UN (2005) The Millennium Development Goals: A Latidimerican and Caribbean
Perspective, United Nations

UNEP (2004).GEO Latin America and the Caribbean Environmentl@k 2003 United
Nations Environment Programme, Nairobi

UNEP (2007). ‘Global Environment Outlo@007 United Nations Environment Programme,
Nairobi

Walsh J. T. 2006. New custon&nance and Developmentolume 43,no 1, March

Wilson J.S, Mann C, Otsuki T. 2004. Assessingpibiential benefit of trade facilitation : A
global perspectivaNorld Bank Working Paper no. WPS 3224.

SIA of Mercosur Negotiations — Inception Report page54



World Bank, (2003 — 2006) Doing Business Reportailable at www.doingbusiness.org

World Bank, (2003) User’s Guide for Poverty andi8@biimpact AnalysiPRMPR/SDV:
Washington DC (http://www.worldbank.org/psia)

World Bank, (2007) World Development Indicators 20@Washington DC
World Trade Organization (WTO) (2004) ‘Trade PolRgview: Brazil’ www.wto.org

World Trade Organization (WTO) (2005) ‘Trade PolRgview: Paraguay’ www.wto.org
World Trade Organization (WTO) (2006) ‘Trade PolRgview: Uruguay’ www.wto.org
World Trade Organization (WTO) (2007) ‘Trade PolRgview: Argentina’ www.wto.org

SIA of Mercosur Negotiations — Inception Report page55



ANNEX 1: BACKGROUND INFORMATION ON ECONOMIC, SOCIAL
AND ENVIRONMENTAL CONTEXT IN MERCOSUR

Economic Context

Mercosur is the fourth largest economic groupinghie world, with a GDP of $1,310 billion

(in current dollars) and a population of 237 millian 2006. Brazil is by far the largest
economy with 79% of Mercosur’s GDP, followed by Argina with 18%, Uruguay 2%, and
Paraguay 1%. The share of world output generatélaeimegion remained fairly stable and in
2005 stood at 3.5%.

The beginning of 1990’s marked a decisive chandeatin America’s development strategy.
Economic and trade policy based a protectionisede import substitution was replaced by
one that places emphasis on an open and competitixete market-based strategy within the
context of modern democratic institutional settifigne creation of Mercosur, in 1991, and
subsequent signing of Cooperation Agreement wighEb) were integral parts of that policy
change which led to Mercosur achieving average @oagrowth rates of nearly 3% in the
period 1994-98.

The end of the last decade marked the emergenca sifjnificant economic crisis in

Mercosur, stemming from the sharp external shoek thith different characteristics, origins
and consequences in each member country, manifésédfidn a major decline in market or
voluntary credit. This occurred in the context loé tslowing down world economy and was
characterised, in particular, by limited flow ofjliidity towards emerging markets (INTAL,

2004). For Argentina and Uruguay the crisis wasar@early driven through the collapsing
financial system and it caused sharp contractioecohomic activity of 10% in 2002 (Table
A.l1), steep devaluation of the currency, profourstdl crisis and rise in unemployment
(Table A.3). In Brazil and Paraguay, there was lespact, although both economies
nevertheless suffered significantly during theisn®ars.

Table A.1: Economic Indicators in Mercosur

1997 1999 2000 2002 2003 2004 2005 2006
GDP in $2000 Argentina 285509 286,464 284,204 242,076 263,469 287,259 ,6363 340,146
Brazil 616,077 617,857 644,475 670,291 677,993 716,703 ,8087 765,126
Paraguay 7,383 7,316 7,071 7,214 7,491 7,800 8,030 8,344
Uruguay 20,650 20,973 20,671 17,768 18,154 20,300 21,632 ,1593
Mercosur 929,620 932,609 956,421 937,349 967,106 1,032,062 1,081,096 1,136,776
GDP growth Argentina 8.1 -3.4 -0.8 -10.9 8.8 9.0 29 8.5
Brazil 34 0.3 4.3 2.7 1.1 5.7 2.9 3.7
Paraguay 3.0 -1.5 -3.3 0.0 3.8 4.1 2.9
Uruguay 5.0 -2.8 -1.4 -11.0 2.2 11.8 6.6
Mercosur 49 -1.9 -0.3 -4.8 4.0 1.7 54 58
Inflation Argentina 0.53 -1.17 -0.94 25.87 13.44 4. 9.64 6.59
Brazil 6.93 4.86 7.04 8.45 14.71 6.60 6.87 4.18
Paraguay 6.95 6.75 8.98 10.51 14.23 4.33 6.79
Uruguay 19.82 5.66 4.76 13.97 19.38 9.16 4.70
Mercosur 8.56 4.03 4.96 14.70 15.44 6.13 7.00 6.69
Public debt
service (% of
GNI) Argentina 4.0 4.4 6.0 3.8 5.6 1.7 1.8 n/a
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Brazil 1.9 4.4 3.9 4.6 4.0 3.2 1.9 n/a

Paraguay 2.0 2.7 3.0 4.1 4.6 5.0 4.2 n/a
Uruguay 2.9 4.3 4.8 8.7 6.0 7.0 9.3 n/a
Mercosur 2.7 39 4.4 53 5.0 4.2 43 n/a

Total debt service

(% of GNI) Argentina 6.3 9.3 9.9 5.6 11.8 8.9 6.0 n/a
Brazil 4.8 125 10.4 10.8 11.0 8.3 7.4 n/a
Paraguay 3.3 3.5 5.0 7.0 7.0 7.4 6.7 n/a
Uruguay 3.5 5.1 6.2 10.5 8.2 12.3 13.9 n/a
Mercosur 45 7.6 7.8 85 95 9.2 85 n/a

Source: World Development Indicators 2007

Since the economic crisis of 1999-2002, the maaweic condition in Mercosur has
improved significantly. Almost without exceptiorhet four partners experienced a marked
turnaround in economic activity, falling inflatioas well as the maintenance of competitive
stable trade rates, and current and primary fibeddnce surpluses (Table A.2). All the
stabilisation and reform programmes implementedAbogentina, Brazil and Uruguay in
response to the 2000-02 crises, and those impleahdayt Paraguay subsequently, have been
supported by IMF financial arrangements.

In 2006, the Mercosur economies grew by 5.7% ,aasipg the most optimistic forecasts for
the third year running. According to preliminantiemtes for 2007 robust economic growth
was sustained with the economies growing at 5.8 AL, 2008) Average GDP per capita,

at Purchasing Power Parity (PPP) in the regiondstain $10,275 but with wide country

differences. Argentina has GDP per capita at PPtA wivalue at $15,700 followed by

Uruguay at $11,400 and Brazil at $9,000. The pdatesntry is Paraguay with GDP per
capita at PPP of only $5,000 (World Bank, 2007).

It is worth noting that this GDP growth has beermieeed together with a significant
improvement in the current account, which for tlegion as a whole, has moved from a
deficit to a surplus. Simultaneously, there hasmkegradual reactivation of capital flows to
the region and the level of foreign exchange resehas risen considerably from the depths
reached during the 2001-02 financial turmoil (EGQ&c).

In the field of macroeconomic policy, there are twiportant phenomena to be noted. During
the crisis years, prudent monetary policies subegen limiting the inflationary impact of
sharp currency depreciations. As the countries hégaecover from the crises and inflation
was gradually brought back under control, interasés fell considerably. More recently,
certain central banks have begun tightening mopepaticies again, as strong domestic
growth coupled with high oil prices has once agaih some upward pressure on inflation
(EC, 2006c).

Recent serious disturbances to the financial marlest by declining US mortgage markets
and related volatility of the credit and money neskcoupled with slowing growth of the

world economy, have highlighted the risks to thstamed economic growth of the Mercosur
economies. On the other hand, good prospects foegof certain primary products like oil,

soya and corn favour Mercosur economies that drexporters of these products.

Social Context
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According to the UN’s Human Development Index raugkfor 2003, Argentina and Uruguay
are amongst the highest ranked for Latin Americanntries, at number 38 and 46,
respectively, while Brazil and Paraguay are at nem0 and 95 (Table A.2).

Table A.2: Social Indicators for Mercosur (2005)

Argentina Brazil Paraguay Uruguay
HDI rank 38 70 95 46
Life expectancy at birth (years) 74.8 71.7 71.3 75.9
Adult literacy rate (% aged 15+)  97.2 88.6 93.5 96.8
Combined gross enrolment
ratio* 89.7 87.5 69.1 88.9
Poverty** 23.4%** 31 32 27 HkH*
Mortality rate, infant***** 15 31 20 14.1

Source: Human Development Report 2005; CIA Factb@édeld Development Indicators;
* - for primary, secondary and tertiary educatié);(** - Population below national income povelitye (%); *** -
2007 **** - of households, 2006; ***** - per 1,000ve births

For the first time in over a decade, unemployméfeicted less than 10% of the economically
active population of the block countries (Table )A.Zhe fall in unemployment rates is
particularly impressive in Argentina and Uruguayenthey stood at 19.4 and 16.9 per cent
respectively in 2002-03.

Table A.3: Unemployment in Mercosur 1998-2007
1998 1999 2000 2001 2002 2003 2004 2005 2006 *2007

Argentina 12.8 14.2 15.1 17.4 19.4 17.3 13.6 11.6 10.2 9.2
Brazil 8.9 9.6 n/a 9.3 9.1 9.7 11.5 9.8 10 9.9

Paraguay 6.6 9.4 10 10.8 n/a 11.2 10 7.6 8.3 n/a
Uruguay 10.1 11.3 13.6 15.2 15.9 16.9 13.1 12.2 910. 9.7

* - Jan to June 2007; Source: WDI

In Argentina and Uruguay poverty rates have gehefallowed unemployment and income
figures. In Argentina, the poverty rate during demnomic crisis rose from 32.8% in 2000 to
more than 50% in 2002. In Brazil and Paraguay, gg\and, above all, extreme poverty often
have other causes that are not connected withcthoenic situation of the labour market, but
are more structural and historical in characterisTib also reflected in the great wealth
concentration in these societies. The latest fiyurethe share of population living below
national poverty lines indicate that least poveste is in Argentina at 23.4% and Uruguay
27%. Given divergent underlying causes of povdrty share is higher in Brazil and Paraguay
where almost a third of population live under poyéine (Table 14).

Although income is up and poverty down, progressincome distribution is slow in
Mercosur countries. Uruguay exhibits the least uakgondition (the income of the richest
20 of the population is 10.4 times higher than tfahe poorest 20%) followed by Argentina
where the ratio rises to 13.6. Brazil and Paragrayw the widest inequalities (their richest
sectors are 22.4 and 17.9 times richer respectitrelyp the 20% with the lowest income)
(INTAL, 2006Y°.

20 Data for Brazil and Paraguay are for 2004 andifgientina and Uruguay for 2005.
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According to the indicators for the Millennium Déspment Goals (MDG), progress has
been made in many areas by almost all the Meraosunbers. The mortality rate of children
under five years old from 1990 to 2003 fell from/ZW0 to 17/1000 in Uruguay, from

25/1000 to 18/1000 in Argentina, from 50/1000 td1®00 in Brazil and from 30/1000 to

24/1000 in Paraguay, showing a steady improvemeihtealth indicators. These and other
data highlight the differences among the four coest for example, the population without
access to an improved water supply varies widelgking from 2% in Uruguay to 17% in

Paraguay in 2005 (compared, however, with 38% B019EC, 2006c).

Environmental Context

According to the Millennium Development Goals Rep@dN, 2005) the environmental
sustainability in South America and in particulaMercosur, which represents 58% of area
of South America, is increasingly under threat.t8America represents about 15 per cent of
the world’s total land area, yet it holds the latgeariety of WWF defined eco-regions
harbouring examples of all biomes, except tunddhtaiga (although alpine tundra occurs in
isolated spots) (UNEP, 2007). Amazonia alone isw@red to have about 50 per cent of the
world’s biodiversity. The region’s most serious gommental problems (land and forest
degradation; deforestation; loss of habitat anddibersity; and pollution of freshwater,
coastlands and the atmosphere) are generally getonse (UN, 2005).

Latin America contains 23.4 per cent of the worlfisest cover, but is losing it rapidly. It
suffered the largest net loss (almost 43 000 kna2jyef which 73 per cent occurred in Brazil
(FAO, 2005). At the same time, the rate of defaish in the region is very high, mainly
because of the conversion of forested areas ta atbes (expansion of agricultural land,
pastureland and urban areas; construction of raadsnfrastructure; mining) and, to a lesser
extent (albeit to a considerable degree in speai@as) logging activity (wood for fuel, wood
for industrial use and intensive exploitation oftaa species) (UN, 2005). Forests are also
cleared for infrastructure, such as roads and lalgms, and the growth of urban areas
(UNEP, 2004). South America suffered the largedtlogs (almost 43 000 km2/year), of
which 73 per cent occurred in Brazil (FAO, 2005gviNefforts are being made to ameliorate
this devastation. As a result of integrated prewentand control programmes, annual
deforestation in the Amazon decreased from som&@@6kmz2 in 2004, to 13 100 km2 in
2006 (UNEP, 2007).

Land degradation is another major environmentaleiss this region. There has been a
marked increase in livestock production and crapniiag. Livestock-raising continues to
exert strong pressure on the region’s forest caavaen though the expansion of pastureland
has slowed down. The soil continues to be degradedcontaminated by the intensive use of
agrochemicals, fertilizers and pesticides, irrigatiand salinisation, nutrient loss and
deforestation (UN, 2005). Fertility is decreasing morth-eastern Brazil and northern
Argentina. Furthermore, the agricultural intensifion is causing nutrient depletion. In 2002,
the Latin America consumed approximately 5 milltonnes of nitrogen fertilizers, equivalent
to 5.9 per cent of global consumption, of which @ cent was consumed by Argentina,
Brazil and Mexico alone (UNEP, 2007).

Environmental themes have been present on the Bl@r@genda since its foundation, as the

Asuncion Treaty mentions environmental protectionts preamble. All four countries have
signed and ratified a comprehensive set of the ingsbrtant recent multilateral environment
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agreements, on trade in endangered species, t@astewozone depletion, climate change,
biodiversity, and wetland preservation as well asegal documents like the Rio Declaration.
While all four countries have gaps in environmeptatection in environmental capacity they
also differ considerably in this respect. Brazih, particular, has comparatively higher
regulatory environmental regulations and capagtguticularly on paper, in relation to
Uruguay, Argentina and Paraguay (Hochstetler, 20D8)ing Mercosur’s existence several
initiatives have been undertaken in the field mfimonmental cooperation and sustainability.
In 1995, a specific working group on the environmE@GT6) was created whose general
objective was to make proposals to guarantee thecmmental integrity of the environment
in the Mercosur member countries. In March 2001Florianopolis, Mercosur adopted the
Framework Agreement on the Environment (ratified2@04), in which it reaffirms its
commitment to the principles of the Rio Declarat@amd also commits to cooperating on
environmental protection. In 2004, the Common MaiReuncil adopted a decision in the
field of cooperation and assistance in the evergmdironmental emergencies (EC, 2006c).
Despite these institutional structures and thetipali commitment, EC (2006c) notes that
more effort is required to move environmental issiugther up Mercosur’s agenda.
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ANNEX 2: KEY FINDINGS AND RECOMMENDATIONS FOR THE
PHASE 1 SECTOR STUDIES

1. AUTOMOBILE TRADE SIA
Main Findings

The SIA analyses the impacts of a postulated tliddealisation scenario for the automobile
sector in the EU and Mercosur, in comparison withageline situation without such an
agreement. The assessment is based on a libamalisaenario where tariff and non tariff
barriers relating to the automobile sector in Mstscand the EU are gradually removed over
a transition period of up to ten years.

For the EU, the economic impacts are expected tddreficial in terms of output and
employment. Foreign investment flows from Europeh® Mercosur automobile sector will
be encouraged by the liberalisation of trade amddtment, and any accompanying reduction
in trade facilitation costs. The distribution ofiggfrom increased output and employment are
likely to favour the EU10 countries with automobpeoduction capacity. The investment
benefits will accrue to those EU15 countries thawenmade significant investments in the
Mercosur automobile sector over several decadamdiaic benefits are expected to increase
over time, as trade liberalisation increases thmpaditiveness and export potential of the
automobile sector in Mercosur and increases thermetfrom European investments. The
liberalisation of automobile sector trade is nopexted to have significant social impacts in
the EU. The potential environmental impacts in Hi¢ would be related to any change in
production that results from the liberalisation wade with Mercosur, but given the
enforcement of environmental standards and contwithin the EU, any additional
environmental pressures are unlikely to be sigaific

For Mercosur, the economic impacts of trade libsa#ibn in the automobile sector are also
expected to be positive, as increased opennesgvwapithe international competitiveness of
automobile manufacturing and parts production iazZirand Argentina. There may be short
term pressure on domestic producers and employrmarttcularly in the parts sector, as the
sector adjusts to the challenge of competing agamported parts for use in domestic
assembly plants. However, with the continued inflofv=DI, the share of exports in total

production is expected to increase. Export growtl growth in the domestic market are
likely to allow for the continued expansion of out@nd employment, although this is partly
dependent on the continuation of a stable and giazle macroeconomic environment and
investment climate.

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

The environmental impacts will be related to tharades in production levels, changes in
vehicle use, changes in trade, and changes indegnthat result from trade liberalisation.

Environmental quality can be expected to declind wicreased production and vehicle use
increasing air pollution. Over time, the magnitudehis scale effect is likely to be reduced as
cleaner technology is incorporated into productitethods and vehicle design. The impact on
natural resources, including land conversation water, can be linked to the increase in
production of soya and sugar for use in productibmio-fuels. Biodiversity could also be
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adversely affected by changing agricultural pagenmduced by the growing domestic and
foreign demand for ethanol. As is the case of $agipacts, the incremental environmental
impacts attributable to trade liberalisation in thatomobile sector is unlikely to be
significant. However, considered in the wider cahtef economy-level trade liberalisation,
the cumulative environmental (and social) impactsexpected to become more significant.

Flanking Measure Proposals

The future growth and development of the automosdetor in Mercosur and the EU will
depend increasingly on the capacity to competenatenally in extra-regional markets. The
proposals for flanking measures are designed émgthen public-private cooperation within
the framework of the proposed EU Mercosur Assammafhgreement, with the objective of
exploiting the opportunities for ‘win-win’ outcomethat will enhance the international
competitiveness and growth of the automobile sant&urope and Mercosur.

It is proposed that the Mercosur Secretariat aacEtiropean Commission jointly establish an
EU — Mercosur Automobile Sector Forum with tripgrtimembership representing the
interests of the European Commission, Mercosigua and employers and other relevant
civil society organisations. The Forum would pdw®sian institutional framework in which
areas could be identified where collaboration wob&l mutually beneficial to the future
growth of the automobile sector. An immediate tagskhe forum would be to identify the
areas for both potential gains (‘win-win’) and teadffs (win-lose’) in the ongoing
negotiations on an Association Agreement betweerkth and Mercosur. This could build on
the analysis provided in this SIA, and confirm ¢ballenge) the SIA findings on the potential
impact of an Agreement on output, investment empkayt, and long run international
competitiveness, in the automobile sector in the &tll Mercosur. The proposed EU
Mercosur Automobile Sector Forum could initiateadled study on the following areas for
flanking measures.

First, an impact assessment study could be undartak the effect of EU and Mercosur trade
facilitation costs on the automobile sector’s trgaaformance. If the results of the study
confirm that on-the-border trade facilitation coate constraining the growth in automobile
exports and imports, a programme of measures tacesttade facilitation costs in Mercosur
and the EU should be formulated. This programmaeulshbe based on identified problem
areas and should be accompanied by an estimatédtamplementation. In the case of
Mercosur, the proposed reform measures could beostgul by the EU funding and technical
assistance as part of the set of enhancement nesdswked to the EU Mercosur Association
Agreement negotiations.

Second, a detailed assessment of the costs anfitbefeegulation affecting the automobile
sector should be undertaken for Mercosur and the Hlé study would consider the costs
incurred by the automobile sector from regulatian $hould also consider the benefits that
accrue to society at large, from the regulatory sness. The regulatory assessment would
include an assessment of the significance of Mercasd EU level regulations as a barrier to
market entry by Mercosur and EU exports of automesbiand the extent to which the
replacement of regional-level regulations by inéional automobile technical standards
would improve the international competitivenesshaf auto sector in both regions. Based on
the results of the RIA of automobile sector regalata programme of regulatory reform in
Mercosur and the EU should be formulated, whichsatm remove redundant regulatory
measures and improve the efficiency and effectisemé those regulations that are making a
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positive contribution to dealing with economic merkimperfections, environmental
protection and human safety and health.

Third, a study should be undertaken on measuresdioceemissions from automobiles, as
part of the ongoing discussions on the Associafdgmeement. The study would seek to
identify initiatives that could be taken within tfimework of the Association Agreement
that would contribute to the mitigation of climatkange effects resulting from vehicle use,
focusing particularly on technology development drahsfer opportunities in the areas of
biofuels, engine design and emission control teldgyo

2. FORESTS TRADE SIA
Main Findings

The report provides background information on tbheent status and trends relating to two
sub-sectors; forestry practice and the productiowand, pulp and paper. (Publishing and
printing is also included in the economic analysi8jthough the sectors are small by
comparison with other trade between the two marketsstry is of great importance in terms
of basic land use and environment. Managementobh Imatural forest and industrial
plantations for sustainable development has aarugle to play in protection of biodiversity
and the global climate. It also impacts on thediwf millions of people, many of whom live
in isolated indigenous communities within Mercostountries. Despite the significant
progress in industrialisation within Mercosur, andparticular, Brazil, most economies in
South America remain heavily reliant on naturalotgse exploitation, and the relationship
between forests and other land uses in terms wilatd, environment, culture and livelihoods
has an importance which extends well beyond theddiate contribution to GDP. In the EU,
forestry is also a key land use — especially irmé@ccession countries — and its importance
reflects multi-purpose uses like water catchmemtgmtion and recreation, which are not
accounted for in conventional economic balancetshee

Summary of Sustainability Impacts

Direct Effects The report concludes that most adverse soc@dall economic and
environmental impacts of forestry operations antbsdary processing arise under existing
market conditions; and are exacerbated by weak iagiflective governance, resulting in
illegal logging of natural forest. However, theparsion of industrial plantations, while
reducing primary impacts, can also adversely affeactdscape, biodiversity and local
economic activities of rural communities. Secogmgaocessing of wood, pulp and paper are
major industrial processes which can have signifiealverse social, environmental and local
economic effects if they are not designed and apéraith full mitigating measures. At the
same time these processes add value and contsigaiécantly to national economies.

Liberalisation of trade is shown in the economicdeloto have a limited effect on trade of
timber and timber products between the two markdisis reflects the low or non-existent
level of existing tariffs, which principally affeaxports from the EU to Mercosur. No
significant direct impacts are predicted for Eumpeountries. The main consequences of
trade liberalisation are anticipated to be intemeaistribution within Mercosur, with Brazil
expanding its output of both timber and timber pirdd. The economic model suggests that
forestry output could decrease in the remainingnt@es, but, based on professional
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judgement this is not considered a likely scenddo the reasons outlined in the next
paragraph.

Evaluation of current trends in international fangspractice and the SIA suggests that a
strong inertia exists for existing expansion totecare in most, if not all, Mercosur countries

due to the specific characteristics of the indusiith its very long-term investments in forest

management, tree planting and processing and tmatat advantages of growing trees in

South America. Trade liberalisation will suppdrist expansion by giving greater access to
South America for European plant and equipment.

Many of the social and environmental impacts adéréberalisation in the forestry and timber
processing sector will have both beneficial andeask effects. Larger operators will benefit
at the expense of SMEs and existing efforts to dati gender, poverty and livelihoods
issues in remoter areas may be harder to promeéa g@xpanding trade activity.

International involvement through development coapen and the activities of international
forest companies has a major impact on forestreldgment in several Mercosur countries
and particularly Uruguay. There is a need to emdiat strategic development plans
promoted by governments and supported by intenmaltidonors and financial institutions are
fully assessed at the outset in terms of theirmi@keenvironmental social and local economic
impacts rather than waiting until critical land udecisions need to be made on the siting of
infrastructure and major processing plant.

Indirect effects The report concludes that trade liberalisati@specially within the
agricultural sector (see accompanying sector rgpoduld have much more significant
effects on the forestry and forest products sed¢t@m the internal changes in trade within
timber and timber products. These cross-linkingdirgct pressures will arise from further
reallocation of land resources in Mercosur coustr{principally Brazil) between crop
production, cattle grazing and forested areas.

Chapter 5 provides a case study of the cross-lekkdaetween forestry, agriculture and
biofuels in Brazil and the EU. It highlights thestarical patterns of land use change which
have led to extensive deforestation and the curgeotvth in the cattle and soybean
agricultural sectors which continues to exert press on natural resources and areas of high
biodiversity. Emergence of bio fuels as a majodlaise is linked with Brazil's advanced
automobiles industry with its high use of non fbfisels and growing world markets for these
products. The consequences of agricultural expansnder full liberalisation of trade are
seen as an increase in land-take for agriculturietwdvill put direct and indirect pressure on
natural forests, displacement of existing land ws®s$ increased expansion of infrastructure.
Based on the evidence reviewed it is anticipatatl éisting legislative controls are unlikely
to be sufficiently robust to prevent illegal settlent and subsequent deforestation by
displaced smallholders. The findings of this cstsely are supported and strengthened by a
parallel analysis in the Agriculture SIA, which exaes the prospects for beef and ethanol
production.

The second part of the case study in this repgttlights the fact that many of the pressures
on Brazil's natural resources are driven by mafistes and specifically the demands of the
European Union. With an increasing policy focus emergy security and reduction of
greenhouse gas emissions, the EU (which impottgé of world trade in Soybean products)
has adopted very ambitious targets to provide 10%®ldransport energy from bio fuels by
2020. This will have significant environmentalezits within those Member States that have

SIA of Mercosur Negotiations — Inception Report page 64



suitable arable and pasture land for conversioenergy crops, and will cause others to
import the bulk of their requirements. Europeamdeds for biofuel feed stock and products
are likely to increase pressures on Mercosur casfor further conversion of forest land to
agriculture.

The study concludes that there is a growing re@disaat international level that issues of
deforestation, agricultural expansion, energy &fficy and supply and climate change are
inextricably linked, as emphasised by the conchsiof the G8 Summit 2008, and the
commitment of world leaders to work together orsthssues.

Flanking Measures Proposals

The underlying purpose of the assessment has bedarttify potential social, environmental
and local economic consequences arising from tiradealisation in the forestry sector and to
propose means of avoiding, reducing or mitigatidgesise impacts.

A primary concern in the forestry sector contindesbe deforestation of natural forest,
resulting from direct conversion through authorised illegal logging or indirect
encroachment through other land use pressuresseTdunditions arise where there are major
financial incentives in ignoring laws and regulagpweak or corrupt governance, and other
activities, like the development of road infrastire which facilitate timber recovery. A
number of specific recommendations are made inteh&pfor strengthening mitigation and
enhancement measures for dealing with these issues.

There is growing international recognition of thalue of both voluntary and formal
certification schemes for ensuring that timber lisdoced from authorised and sustainable
sources, as set out in the EU Action Plan for Rdra®s Enforcement, Governance and Trade
(FLEGT) and it is recommended that as part of angd& Agreement between EU and
Mercosur, discussions should be held with the afmntyoducing standard practices for
certification in both market areas.

Many of the pressures on forest resources discusgéd report are the product of complex,
cross-linking economic activities which make itfaifilt to attribute cause and effect. In
addition, conflicting information often exists dmetextent of actual land use change. Under
these conditions better monitoring of land use geais required to give confidence that
forestry and other natural resource legislationb&ing properly implemented. It is
recommended that the EU and Mercosur should joimhgpare strategic land use
development plans for the areas which are mostitsenso change and develop a joint
monitoring programme, based on satellite imagery @S mapping, which can be used to
relate the requirements of formal land use and ldpweent plans to actual land cover within
any member country.

It is also considered that closer cooperation ieded between EU and Mercosur on the
development of policies relating to use of biofuatel bioenergy. Recent decisions taken
within the EU on energy policy will create demaraisincreased production of raw materials
in other parts of the world including Mercosur ctoigs. There should therefore be more
direct discussion between consumer and producertigesi on the means for achieving these
goals.
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Although much attention is focused on the impattsnaber extraction within natural forests,
industrial plantations are increasingly importasittee primary source of timber and they also
give rise to environmental, social and local ecolmompacts. A principal conclusion of this
report is that not enough has been done in the tpaahticipate the effects of large scale
afforestation programmes and the ‘downstream’ mequents for transport and processing of
the products. These problems have been highlightéte recent dispute between Argentina
and Uruguay on the siting of pulp mills, but areirfd in many other countries. Individual
governments need to adopt an integrated approacthgoplanning of production and
processing of timber within national laws, straésgiand plans but the international
community and multi-national forest companies mshkare responsibility for forward
planning in investment programmes. It is for tl@ason that use of Strategic Environmental
Assessment (SEA) is recommended as an ex-ante raefmsudelivering positive benefits
through investment programmes and trade agreemextt®r than seeking to mitigate any
adverse effects after the event.

The report concludes that although the forestrytander products sector is a relatively small
component of overall trade between EU and Mercashgs environmental, social and local
economic ramifications which are of crucial impoca to global issues linked with

biodiversity protection, energy consumption andnelie change. It is therefore of great
importance that the cross-linkages between foresgyiculture and other natural resources
are carefully considered in the context of any feittrade agreement between the two
markets.

1. AGRICULTURE TRADE SIA

Main Findings

For the Mercosur countries, the overall economipaots of increased trade between the EU
and Mercosur is expected to be positive for theddsur countries. While employment in
this sector is expected to rise proportionally vattiput in the short run, there is some risk of
reduced employment in the long run as incentivesnechanisation may result in demand for
higher skill levels and lower agricultural employmhe Increased trade between the EU and
Mercosur will lead to some positive social impaaitsl some that are negative, especially for
land tenure and the welfare of indigenous farmerhe expansion of commercial farming,
particularly for beef, could displace informal far, leading to higher levels of
unemployment and increased poverty. Liberalisasitso offers potential for a reduction in
rural poverty as employment could rise to satisfgréased agricultural demand, although
measures will be necessary to counter potentiayese effects on small farmers and labour
standards. Improved export performance is expectdeilad to an increase in public finance
and could lead to higher health expenditure. Aduical production is expected to rise
significantly in all the Mercosur countries, plagipressure on both land and water. As
outlined in the beef and ethanol studies, expansidhese sectors could impact significantly
on deforestation, contributing to a reduction inodiversity as production expands,
particularly in the Amazon and Cerrado regionsojétted expansion of beef production and
sugarcane for ethanol are both expected to haaearse impact on deforestation and thus a
loss in biodiversity in the Amazon and Cerrado oegi
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For the EU, economic impacts are expected to bdiymsbut not significant in terms of
normal growth rates. The principal long term wedfampact would come from the dynamic
effects of switching resources to more competigeetors of the economy, with an overall
expected decline in the agricultural sector. Samaacts in the EU will correspondingly be
greatest for rural employment. In the accessiamties in particular, additional difficulties
may be felt in the short term, where social poficleve not yet been fully put in place.
Environmental impacts are not expected to be saamf; an overall beneficial effect is
expected in areas where resources are scarce Bs \hié be decreased pressure on
production. Increased imports from Mercosur magoeinage greater intensity of production
in order to increase yields, but the overall effettsoil and water resources is expected to be
small and beneficial. Less significant impactst thee identified include potential for the
spread of plant diseases and threats to animahkeelf

Flanking Measure Proposals

The analysis of Mitigation and Enhancement (M&E) aswes is part of the SIA
methodology and, on the basis of identified impaats SIA should propose mitigation and
enhancement measures in different areas of publicyp including trade policy.

This SIA study has identified significant impactsat could result from increased trade
between the EU and Mercosur with respect to adticeld The study also proposes a number
of potential measures that could reduce negativeadots to an acceptable level, while
potentially enhancing beneficial impacts expecteanfincreased trade between the EU and
Mercosur.

Based on the expected impacts identified in the, Sidcreased environmental regulation is
proposed in order to offset adverse impacts of esipa in agricultural production, while
exploiting potential gains. In particular, the gobf improved land use, ownership and
conservation, as well as careful management of &rdl soil under increased intensity are
discussed as key mechanism to provide incentivefafmers to avoid the need for additional
land conversion in meeting increased productionatets.

The increased use of dual purpose and beef heydgeclhas greater control of fertilisation of
lands, are explored as mechanisms to improve edon@turns under existing conditions.
An increased use of high yielding crop varietiesl gienetically modified varieties which
demand fewer inputs, while potentially increasingpait, is also discussed. Increased shares
of organically produced crops can lead to reducgasemption of harmful agrochemical
usage, as well as reduced consumption of waterlardl Likewise, the role of property
rights in reducing environmental degradation islesgd as ownership has been found to
improve natural resource use, while leading to &igand productivity and profitability.

With increased trade between the EU and Mercosretwill be pressure for increased
productivity and thus the potential for increaseeé of agrochemicals. To ensure increased
production does not lead to further contaminatiblands, increased cooperation between the
EU and Mercosur will be key to ensuring appropri@ed sufficient regulation of
agrochemical use.

Also addressed in this report is the need to prenuust-effective reductions in carbon

emissions through sequestration of atmosphericocartSuch an approach reduces harmful
emissions, while leading to conservation and restmm of areas high in biodiversity.
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Likewise, there is a need for certification proessw/hich reward products that are produced
sustainably, thus creating a market for environalegtiality and the welfare of production
workers.

Due to the use of forced labour in the Mercosumtoes, as well as high levels of poverty
among farmers and rural populations, a number giomant regulatory measures were
identified to address the treatment of agricultueddour in Mercosur. Both the EU and
Mercosur could cooperate to combat the occurrendepatential expansion of this practice
through the improved enforcement of internatioablur standards.

With overall economic welfare expected to riseha Mercosur and EU with increased trade
liberalisation, it is necessary to ensure potem&glative impacts on employment and income
levels are addressed. Increased education amdngawould allow for mobility to other
sectors; increased protection of farmers and agmi@l labours in the form of non-farm
employment opportunities would increase welfare avetall social capital.
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