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The Subregional Integration Reports Series, which includes the MERCOSUR
Report, represents a new effort of INTAL aimed at promoting understanding and dissemination of
information about the current dynamic process of integration in Latin America and the Caribbean. As
part of thisintegrationist trend, the Southern Common Market has become, since the signing of the
Asuncion Treaty in 1991, aleading case for the evaluation of the achievements and challenges
encompassed by this ambitious initiative.

The purpose of INTAL, through the publication of this annual series, is to facilitate
access of information to awide number of readers interested in MERCOSUR, which comprises the public
and private sectors and the community of the subregion as a whole. Likewise, in order to promote
MERCOSUR within and beyond the subregion, information dissemination oriented towards the
international community is fostered through the publication of this report in English, as well as in
Portuguese and Spanish, the two official languages of the process.

Report N° 8 covers the second semester of 2001 and the year 2002 and has been
prepared by Dr. Ricardo Rozemberg (rrozemberg@sinectis.com.ar), economist specialized in internationa
economic negotiations, and Dr. Gustavo Svarzman (gsvarzman@yahoo.com), Associate Professor of
Economic Development at the Universidad de Buenos Aires, and consultant for different organizations on
issues related to export promotion and the North-South negotiations agenda. Dr. Marcelo Onesto, speciaist
in regiond integration, and Dr. Juan Pablo Dicovskiy, consultant in issues related to industry and world
markets, have also collaborated in various parts of this Report.

Dr. Juan José Taccone and Dr. Uziel Nogueira, INTAL's Director and Integration
Economist respectively, were responsible for the coordination and general and technical editing of the Report.

Following upon the goal and expectations raised in previous issues, readers are
encouraged to keep on sending their comments and/or suggestions in order to improve the scope and

contents of these publications in the future.
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EXECUTIVE SUMMARY

The eighteen months from June 2001 to end December 2002 were a period of unprecedented economic
crisis within MERCOSUR, stemming from the sharp external shock that, with different characteristics,
origins, and consequences in each member country, manifested itself in the bloc’s two main economies
as the exhaustion of market or voluntary credit. This phenomenon occurred in the context of a world
economy with little momentum, one finding it highly difficult to recover the growth rate of the 1990s,
and characterized, in particular, by limited flows of liquidity towards emerging markets. Unlike the
traumatic events of recent years, this was not a case of mere contagion effect among neighboring and
partner countries.

As usual, in both the Brazilian and the Argentine case, the need for adjustment manifested itself early in
the financial sector. In the Argentine case, in the latter half of 2001, this took the form of a severe run
on the banking system, which ended by sweeping away the convertibility regime that had been in place
for over 10 years. In Brazil, it appeared as a steep decline in its bond values — hence the country’s
sovereign risk —which opened the way to the depreciation of its currency.

For the subregion’s two most southern countries, Argentina and Uruguay, where the crisis was more
clearly driven through the financial system, it reached the scale of a veritable “disaster,” with a sharp
contraction in economic activity, of the order of 10% in 2002, steep devaluation of currency, profound
fiscal crisis, marked rise in unemployment, serious socia deterioration, and wide-ranging politica
consequences. In Brazil and Paraguay, there was less impact, although both economies continued to be
faced with highly complex situations.

As one would expect, subregiona foreign trade continued to contract, in which, intrasubregional trade
within MERCOSUR declined vis-a-vis flows with the rest of the world. Nonetheless, a sectoral study of
trade demonstrates that not all branches were impacted equally — in the context of the subregiona declinein
activity - by the "demercosurization" process. In generd terms (with the exception of the ever "specid"
automotive sector), the activities least impacted seem to have been those where intrasubregiona trade had
developed in balanced fashion, with a pertinent presence of intrasectora trade; while those most punished by
the trade crisis were those where there was clearly one leading supplier country for the rest of the subregion.

MERCOSUR in 2001: Swvimming against thetide

Without doubt, the stark and escalating Argentine macroeconomic, financial, and political deterioration
throughout 2001, along with the difficulties encountered by Brazil at the time to maintain the parity of the
real, and the consequent negative impact on the subregion's economic, financial, and trade context -
generated an increasingly complex panorama, in which conflicts of interest, threats — often carried out — of
unilateral action, and the nearly daily "media battles' among officials of the different countries and, in
some cases, the same country, occupied the attention of the bloc and of the subregion as awhole.

Although the differences — and incompatibilities — between the exchange systems of the bloc’s two major
partners were a concrete historical redity that would grow more acute throughout 2001, led by the
changing international scene as it affected indebted emerging countries, Argentine authorities and a large
majority of entrepreneurs, economists, and the public sought to prevent by all possible means a
modification of the convertibility regime.

In this context, in which even the Brazilian authorities showed signs of willingness to accept some
Argentine policy measures that might temporarily violate the spirit of MERCOSUR, it became



increasingly evident that offsetting the stark imbalances being generated by the inflexibility of Argentine
exchange policy and the acceleration of devaluation in Brazil would be a task that would involve much
more than ingenuity, effort, and good will on the part of the subregional partners.

After the" explosion” in the Argentine economy

The Argentine collapse in late 2001 — with the subsequent breakdown of the economy and the resignation of
President De la Ruia— produced a new palitica and economic scenario in that country, characterized by strong
socid tensions, political fragility, and enormous difficulties in managing the main macroeconomic variables.

Whereas on the one hand, the abandonment of convertibility (accompanied by the default on foreign debt
instruments, the crisis of the financial system, and the deepening recession, with a drop of over 10% in
product), in some way managed to contribute to “solving” the problems of relative competitiveness of
sectors chronically problematic in intrasubregiona trade, on the other, the well-founded anxieties
regarding an imminent contagion effect on the other economies of the subregion (particularly Uruguay
and Brazil) began to focus the concerns of subregional policymakers, entrepreneurs, and analysts.

Although fears were expressed in the smaller partner countries that the exchange volatility in Argentina
would lead to both an invasion of products of Argentine origin and the deterioration of the subregion’s
financial indicators, in the first months of 2002 - echoing the experience of the Brazilian devaluation of
1999 - neither of these effects materialized

Those months were nonetheless characterized primarily by paralysis of trade with Argentina, difficulties
in completing operations aready in course when the crisis erupted (in particular, collection of |etters of
credit by Brazilian exporters), and the wait-and-see attitude of the principal agents and operators.

But, despite the fears and short-term trade visions, from a certain standpoint, the end of convertibility was
regarded with some optimism in connection with the MERCOSUR negotiations process. The coexistence
of the fixed exchange system in Argentina and a flotation regime in Brazil unquestionably had been —
particularly since 1999 — among the main factors contributing to the asymmetry between, and
macroeconomic disequilibria and conflict among, the bloc’s main partners, from which nearly all
problems of relative competitiveness and trade and investment diversion problems emanated.

In that connection, the elimination of the Argentine exchange regime seemed to have cleared the way for
“normalization” of intraAM ERCOSUR rdations, so that the level of conflict would decline, thereby enabling
more negotiating resources to be assigned to the “long term” issues, such asthe externa front (FTAA, EU, etc.)
and the intengification of the integration process itsalf (review of the CET, trade disciplines, harmonization of
technical provisons and standards, physica integration, government procurement, etc.), in a more relaxed
framework, with less sectoral pressure and greater mutual understanding.

In that context, in the first months of 2002, efforts of the MERCOSUR countries focused, on the one hand,
on seeking to “repair” the damage caused by the heightened conflict of the preceding year and, on the
other, on ways to “aleviate’ the new problems of the Argentine economy through trade measures and on
how to prevent the crisis from spreading to the rest of the subregion.

At the same time, an attempt was made on the Argentine side to implement a strategy to “repair” as
quickly as possible the damaged relations with the largest subregional partner, a situation that was helped
by the departure from the scene of the majority of the officias most confrontational in relations with
Brazil, and by the constructive attitude and positive predisposition on the part of the Brazilian federal
government and of Brazilian officials with responsibility for managing relations with the subregion.



Thus, the topics of the media wars and media “negotiations,” discussions of some objective points of
conflict of interest, and the search for redistic solutions to specific problems began to return to the
subregional negotiating table.

Towardsrebuilding subregional relations

The marked restoration of Argentine exchange parity with respect to Brazil smoothed part of the way, and
rendered superfluous many of the measures introduced by Argentina consequent upon the devaluation of
thereal in January 1999. Thus, during the first visit of Foreign Minister Ruckauf to Brazil afew days after
taking tenure (mid-January 2002), the launch of the progressive elimination of the points of
intrasubregional conflict was announced. This process, dubbed "clearing the table," became the focus of
Argentine-Brazilian bilateral relations throughout 2002.

As regards MERCOSUR, Argentine negotiators — with the aim of generating markets that might
contribute relatively quickly to the recovery of the national economy — focused their efforts on eliminating
the causes of the "bogged down" negotiations (or renegotiations) of the MERCOSUR Automotive Policy
(MAP), in order to bring flexibility to the balanced trade mechanism, so as to increase exports to Brazil
from the virtually idle Argentine automotive plants.

From the outset, Brazilian negotiators indicated that they were open to the possibility of “assisting” an
Argentina in crisis by adopting favorable trade measures, among them, definitive amendment and
regulation of the MAP. They demanded, however, by way of compensation, the prior elimination of the
numerous trade barriers and restrictions, and the subregional preference that Argentina had had in place
for different sectors since 1999.

In Brasilia, it was considered — with good reason — that, after the devaluation of the peso, there was no
longer any justification for such measures, as they had been merely an imperfect substitute for exchange
policy that lacked instruments for flexibility or protection. Among the measures objected to by Brazil
were the "convergence factor," reimbursements for intrasubregional exports, most of the anti-dumping
procedures, perforations of the CET — corresponding to capital and final consumer goods-, different
non-tariff restrictions, minimum reference prices at customs, and others.

Thus, in early February 2002, the Brazilian Minister of Industry, Sergio Amaral, announced his
government’s political decision to eliminate all barriers and quotas imposed in the past on the entry of
Argentine products into Brazil’ s market, with the logical exception of those involving sanitary issues, such
as hoof-and-mouth disease, and took the opportunity to express his solidarity with Argentina in its
negotiations with multilateral financial organizations and developed countries.

In any event, despite the efforts of officials, the severe recession, exchange and financia instability, and
problems of aregulatory nature (ranging from difficulties in implementing and administering the new trade
and banking provisions in Argentina to delays in settling operations carried out between Argentine
importers and Brazilian exportersin late 2001) would lead to sharp contractions of bilateral trade.

In this context, among the most important milestones of the period was the conclusion of the agreement to
bring flexibility to the MAP, announced at the Buenos Aires Presidential Summit (July 2002), but only
signed during President Duhalde's visit to Brazil in September. However, despite progress made in
stabilizing the Argentine situation in the latter half of the year, as of the date this report was closed, the
process of suspending the antidumping proceedings and other points of controversy had not been
concluded, the final decision having yet to be taken in some cases.



Along with bilateral efforts to remove points of conflict, throughout 2002, another constant concern was
the possible "exportation" of the Argentine crisis to the rest of the subregion. As might have been
anticipated, Uruguay was the country that most felt the force of the "shock wave" in the financia,
exchange, and productive areas, from events on the other side of the Rio de la Plata. To this were added
problems of competitiveness in its sectors producing transactable goods, generated by the steep
depreciation of thereal.

Thus, in the first half of 2002, Uruguay sought (in vain) to preserve the exchange band regime that had
been in effect until that time by imposing restrictive measures on intrasubregional trade, recalling to some
extent the Argentine attitude prior to the end of the convertibility regime. Devaluation and, later, the
banking sector crisis, were also inevitable.

To summarize, despite these new stimuli and the new climate in the subregion, trade between the major
partner countries declined ceaselesdy, although at decreasing interannual rates and with some prospects
for incipient recovery in some specific sectors

A light at the end of the tunnel?

From the beginning of the latter half of 2002, in a context of a growing trend towards stabilization of the
Argentine economy, and the slow normalization of the Brazilian and Paraguayan economic and financial
situations, the general panorama was improved, and officials and entrepreneurs from the subregion’s
countries were more disposed to fulfill and implement the different types of commitment made at the
Buenos Aires Summit and to make some progress with certain priority items on the subregional agenda
(such asthe bloc’sinstitutional structure).

Nonetheless, Brazil’s peculiar political situation at the time, with the Cardoso administration in its final
months of office, and the transitional character of the Argentine government, made it difficult to achieve
new and broader understandings.

After Luiz Ignécio Lula da Silva was elected President as forecast, in the second round of the Brazilian
presidential elections, certain questions were cleared up that had hung in the air regarding MERCOSUR’s
future. Throughout the presidential campaign, the new Brazilian President had pronounced himself
strongly in favor of MERCOSUR.

In that context, the complex year 2002 closed with resolute political statements regarding a sort of rebuilding of
MERCOSUR (avoiding the “ill-fated and overused” word “relaunch"), the success of which will
unquestionably depend heavily on such convergence of ideas as may exist between the new Brazilian
government and the new officials taking office in Argentinain May 2003, and on the success of such policies
as areimplemented by the two countries with a view to recovering growth in their respective economies.

L ooking ahead

For MERCOSUR again to become a major theme in the external strategy of the subregion’s countries, the
rapid return to the subregion of a context of macroeconomic stability and areturn to growth are necessary,
but insufficient, conditions.

The bloc’s strength can only be restored through firm political intent that enables common interests to be
renewed and the customs union’s main instruments to be adjusted to current subregional and international
conditions, so that the integration process again becomes a positive sum game for all countries of the bloc.
This means leveling the playing field so that MERCOSUR may again be perceived as a “good bet” for



each of the states involved. If these objectives are not attained, the most likely outcome for the integration
process in the coming years is insignificance and/or extinction, as occurred with earlier integration
initiatives within the region.

Some of these issues were the focus of study and exchange of views throughout 2002, owing to inclusion on
the agenda of items such as the competitiveness forums — intended to promote greater complementation among
productive chains at the subregional level -, joint trade promotion in third markets, redefinition of the Common
Externd Tariff for certain “ strategic” sectors, and progressin establishing atechnical secretariat.

Similarly, returning to a process of intensification of integration means that negotiating efforts must focus on a
few thematic areas, according priority to consolidation of the basic principles of the customs union, that is, such
efforts must focus first on reorganizing and structuring a new Common External Tariff that the four countries
may more readily comply with and more in keeping with current productive needs, in a subregiona
environment of higher real exchange rates than the 1990s average.

Priority must be also given to eliminating the restrictions that are creating barriers to the development
of the free trade area. The exchange disequilibria created by the Brazilian devaluation first, and that of
the Argentine peso later, have generated different types of barrier to intrasubregional trade which, in
many cases, have hampered the basis itself for the operation of the free trade area. Thus, “clearing the
negotiating table” must necessarily include the renewal of negotiations to establish subregional “escape”
mechanisms to address possible further changes in internal and external economic conditions in the
subregion (in keeping with the preliminary agreements reached in late 2001).

Only by concluding formal MERCOSUR agreements capable of wrestling with the instabilities inherent to
developing countries will it be possible strictly and definitively to eliminate unilateral measures of
different types that seek to impede — temporarily — free trade which, once the shock that inspired them has
been overcome, are difficult to review.

Lastly, the complex international agenda demands further negotiating and technical effort with a view to
achieving a rational and “strong” basic MERCOSUR position in the different bodies (FTAA, EU, CAN,
Mexico, etc.), a phenomenon that requires much more technical preparation and community policy
coordination than has yet been achieved.

From the institutional/operationa perspective, this thematic focus should be accompanied by greater focus
of and coordination among MERCOSUR's technical and political organs so that the necessary basic
consensuses may be reached. To that end, it would be advisable to strengthen those technical groups with
direct responsibility for the few topics to which it is decided to accord priority, which would work jointly
and expeditiously with the Trade Commission and the Common Market Group to ensure compliance with
such commitments and deadlines as may be established.

To summarize, the current crisis of the integration process means that, in the coming year, agenda priorities
must be ordered — as must the respective negotiation forums — in respect of tariff, trade, and the basic
customs union disciplines, similar to those included on the agenda at the outset of the process (although
incorporating certain novel elements, such as strengthening a quadripartite technical authority, issues of
facilitation of adjustment of national legislation to MERCOSUR provisions, and positive “management”
mechanisms in the entrepreneurial or business complementation areas).

Although this proposal may seem a priori to constitute a reversal of the negotiation process, as it means,
in practice, returning to a much more simplified and focused agenda and institutional/operational
organization, this is merely an acknowledgement and formalization of the existing situation. Resolving
this issue depends on such macroeconomic and institutional consolidation as the States Parties manage to
achieve in the near future.
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CHAPTERII. MERCOSUR’'SMACROECONOMIC AND TRADE OUTLOOK

A. Theinternational context in the period

Although 2002 was generally a year of world economic recovery, such recovery was characterized by
its lack of vigor. It was, in fact, only partial as, in industrialized and developing countries alike,
indicators were mixed.

Estimates were for a dight increase in world economic growth as a whole, of 2.8% for 2002,' vis-a-vis a
rate of 2.2% for 2001, although vast areas of the world showed declining economic activity in the former
year. Where growth rates were positive, they were only modestly so.

WORLD AND REGIONAL PRODUCT
Recent trends and projections. Annual variation, in percentage terms
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In such dynamics, the U.S. economy was a principal player, recovering from its stagnation of 2001 (the
U.S. GDP grew by 0.3%), with estimates for growth of 2.2% in 2002. However, its recovery is being
hampered by the successive shocks now undermining U.S. consumer and company confidence. The events
of September 2001 have been accompanied by the far-reaching repercussions of the scandals related to the
alegedly fraudulent accounting practices of major corporations.

This contributed to the sustained weakness of a stock market already hard hit first by the need for
correction in respect of the unrealistic expectations for the information technology sector and, then, by

! Except where otherwise indicated, all economic growth data are taken from the most recent edition of World Economic Outlook,

prepared by the IMF in September 2002.



deterioration in balance sheet positions linked to the aforementioned "cooling off" after a very long period
U.S. economic growth in the latter half of the 1990s.”

The most recent factor preventing the return of confidence was the threat of another Persian Gulf War.
The possible negative economic impact of an unfavorable outcome of such an event is not confined to the
inflationary and wealth effects of a rise in oil prices, but includes a further weakening of U.S. public
finance, whose recent deterioration has also been of concern to financia analysts and players.

The developed world’'s two other economic blocs, Japan and Western Europe, for their part, lost
momentum with respect to 2001, already an inauspicious year. Recession was again evident in the
Japanese economy which, in 2002, contracted slightly, by 0.5%, following a 0.3% contraction the year
before. In that country, persisting major concerns involve the health of the banking system, concerns
dating back at least as far as the 1997 Southeast Asian crisis. The question faced by the Japanese
government is whether to undertake profound financial reform that might, in the short term, exacerbate the
recessionary pressures.

In Europe, economic growth slackened in 2002: to 1.1%, after a growth rate of 1.6% in 2001.° There
remains marked lack of confidence in that region in sustained economic recovery, perhaps revealing
more structural concerns regarding Europe’s potential economic productivity in view of problems
such as excessive regulation of its markets, particularly the labor market, and concerns regarding the
crisis of its aging population.

WORLD GROWTH IN PRODUCT AND TRADE
Annual variation, in percentage terms
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2 |n the decade 1991-2000, the U.S. economy grew at a cumulative annual rate of 3.2%. If account is taken only of the five-year

period 1995-2000, the rate was 4%.

Reflects data corresponding to the European Union’s (EU) bloc of fifteen nations.



World trade recovered dlightly in 2002, with volume increases of 2.1 and 2.2%, depending on whether
figures for total trade in goods and services or only total trade in goods is taken into account. This
constitutes a marked improvement over 2001, when, for the first time since 1982, trade volume contracted
slightly, by 0.1% of total trade (and by 0.6% if only goods are taken into account).

Despite the renewed expansion of international trade in 2002, not only was momentum considerably
less than in the preceding decade, but such trade expanded less than did production. In the 10 years
preceding the recession of 2001, flows of goods and services expanded two and a half times faster
than did world production. Although it would appear premature to characterize this as a new world
scenario, first indications suggest that growth patterns of product and world trade have diverged from
those of recent years.

ANNUAL GROWTH IN TRADE *
By selected regions,2 in percentage terms
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When this trade recovery is studied in the context of regional opening, a marked dispersion is noted, East
Asia clearly showing the greatest momentum. This trend is in line with production trends, as the
developing countries in this region, particularly China and India, are those with the highest 2002 growth
rates. These are heavily export-oriented economies also much affected by the crisis of 2001. This region
mainly accounts for the higher growth noted in the emerging nations as a group.

Asfor trends in developing countries, the recession in Latin America contrasts with the economic expansion
of Asia. In the first region, a modest export expansion could not offset the major decline in imports,
which, from 2001 to 2002, was over 4%. In that connection, the crisis in the MERCOSUR member



countries (to be discussed more fully in the sections below) and their neighbors was accompanied by poor
momentum in the U.S. economy, whose influence is essentia to different Latin American countries, first
among them Mexico, the area’ s second largest economy.

The trend in implicit trade prices signified, in 2002, a major return to the deflationary trend, in dollars, of
recent years. The price deflator calculated by the IMF for international trade in goods and services rose by
1.3%, the first rise after six consecutive annual declines. The rise was linked mainly to the depreciation of
the dollar itself, which declined against the euro by over 6%. This spurred upward trends in the prices of
different agricultural and industrial commodities. In any event, it must be borne in mind that although, in
2002, there were significant increases in the prices of widely used products, average 2002 levels for many
were only slightly higher than those of the preceding year.

Here, ail is a paradigmatic case as, athough from December 2001 to December 2002, its price rose by
over 50%, the average price in the latter year was only 0.5% higher than that of 2001.* A somewhat
broader perspective is provided by the trend in the Commodity Price Index prepared by the Commodity
Research Bureau, whose average spot indicator rose by only 1.8% but, in December 2002, showed levels
15.2% higher than those of 12 months earlier.

Private financial flows from developed countries to the developing world in 2002 remained at the low
levels — as compared with those of the preceding decade — of 2001. Although, in the first months of
the year, there were expectations that some confidence in emerging markets would return, weak
economic recovery in the industrialized countries, along with the crisis looming in the financial sector
— with the “noise” coming from the stock markets — in the end increased market aversion to all types
of risk stocks, so that there was scant interest in channeling savings toward countries with ratings
other than Investment Grade.

From a purely financia standpoint, in the United States, asset losses and the decline in profitability of
stock investments, along with interest rate reductions for fixed income assets might have led to a search
for alternatives outside that country’s economy. However, persistent fears of another new recession,
together with the stock market declines and prospects for the U.S. labor market — whose indicators are
dow to reflect areversal of economic trends — have undermined consumer confidence and are producing a
cautious market when investment decisions are made.

On the side of the net financial flow recipients, factors discouraging such flows — both temporary and
permanent - were also emerging. First, in 2002, the political situation deteriorated in several developing
countries. In Latin America, the most notorious examples were Argentina, Brazil, Colombia, Uruguay,
and Venezuela, and, outside that region, Turkey. From a longer-term perspective, although structural
reforms and privatizations continue in different emerging economies, in severa, the 1990s pace of these
processes has dackened. This may be explained both by the completion of the privatization cycle, by a
certain “disenchantment” with this type of policy, and by the fact that the consensus that had earlier
surrounded it is no longer present.

4 Here, the WTI variety was taken into account, which saw average annual quotations of US$ 25.90 per barrel in 2001, and US$

26.10 in 2002. For Brent crude, the range between extremes was very similar, while the average rose by 2.5%.
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NET FINANCIAL FLOWS TO EMERGING ECONOMIES
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Along with their lower levels, financial flows in 2002 toward the bloc of emerging economies were
also characterized by selectivity of destination. As indicated above, economic conditions existed in
that year to encourage alternative directions in financing but, in the end, the weakness of expectations
favored high-quality stocks. In this context, investors discriminated among markets targeted for
private financing in favor of regions with better economic performance. While East Asian and the
emerging European economies were able more readily to access voluntary financing in the market,
the rest of the developing world, essentially Latin America, apart from Chile and Mexico, witnhessed a
sharp contraction in external credit.

Among the different types of externa credit to the developing countries, the most important remains, as it
has recently been, foreign direct investment, which accounted for US$ 113 billion of total credit of nearly
US$ 123 hillion extended to emerging economies in 2002.> Among such types of credit, however, this
category declined most with respect to its 2001 value of US$ 146 billion. The relative weight of this category
is linked to the aforementioned regional distribution of credit as, in Europe and, mainly, the developing
Asia/lPacific economies, investment opportunities emerge in the private sector, especialy in the form of
direct purchase or new productive undertakings.

For the international context in general, growth prospects for 2003 are better than those for 2002, athough
surely only modestly so, and at a rate lower than previously projected. In addition, different risk factors

®  These values are taken from the publication Capital Flows to Emerging Market Economies, prepared by the Institute of

International Finance. The considerations expressed in this section in respect of financial flows towards developing countries are
based on data from this organization.



mean that forecasts vary more than usual. IMF activity projections are for world growth rates of 3.7%.
The optimism of this projection stems from trends forecast for the devel oping world, whose economies are
expanding at a rate of 5.2%. For the developed countries, projections are more modest, of 2.5% after
growth of 1.7% in 2002.

In fact, the dight expansion in the developed economies is based in particular on the recovery of the U.S.
economy, based on strengthening its internal demand in the context of continued expansionary policies. For
the rest of the devel oped world, further expansion will essentially depend on external traction.

The aforementioned forecast for the developing countries as a whole is based essentialy on continued
recovery of the Far Eastern economies, pertinent acceleration in the Middle East and North Africa led by
the rise in oil prices, and on a certain return to normalcy in countries that underwent crisis in 2002.
However, 3% economic growth still remains well below that of the “golden years’ of the 1990s and even
of 2000, but constitutes a departure from the recent turbulence in the Latin American countries.

Led by the moderate expansion in economic activity, an increase in physical volumes traded
internationally is anticipated, from a 2.1% increase in 2002 to an increase of over 6% in 2003.° Expansion
in money values would be even greater, especially as measured in dollars, as there would be a 2.7%
increase in transacted prices. Expectations for the continued appreciation of U.S. currency mean that this
changeinratesis somewhat less than that of the currencies of other industrialized countries.

The fdl in the value of the dollar, aong with economic and trade trends — particularly to the extent that
positive forecasts for the Asia/lPacific region are borne out — would lead to a rise in internationa
commodity prices. According to IMF forecasts, the general average for these types of product, exclusive
of fuel, would increase by 5.7% and by even somewhat more for agricultural inputs.

With respect to credit for developing economies, prospects for 2003 are for a relatively significant
increase in net private flows — reaching US$ 151 billion from 2002 levels of US$ 123 hillion,
although much of this increase would be attributable to the impact of the financial crises on several
countries (Argentina and Brazil weighing heavily), which would result in more or less forced
restructurings of both public and private debt. However, capital flows to the “star economies’ of the
developing world would also increase.

Thus, of the nearly US$ 28 billion by which credit to emerging economies would increase, some US$ 10
billion corresponds to Latin America, much under the conditions mentioned above, another US$ 11 hillion
to the devel oping countries of Europe, US$ 5 billion would be destined for the Asia/Pacific region, and the
remainder to Africaand the Middle East.

B.  Thesubregional macroeconomic situation

The 18 months from mid-2001 to the end of 2002 was a period severe economic crisis within the
MERCOSUR region. While sources are interrelated of the shocks to which the region's two largest
countries were subjected, perhaps emanating from the common factor of exhaustion of voluntary credit to
their public sectors, it is egually true that the successive traumatic events had specific and distinct
consequences. This was hot — as it had been in earlier cases — the “contagion effect” spreading the crisis
from one country to the rest, but rather crises largely independent of one another, which inevitably
reinforced one another.

These projections have also been taken from World Economic Outlook, published by the IMF, Sept. 2002. Same source was
utilized for the evolution of commodities prices.



GROWTH IN PRODUCT
Rates of annual variation in GDP, in percentage terms

1990 1991-1995 1996 1997 1998 1999 2000 2001 2002 (1)
Argentina -1.9 5.7 55 8.1 3.9 -3.4 -0.8 -4.5 -11.6
Brazil -4.3 3.1 2.7 3.3 0.1 0.8 4.4 15 11
Paraguay 3.1 3.2 1.3 2.6 -0.4 0.5 -0.4 2.7 -2.6
Uruguay 0.3 3.9 6.0 5.0 4.5 -2.8 -1.4 -3.1 -8.6
MERCOSUR (2) -3.7 3.7 3.4 4.5 1.2 -0.4 2.9 0.0 -2.1

Notes: (1) IMF and in-house estimates
(2) The aggregate subregional product was obtained based on the respective GDPs in 1997 dollars.

Source: In-house, based on data from the Central Bank of Brazil, Central Bank of Paraguay, Central Bank of Uruguay, INDEC,
IMF, CEAL, and others

We may point to a common root of the recent critical macroeconomic trends in the two largest
MERCOSUR countries: increasing difficulties in obtaining external public sector credit, in particular, for
renewa of the reatively large stock of debt. This factor became particularly crucia in Argentina at the
beginning of the period indicated, to such an extent that it finally led the country, in early 2002, to default
on its debt instruments and, in part, on its debt held by international organizations in the final months of
that year, and also led to difficultiesin Brazil, although not as severe, ayear later.

The subregion’s two smaller economies clearly suffered from contagion effect. In both, the transmission
mechanisms were as much financial as real, athough they had different impact. Uruguay was the
economy most affected and, as a result of eventsin Argentina, suffered a major run on the banks, in view
of the traditional ties, both formal and informal, between the financia systems of the two countries.

Argentina: A chronology of the crisis

In the second week of July 2001, the Argentine government launched a program immediately to
eliminate the public deficit, thereby explicitly admitting that voluntary credit had been completely
exhausted. For three months, the sovereign risk of the Argentine debt — measured by the spread of the
respective EMBI+ — had been hovering around 1,000 basis points, although by mid-July, it was
creeping up towards 1500.

This marked macroeconomic deterioration which, as usual, was having an explosive effect on
financial markets, stemmed from a context characterized mainly by: three successive years of
economic decline; marked relative appreciation of the national currency with respect to those of the
country’ s largest trading partners, including Brazil; export stagnation; growing deflationary pressures; a
rise in the public debt of some 15% of GDP in four years, without any nomina devaluation; and a
deteriorated fiscal picture stemming from the expansionary interest burden and dwindling public
income owing to economic recession and price deflation.




In addition, the government taking office in late 1999 encountered serious difficulties in recovering
its political base in view of the virtual breakdown of the alliance that had brought it to power and of
declining support within its own party.

Although the aforementioned program to tailor public expenditure strictly to available funds® was
enacted and strengthened through an agreement with the IMF, which contributed approximately US$
6.3 hillion frescos, leading a package of some US$ 8.3 hillion, the program could not be
implemented, essentially because of plummeting revenues. This decline had been of the order of
7.5% in third quarter 2001, and of 24% in the fourth. The dramatic economic downturn impacted
collection, not only because of shrinking tax bases, but also owing to the declining propensity to pay
taxes stemming from the critical economic situation.”

In that context, a process of restructuring the public debt was undertaken by seeking, through
negotiations with the major creditors, to prevent afrank unilateral default. The first step to that end was
taken in the first half of November, when debt instruments held by banks and pension fund managers
were exchanged for debt certificates backed explicitly by tax revenues.

Meanwhile, growing lack of confidence in the stability of the macroeconomic regime as a whole and,
in particular, in public sector solvency, led to an acceleration of the gradua withdrawal of deposits
from the financial system, in view of its growing public debt exposure. In July 2001 alone, over US$
6 billion was withdrawn from banks, 7.5% of the existing stock at the end of June." Although the tide
waned in August, and was partially reversed in September (when total deposits increased by some
USS$ 1.7 billion), in the two months that followed, withdrawals again increased. Thus, at the end of
November 2001, financial system deposits had shrunk by some US$ 16.5 billion as compared with
12 months earlier, a drop of 20%.

In this critical situation, in early December, the government established an emergency plan to stop the
run on the banks and on foreign currency, consisting essentially of strict limitations on cash withdrawal s
from banks — set initially at 200 pesos per week per account, although then undergoing a long series of
amendments — supplemented by exchange and capital outflow controls. This meant, in practice, the end
of the convertibility regime that had been in place for the last 10% years. Initially, the emergency
program was to be in effect for 90 days, after which the status quo ante would be restored.

The aim of this new scheme was to ensure that the vast mgjority of transactions would be effected by
bank payments — checks or debit/credit cards — a change that encountered great resistance from the
population, not only because of its excessively hasty implementation for which, in fact, the payment
systems were not prepared, but also because it meant recording most commercia transactions in an
economic environment characterized by widespread tax evasion. The widespread unease in the middle
strata of society was the factor than finally undermined the government, whose fall came very quickly,
on December 20.

The impact on the real economy of the events of the second haf of 2001 outlined above, which
witnessed unusual fluidity of economic policy, particularly in trade and public finance, was
extremely negative. Gross product fell by 7.7% with respect to the preceding year. December’s
industrial production was nearly 18% below that of June (both seasonaly adjusted), while economic
activity asawholein the same period fell by 11%.




In those six months, wholesale prices fell by over 4% and retail prices by 1.6%. Imports declined
by one-third with respect to the second half of 2000. The private capital account showed net
outflows of US$ 12.7 hillion, while reserves fell by nearly US$ 6.8 billion, 30% of those existing
as of June 30, 2001. The unemployment rate, which had stood in October 2000 at 14.7%, one year
later had risen to 18.3%.°

The new government, which remain in office only a week, formally suspended public debt
payments. The formal end to convertibility would come a few days later, after another change of
government and a protracted period of bank closure. Initially, this second transitional government
would establish a dual exchange regime, soon to be replaced by a single flotation regime more in
keeping with the country’ s unstable monetary situation.

Despite exchange deregulation, exchange and capital outflow regulations were maintained and
strengthened to rein in demands for foreign currency.

The profound disturbances of every type generated by the combination of restrictions on access to
deposits and the "wedlth effect” of the devaluation made evident why ending the convertibility
regime had been left until it could no longer be avoided. It should be remembered that in late
November 2001, when financial system restrictions were imposed, nearly 70% of deposits and 66% of
bank loans were denominated in dollars. Thus, the sharp rise in the exchange rate then taking place -
in February reaching a 100% increase over the convertibility rate — greatly impacted the assets of a
multitude of economic players.

Evidently, while depositors demanded that the currency in which their placements had originally been
made be respected — placements which, moreover, they were unable to dispose of as the restrictions
were made permanent in December, lenders aleged that, under the new rules, they would in any
event be unable to meet their foreign currency-denominated obligations. In fact, it was clear that, |eft
to their fate, many banking entities were not in a position to meet their obligations to their depositors.

In such a situation, the government decided to take a proactive approach and order the
conversion to pesos of virtually all dollar deposits and bank loans, although in “asymmetrical”
fashion: while loans would be paid at a parity of one peso per dollar, deposits would be
converted at the rate of 1.4 pesos per dollar. Banks would be compensated for the difference in
the form of public debt instruments.

It was also established that payment of fixed term dollar deposits would be deferred according to an
extended timetable. Payment of the final deposits will be completed in September 2005, staggered by
amount deposited. In addition, an indexation coefficient was established for such deposits, one that in
fact followed consumer price trends, which was aso to be used to update bank loans, athough its
application in that connection was for the most part deferred and was then partialy replaced by another
index based on wage trends. For their part, restrictions on cash withdrawals remained in place, athough
over time they were gradualy lifted.’

These controversial decisions were, on the one hand, justified in view of a threat of the generd
collapse of borrowers and, behind them, banking institutions and depositors. On the other hand,
however, they signified massive government intervention in private agreements, thereby weakening
the security of the entire system of contracts underlying economic activity.




Thefirst distances traveled under this scheme were, frankly, tumultuous, not only owing to the public
controversy generated, but also to the notorious difficulties in controlling the value of the currency.
Although the shift to devaluation prices was relatively slight, especially as compared with initia
projections — wherein weighed heavily the memory of the 1980s of the dollar as the coordinator of
inflationary expectations -, the rise in the first months of 2002 had major impact on the purchasing
power of large sectors of the population, whose economic situation was already deteriorated owing to
the long recession that had begun in 1998.

Thus, achieving control over the exchange rate had become essential, although the conditions in which
that objective was to be achieved were adverse. There was an evident need to establish a monetary
“anchor,” athough this had to be done in the anomalous situation of a run on the banks suppressed
through restrictions on the availability of money. In theory, the escape valve had to be adjusted
precisely — the permitted cash withdrawals — thereby providing liquidity for productive and trade
activities, while preventing arun on the dollar.

If that task were not already in itself difficult enough, it proved impossible in view of the large
number of high value judicial orders for cash payment of deposits to savers, who sued the
government in connection with its provisons in this area. These who channels taken together —
outflows permitted under the regulations and the judicial “amparo” lawsuits — led to a sharp increase
in demand for bank liquidity, which was addressed through Central Bank discounts. Thus, the
monetary base rose from nearly 12 billion pesos at the close of 2001, to nearly 20.5 billion three
months later. Reserves in that first quarter of 2002 again declined, now by US$ 2.133 hillion, as &
result of capital outflows of nearly US$ 3.7 hillion.? The last working day of March, the 27", the
dollar was quoted at 3.0 pesos.

In second quarter 2002, the financial and exchange scenarios were very similar. Bank withdrawals
continued, hence, so too did monetary expansion, athough the Central Bank attempted to sterilize it by
issuing bonds (Lebac). At first, the scope of this step was very limited, but it gained in effectiveness
as the months went by." Pressure on the dollar was sustained until, in late June, it reached a quotation
of 4 pesos. In consequence, the rate of inflation also rose, peaking in April at 10% in the retail sector
and at 20% in the wholesale.

Since the first months of 2002, the Argentine government had been engaged in negotiations with the
International Monetary Fund for an agreement which, in the best scenario, would feed fresh funds into
Central Bank reserves and would enable the dollar to be stabilized and — behind it — prices. The minimum
obj ective was to prevent Argentina from also defaulting on payments to the international organi zations.

In the real sector, a change began to be noted. Although a recovery in production was not yet taking
shape, there were at least indications that, from April to May, a floor had been reached. The steep
real devaluation had had favorable impact on sectors exporting in recent months, which were the first
to show upturns in activity. However, domestic demand remained very depressed. For their part,
public accounts gradually began to be replenished — at least on current account — without taking into
account the stock effects of devaluation on the debt. This occurred essentially in two ways.

First, inflation increased the value of transactions and taxable assets. Secondly, through the
imposition of heavy taxes on imports ("withholdings'), with tariffs of up to 20% for primary
commodities (oil, grain, and oleaginous seeds), in addition to the impact on public accounts, an
attempt was made to mitigate to some extent the impact of the devaluation on domestic prices.
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As of the beginning of the third quarter, the genera picture began to stabilize, essentially owing to the
trend in deposits, which ceased to decline. Fund withdrawals based on judicid orders fell substantialy,
which enabled the money supply and, in consequence, capital flight, to be contained. This, together
with the large trade surplus, which hovered around US$ 4 hillion per quarter throughout the year,
assisted in halting the depreciation of the peso. For much of the second half of 2002, the dollar was
quoted at around 3.60 pesos and, at the end of the year, it began to fall from thislevel.

The price trend was clearly in line with exchange rate dynamics, even though adjustments were noted
that till reflected the impact of the devaluation in the first half of the year. Cumulative inflation from
June to September was 7% in the retail and 13% in the wholesale sector, well below the rates from
March to June, of 19% and 46%, respectively. Bank activity, which had been highly irregular in the
preceding months, began very gradually to normalize and, as of September, bank deposits began to
some extent to return.

In addition to the steadying of the dollar exchange rate, two other factors contributed to this dlight
improvement. First, economic authorities gave savers with rescheduled deposits the option of
exchanging them for public bonds denominated in dollars. Successve programs were also offered to
utilize these immobilized funds to purchase real estate and motor vehicles. Thus, the total amount of
these types of deposit declined significantly (by over 25%). The other factor that hel ped to overcome the
run on the banks — contained by the restrictions — was the establishment of a regime of accounts free of
restrictions on cash availability for new funds entering the banking system.

For its part, in the second half of the year, a dow increase in economic activity began to be noted,
although levels remained below those prior to the collapse in the second half of 2001. Industrial
production in last quarter 2002 rose by 5% with respect to the first quarter of that year, athough
remaining 11% below the levels of second quarter 2001." Apart from exporting sectors, the final months
of the year also showed momentum favorable to sectors targeting the domestic market, based on import
substitution emanating from the change in relative prices.

However, the general absence of credit and marked weakness of demand remained severe constraints
on possibilities for the growth of economic activity. It should aso be noted here that, although there
was growth in different sectors heavily directed towards external markets, and despite the improvement
in the red exchange rate, exports as a whole remained stagnant. At the end of 2002, the Argentine
economic picture was slowly normalizing from its situation of extreme upheaval at the beginning of the
year. In that connection, the restoration of exchange and price stability, the return of deposits, and some
increase in economic activity were the most encouraging signs. The agreement finaly reached with the
International Monetary Fund in January 2003 also created — despite its limited scope — some room for
optimism. Nonetheless, complex issues remained to be resolved. Developments in connection with
such issues are crucial for full regularization of the operation of the economic system as awhole.

Among the most pertinent remain those related to allocation of the costs emanating from the crisis,
both financial system costs, such as restructuring the public debt, and the treatment accorded large
private debts held abroad. Among other such issues are tariffs for utility services provided on a
private basis which, in view of the next context, imply a need completely to redesign the
corresponding regulatory structure and reformulate infrastructure policy as awhole.

From a more strategic perspective, also to be addressed is the development of a new fiscal regime in
keeping with a scenario where there may be no possibility of obtaining credit on international capital
markets and where the inevitable real appreciation of the peso may reduce the effectiveness (and,
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potentidly, the equity) of a structure heavily dependent on withholdings. Lastly, is the issue of
converting the current emergency monetary and exchange policy regime to one providing the
Argentine economy with some predictability of prices and the relative value of the Argentine
currency against those of the rest of the world.

& One of the elements with the most far-reaching repercussions was the 13% reduction in wages for a large percentage of

public employees and pensioners.

The high interest rates were also an incentive to tax evasion, as credit thus obtained was considerably less expensive than
that available from the formal lending circuits. Paradoxically, it was the fiscal shortfalls themselves that were mainly
responsible for the rise in the cost of credit, this stemming mainly from increasing public sector pressure on bank lending
capacity.

¢ The operation sparked a dispute with different international risk assessors who, thereafter, placed Argentine debt

instruments in the “selective default” category, as it was considered that the exchange had not been strictly voluntary, as it did
not offer creditors who accepted them any improvement in terms (rate, term, nominal capital, or discount on bonds
surrendered). The Argentina government, for its part, claimed that the improvement in terms of the new asset lay in their
higher quality, as they were backed by tax revenues.

Approximately half the deposits withdrawn were denominated in pesos although, as the convertibility regime remained in
force, the effect on the money supply and bank liquidity was virtually identical to that on the outflows of dollar placements.

Unemployment would reach 21.5% in May 2002.

" Deferral of payment of fixed term deposits split the bank problem into two. On one hand, the restrictions remained on cash

withdrawals from current accounts and savings banks (typically utilized for transactions), which it was more urgent to bring to
an end to restore the most immediate payment capacity of economic agents. On the other were the fixed term dollar deposits
themselves (more identifiable with hoarding), which were the primary candidates for capital flight. In economic and financial
slang, the first segment was dubbed corralito, while rescheduled fixed term deposits were called corralén. The distinction was
based not so much on their relative sizes, but rather on the degree of restriction — suggesting the image of the corral — to
which they were subject.

9 This includes US$ 146 million in capital outflows, entered as “errors and omissions.”

h  The first tenders - for periods under two weeks, at very high rates - were issued in March. In that month, paper for a total
of 394 million pesos and US$ 77 million was issued. In August, paper began to be placed at 28 days and the monthly record
was reached of 3.47 billion pesos and US$ 427 million, although rates remained similar to initial rates. In the following months,
the amounts absorbed contracted (in December, 1.46 billion pesos and US$ 244 million), although terms were extended by up
to 270 days and rates substantially reduced.

' Fourth quarter figures are preliminary. Variations refer to levels not seasonally adjusted.

With these critical episodes at the core of the tumultuous macroeconomic events, the last two years have
been decidedly unfavorable for the MERCOSUR subregion. Even using preliminary figures, 2002 appears
to have been the worst since the conclusion of the Treaty of Asuncién, with an over 2 point-fall in
combined product after ayear of aggregate stagnation. In the 2002 trend, the Argentine peso was decisive,
with steep declinesinitsvalue.

For its economy, the decline, which would reach 11.6%, was among the largest in the entire history of
Argentina as an organized state, only comparable to that of 1914, at the start of World War |. For Brazil,
the decline in the currency had less economic impact, and led only to a deceleration in growth. However, as
its economy is of continental proportions, and its population growth has been substantial, recent trends
have been barely sufficient to maintain real product per inhabitant at constant levels, a less than
satisfactory performance.

A review of the real rates of variation in product in the subregion’s four countries can provide an idea of
the extent and depth of the crisis suffered by each.

12



Argentina s virtual “collapse," with a cumulative contraction in GDP of 15.5% in two years and of 19.0%
in four, faling to levels lower than that of nine years earlier, was the result of the combination of a
breakdown of the monetary regime that had been in effect for 10 years (convertibility), the default on the
public debt instruments, restriction on access to deposits throughout the financial system, a profound and
disorderly change to the contract system (“pesification”), and a profound palitical crisis, whose most
evident manifestations were the early departure of the government that had taken office in December
1999, the failed attempt at a rapid transition, anticipated to be three months, and the subsequent
inauguration of a second provisional government, whose term is - expected - to end on May 25, 2003.

The somewhat less complex outcome in Uruguay also stems from a profound crisis, albeit with three
mitigating elements. First, the height of the crisis occurred six to eight months after the crisis in
Argentina, so that much of the year was somewhat more positive. Secondly, Uruguay started from a
relatively better position: it enjoyed an Investment Grade rating and had already adjusted somewhat the
parity of its currency; and, lastly, it should be noted that the crisis itself did not last as long as in
Argentina. In Uruguay, too, the exchange regime in force was altered, moving from sliding bands to
dirty flotation, but the existing regime was less rigid than that in Argentina, even in terms of its
implications for monetary policy.

This change also led to a steep depreciation of the nationa currency, of relatively less impact than the
depreciation in Argentina. Uruguay also suffered a traumatic run on the banks, with cases of forced
deferral of the return of deposits, but this episode was resolved in a considerably more orderly fashion,
perhaps profiting from experience on the other side of the River Plate, which sought to isolate entities in
difficulty from the crisis, and not alow the run to become a general run on the system.” The economic
turbulence even had considerably less disruptive impact on politics, with the collapse of the governing
aliance, than in Argentina, where, along with the complete change of government, there were
confrontations among the three branches of government.

Finally, two important e ements of the Argentine crisis were not present in the Uruguayan. These were the
default on public debt instruments and the state intervention in the currency in which contracts were
denominated. In addition, a stabilizing element enjoyed by Uruguay was the support of the international
lending institutions.

Brazil and Paraguay are the two economies showing “normal” variations in their gross product, although
these were not satisfactory in either case. In fact, neither of them had to undergo the extreme
circumstances of virtual collapse of the economy described in the paragraphs above. In the Paraguayan
case, the sources of its steep contraction, of 2.6%, the largest in nearly 20 years, were both domestic and
externa. One was the delicate subregiona context, which had impact on both the weak activity in its
neighboring countries and on the relative appreciation of the guarani, by 78% against the Argentine peso
and by 8%° against Uruguayan peso.

Two factors negatively impacted domestic primary production. A major drought affected in particular
cotton and corn production, while, towards the end of the year, livestock suffered an outbreak of hoof-and-
mouth disease. It should be noted that agricultural added value accounts for 22% of the Paraguayan
product. A third, mixed, factor undermining production was the financial sector difficulty, stemming in

" To be noted in that connection was the fact that in resolving the banking sector difficulties in Uruguay, credit was made available by

the International Monetary Fund, an organization with which that country always maintained an agreement in force, and by the United
States, which provided liquidity for the system to reopen its doors after the periods of bank closure of early August.

8 Between average annual levels of 2001 and 2002, with 11-month data for the latter, according to own estimated based on
figures from the database of the Instituto de Pesquisa Econémica Aplicada ( IPEAData).
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part from the problems related to the Argentine crisis and in part from the deterioration in assets in view of
the severe domestic recession.

Lastly, Brazil was the subregion’s only country whaose 2002 annual average product increased — estimated
at amarginal 1.0%, although, as was the case in four of the last five years, the country continued to find it
extremely difficult to direct its productive apparatus towards the path of sustained growth. Although the
country did not undergo episodes of collapse of the functioning of its basic macroeconomic regime, in the
latter half of 2002, it was subject to strong pressure on international capital markets, with severe problems
in obtaining sufficient external credit.

Such pressure was even more acute than that experienced in the second half of 1998 in the months
leading up to the devaluation of January 1999, and stemmed from a combination of political
uncertainty regarding the advances in the polls — eventually confirmed at the ballot — of a candidate
allegedly of populist hue in the view of international financial analysts, and significant amounts of
public debt reaching maturity in the near future.

Brazil: fears concerning the debt and the change of gover nment

At the end of July 2002, the EMBI+ spread indicator, reflecting Brazil’s sovereign risk in connection
with its federal debt, broke the psychological barrier of 2000 basis points, where it would remain for
the next five weeks. This financial market event marked the height of the loss of confidence, coming
in conjunction with a committed schedule of mature public debt, the sustained advanced of the
Partido Trabalhista candidate in the polls, and fallout from the Argentine economic catastrophe.
From aless circumstantial perspective, financial markets appeared to react vis-a-vis an economy with
current account deficits consistently above 4% of the country’s product, even in years of modest
growth, and whose public debt had risen by over 20 percentage points of GDP since 1997, in the
direction opposite to certain more reticent and selective international financial markets.

Based on the fiscal and external sector issues, the move by the large international creditors towards
less exposure in Brazil shook the entire macroeconomic regime in place since the abandonment in
January 1999 of the fixed rate of exchange. One measure of the shock that the Brazilian economy had
to face is the US$ 7 billion capital and financial account deficit generated from July to November,®
even after the IMF disbursement of some US$ 8.5 billion in June.

The result of this move was a nearly 30% depreciation of the real against the dollar in three months’
and, in consequence, arisein inflation. Initialy, the reaction of monetary authorities was to interpret the
phenomenon as purely speculative and temporary, and therefore to try to offset the devaluation's
recessionary effect by means of interest rate reductions.

Subseguently, the price rises and monetary expansion generated by the difficulties encountered in
renewing the internal debt, which were paid for by issuing money, obliged the authorities to revise
their views.
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In fact, from April to September, base money expanded by 30%, twice the rate of the 12 preceding
months, stabilizing in the months that followed. Inflation, for its part, could not be stabilized,
impacting in particular the wholesale sector. While, for example, the average monthly Broad
Consumer Price Index (IPCA) from the first to the second half of the year rose from 0.5% to 1.4%, the
Wholesale Domestic Availability Index (IPA-DI) rose from 0.7% to 4.7%.

In any event, possibly what led the Central Bank to alter its strategy was the notion that expanding
base money was creating additional pressure on the exchange rate and that successive depreciations
of the real would ultimately undermine bond market expectations still further, as much Brazilian
public debt is currently tied to the exchange rate. This link between exchange rate levels and
expectations for Brazilian state solvency set up a dangerous vicious circle, as the decline in
confidence led to capital outflows and new depreciation pressures on the real.

In any event, the monetary “handshake” produced results as, athough the rate of inflation could not
be reduced, it was possible to stabilize the exchange rate and lower the level of sovereign risk which,
from mid-October to mid-January 2003, when this report was closed, had fallen by over 1000 basis
points and was hovering around the 1200 level. In addition, in November, the government succeeded
in renewing all mature domestic public debt.

One element contributing to controlling the situation was a certain “honeymaoon” on the political
scene, as guestions began to be answered regarding policies that might be altered by the potential
Partido Trabalhista government for the 2003-2006 term.

Another factor contributing to reducing the spike in speculative pressure was the evident economic
improvement beginning in the latter half of the year. Although the 2002 average was slightly higher
than that of 2001, production trends in the two years were downward. While in 2001, trends declined,
they were reversed in the following year. In the case of industry, for example, November 2002 activity
was 6% higher than that of December 2001.

The reversal may in part be explained by exports, which had considerable momentum in the latter
half of the year. In this context, it was possible to control public accounts and improve the balance of
payments position while noting that, although imbalances persisted, Brazil was able to return to the
path of fiscal and external solvency.

At the end of 2002, the panorama was somewhat calmer, even reflecting some optimism based on the
inauguration of the new government and the appearance of encouraging signs, such as rising
international prices, improved competitiveness of the Brazilian economy itself, taking shape in the
trend in the trade balance, and some progress in the area of taxation, which was easing pressures on
the complex fiscal front.

Nonetheless, the issue of the heavy public debt remains, with its concentration of maturities at a time
hardly propitious to attract the financial markets of the developed countries, along with other issues
of an essentially fiscal nature, such as reform of the public employee socia security system. Finaly,
the last question regarding Brazil’s macroeconomic trends involves the capacity of its new
government to manage a complex situation in the context of a certain anxiety to expand appreciably
its electoral base.
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#  Most recent data available.

Equivalent to a 40% rise in the exchange rate.

C

The year 2002 began with the Monetary Policy Committee (COPOM) setting the reference rate at a target of 19% per
year. At a meeting in late February, and again at a meeting in late March, COPOM reduced the rate by 0.25%. On July 17 —
during the crisis — it was again reduced, to 18%. This target was maintained in the August 21 decision, which emphasized the
expansionary intent in the economic context, thus establishing and a downward trend, which would create the possibility of a
further reduction, although this did not in the end take place. In a special meeting of October 14, COPOM revised its position,
with a resounding three percentage point rise, reinforced by subsequent rises in November (to 22%), December (to 25%) and,
in January 2003, at the close of this report, the reference rate stood at 25.5%, the highest since May 1999. Although it began
to play a central part on the Brazilian macroeconomic scene in 1999 with the establishment of the inflation-targeting scheme,
COPOM has met once each month, around the 20", since mid-1996, under the chairmanship of the head of the Central Bank.
The meeting of October 14 was the third special meeting in its history, the first two being those of October 1997 and
September 1998.

dVariation between levels not seasonally adjusted, based on data from the Boletin Estadistico of the Central Bank of Brazil.

The move inevitably had repercussions for Brazilian exchange rates, whose depreciation had impacted the
real sector through both a steep risein inflation and the rise in the cost of credit. This was accompanied by
other factors negatively impacting economic activity. One was the lack of momentum in the devel oped
countries — the NAFTA area, the European Union, Japan, China, and Korea together account for nearly
60% of Brazilian externa sales, which led to downward trendsin export prices.

The last economic factor that may be mentioned is the extremely steep drop in demand from Argentina
which, until 2001, had been Brazil’s second largest trading partner. Its imports fell by nearly 60%, very
much in line with the trend in that country’ s total exports.

In any event, to review the complete macroeconomic pictures, in the period from late 2001 to the end of the
following year, a series of common patterns may clearly be distinguished. First to be noted in the four
MERCOSUR member countries was a significant decline in capital inflows. While the four aggregate
capital and financial accounts in 2000 showed a positive balance of US$ 35.5 billion, 2002 closed nearly
USS$ 7.4 billion “in the red.” This despite the fact that in 2000, there were net returns to the International
Monetary Fund and other ingtitutions that had provided exceptiond credit of over US$ 9 hillion,® while in
2002, this flow generated a net income of somewhat over US$ 14 hillion.*® As for 2001, the aggregate
account balance deteriorated by some US$ 27 billion.**

°  The excellent performance of the Brazilian economy at that time enabled the country to return much of the exceptional aid

package it had received the preceding year after the devaluation of the real.

10 Al figures given in this passage were taken from ECLAC's Balance preliminar de las economias de América Latina y el Caribe,

2002. Those for 2002 are preliminary.

M it fell from a positive balance of US$ 19.8 billion to a negative balance of US$ 7.4 billion. This includes flows owing to IMF credits

and others of an exceptional nature. If these are not taken into account, it would have deteriorated somewhat less, by some US$
25.2 billion.
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BRAZIL'S SOVEREIGN RISK
Spread of EMBI+ Brazil in basis points
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One of the most important consequences of this balance of payments pressure was the steep nominal and
real depreciation of the subregion’s four currencies. In fact, as mentioned above, two of the areas’ four

countries (Argentina and Uruguay) witnessed the collapse of their exchange regimes in the context of
capitd outflow pressure.

Clearly, the most spectacular case was Argentina which, after the official abandonment of
convertibility in early 2002 and a failed attempt to establish a dual exchange rate regime, suffered a
six-month rush in which its nominal exchange rate rose by up to some 300% although, at the end of
the year, it was 249%, with a downward trend. From December 2001 to December 2002, the dollar
increased by 54% against the Brazilian real, although the steepest increase occurred in the third
quarter of the year. Uruguay abandoned its sliding band scheme in July and showed an exchange rate

increase between extremes of approximately 95%. The slightest increase was seen in Paraguay, where
the dollar rose by some 43% against its currency.*

12 Measured in terms of the respective local currencies, movements from December 2001 to December 2002 signified declining

values — depreciations — of approximately 71% for the Argentine peso, 35% for the real, 30% for the guarani, and 48% for the
Uruguayan peso.
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These movements implied rises in inflation in the four countries, aong with upward adjustments in
relative prices of transactable goods. In each of the subregion’s economies, both wholesale and consumer
prices rose at a faster pace.”> While the consumer price range throughout the year was 41% in Argentina
and 12% in Brazil, the range for wholesale prices was 118% in Argentina and 33% in Paraguay.

Despite the width of the ranges, the origin of price movements in devaluation may be clearly seen from
the fact that in the four MERCOSUR countries, the scale of inflation for wholesale prices was from two
and a half to three times greater than that for retail prices.* In general terms, these inflationary rises
stemming from the impact of depreciation of the national currency rather than from endogenous dynamics
emanating from the issuing of money or demand pressures.

Thus, the reference period may be characterized as one of readjustment of price levels to the new parities,
as distinct from the historic inflationary episodes. In any event, the “imponderable”’ in this connection
arises in Brazil, where the link between devaluation and the weight of public debt service is threatening
the separation of the fiscal picture from monetary policy, which in the end might "endogenize" the money
supply, thereby threatening price stability.

13 nthe Argentine case, the upward movement generated by devaluation of the peso followed a year of wholesale price deflation

and three consecutive years of decline in consumer prices.

14" The wholesale inflation/retail inflation ratio was 2.9 in Argentina, 2.8 in Brazil, 2.6 in Uruguay, and 2.4 in Paraguay.
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Paraguay: the domestic elements of recession

In 2002, the Paraguayan economy underwent its third economic decline in five years. In this case, the
decline in the GDP would hover around 2.6%,* greatly surpassing the scale of the declines of 1998 and
2000, both of 0.4%. Although the severity of the recession may largely be explained by the severity
of the subregional crisis in view of the numerous links with Paraguay’s partners and neighbors,
especialy the River Plate countries, certain domestic factors also played a part. Along with the
decline in externa demand, not only for goods but also, for example, the decline in Argentine
tourism revenue, and declining internal demand, the recession also stemmed from supply factors and
factors of an institutional nature.

First was the impact of adverse climatic conditions, which led to a steep decline in the production of
different key Paraguayan agricultural goods. A drought in early 2002, followed by excessive rainfall,
resulted in much smaller yields and area harvested. The best-known case was cotton, whose yields
were half the average for the last six seasons.

Nature also took its toll on corn and soybean yields. The first declined by 8% with respect to the
preceding year because of the much smaller area harvested, while the latter declined by 6%
stemming from the decline in per hectare yields. At the end of the year, there was a fresh
outbreak of hoof-and-mouth disease, which led to trade disputes with neighboring countries and
adrop in cold storage activity.

Parliament’ s decision to postpone privatization indefinitely, together with the legisative failure of the
tax and banking reform law, were the reasons why Paraguay was unable to conclude a standby
agreement with the IMF, which would have provided it with disbursements of some US$ 200 million.
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This too may be considered a recessionary factor as it acted, as a disincentive to private investment,
in that an agreement with the international organization would have improved macroeconomic
stability, and in that it had negative impact on public finance.

The third element that may be cited among domestic factors leading to the Paraguayan recession of
2002, in addition to the external, was the Central Bank’s decision to prevent major fluctuations in the
value of the guarani. Although depreciation pressures, generated initially by the controversy
surrounding COPACO and, later, by the situation in Brazil, were unsustainable and the nominal
exchange rate rose by over 50% during the year, for much of it, monetary authorities sought to
support the value of the local currency. The guarani in fact appreciated, in both nominal and real
terms, against the Argentine and the Uruguayan pesos.

In an attempt to control the run on the currency and inflation, strict monetary policy was
maintained, through which the inter-annual growth in base money was maintained at below 5%
until October, rising to 9% in November. The two policy decisions accorded higher priority to
the objective of monetary stability (exchange and inflation) than to mitigating its recessionary
effects on economic activity.

Thus, along with the difficult subregional context Paraguay had to face in 2002, the combination of
domestic factors ranging from natural disasters, to political difficulties emanating from the proximity
of presidential elections, to monetary policy decisions, finally resulted in the most severe recession in
the recent history of the Paraguayan economy.

According to unofficial preliminary estimates.

As noted above, despite price rises in the subregion’s four countries, these did not sustain their respective
nomina exchange rates, which led to ageneral reduction in prices of the subregion’s productsin dollar terms
or, put in more orthodox fashion, there was a general rise in the real rate of exchange in the subregion.
Accordingly, in 2002, Argentina joined the trend towards real devaluation that had begun in 1998 with
Paraguay, and continued the following year in Brazil.

Evidently, the way in which the Argentine peso plummeted after the collapse of convertibility — along with
the relatively good inflationary behavior, with a lower pass-through than in anyone’s expectation — led to
Argentina’s recent recovery of much of its “lost ground” in terms of competitiveness. Thus, the Argentine
peso was not only the MERCOSUR currency most depreciated in real terms in 2002 with respect to 2001,
but it was so, even taking account of the period since 1998.
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REAL RATES OF EXCHANGE BETWEEN MERCOSUR COUNTRIES

Variation in real exchange rate* in the currency of country A
With respect to that of country B, in percentage terms

2002/2001
Country B
Argentina Brazil Paraguay  Uruguay
< Argentina 113.4 78.5 81.6
2 Brazil -53.1 -9.4 -15.9
% Paraguay -44.0 10.4 -6.6
O Uruguay -44.9 19.0 7.6
2002/1998
Country B
Argentina Brazil Paraguay  Uruguay
< Argentina 33.6 53.7 70.5
2 Brazil -25.2 24.8 26.7
% Paraguay -34.9 -19.9 2.2
©  Uruguay 41.3 21.1 -1.4

Note: * Variations between annual averages. Deflated by CPI.

Source: In-house, based on INDEC, Central Bank of the Argentina Republic,
and Ipeadata data.

When it has been explained that MERCOSUR' s recent past has been characterized by major capital outflows
and the resulting depreciation of the different rates of exchange, in both nomina and red terms, it is
unsurprising that the final element of the externa picture is a steep trend towards current account surplus
adong with a decline in internationa reserves. For the first time since the late 1980s, the aggregate
MERCOSUR area current account was positive (by some US$ 700 million),”> even when its largest
economy showed a deficit of some US$ 8.6 hillion, which was more than offset by the impressive
Argentine surplus.

This result contrasts not only with the 1998 figure, a deficit balance of nearly US$ 50 billion, but aso
shows a strong reversal of trends as recent as 2001, when the deficit balance was some US$ 28 billion.

In any event, this aggregate current account result did not manage to cover capital outflows, so that total
international reserve assets in 2002 showed net declines of US$ 6.7 billion, in addition to losses of US$
8.5 hillion the preceding year.

With respect to 2002 current account trends, although there was strong movement towards surplus in all
countries of the region, here an important distinction must be drawn, to be discussed in greater detail in

the following section, in particular between the two largest MERCOSUR economies. Throughout the year,
both Argentina and Brazil showed strong positive trade balances, resulting from a combination of factors,

5 Figures taken from ECLAC's preliminary balance sheet for the economies of Latin American and the Caribbean, 2002.
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among them, the abovementioned real depreciation of their currencies. However, the difference lies in
export behavior as, while in Brazil, there was a short term reaction in response to relative price movements
stemming from the fall in the real,*® Argentine externa sales showed an inter-annual decline of some 6% in
the first 10 months of 2002.

Degspite the critical situation, the public sectors generally succeeded in maintaining acceptable fisca results.
To some extent, this was possible through a combination of arise in inflation in a recessonary context, as
rising prices helped to offset the impact of the recession (or deceleration) on income, while the low level of
economic activity, with rising unemployment, helped to contain, at least in part, upward pressures on
expenditure. In any event, both Argentinaand Brazil resorted to increasing the tax burden.

In Argentina, this burden took the form of steep increases in export taxes which, although generalized,
were imposed mainly on primary products, while in Brazil, this was in the form of improvements in
collection mechanisms and new pension fund and fuel levies. Clearly, Argentinawould not have seen such
relatively good fiscal account results throughout 2002 had public debt service not been suspended.*’

Uruguay: Thebank run unleashesthecrisis

On Tuesday, July 30, 2002, the Uruguayan monetary authorities closed the banks for four days. A
month earlier, they had abandoned the dliding exchange rate regime that had been in place for many
years, and replaced it with afloating exchange rate regime. Almost immediately, the price of the dollar
in Uruguayan pesos rose by 30%, and continued to rise in the following months, to reach
approximately 50%. These episodes culminated in amajor run on the banks and foreign exchange, one
that had begun in early 2002 as a spin-off to a similar crisis in Argentina in the latter half of 2001,
which had led to a massive freeze on deposits and abandonment of the convertibility regime.

Deposits flowed out of banks on a truly enormous scale. In the six months prior to the bank closure,
42% of bank foreign currency deposits and 12% of local currency deposits were withdrawn from the
system.? Of the latter, the proportion held by non-residents, mainly Argentinians, shrank by 60% of
stocks as of January 31. In six months, total Uruguayan financial system deposits fell from US$ 15
billion to US$ 8.6 hillion.”

This trend had a correlate effect on the balance of payments, which showed net private sector
capital outflows of US$ 2.9 billion — one fourth of the 2002 Uruguayan GDP — in the first half of
the year alone, whereas throughout 2001, they had amounted to only US$ 200 million.° A
virtually neutral current account balance and assistance in the form of international organization
credits to the government succeeded in limiting the drop in reserves to US$1.6 billion, somewhat
over half the existing reserves as of end 2001. At this point, the exchange rate was freed,
although there is evidence that this was more than strictly a stop loss attempt. From June 30 to
August 15, the height of the crisis, reserves would fall by another US$ 900 million, to a critical
level of some US$ 550 million.

% From July to November 2002, Brazilian exports exceeded by 21% those of the same period in 2001. The four months prior to

July 2002, the Brazilian real exchange rate had risen by 24% against the U.S. dollar.

Y on 2002, the Argentine state stopped making both principal and interest payments on its bond debts and guaranteed loans. Only

interest is mentioned here as, among debt service payments, only interest is included in the fiscal deficit. According to official data as
of June 30, 2002, the amount in arrears was US$ 7.463 billion, of which US$ 5.236 billion corresponded to principal and US$ 2.227
billion to interest. The latter figure, representing only six months arrears, as the default had begun in January 2002, was equivalent to
2.2% of the product, while for 2002 as a whole, the deficit represented 1.8% of total GDP.
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BANK DEPOSITS IN URUGUAY
END OF MONTH BALANCES
In billions of Uruguayan pesos and US$ billion
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This stemmed from the fact that the bank run continued, in particular, the run on dollar deposits, so that
there was sustained demand for reserves. All the more so when, after six months of an outflow of
deposits on the scale indicated above, the individual response capacity of many banks was virtually
exhausted. It was at this point that the currency exchange “holiday” was imposed, with the financid
assistance of multilateral organizations and the U.S. Treasury, and a program was implemented
essentialy designed to restore liquidity to the system, although longer term objectives were established
for its reorganization.

The program was based on three premises. One was to preserve the payment chain by providing full
backing for transaction deposits (in current accounts and savings banks) throughout the financial
system, including for the banks in difficulty: the state banks Banco de la Republica Oriental del
Uruguay (BROU) and Banco Hipotecario del Uruguay (BHU), and four private banks. A second
was generaly to restructure the state banks, to include deferral of payment of its dollar term deposits.
The last was to address the problem of suspended banks that would not remain in operation when the
System reopened.

Specificaly, the two cornerstones of government action were obtaining assistance package of US$ 1.5
billion to provide liquidity for all entities; and congressional enactment, on August 4, one day after the
banks reopened, of a law that established the Bank System Stability Fund (BSSF). In addition to
alocating fresh funds from the organizations, which were immediately available thanks to a U.S.
Treasury bridging loan to the new Fund, the said law provided for deferred payment of term dollar
deposits’ by state banks in difficulty. Thus, the external credit was utilized mainly to back transaction
deposits in the two dtate and four private banks in difficulty — which remained suspended — and to
reestablish confidence in the banking system as awhole.
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In the short term, the objective of halting the bank run and restoring confidence was attained, as
deposits stabilized in September and, in the months that followed, began to flow back on a small
scale.” In last quarter 2002, marked stability was noted in the exchange rate, at levels even somewhat
below the peaks of September 2002. Among specifically banking-related questions, one raised by the
events discussed above involves the future of the suspended banking entities, for which alternatives
are being studied, such recapitalization by shareholders and/or creditors (even depositors), stock
package sales, mergers, or, possibly, liquidation.

From a broader perspective, whether the solvency of the Uruguayan financial system is consolidated
will depend on a series of factors, among them redefinition of its ties with capital flows from and to
Argentina, the traditional source of Uruguayan credit, reestablishment of a predictable exchange
regime, genuine progress with committed reforms to international organizations in respect of
reorganization of the public banking sector and, essentially, restoration of the activity of an economy
that, if it remainsin recession in 2003, will have been decelerating for five full years.

& As of January 31, 2002, the dollar sector accounted for 91% of all financial system deposits.

® " These two amounts include deposits in Uruguayan pesos converted at the respective dollar quotations as of January 31

and July 31. It must thus be noted that the difference of these US$ 6.4 billion, about US$ 0.5 billion does not correspond to
outflows from the system, but rather to the effect of the depreciation of the peso between those dates.

The figures given here, such as private sector capital flows, include “errors and omissions,” which normally includes
unrecorded capital movements.

4 Some days after the currency exchange “holiday”, the Central Bank suspended the activities of the Banco de Montevideo
because of solvency problems and suspected fraudulent practices. With the establishment of the “holiday,” the activities of the
Banco La Caja Obrera, Banco Comercial, and the Banco de Crédito were also suspended.

¢ For those deposits, a higher than market rate was also established, while securitization of those deposits was

implemented through negotiable certificates of deposit, which may be used to amortize loans with the state banks themselves,
thereby generating a secondary markets for this type of instrument.

" From September to November, the last month for which official information was available, growth of 5.6% in peso deposits

and of 3.1% in those denominated in foreign currency was noted.

Thus, although at this point, relatively good public finance results were in fact observed in all countries of
the subregion, the public debt burden increased dramatically, as much of it is denominated in dollars or, as
in the case of Brazil, there are clauses for adjustment in line with the U.S. dollar rate. Although the dollar
value of the public debt fell in the four countries owing to the proportion denominated in local currency,
the debt burden with respect to the aggregate MERCOSUR product increased over the last two years by
some 7.5 points of GDP per year, rising from 35% to 50% from 2000 to 2002.

As for world economic prospects, those for the MERCOSUR subregion are not particularly optimistic,
although if there are no unpleasant surprises, it is very likely that there will be a return to the path of
(very modest) growth. In the second half of 2002, in both Brazil and Argentina, the trend of the different
economic variables (including product) was in fact upward.

In that connection, enhanced competitiveness since the depreciations of 2002 and recovering external
demand would be having a positive impact. One sign of recovery includes primary commodity prices,"

811 its World Economic Outlook of September 2002, IMF project a rise of nearly 6% in 2003 for primary inputs, excluding fuel.
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which weigh heavily among the area’ s exports. For the two MERCOSUR countries that underwent major
shocks to their financial systems (Argentina and Uruguay), a certain normalization thereof would also
contribute to the rise in activity, first noted in the final months of 2002, with a restoration of confidence in
the bank entities evidenced by areturn of deposits.

However, to complete the picture of subregional growth, factors of uncertainty are playing no less
important a part. First, the political scenariosin MERCOSUR’ s two largest partners, although markedly
different, leave questions unanswered regarding the economic policy paths they will take. In addition,
athough in both the rea sector and the world context, steps are being taken to foster recovery in the
partner economies, everything would indicate that the international financial market will remain rather
unpropitious in the short and medium-terms, at least for this subregion.

In such a framework, and in keeping with private projections, the subregion as a whole in 2003 would
show growth in product of some 1.6%, with the novel characterigtic, in contrast to the recent past, of less
dispersion in the performances of the four MERCOSUR member countries.

Thetrend in foreign direct investment within MERCOSUR

Highly uncertain economic conditions and the close of the high intensity phase of privatization
implemented in the subregion in the 1990s, first in Argentina and then in Brazil, led to another major
decline in foreign direct investment in 2002. Thus, the amount of FDI hovered around US$ 15.1
billion in that year, slightly over half of the US$ 28.7 billion in 2001.*

NET FOREIGN DIRECT INVESTMENT *

IN US$ BILLION
1999 2000 2001 2002
Argentina** 22,633 10,654 3,304 1,500
Brazil 26,888 30,498 24,894 13,402
Paraguay 89 74 152 74
Uruguay 238 274 319 168
ToTAL 49,848 41,500 28,669 15,144

Notes: (*) Corresponds to direct investment in the declaring economy, after deducting direct
investment of residents of that economy abroad. Includes reinvestment of profits.

(**) The 1999 column includes the value of the REPSOL investment in YPF. Part of that
investment corresponds to purchases of shares from non-residents, which were counted as
portfolio investments.

Source: ECLAC

In fact, the only country that sustained a pertinent amount of foreign direct investment was
Brazil, which accounted for nearly nine in ten dollars reaching MERCOSUR under that item. In
that country’s capital and financial accounts, this item was the only one in positive territory, if
the exceptional credit granted by the IMF and international organizations is excluded. In fact, the
net amount of foreign direct investment entering Brazil was the lowest since 1996, when the
privatization process was in full swing.

For its part, Argentina's recession was not as deep, as trends in investment flows had aready
declined markedly since 1999 after the major global purchase operation for the country’s main oil
company. The amount entering in 2002, one fifteenth of that three years earlier, can be attributed
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solely to the continuation of certain projects begun earlier. Although, in that year, the steep devaluation
left the value of much of Argentina' s productive assets and costs at, by international standards, very
low levels, thereby creating a business opportunity for foreign entrepreneurs, the fact that decisions
were not taken regarding certain key aspects of the macroeconomic picture, as well as the depressed
domestic market, meant that, in the best of cases, it wastoo early to undertake purchase operations or to
establish new firms.

For Paraguay, along with the subregion’s already very delicate emerging conditions was the prolonged
delay, ending in suspension, of the privatization of the state telephone company which, moreover, had
been committed in the International Monetary Fund’ s assistance program to that country.

Thus, 2002 was a year of very adverse conditions for the emergence of productive undertakings,
whether of foreign or domestic origin. An improving macroeconomic scene might begin to improve
this picture, especially after the steep change in relative prices that occurred throughout the area.

&  The data herein are taken from ECLAC’s 2002 preliminary balance sheet for the Latin American and Caribbean

economies.

C. Trendsinforeign tradewithin MERCOSUR

The trend in trade flows within the MERCOSUR subregion reflected the stagnation therein. In 2002, the
oscillating trend that had begun in 1999, intensified after the upward trend ended in 1998 that had
persisted until then in the 1990s. Perhaps the most notable characteristic of subregional trade in 2002 was
the steep decline in intrasubregional trade, which fell by over a third with respect to that of 2001," thus
completing what was a truly adverse cycle in the trade in goods within the integrated economic area: in
2002, it was only 55% of its 2000 value.

Extrasubregional trade also contracted, although at a much lower rate, nearly 10%, driven by the fall in
imports, which greatly exceeded the rise in exports. Since the establishment of MERCOSUR, this was the
third time that trade in goods with the rest of the world had declined for the entire year.

In 2002, trade among member countries declined in relative importance, something that had aready
occurred in 1999 and 2001. In the three cases, this took place in the context of declining activity and the
genera rise in real exchange rates. In 2002, the gap between the variations in intrasubregional and
extrasubregional trade was the largest (-10% and -36%, respectively), which may have stemmed from the
more severe recession and the real depreciations in the four economies of the subregion, whereas in the two
aforementioned years, this had only occurred in Brazil, with its great weight and, evidently, Paraguay.

19 At the close of this report, complete data were available for the first 10 months of 2002. The comment on the trend in that year is

based thereon, and on comparisons with the same period in 2001.
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TRADE WITHIN MERCOSUR
In US$ millions

Annual totals January — October
2000 2001 Var. as % 2001 2002 Var. as %
Total exports 84,590 87,881 3.9 74,536 73,445 -1.5
- Intrasubregional 17,722 15,171 -14.4 13,215 8,418 -36.3
- Extrasubregional 66,868 72,709 8.7 61,321 65,028 6.0
Total imports 86,580 80,944 -6.5 70,183 50,139 -28.6
- Intrasubregional 17,604 15,380 -12.6 13,362 8,539 -36.1
- Extrasubregional 68,976 65,564 -4.9 56,821 41,600 -26.8
Total extrasubregional trade 135,844 138,274 1.8 118,142 106,627 -9.7

Source: In-house, based on data from INDEC, Secex, SGT 14 of MERCOSUR, INE (Uruguay), Banco Central del
Paraguay, Banco Central de Brasil, and others.

The “demercosurization” of trade in difficult years has begun to suggest a pattern and thus now poses a
challenge to the States Parties as, in times of crisis, it becomes difficult to focus on the common problems
of the integration process, not only owing to each government’s focus on domestic issues, but also to the
diminished economic pertinence of the process.

Another feature of the trend in subregiond trade is its recent increasing disparity in momentum with world
trade, which appears to have begun in 1999 at the end of the subregion’s sustained growth phase. In the last
two years, this phenomenon was particularly evident as annual variations in subregional trade with the rest
of the world and total world trade are moving in opposite directions. This divergence may be explained
precisely by the deepening of the crises stemming from external financial shocks, which are dividing the
economic trends of the developed world from those of the emerging economies in crisis. Thus, in a year
when the world economy as a whole grew dightly faster than it had the preceding year, the MERCOSUR
subregion moved from stagnation to recession.
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MERCOSUR’S SHARE IN THE EXPORTS OF
THE BLOC’S MAIN PARTNERS
Exports to MERCOSUR / Exports to the world, in percentage terms
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WORLD AND MERCOSUR TRADE
Rates of annual variation, in percentage terms
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The balance of trade in goods between MERCOSUR and the rest of the world was affected by the external
adjustment process discussed at length above. Both the low level of activity and the rise in the red
exchange rate in 2002 generated a very large surplus. This exceeded US$ 23 billion in only the first 10
months of the year, implying substantial widening of the gap with respect to the full preceding year, when
the surplus was US$ 7.1 hillion. One very complete measure of the scale of the region’'s 2002 trade
surplusis shown by the fact that it represented over athird of extrasubregional exportsin that period.
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TRADE BALANCE TREND 2000-2002
BY ECONOMIC REGION
In US$ millions

Exports
Annual data January-October
2000 2001 Var as % 2001 2002 (2) Var as %
Total 66,868 72,709 8.7 61,321 65,233 6.4
- European Union 19,931 19,954 0.1 17,093 17,390 17
- NAFTA 19,707 20,694 5.0 17,132 18,709 9.2
- Chile 4,026 4,310 7.0 3,181 3,310 4.1
- Rest S. America (1) 3,172 3,839 21.0 3,622 3,636 0.4
- China, Japan, Korea 5,460 6,244 14.4 5,459 6,081 11.4
- Rest 14,572 17,669 21.3 14,835 16,107 8.6
Imports
Annual data January-October
2000 2001 Var. as % 2001 2002 (2) Var as %
Total 68,976 65,564 -4.9 56,821 41,746 -26.5
- European Union 20,697 20,154 -2.6 17,460 13,213 -24.3
- NAFTA 21,068 19,508 -7.4 16,868 12,052 -28.6
- Chile 2,557 1,879 -26.5 1,629 1,309 -19.6
- Rest S. America (1) 1,674 1,464 -12.6 1,275 744 -41.7
- China, Japan, Korea 8,105 8,127 0.3 7,063 4,963 -29.7
- Rest 14,875 14,433 -3.0 12,525 9,465 -24.4
Balance
Annual data January-October
2000 2001 Difference 2001 2002 (2) Difference
Total -2,108 7,145 9,253 4,500 23,487 18,987
- European Union -766 -200 566 -368 4,177 4,545
- NAFTA -1,362 1,186 2,548 264 6,657 6,393
- Chile 1,470 2,430 961 1,552 2,001 449
- Rest S. America (1) 1,498 2,375 877 2,347 2,892 545
- China, Japan, Korea -2,645 -1,883 762 -1,605 1,118 2,722
- Rest -303 3,236 3,538 2,310 6,643 4,333

Notes: (1) Includes Bolivia, Colombia, Ecuador, Peru, and Venezuela.
(2) Preliminary figures

Source: In-house, based on data from INDEC, Secex, SGT 14 of MERCOSUR, INE (Uruguay), Banco Central del Paraguay,
Banco Central de Brazil, and others

Although the trade balance was positive with al large economic blocs with which the subregion has
appreciable trade, the developed world accounts for much of the marked expansion in the aggregate
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balance. As occurred in much of the world, the U.S. economy was the major net purchaser of 2002. It is
thus not surprising that NAFTA is the bloc with which the balance of trade expanded most.

That region alone accounts for a third of the worldwide improvement in MERCOSUR' s balance of trade.
Also significant was the expansion of the positive balance with the European Union and the large eastern
economies. In fact, in the dynamics of trade balances with the developed countries, not only are demand
factorsinfluential — the aforementioned greater U.S. momentum with respect to Europe and Asia - but also
the composition of supply.

In its exports, MERCOSUR has higtorically manifested a certain geographic specialization, wherein Brazil is
more oriented towards the United States, and the rest of the countries — with a more “ agrointensive” export
profile — are more oriented towards the European Union. This, together with the greater weight of the largest
MERCOSUR partner, adso explains why the North American region accounts for the largest part of the
surplus balance.®

In contrast, the subregion’s neighboring countries were those contributing least to the increase in the
positive trade balance. In the first 10 months of 2002, the trade surplus with the rest of South America
was US$ 4.9 billion, "only" US$ 1 billion more than the same period in 2001. However, in the case of
Chile, with which MERCOSUR maintains a trade preference, imports from that country fell at a
markedly lower rate than those of all other origins,** while exports grew at a rate (of nearly 4%) which,
although lower than that of total extrasubregional sales, was considerably higher than that of the rest of
South America (0.4%).

Still taking account of figures for the first 10 months, the breakdown of the 2002 extrasubregional trade
balance among export and import flows shows that the decline was greater in the latter. Purchases abroad
fell by nearly 27% with respect to 2001, with very similar behavior for all economic blocs. The exceptions
were Chile, discussed in the preceding paragraph, and the rest of South America, whose 42% decline was
considerably higher than that of the others.

Extrasubregiona exports grew by 6%, a rate slower than that of the two preceding years, a particularly
slight expansion if it is borne in mind that growth took place in a context of low domestic absorption and
clear improvement in real parities. The opening of external sales to different countries reflected the
dynamics of the global activity map, with East Asia as the most expansionary market for MERCOSUR
products, particularly those of Brazil and Uruguay, the next most expansionary being the NAFTA area.

The yawning trade gap occurred in a context of mixed trends — although with a dightly negative average —
in the terms of trade, which indicated that the exchange rate impact and the powerful effect of the
domestic recession had had a more decisive impact on trade flows than did international price movements.
Brazil suffered most from international price trends, with a drop of over 5% in prices for its exports, vis-a-
vis a decline of only 1.5% in imports. Non-durable consumer goods had the largest negative effect on the
Brazilian export profile.

20 Imports are not mentioned here, as there is certain "parity" within MERCOSUR among those originating in the European Union

and those originating in NAFTA. Of all extrasubregional purchases in 2002, 32% originated in the former and 29% in the latter. This
pattern is repeated in three of the four countries. In Argentina, purchases from the European bloc and NAFTA respectively represent
23% and 22% of the world total. In Brazil, in both cases these figures are around 26.5%; and in Paraguay, they are 11% and 9%.
Uruguay is the exception to the rule, with 19% and 11%.

2 From January through October 2002, purchases from Chile fell by 19.4% with respect to the same period in 2001, while the total

extrasubregional average fell by 26.5%.
22 Examples are the negative trends in coffee and sugar prices, whose 2002 average prices fell by approximately 12% and 15%,
respectively with respect to 2001.
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Paraguay also experienced a slight deterioration of its terms of trade, while for Argentina and Uruguay,
the terms of trade improved by approximately 1.5%, in both cases owing to greater declines in unit values
of imports than in those of exports.

EXPORT PRICES AND TERMS OF TRADE
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Trend in trade by country

Despite the expectations that might have been generated for Argentine export potential by the steep real
depreciation of the peso, 2002 was another year of stagnation, in fact, of dight contraction, in that
country’s sales abroad. Although official information is unavailable for the last month, the total for the
year would be approximately US$ 25.7 billion, below the ceiling of US$ 26.5 billion that the country had
been hitting since 1997, which would imply an annual reduction of some 3%.

The context of high uncertainty in every area, but especially regarding relative prices, prevalent particularly
in the first haf of the year, together with banking system difficulties not confined to the virtua
disappearance of credit, and included problems of availability of funds, were among the main explanations
for the performance of exports. Another important factor also linked to price uncertainty, including the
value of the dollar and financial system restrictions, was the propensity of many agricultural producers to
maintain high stocks and to sell only what was needed to obtain working capital.

In addition, some recessionary effect may be attributed to the fall in dollar prices for different products,
which normally occurs after a major devaluation as a means of “sharing the profits’ thereof between local
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sellers and foreign buyers. The last of the major reasons for the poor momentum of Argentine exports was
the increase in fraudulent practices in recording amounts (prices or quantities) dispatched, ssemming from
the taxes imposed generally on large-volume exports.

Iron and steel products and oils were the only sectors of the Argentine economy with good export
performance, while the automotive, grain, and petroleum sectors were among those accounting for much
of the fall in externa sales. This sectora distribution also shaped the dynamics of exports among the
different markets. While sales to Argentina's MERCOSUR partner countries declined by over 25%,
shipments to the rest of the world grew by some 3%. To be noted here was the expansion of exports to the
European Union, which rose by 12%.

Despite the dlight decline in total exports, the 2002 trade balance was at absolute historic levels of over
US$ 16.5 hillion* - two thirds of the year's exports, owing to the plummeting levels of imports. On
average, the value of purchases from abroad was only some 40% of that of the preceding year, showing, in
March and April, declines of up to 70%. Consumer and capital goods were those suffering most, while
intermediate goods showed less drastic declines, of around 40%. While much of the reduction stemmed
from the extremely steep drop in internal demand, this was accompanied by an incipient import
substitution process, stemming from therise in thereal rate of exchange.

Brazil also showed a steep increase in its trade surplus, which rose from US$ 2.64 billion in 2001 to over
US$ 13 hillion in 2002. Most of this change corresponded to imports, which declined by some 15% in the
year. However, in contrast to events in Argentina and Uruguay, this trend seemed to be in response to the
change in relative prices, which stemmed from the devaluation of the real, and a change in the
composition of aggregate demand — a shift away from investment and towards exports — rather than from
the decline in economic activity as a whole. It should be recalled that, in contrast to the countries
mentioned, Brazil’ s product increased slightly.

Exports also contributed to the widening trade gap, which was growing by nearly 4% per year. Brazilian
export behavior in 2002 was marked by a major reaction in the second half of the year in response to the
need for external adjustment in the form of depreciation of the national currency. The dollar rose from 2.4
reais in February to 3.8 reais in October, thereby generating an increase of over 50% in the red rate of
exchange.” Thus, while in the first half of 2002, Brazilian external sales fell by over 13% with respect to
the same period in 2001, in the second half of that year, they increased by over 20%.

% Estimated figure, as data from December 2002 is not available.

4 Against the U.S. dollar, deflated by consumer prices.
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EXPORTS FROM BRAZIL
Amount in US$ billions, and annual variation in percentage terms
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Spearheading the export recovery were primary products as, in the second haf of the year, their sales
increased by over 35%. Notable among these were meat, soybeans, soybean oils and soy pellets. Among
industrialized products, manufactured and semi-manufactured goods showed similar increases, of some 13%.
Fuel, wood, and wood products (excluding furniture), chemicals, iron and steel, and their derivatives
contributed most to the takeoff in the export sector.

Although in 2002, among the MERCOSUR economies, Paraguay’'s showed the poorest results — it is
estimated that it closed that year with a deficit of some US$ 600 million, it, like its partners, showing a
marked improvement in trade balance, even in the context of declining exports. Paraguayan external saes
fell by 3.5%, not such a disappointing performance if it is borne in mind that it has the subregion’s most
concentrated export profile (from 50% to 60% of its exports are made to the subregion).

Paraguay’s performance is ill less disappointing if account is taken of the climatic disturbances that
affected the production of exports such as cotton, and the fresh outbreaks of hoof-and-mouth disease, which
affected meat shipments. Although the latter had relatively little impact — in fact, meat exports increased
by 1% for the year ended November 2002 — it seems to have been the factor that led to the failure of
Paraguay to see some improvement by the end of the year, as some of its MERCOSUR partners had done.

In fact, Paraguayan exports to the other MERCOSUR member countries grew by over 4%, surpassing
extrasubregiona exports, which fell by nearly 13%. In this, the demand of Brazil predominated, as
exports thereto expanded markedly, which offset the steep declines in exports to Argentina and
Uruguay. As regards products, there were marked increases in exports of soybean oils, soy meal,
soybean pellets, live animals, and essential oils. Set against this were the declines in cotton fiber
exports, which accounted for over 8% of all Paraguayan in 2001, while soybeans, corn, and wood
exports fell by 56% as a result of the drought.

%5 |1 the first 11 months of 2002, exports to Brazil rose by 27%, while those to Argentina fell by 45% and to Uruguay by 13% with

respect to the same period in 2001.
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PARAGUAYAN EXPORTS BY DESTINATION
Cumulative 12 months
In US$ millon and by % variation with respect to the same period the preceding year
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Taking account of trends until November 2001, imports declined by 23% with respect to 2001, essentially
because of the low levels of income and activity. Although the real value of Paraguay’s currency declined
significantly against those of the developed countries, while appreciating somewhat in real terms against
those of the subregion’s three other countries, both extrasubregional and subregiona imports declined at
rates closely approximately the average.

Uruguay’s trade balance a so experienced strong equilibrium pressure, mainly on the side of imports, which
fell by over athird with respect to their 2001 values, essentially as aresult of the marked decline in domestic
activity. Thus, the balance, which had been negative since the launch of MERCOSUR, fell to some US$ 150
millionin 2002 from its US$ 1 billion levels the preceding year.*

In the first 10 months of 2002, exports showed a 12% decline with respect to the same period in 2001,
stemming essentially from the low levels of demand from the MERCOSUR partner countries, which
account for approximately 40% of Uruguayan exports. Intrasubregional sales fell by 30%, while those to
the rest of the world rose dightly, driven by exports to the European Union.

% At the time of drafting this report, official information was only available for the first 10 months of 2002. The balances mentioned are

estimates for the year as a whole.
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TRADE BALANCE OF URUGUAY
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With respect to the momentum of the different product groups, the "traditional products" as classified by
Uruguay itself were in general those that suffered least, with substantial increases in frozen and processed
meats (corned beef), and in grain and ails. In contrast, in 2002, the value of “non-traditional products’ -
with greater penetration in neighboring countries — was only three quarters of their 2001 value, owing
essentially to the declining importance of textiles and processed foods.

Sectoral trends in trade between Argentina and Brazil

In the first 11 months of 2002, in view of the conditions of external adjustment mentioned above, most
Argentinian and Brazilian trade corresponded to extrasubregional exports which, for the two countries,
totaled some US$ 70.5 billion, while their combined extrasubregional imports were somewhat under
US$ 44 hillion, thereby generating a US$ 26.5 billion surplus. The value of trade between the two
countries”” was approximately US$ 6.5 bhillion, while the value of flows with the rest of the

MERCOSUR countries totaled US$ 2.8 billion, of which the value of exports exceeded that of imports
by somewhat over US$ 500 million.

In examining the sectoral composition of these flows, afirst consideration isthat only afew sectors have a
significant presence therein. Only mining and fuel accounts for over 10% of such flows,”® of which both
extrasubregional fuel exports and imports for the two countries account for pertinent percentages, as does
interna trade in crude oil (from Argentina to Brazil) and iron (Brazil to Argentind). The percentages

2 Here, total trade between the two countries means the sum of Argentine exports to Brazil (according to Argentine data) plus

Brazilian exports to Argentina, according to Brazilian data. In general, these figures do not depart significantly from those that would be
produced by the possible alternatives.

2 Section V of the Nomenclature.
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accounted for by this sector are very similar — from 13% to 16% - in the four trade flows considered.
Machinery and equipment and transport material are the two other sectors with a relatively significant
weight in all flows. The percentage of the first is very high among imports from outside MERCOSUR,
35%. In the other three groups of flows considered, figures range from 7% to 10%.

SECTORAL COMPOSITION OF ARGENTINIAN AND BRAZILIAN TRADE

Extrasubregional exports Extrasubregional imports
Food, beverages, Rest
Rest and tobacco 15% 13%

18% Base metals and

Machinery
manufactures

A and
Oils ar01d thereof 5% equipment
fats 4% Ores and : 35%
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Source: INDEC and Secex
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As the decline in investment is taken into account, machinery imports have diminished in importance. The percentage mentioned is

the lowest in recent years, in which they averaged 37%. The decline is particularly marked in Argentina, where, from 2001 to 2002,
this sector declined from 35% to 25% of total extrasubregional imports.
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The highest figures for transport material occur in trade between Argentina and Brazil, with levels of 17%,
which have declined by several pointsin recent years. The share of this category in extrasubregional trade
is larger for exports (10%) than for imports (7%).

The sector accounting for the largest share of extrasubregional exports is food, beverages, and tobacco,
which, at US$ 10.4 billion, hovers around 15% of the binationa total. The two countries export large
amounts of oilseed mea products (essentiadly soybean pellets and soy meal). Also to be noted are
Brazilian exports of sugar and other confectionary.

Two other sectors weighing heavily among extrasubregional exports are raw materials of plant origin and
base metals and manufactures thereof. Oilseeds (soybean and sunflower) account for over half of the
first. It should be noted that Brazil and Argentina are, respectively, the world’s second and third largest
exporters of soybeans, accounting for nearly 40% of the amount transacted internationally. Argentine
grain and Brazilian coffee exports rank second in this category. Basic iron and steel products account for
somewhat over half of exports of base metals and manufactures thereof. Also important in this category
are meta products and aluminum.

As mentioned above, machinery and equipment account for the largest share of extrasubregional imports,
followed by chemicals and related products, which, at US$ 9 billion, account for approximately 20% of
total extrasubregional purchases. These two categories, together with ores and fuel, alone accounted for
nearly US$ 7 of every US$ 10 imported from outside the region in 2002.

- Extrasubregional sectoral trendsin trade and trade balances -

Taking account of the first 11 months of 2002, Argentine and Brazilian extrasubregional exports together
increased by 7%, while imports declined by over 25%. Therefore, in one year, the total extrasubregional
trade balance nearly quintupled, reaching US$ 26.5 billion in 2002.

Among exports, the most dynamic category was base metals and manufactures thereof, which expanded
by over 20%, increasing sharply in both Argentina and Brazil, spurred by iron and steel and their
“downstream” products (other than machinery or transport material). It should be noted that this positive
trend occurred in the context of marked world overproduction in this market, which even led developed
countries to adopt protectionist measures. One positive factor was the rise in oil prices, which increased
demand for seamless tubes, supplied by the subregion in large quantities.

Basic ore and fuel exports also increased considerably, essentially the latter, as Brazilian iron ore
exports remained constant. The rise in fuel exports may be linked to the lack of momentum of
Brazilian activity and its marked decline in Argentina, which led to exportable surpluses owing to
depressed domestic demand.

The value of exports of oils and fats rose by 37%, owing to a substantia rise in prices, of some 20%. Food
exports showed very moderate increases although, in view of their volumes, they had considerable impact
on the positive trend in total exports. Exports of machinery and equipment expanded by nearly 11%, all of
which may be attributed to the industrial production of Brazil, as it accounts for 92% of extrasubregional
exports in this category. Moreover, such exports from Argentina declined by 5%. Exports of wood,
wherein Brazil predominates broadly, also increased substantially.
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EXTRASUBREGIONAL EXPORTS FROM ARGENTINA+BRAZIL
Principal sectors (1), by absolute increments from 2001 to 2002

In US$ Million

Sector Annual 11 months

Var. in Var. in
2000 2001 percentage 2001 2002 percentage
terms terms
Total 65,294 71,040 8.8 65,709 70,494 7.3
Total selection 55,583 61,204 10.1 56,496 61,185 8.3
XV Base metals and manufactures 6,746 5,919 -12.3 5,412 6,588 21.7
thereof

V  Ores 7,324 8,737 19.3 8,106 9,098 12.2
Il Oils and fats 2,024 2,164 6.9 1,922 2,625 36.6
XVI  Machinery and equipment 5,919 6,713 13.4 6,102 6,760 10.8
IV Food, beverages, tobacco 9,042 10,744 18.8 9,937 10,373 4.4
I Raw materials of animal origin 3,346 4,184 25.1 3,861 4,201 8.8
IX Wood, cork, wickerwork 1,472 1,493 14 1,374 1,689 22.9
VI Chemicals and related products 3,069 2,819 -8.1 2,602 2,883 10.8
VIl Plastic and rubber 1,354 1,332 -1.6 1,216 1,409 15.8
Xl Construction materials 713 709 -0.6 649 824 26.9
XVII  Transport material 7,457 7,880 5.7 7,216 6,938 -3.9
Il Raw materials of plant origin 7,117 8,511 19.6 8,096 7,797 -3.7
Rest 9,711 9,836 1.3 9,213 9,309 1.0

Note: (1) Sectoral opening corresponds to sectors of the harmonized system.
Source: INDEC and Secex

However, the positive trend in chemicals and plagtics and rubber, with growth of 11% and 16%,
respectively, may be attributed to the sectors of both countries. Lastly, another sector that contributed
significantly to the increase in extrasubregional sales was raw materials of animal origin, spurred in Brazil
by the expansion of white meat and pork and, in Argentina, by the reopening of severa international markets
for its beef products, although this was partialy offset by the decline in exports of fish products from that
country through the imposition of conservation measures after several years of overfishing.

The categories that saw the largest declines in exports were transport material and primary materials of
plant origin, in both cases, of nearly 4%. In the first case, the decline occurred despite the increase in
motor vehicle exports (18%), which was more than offset by the 27% decline in air navigation equipment.
Decisivein the declinein primary agricultura product exports were the steep decline in grains, which tended
to be displaced by oilseed crops, which fetch better prices, and the more moderate decline in coffeg,
stemming from steep fallsin international prices.

Among extrasubregional imports, from 2001 to 2002, sectors generally declined. The steepest drop occurred
in machinery and equipment, contracting by some US$ 7.1 billion, that is, nearly 50%. The trend for
transport material was similar, declining by 45%.

In both cases, dong with the downward trend in interna demand and the rise in relative prices was the
impact of financial factorsin ayear characterized by rising interest rates, or the direct impact, as in the case
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of Argentina, of the virtual disappearance of credit, which trandated into high levels of uncertainty
affecting demand for capital or consumer goods of high unit cost (such as motor vehicles or large
electrical appliances, which belong to the categories mentioned).

In general, among the other sectors, the largest declines occurred in consumer products, such as textiles and
garments, which declined by 50%, furnishings and toys (by nearly 90%), and food, beverages, and
tobacco (by 45%). More moderate declines occurred in intermediate goods, notable among them
chemicals (-17%) and ores and fuel (-15%). The categories pulp, paper, and cardboard and base metals
and manufactures thereof, which declined by 80% and 40% respectively, seem to have departed from this
pattern, although it must be said that both include many consumer goods.

EXTRASUBREGIONAL TRADE BALANCE OF ARGENTINA+BRAZIL
Selected sectors (1)
In US$ millions

Sector Annual 11 months
2000 2001 Differ. 2001 2002 Differ.
Total -3,863 4,967 8,830 6,748 26,509 19,762
Total Selection -5,695 2,966 8,661 4,871 24,221 19,350
XVI  Machinery and equipment -19,007 -17,874 1,133 -16,325 -8,543 7,782
XV Base metals and manufactures 3,449 2,608 -841 2,447 4,462 2,015

thereof

V Ores -1,322 417 1,739 1,004 2,909 1,905
VI Chemicals and related products -8,609 -8,849 -240 -7,947 -6,134 1,813
XVIlI  Transport materials 1,921 3,190 1,269 2,926 3,968 1,042
VIl Plastic and rubber -2,429 -2,094 336 -1,843 -1,046 797
Il Oils and fats 1,864 2,047 184 1,821 2,532 711
IV Food, beverages, tobacco 8,144 9,908 1,764 9,195 9,861 666
XVIII - Optical and precision instruments -2,246 -2,339 -93 -2,114 -1,532 582
Xl Textiles and garments -901 -336 564 -296 218 514
X Pulp, paper, cardboard 505 523 18 1,020 1,456 437
I Raw materials of plant origin 2,866 3,782 916 3,513 3,935 422
XX Furnishings and toys -132 39 172 42 463 421
IX  Wood, cork, wickerwork 1,345 1,392 48 1,287 1,634 347
VIl Skins and leather 1,353 1,459 106 1,341 1,426 85
XIl  Footwear 1,325 1,385 60 1,284 1,309 25
Il Raw materials of plant origin 6,181 7,707 1,526 7,517 7,303 -215
Rest 1,831 2,000 169 1,877 2,289 412

Note: (1) Sectoral opening corresponds to sectors of the harmonized system.
Source: INDEC and Secex

The category of Argentine-Brazilian extrasubregional trade with the largest surplus was food, beverages,
and tobacco, of US$ 9.8 hillion in the first 11 months of 2002. Of the four categories that also showed
surpluses of over US$ 3 hillion, two others were also agrointensive categories, while the remaining two are
typicdly industrid. Among the agrointensive categoriesis primary materials of plant origin, which showed
a positive balance of US$ 7.3 billion. However, this was the only large category whose balance declined, as
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its results were some US$ 215 million below those of 2001, stemming mainly from the aforementioned
declinein exports.

The other category directly linked to agriculture is primary materials of animal origin, with a surplus
of US$ 3.9 billion. Base metals and manufactures thereof also showed a trade surplus, of US$ 4.5
billion, approximately 80% higher than that of 2001, while transport materials showed a surplus of
US$ 4.0 billion.

Only four categories showed pertinent deficits. The category with the largest was machinery and
equipment, of US$ 8.5 hillion for the first 11 months of 2002. Nonetheless, its balance showed the most
positive trend, as its deficit declined by some US$ 7.8 billion over the last year. The chemicals and related
products category deficit was the second highest, US$ 6.1 billion. Although it too declined with respect to
recent years, this was by much less than the decline for machinery, by some US$ 2 hillion. The other two
categories with negative baances are optical, precision, medical, watch making, and musical instruments,
(with negative balances of some US$ 1.5 hillion, for total trade of US$ 2.3 hillion), and plagtics, with a
deficit of US$-1.05 billion.

The textiles and garments category had the smallest imbalance in its trade, as its exports were of the value
of US$ 1.15 hillion and its imports of US$ 930 million, thus showing a positive balance of only US$ 220
million. Another sector showing slight imbalance in the year was ores and fuel, with a surplus of US$ 2.9
billion, for total extrasubregional flows of US$ 15.3 hillion. Another noteworthy case of this type is
plastic and rubber, asits deficit (of US$ 1.05 billion), is somewhat less than 30% of the total trade therein.

- Trend and balance of sectoral trade between Argentina and Brazil -

Tota trade between Argentina and Brazil in 2002 was characterized first by a significant declinein total flows,
both in terms of absolute value, which fell by nearly 40%, and as a percentage of their trade with the rest of the
world.** Although the larger decline occurred in Brazilian exports to Argentina (which fell by 56%), in view of
the severe crisisin Argentinathat year, Argentine exports to Brazil also declined significantly, by 25%.

In consequence, there was an evident widening of the Argentine surplus. Although this was the direction of
trade between the two countries in recent years, in 2002, the imbalance reached a record level of some US$
2.3 billion.*

In studying sectord trends from 2001 to 2002 in tota trade flows (exports plus imports), we note that in
al categories but one the trend was downward, ranging from, at one extreme, footwear, which declined by
nearly 90%, to, at the other, chemicals and related products, which declined by 13%. In the first case, this
is one of the categories with the least intrasectoral trade, as nearly all trade between the two economiesis
composed of Brazilian exports.

In contrast, trade in chemicals is one of the most balanced in the economic area under consideration.® The
bilateral balance in this category remained in surplus for Brazil, dthough it declined dightly. Although

® The process of "demercosurization" of trade is discussed more fully at the beginning of this section.

3L At the time of drafting this report, only provisional data was available. The figure provided here is from an Argentine source

(INDEC).

32 For this sector as a whole, the amounts exported from Brazil to Argentina account for 56% of trade. The study of trade by

chapter still shows a high degree of intraindustrial trade. Among the six most important (accounting for 86% of the sector’s trade), the
highest share of Brazilian exports in bilateral trade is 65%, inorganic chemicals; while the highest share of Argentine exports is 54%,
miscellaneous products (chapter 38).
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exports to Argentina declined at a somewhat faster rate than those to Brazil, in both cases, variations were
rather similar (-14% and -11% respectively).

2002/01 GROWTH OF TRADE BETWEEN ARGENTINA AND BRAZIL *
By sector. In percentage terms

Oils and fats 280 7]
Chemicals and related products ] -12.6
Plastic and rubber 190
Products of animal origin L -23.0
Products of plant origin L1234
Ore products 12409
Foods, beverages, and tobacco " 1-371
Total C 1-389
Base metals/manufactures thereof C  1-46.0
Pulp, paper, and cardboard C  1-475
Transport material —  1-502
Textiles and garments \ ] -53.2
Wood, cork, wickerwork \ ] -57.7
Machinery and electrical materials \ ] -61.9
Furnishings and toys \ 1-78.7
Footwear \ -87.6

-100 -80 -60 -40 -20 0 20 40

Note: (*) Total trade is defined as the sum of Argentine exports to Brazil (according to Argentine data) plus
Brazilian exports to Argentina (according to Brazilian data).

Source: INDEC and Secex

The category accounting with the largest share of the decline in bilateral trade istransport material, asit fel by
the largest amount, some 50%. However, this major sector, not only in terms of value, in Argentine-Brazilian
economic relations has the noteworthy characteristic that its balance moved in the opposite direction from trade
asawhole, thereby reducing the Argentine US$ 669 million surplus to US$ 489 million.

The sector contributing second most to the decline in trade between the two countries was machinery
and equipment, which declined by some US$ 1 billion, or 62%, of its 2001 value. This decline is clearly
asymmetrical, as the flow from Brazil to Argentinafell by 74%, in contrast to the 34% decline in the flow
from Argentina to Brazil. Paradoxicaly, this virtua plummet in Argentine purchases meant that this
sector was one of the most balanced trade sectors, whereas it historically had been among those most
favorableto Brazil.

Other sectors whose declines contributed significantly to the weakening of trade between the two
economies were ores and fuel and primary materials of plant origin. In both, the rate of decline was
similar in both directions of trade although, as these are categories where Argentina has traditionally had a
large surplus, this declined significantly in the year.

The only exception to the reduction in Argentine-Brazilian trade was oils and fats. Trade therein expanded

by nearly 30% athough, as this is a category where both countries have a high degree of speciaization in
international trade, the values transacted internally were insignificant.
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TRADE BETWEEN ARGENTINA AND BRAZIL
January-November 2002. Selected sectors *
In US$ million and percentage variations

Brazilian exports to Balance **

Sector Argentine exports to Brazil Argentina (Arg +/ Bra-)

2002  Variation 2002-01 2002  Variation 2002-01 2002 Var.2002-01

% Absolute % Absolute Absolute
Total 4,364 -25.3 -1,475 2,105 -55.7 -2,643 2,095 1,254
Total selection 4,282 -24.8 -1,411 2,042 -55.6 -2,559 2,074 1,230
XVII' Transport material 782 -44.6 -631 295 -60.7 -456 489 -180
XVI Machinery and equipment 298 -34.4 -156 270 -74.0 -768 9 567
V Ores and fuel 837 -23.9 -263 144 -29.8 -61 649 -174
Il Raw materials of plant origin 869 -23.2 -262 46 -27.2 -17 816 -245
XV Base metals and manufactures 142 -4.4 -7 179 -59.9 -267 -64 281
thereof
Xl Textiles and garments 108 -32.5 -52 101 -64.8 -185 5 136
X Pulp, paper, and cardboard 73 -15.7 -14 104 -58.5 -147 -46 145
IV Food, beverages, tobacco 148 4.6 6 98 -60.7 -151 46 196
VIl Plastic and rubber 368 -2.6 -10 237 -35.7 -132 128 146
VI Chemicals and related products 393 -11.3 -50 509 -13.6 -80 -156 24
Xl Footwear 1 -49.5 -1 16 -88.0 -114 -16 116
XX Furnishings and toys 6 -10.4 -1 14 -83.9 -74 -9 79
| Raw materials of animal origin 178 7.5 12 22 -76.9 =72 154 88
IX Wood, cork, wickerwork 17 -6.3 -1 6 -83.8 -30 11 31
Il Oils and fats 62 39.3 17 2 -60.1 -3 59 21
Rest 82 -43.8 -64 62 -57.2 -83 21 24

Notes: (*) Sectoral opening corresponds to harmonized system categories.

(**) The balance shown corresponds to Argentine data (exports to Brazil less imports from Brazil). Therefore, it does not
coincide exactly with the difference between flows shown.

Source: INDEC and Secex

The study of the sectors above mentioned makes it evident that trade has declined most significantly
where the majority of trade was destined for Argentina, as that country suffered the largest economic
contraction. However, certain sectors, such as chemicals or plastics and rubber, where trade is more
balanced, with a high presence of intraindustrial (and possibly intra-company) trade, performed better than
others, even sectors of high Argentine surplus, such as primary products of plant or animal origin, fuel, or
leather.
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1174

Argentina Brazil Paraguay Uruguay
1998 1999 2000 2001 2002 1998 1999 2000 2001 2002 1998 1999 2000 2001 2002 1998 1999 2000 2001 2002

LEVEL OF ACTIVITY
GDP - total (US$ billion) 299.1 283.4 285.0 268.7 102.3 787.9 531.1 594.2 503.9 450.9 8.6 7.7 7.7 6.9 46 225 211 201 186 12.0
GDP - total (% annual variation) 39 -34 -08 -45 -116 0.1 0.8 4.4 15 1.1  -04 05 -04 27 -26 45 -28 -14 -31 -86
Industrial production (% annual variation) 21 -65 -03 -76 -12.2 20 -0.7 6.6 15 21 1.0 0.0 1.0 13 N/a 55 -8.6 20 -7.2 -126
Gross fixed domestic
investment (%GDP) 199 180 162 142 111 197 189 193 194 188 221 221 209 188 174 152 145 132 121 9.6
Unemployment rate (%) 128 142 151 17.4 194 7.6 7.6 7.1 6.2 7.3 6.6 94 10.0 108 Na 101 11.3 136 152 159

PRICES AND EXCHANGE RATE
CPI (% variation Dec-Dec) 07 -18 -07 -15 410 1.7 8.9 6.0 7.7 125 14.5 55 8.6 85 146 8.6 4.2 5.1 36 247
WPI [IPIM] (% variation Dec-Dec) -6.3 1.2 24 -53 118.2 15 289 121 119 354 182 69 105 8.6 328 34 -03 95 39 645
Nominal exchange rate (% variation Dec-Dec) 0.0 0.0 0.0 0.0 350.0 8.2 529 6.5 204 535 222 16.6 6.8 321 51.0 8.2 7.6 7.3 131 934
Real exchange rate 1997=100 100.6 104.0 108.6 112.8 279.7 103.7 157.0 151.6 187.1 217.8 113.9 124.7 132.3 149.2 188.1 102.4 106.6 111.0 121.0 165.8
Terms of trade 1997=100 946 889 978 97.3 9838 98.4 854 880 87.8 843 104.3 102.7 107.8 107.7 107.2 1059 96.4 90.7 91.6 931
PUBLIC SECTOR AND INTEREST RATES
Total result. Public Sector  (%GDP) -1.4 -17 -24 30 -18 54 68 -31 -37 63 52 -34 42 -10 -15 -12 -38 -40 -44 42
Primary result. Public Sector (%GDP) 0.9 1.2 0.9 0.6 0.3 0.6 2.3 19 1.8 17 N/a  N/a Na Na Nia 02 -20 -20 -19 -1.0
Borrowing rate (Av. annual nominal %) 7.9 9.4 94 172 393 29.0 259 174 174 19.2 153 166 154 16.0 209 151 142 121 143 335

EXTERNAL SECTOR
Exports (% annual variation) 0.0 -11.8 13.2 07 -32 -85 -6.1 147 5.7 37 -11.3 -269 173 139 -35 16 -191 26 -105 -9.8
Imports (% annual variation) 31 -188 -1.0 -195 -557 -3.0 -150 13.0 00 -150 -20.3 -30.2 188 -3.0 -23.2 22 -119 32 -11.7 -289
Exports (US$ billion) 26.4 233 264 266 257 51.1 48.0 55.1 582 604 1.0 0.7 0.9 1.0 1.0 2.8 2.2 2.3 2.1 1.9
Imports (US$ billion) 314 255 252 203 90 57.7 493 558 556 472 2.5 1.7 2.1 2.0 1.0 3.8 3.4 35 3.1 2.2
Trade balance (US$ billion) 5.0 -2.2 1.2 6.3 16.7 6.6 -1.3 -0.7 26 132 -15 -10 -1.2 -1.0 0.0 -10 -11 -12 -10 -03
Current account (US$ billion) -145 -11.9 -88 -4.4 93 -335 -254 -243 -232 86 -02 -01 -03 -01 -01 -05 -05 -05 -05 01
Current account (%GDP) 49 -42 31 -17 91 42 -48 -41 -46 -19 -19 -11 41 -14 -22 -21 -24 -27 -28 1.0
Foreign direct investment (US$ billion) 50 226 10.7 3.3 15 26.0 269 305 249 134 0.3 0.1 0.1 0.2 0.1 0.2 0.2 0.3 0.3 0.2
Total gross external debt (US$ billion End period) 141.9 1453 146.3 139.8 1329 241.6 2415 236.2 226.1 228.7 1.6 2.1 2.2 2.2 0.0 52 5.6 6.1 59 7.0
Reserves (US$ billion End period) 262 273 269 149 105 446 363 33.0 359 356 0.9 1.0 0.8 0.7 0.6 24 24 26 30 08
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CHAPTERIII. THE GLOBAL CONTEXT OF NEGOTIATIONSWITHIN MERCOSUR

The 2001-2002 biennium was without doubt one of the most complex and troubled periods in the 11
years since the establishment of MERCOSUR. Although in earlier years, the bloc had had to face
different times of crisis and conflict, most of which had been precipitated by the devaluation of the real
in January 1999 and Argentina s inability to offset the abrupt change in bilateral parity through fiscal or
exchange policy mechanisms, such episodes had finally been resolved — or at least processed — through
the use of different types of mechanism.

Nonetheless, in this rather unpropitious climate for headway to be made with the regular items on the
integration agenda — such as government procurement, technical regulations, services, institutional design,
etc. - it was evident that most such ad hoc solutions constituted a sort of “flight forward,” with the idea (or
in the “hope”) that once the bloc’s two largest economies had attained a “reasonable’ level of financial
stability and economic growth, more appropriate conditions would ensue in which to pursue stable and/or
in-depth solutions to the bloc’s problems — both sectoral and of institutional design — or in which to seek
new bloc instruments.

Without doubt, the stark and escalating Argentine macroeconomic, financial, and political deterioration
throughout 2001, along with the difficulties encountered by Brazil in maintaining the parity of the real, a
phenomenon which in turn fueled trade tensions with Argentina, Paraguay, and Uruguay — and the
consequent negative impact on intrasubregional trade flows - generated an increasingly complex
panorama, in which conflicts of interest, threats — often carried out — of unilateral action, and the nearly
daily "media battles" among officias of the different countries and, in some cases, of the same country,
occupied the bloc’ s attention.

In this context, the complex outcome of the situation in Argentinain late 2001 — with the consequent crisis
of its economy and the resignation of President De la Rua — created the conditions for a new political and
economic scenario characterized by socia tension, politica fragility, and enormous difficulties in
managing the main macroeconomic variables. On the one hand, the abandonment of convertibility, the
default on foreign debt instruments, the crisis of the financial system, and the deepening recession in some
form contributed to “solving” the problems of relative competitiveness of sectors chronically problematic
in intrasubregional trade, but on the other, the well-founded fears of the contagion effect on the other
economies of the subregion (particularly Uruguay and Brazil) began to focus the concerns of subregiona
policymakers, entrepreneurs, and analysts.

Thus, while in the first half of 2002, the Argentine crisis seemed bottomless (in a context characterized by
public questioning of most of the institutional system, fears of still worse financial disaster, certain
prospects of hyperinflation, social chaos, and the genera collapse of business and the banks), the
Uruguayan financial system showed signs of near breakdown, and Brazil seemed on the verge of default,
in the context of an election campaign in which the candidate with the best prospects did not appear to
elicit the trust of financial operators and analysts.

However, despite the alarming mid-year forecasts, the latter half of the year showed appreciable
improvement in the subregional situation, with Argentina increasingly putting financial and monetary
chaos behind it, with some clear signs of recovery in the real sector, with Uruguay seeming to have
dlain — with external assistance — the specter of financial crisis, and with Brazil where the newly elected
government seemed to have acquired some legitimacy and political fortitude that would allow it — a
priori — reasonable initial room to maneuver in seeking to direct its economy towards the path of growth
and socia development.
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A. Ministerial replacements

The resignation of José Luis Machinea as Argentine treasury minister in early March 2001, and the
appointment of Ricardo Lopez Murphy —an eminent economist —in his place, and statements by some of his
closest colleagues regarding the need to begin individual negotiations with the United States and/or
NAFTA generated in Brazilian political and diplomatic circles different versions of events.

Thus, while some Brazilian officids (among them, the Vice President of the Brazilian Congressiona
Commission on MERCOSUR) expressed their fears that Argentina, "with this new Minister, will draw
closer to Chile than to Brazil" (Ambito Financiero, March 7, 2001), the Itamaraty Palace issued a press
release which indicated that Argentine Foreign Minister Rodriguez Giavarini had spoken by telephone with
his colleague Celso Lafer to assure him that "the change of minister would in no way alter the priority
accorded by Argentinato MERCOSUR" (Pagina 12, March 7, 2001).

But Lopez Murphy’s sudden removal and his replacement with Domingo Cavallo in late March 2001*
again atered the subregiona scene. Thus, along with the implications of that appointment for
Argentina s domestic policy problems, two possible stances regarding MERCOSUR seemed likely for
the new Minister to take. On the one hand, Minister Cavallo did not appear, in the view of different
analysts, to have been an enthusiastic promoter of integration with Brazil,* although much of the
negotiations that finally in 1995 led to the implementation of the customs union had been conducted —
with his backing — in his times of greatest influence on Argentine political life. On the other hand,
conditions in the Argentina of 2001 — and the foreign policy itself of the government in office - differed
from those of the early and mid-1990s.

In this context, the new Argentine Minister made a clear assessment that emerging from the nearly three
years of Argentine recession depended largely on its ability quickly to reverse the existing exchange lag in
the parity of the peso with respect to the other currencies, without atering its nomina value.

In other words, in the view of the new economic team, major gainsin competitiveness had to be made — of
the order of 20-25% - without modifying the general convertibility regime framework in place since 1991.
Thus, only a few days after assuming his functions, the Minister put forward, at the highest level of
government, the need “immediately” to implement a series of fisca and trade measures to promote
relatively quickly the reactivation of the competitiveness of the sectors producing transactable goods and
some of the services related thereto.

In that context, one of the first tariff measures announced by the Argentine Ministry of Economy created
tensionsin MERCOSUR by establishing — unilaterally and before obtaining approval from the subregional
partners — a reduction from 14% to zero of the extrasubregiona tariff for most capita, information
technology, and telecommunication goods, and an increase to 35% (the maximum allowed by the WTO)
for awide range of consumer goods.

3 cavallo had held that position during the presidency of Carlos Menem from March 1991 to July 1996.

3 For details on the negotiations that finally led to the signature of the Protocol of Ouro Preto in late 1994 and participation by the
Argentine Minister of Economy Domingo Cavallo therein, see Campbell, Rozemberg, and Svarzman [1999].
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Thus, the first of the new provisions worked to the detriment of Brazilian machinery and equipment producers-
exporters® (who thus lost their preference in the Argentine market with respect to their third country
competitors), while the second made it more likely that trade would be diverted in favor of MERCOSUR
producers of end goods.

The way in which these measures were announced via Ministry of Economy Resolutions 08/2001 and
27/2001, before a waiver, even an informal one, had been obtained from the other member countries, as
well as Minister Cavallo's later statements regarding the doubtful utility of MERCOSUR’'s Common
External Tariff, were a harbinger of different conflicts, a situation particularly evident in the case of the
bilateral relations with Brazil.

In addition, subsequent statements by the aforementioned official defining MERCOSUR as a "free trade
area expanding to include a much more integrated space, based on efficient infrastructure” (Cronista
Comercial, March 22, 2001) were interpreted by many analysts as part of a strategy to regain Argentina’ s
autonomy in managing its trade policy instruments, thereby again reopening “earlier” discussion of the
intent of Argentine authoritiesto keep alive the idea of the customs union.

This debate had obvious implications for Argentine economic policy and for MERCOSUR’ s operation, and
was even more pertinent in respect of the bloc’s external relations with the major world powers, as both the
FTAA negotiations and those under way with the EU were based on the existence of a single trade policy for
the bloc. In other words, possible questioning of the customs union would aso have important repercussions
for the strategies to be followed regarding the major playersin the world economy.*®

In any event, the subsequent meeting of economic and foreign ministers of Argentina with the Brazilian
Foreign Minister Celso Lafer held in Brasilia, and the message conveyed that "It is Brazil’ s expectation that
the measures proposed by Argentina will assist in renewing its growth and will increase investor
confidence" (La Prensa, March 23, 2001) seemed to break up the clouds, in view of the willingness of the
largest partner country to collaborate in overcoming the Argentine crisis.

In any event, the Minister of Industry Alcides Tapias, explaining Brazil's intent to limit Argentine
discretion in establishing tariffs, expressed the need for the new measuresto be of limited duration, stating
that his country "is willing to support a temporary exception regime (...), an exception because of the
situation in our neighboring country” (La Prensa, March 23, 2001).

The Uruguayan government, on the other hand, through its Minister of Industry, Sergio Abreu, conveyed
its unhappiness with the new measures, arguing that they would tend to transform the Common External
Tariff into an increasingly meaningless instrument: "1 wonder whether this is the end of the MERCOSUR
customs union” (Clarin, March 23, 2001). In any event, he left it open for his country to make some
complaint in that respect in the months that followed.

% It should be noted in this connection that in 1993 and during his earlier tenure as Argentine Minister of Economy, Minister

Cavallo had already implemented similar measures for capital goods. In any event, no less important was the fact that at the time,
trade between the partner countries was not fully deregulated, nor had a common trade policy regarding third countries yet been
agreed.

% As will be seen below, during his visit to Brazil in July 2001, European Commissioner Pascal Lamy would explicitly indicate that

negotiations with the European Union would only be feasible in the framework of a consolidated MERCOSUR bloc, with the
corresponding Common External Tariff.
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B. Conflict rapidly reachesits height

In this scenario, the two largest partners agreed to hold, in early April 2001, a special summit of ministers
of the bloc, which would grant "on an exceptional and temporary basis until December 31, 2002" a waiver
to Argentina to apply tariffs other than the CET for extrasubregional imports for some 866 tariff items
classified as capital, information technology, and telecommunication goods (reduction to zero) and for
another 1,600 products classified as sensitive consumer goods (rising to a maximum of 35%).*’

However, the peace would last less than a week. The inclusion by Argentina of cell phones, telephones,
and computers, and the components thereof in the universe of products for which tariffs on
extrasubregional trade were reduced to zero until the end of 2002* led to an angry complaint by Brazilian
authorities — and entrepreneurs®, a complaint that would cause President Cardoso — who was visiting the
Unites States — to telephone his counterpart De la Rua directly, the latter promising to instruct his Minister
immediately to accede to the partner country’s demand. Accordingly, Argentina undertook to submit an
aternative proposal.

As aresult of thissituation, and of the complaints made in due course by Brazilian companiesinterested in
this matter (pressure increased by the story circulating in Brazil that Argentina was conducting
negotiations for investments by Korean firms to establish a focus of investment in that sector to compete
with companies already established in Brazil), the Argentine government reversed itself on this point, and
indicated in the press that "we have decided to reinstate the tariff formerly in effect for information
technology and telephony goods**® (Clarin, April 6, 2001).

A few days later, on the eve of the hemispheric Ministerial Summit held in Buenos Aires in April 2001,
the Argentine Minister of Economy acknowledged to the Brazilian press that "I am not very optimistic
regarding the FTAA, because the negotiations are very complex" and, therefore "the bilateral negotiations
of the United States with other countries will move ahead much more quickly" so that MERCOSUR
"should consider negotiations of four plus one, three plus one, or even two plus one™ (Cronista, April 9,
2001).** To reflect clearly his thoughts in this area, he indicated to a well-known current Brazilian
periodical that the bloc’'s two largest partners "should study the advisability of undertaking free trade
negotiations with the United States (...), which could be conducted country-by-country, or jointly by
Brazil and Argentina (...) The two countries could work together without major difficulties. But, for
MERCOSUR, with two countries so different in size and characteristics as are Uruguay and Paraguay,
evidently, joint negotiations would be more difficult” (Veja, April 9, 2001). In that connection, the reply
of Brazilian Foreign Minister Celso Lafer was much more cautious: "if any action is taken, it must be
taken jointly (...) as MERCOSUR" (Cronista Comercial, April 9, 2001).

Subseguently, in the framework of a meeting held in Sao Paolo with some 600 Brazilian entrepreneurs
and bankers, convened to explain the new economic and financial measures implemented by Argentina

37 Which would later be Decision CMC 1/01 on exceptional tariff measures.

% Minister Cavallo originally sought for this reduction to remain in force until the end of 2003, a notion that was openly rejected by

Brazil.

% The main suppliers of the Argentine market of cellular telephones and telephones.

4% \Which were, for the most part, of 14% ad valorem.

*1 In a clear reference to the possibility of an understanding between Argentina and Brazil on one side, and the United States on

the other.

“2 This statement contradicted several prior MERCOSUR CMC Decisions (e.g., Decision 32/00), regarding the impossibility of the
partner countries individually entering into fresh trade negotiations with third parties.
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in connection with the business community of its trading partner, Minister Cavallo reaffirmed his idea of
promoting measures designed to "eliminate obstacles to investment and promote sectoral competitiveness
plans' — awash with fiscal and tariff incentives® -, which “will leverage" rapid recovery from the
recession that had lashed the Argentine economy since late 1998.

In addition, with the aim of preventing import sub-invoicing maneuvers, in May, the Argentine customs
authority issued an administrative resolution which established a system of advisory reference values for
certain products, categorized by country of origin. This mechanism included an obligation to furnish prior
guarantees for the release of imports for which a lower than reference value was declared. This system
affected some 4,500 products and approximately 75% of the reference values affected goods of
MERCOSUR origin. Although the partner countries did not object to the system itself, Brazil objected to
the reference values established.*

C. Asuncion 2001: Another Summit in difficult times

On the eve of the MERCOSUR Presidential Summit to be held in Asuncion in mid-June, spokespersons
for the Brazilian Treasury Minister let it be known that the Minister’s tolerance for the attitudes of his
Argentine counterpart were "reaching its limit" and that his country would not permit the imposition of
new barriers to intrasubregional trade. In that connection, he stated "We do not want integration at any
cost. If Argentina wants to introduce a tariff to protect sectors of its economy from Brazil, there will be a
reaction on the part of Brazil" (Ambito Financiero, June 19, 2001).

For his part, the Uruguayan President sought to mediate the disputes, complaining that "the two countries
of greatest weight have in place policies that work counter to one another, which the small countries feel
work to their detriment (...). Brazil, through the ongoing devaluation of its currency and Argentina, in
establishing administrative barriers, are making it difficult for Uruguayan products to access their respective
markets." Nonetheless, he proposed a constructive solution: "Let us see how we can reach agreement to
ensure that MERCOSUR is a genuine arena for sustainable growth (...) and not a sphere where every day
we encounter new difficulties’ (La Prensa, June 13, 2001).

For his part, the President of the Paraguayan Association of Industridists also expressed his
disillusonment: "in the 10 years of the effectiveness of the MERCOSUR Treaty, Paraguay has only met
difficulties, not reaped benefits. It must, therefore, withdraw from the bloc" (La Prensa, June 18, 2001),
while the Paraguayan foreign minister argued that should Argentina and Brazil refuse to authorize
compensation for the smaller partners, "Paraguay will be forced to move forward with a package of
unilateral measures that has been under study by a team of experts for sometime" (BAE, June 21, 2001).*

Lastly, the Twentieth Summit of Ministers and Presidents would, in that connection, resolve to establish a
high-level group (GAN) with responsibility for studying the consistency and dispersion of the CET,;
evaluating a possible reduction in levels of protection and dispersion for the capital, information

3 These plans benefited companies that registered with them by exempting them from payment of minimum income and interest

taxes, and allowed them to calculate the payment of standard contributions to the VAT account. In also urged the provinces to
eliminate, insofar as possible, inequitable tax levies, and additional measures were promoted, in some cases detailed, such as
certain benefits regarding the fuel tax in the Freight Transport Plan or measures related to the payment of intellectual property levies
in the case of the Agreement to Promote Competition for Cultural Industries, among others. Companies, for their part, undertook to
retain their workforce for the life of these agreements.

“ In consequence, in September 2001, Brazil would lodge a complaint with the CMC (Comisién de Comercio del MERCOSUR).

45 For further detail on this topic, see Chapter Il of this report.
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technology, and telecommunication goods chains (Decison 5/01); an increase in tariffs for the
extrasubregional products suspected of dumping; studying the Argentine proposal to move forward with
deregulation of intrasubregiona trade in motor vehicles; and postponing until January 2002 the reduction
in the Common Externa Tariff defined in 1997, when — in other circumstances — the countries would have
agreed atemporary increase therein of three points.*’

A few days later, in the context of the escalating recessionary crisis in Argentina and increasing
deterioration in bilateral exchange parity, the leadership of the Argentine Union of Industrialists again
"gambled heavily" and requested the government to re-establish the intrasubregional trade adjustment
regime which would mean, in other words, abandonment of the customs union and intrasubregional free
trade that had been in effect since January 1995 for nearly the entire tariff universe: "if macroeconomic
policies cannot be harmonized, it is fair to restore the adjustment regime to enable the most sensitive
sectors to open more dowly," the Union’s President stated to BAE (BAE, July 3, 2001).

This stance also reflected the stark differences within the Argentine industrial community, as some major
companies and associations representing the most concentrated sectors had steadfastly refused to back the
Union's fina document. In that connection, the head himself of the manufacturers association
acknowledged such disagreement, indicating that “these are sectors that wish to preserve MERCOSUR at
al cost because they represent foreign companies, with a low aggregate level of production, generating
little employment, and whose production is complementary to that of Brazil" (BAE, 03/07/01).

D. Brazlian understanding dwindles

The first months of Minister Cavallo’s tenure as Argentine Minister of Economy had enjoyed some degree
of support and understanding on the part of Brazilian authorities in contributing to the rapid and sustained
revival of the Argentine economy, but the Brazilian perception of the prospects of success of its partner
country’s strategy and of its “commitment” to make sacrifices in the pursuit of that objective appeared
towards the beginning of the latter half of the year to have been for the most part dispelled.

A few days after the acceptance by the rest of the partner countries of the “exchange convergence factor”
— which altered the effective exchange rate for al Argentine foreign trade operations and meant not only
the loss of preferences for bloc members, but also a direct incentive to intrasubregional exports,™
Argentine Ministry of Economy Resolution 258/01 was issued, which modified the effective
extrasubregional tariffs for imports of motor vehicles, capital, information technology, and
telecommunication goods, and provided that when the tariff exceeded the difference that would arise from
application of the exchange rate based on the convergence factor, only the first would be payable, and that
when the effective subregional tariff was less than that difference, the excess payable would be the
difference determined by the convergence factor.

46 Proposals were in the first instance to be submitted to the GMC prior to November 30, 2001, respecting the maximum level of

20%, and only providing for higher levels for agricultural products subsidized in third countries. The group was also to propose a
timetable for and method of reducing the temporary three-point increase in the CET, which was to be definitively eliminated in late
2002.

4" Brazil had promoted it because of problems stemming from its exchange lag and large trade deficit, and Argentina owing to the

call from the WTO to reduce drastically the level of statistical tax on imports.

48 Implementation of the convergence factor implied not only a sort of duty on imports from the world, including Brazil, but also

additional profit — unprecedented since 1995 — on sales to the market of the neighboring country. Similarly, exports to Brazil began to be
eligible to benefit from the general reimbursements for Argentine sales to the world. Although Decision CMC 10/94 authorized
Argentina to be able to continue to apply to intrasubregional sales as well the general reimbursement regime that had been in place
since 1992, its use within MERCOSUR had been eliminated since the very beginning of the customs union in 1995.
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The resulting effect was a deterioration in the relative preference for products imported from
MERCOSUR countries which, with the zero import tariff, were now affected by the tariff surcharge
implied in the circumstances by the convergence factor (Intelligence Trade Report, 2001), which severely
undermined the MERCOSUR preference.

In response thereto, Itamaraty announced the suspension of bilateral negotiations on the automotive
regime and Common External Tariff, indicating possible "drastic measures against Argentind' (Folha de
SAo Paulo, July 6, 2001), and suggested the possibility of suspending wheat and oil imports from
Argentina®® should Argentina not withdraw Resolution 258 as a matter of urgency, forcefully stating that
"the loser here is Argentina. It is sufficient to note the trade balance: Argentina has a US$ 600 million
surplusin itstrade with Brazil" (Clarin, July 10, 2001).

At the same time, the Paraguayan government also announced the imposition of an intrasubregional tariff of
10% for a list of 322 products, arguing that "the latest economic measure adopted in the region have
considerable impact on the competitiveness of Paraguayan products’ (Ambito Financiero, July 12, 2001).*

But the ongoing depreciation of the real against the U.S. dollar in August 2001, in the context of the
mounting financia difficulties of the Argentine economy, again added to tensions in bilateral relations
between Argentina and Brazil. Thus, in the framework of a meeting of businessmen held in Buenos Aires
at the Fundacion Invertir in early September, harsh criticism again was leveled at Brazilian exchange
policy, and it was proposed to implement “maximum ranges between the rea and the peso, with
application of trade safeguardsin case of non-compliance " (Clarin, September 13, 2001).
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Many Argentine entrepreneurs defended the changes in trade policy promoted by Minister Cavallo as a
means of offsetting the changes in euro vis-a&-vis U.S. dollar quotations, and essentially, the devaluation of

49" Which represented annual trade of approximately US$ 2 billion.

% For further detail on this topic, see Chapter Il of this report.
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the real which, from January to September, according to UIA calculations, had declined by 30%. In
addition, they again demanded transitory measures “enabling this bilateral crisis to be overcome without
eroding the trade bloc’s foundations, such as the restoration of the adjustment regime or urgent sectoral
agreements” (statements of the UIA President, BAE, September 20, 2001).

In this context, Brazilian officials countered that, despite business community fears and those of some
sectors of the Argentine government, imports from Brazil had fallen significantly (by 18% from January
to December 2001 with respect to the same period in 2000), while Argentina's trade surplus expanded by
59%, to reach nearly US$ 930 million.

Thus, a document prepared by the Embassy of Brazil in Argentina concluded that bilateral trade is more
affected by the economic activity of the two countries than by the depreciation of the real. The study also
established that, in the first half of 2001, the Brazilian devaluation did not affect the competitiveness of al
Argentine products, but only of some, such as footwear (La Nacién, October 4, 2001).

E. A scenario characterized by aloss of consensus and anxiety

From the outset of the MERCOSUR process, members of the Argentine business community leadership
had been less than enthusiastic regarding the very idea of subregional integration, but the positive results
that the bloc and the Argentine economy were able to show from 1991 to 1997 greatly curtailed the scope
and extent of complaints and trade disputes.

However, the criss in Argentina since late 1998 and the strong trend toward devaluation of the real since
January 1999 had led to the burgeoning of the group of entrepreneurs resisting the integration concept, a
group drawn essentially from traditional light industry sectors and those with large small business
representation. Nonetheless, despite the questioning, the political consensus existing in Argentina in
respect of preservation of exchange parity with the U.S. dollar remained broad among both political and
business community |eadership.

Thus, after the highest leadership of the Argentine Union of Industrialists suggested to the press that that
body would officially request temporary suspension of the integration process, in September, certain less
august bodies — representing the sectors most affected by the exchange imbalance and domestic recession
—took up that initiative with renewed vigor.

In that context, in mid-September, the Association of Argentine Metalurgical Industrialists (ADIMRA)
indicated that "if steps are not taken, the number of losing Argentine producers will rise dramatically" and
that "MERCOSUR is a good project, but calling a temporary halt would be a good idea if it is to be
preserved" (La Prensa, September 28, 2001). The leader of that Association stated that "the Argentine
trade surplus with Brazil achieves through wheat and oil exports, as if primary products are excluded, the
trade balanceis clearly in deficit" (Clarin, September 30, 2001).
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TREND IN ARGENTINE/BRAZILIAN UNIT LABOR COST, 1998-2001
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Thefootwear sector: a“chronic” casein point

The Argentine footwear sector encountered major difficulties of competitiveness throughout the life of
the convertibility regime. The first protective measures for the sector were implemented in 1994, in the
form of minimum import tariffs for extrasubregional products. Then, such measures were adopted
under the WTO system of safeguards, and the range of protected products was expanded.

Within MERCOSUR, trade was also restricted for a considerable time, as Argentina included much of
the sector first under the exception regime and then under the adjustment regime. Only when the latter
had expired (January 1999) could footwear of MERCOSUR origin freely enter Argentina.

This coincided with the steep devaluation of the real, which facilitated Brazilian footwear’'s rapidly
increasing penetration of the Argentine market. In consequence, after the introduction of technical and
quasi-tariff measures, the Argentine and Brazilian productive sectors entered into an agreement to limit
Brazilian sales on the Argentine market through a quota mechanism. When this agreement expired
after a year, it was not renewed as difficulties were encountered in ensuring adequate oversight of
commitments. Since that time, an attempt has been made to organize a scheme to promote
complementation and specialization of the subregion’s factors, so that the footwear sector was among
the first to be included in the “productive chain forums.” However, it was not possible to reach any
specific agreement.

Meanwhile, Argentina extended the WTO safeguard for sports footwear, and established for the rest of
the products minimum tariffs within the maximum permitted by the WTO (35%), in view of what was
permitted at the time under the CET exception regime. In January 2001, these exceptions lapsed;
however, the effectiveness of the Common External Tariff in Argentina was of short duration, as in
March 2001, footwear was included in the general tariff increase affecting consumer goods, which was
subsequently admitted in the MERCOSUR framework under the legal umbrella of awaiver.
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The continued existence of restrictions applicable to footwear of extrasubregional origin on the
Argentine market and the expiration of the private agreement between Argentinian and Brazilian
producers led to a sharp diversion of Argentine imports towards products manufactured in Brazil.
Thus, in 2001, while imports from the rest of the world declined by 18%, those of Brazilian origin
increased by 3% in the same period. In 2001, Brazilian footwear accounted for 70% of footwear
imported by Argentina and, according to private estimates, this was approximately one third of the
Argentine footwear market.

In last quarter 2001, in a context of a general productive criss, and in the perception that the special
system of intrasubregiona safeguards then being negotiated (among which Argentine footwear was a
major candidate for benefit) was inadequate and that application thereof was a lengthy procedure,
representatives of labor and management of the Argentine footwear sector demanded in early
December 2001 — taking an extreme position unparalleled in any other productive sector — “the
immediate prohibition of imports of footwear from Brazl,” a demand coinciding with ademonstration —in
mid-December — of businessmen and workers of the sector that marched to the headquarters of the
Argentine Foreign Ministry, at whose doors were thrown thousands of pairs of shoes in repudiation of &
policy they considered "too complacent” in the face of Brazilian competition.

After that, owing to the end of convertibility, and the subsequent steep devaluation of the Argentine
currency, the intensity of these demands waned, as imports became much more expensive. In addition,
asin April 2002, the tariff increase permitted under the waiver was suspended and the remaining WTO
safeguards were rescinded by the courts, a reduction in the extent of the diversion of Argentine
footwear importsin favor of Brazilian producers may be anticipated for the future.

Days later, in the framework of a meeting with President De la Rua, the leadership of the manufacturers
association submitted a document the persisted with the argument: "the value of our currency has fallen
against the Brazilian by 45% in the last four years, and nothing has been done. This must change as,
should it not, MERCOSUR will perish (...) for MERCOSUR to survive, the impact must be offset, at least
for the most affected sectors, by suspending the tariff advantages until the disequilibrium isresolved.” The
Argentine government’s counterproposal to the industrialists was to monitor jointly the most affected
sectors in order to identify the most urgent situations and propose specific measures and/or solutions
thereto at the ministerial meeting to be held in Sao Paolo in mid-October 2001.

F.  Seeking a solution to exchange disparities not involving devaluation

The differences — and incompatibilities — between the exchange systems of the bloc'stwo magjor partners had
existed since at least early 1999, but the inclination of Argentine authorities, and of a large majority of
entrepreneurs, economists, and the public, was to prevent by all possible means an ateration of the
convertibility regime. In that context, offsetting the imbalances stemming from the situation in the Brazilian
economy seemed atask that would involve much more than ingenuity, effort, and good will.**

This being the case, the announcement of the convocation of a Meeting of Economic Ministers and
Central Bank Presidents, to be joined by the foreign ministers, scheduled for October 8, in Montevideo,

2 otis timely, in that connection, to note that during the Argentine parliamentary elections of October 14, 2001 (that is, two and a

half months after the abandonment of the convertibility system), nearly all candidates that eventually were had expressed their support
elected during their respective campaigns for preserving the “one-to-one” system.
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generated expectations that an ingtitutional negotiating authority would be established for the evidently
central issue: the differences in relative real exchange rate parities, accentuated in recent months by the
ongoing nominal devaluation of the peso at afaster pace that than of thereal.

As the governments had rejected the proposal to suspend the customs union put forward by the UIA, the
Argentine government arrived at that meeting with different proposed compensation mechanisms to
"manage"” the difficult bilateral trade relations.

Whereas the objective of one of proposals was to apply corrective sectora measures (safeguard-type
clauses), the other provided for implementation of a general "exchange rate trigger” if the real rose above
the top of an exchange band that would be established by mutual agreement. In other words, whereas the
first proposed the application of import quotas or duties for specific products whose prices rose steeply
and implied injury for the activity of the other country, the second meant the general establishment of
some type of reimbursement and tariffs generally applicable in bilateral trade, should the depreciation of
the real exceed a pre-established maximum.

Lastly, at their meeting, the highest political leadership of the two countries rejected the use of any type of
genera exchange rate “trigger” (because of the steadfast refusal on the part of Brazil) and the decision was
announced to resolve the problems of the trade agenda and to establish, within two weeks, a temporary
bilateral safeguard mechanism based on WTO rules. Thus, Brazil, for the first time since implementation
of the Customs Union in 1995, accepted the possibility of introducing formal restrictions in
intrasubregional trade, a topic that, since the first half of 1999, had been the source of acrimonious
disputes between the two largest partners.® These safeguards were to be based on a quota or tariff system,
and a streamlined system had to be designed to that end that would enable the mechanism to be used only
in cases where it could be demonstrated in some — as yet undefined — way that there had been injury to
national production.

In that connection, the Brazilian foreign minister made it clear that his country would not accept genera
mechanisms or trade protection regimes not in keeping with agreed criteria for verification of their
pertinence: "the safeguard may only be applied if it is demonstrated that imports from Brazil have serious
negative impact on Argentine production” (Pagina 12, October 12, 2001).

Whereas the Argentine side demanded a tool of quick and expeditious use, with no need to wait for
demonstration of the injury imports from the neighboring country were causing to national activity, Brazil
stipulated, from the outset of negotiations, that such measures as might be adopted would follow the
procedural aspects established by the WTO, that is, among other things, the requirement of demonstration
of injury prior to any application of measures. These issues, and others related to establishing how long
the instrument would be in force, which ingtitutions would have responsibility for its application and
administration, and whether other specific sectors would be excluded, were left for consideration by the
working group responsible for follow-up of and administration of thisinstrument.

The sectors most benefited through the use of the mechanisms agreed would be those most sensitive to
bilateral trade and would have been most affected by further penetration by Brazilian products on the
Argentine market as a result of the exchange policy implemented in Brazil since January 1999. It was thus
assumed that the potential beneficiaries of this instrument would be Argentine producers of footwear,
furnishings, textiles, chicken, pork, toys and, possibly, paper. On the other hand, companies injured by the

2 For further detail regarding the incidents in 1999 in connection with this issue and Argentina’s attempt to utilize the safeguard

system provided for in LAIA Resolution 70, see Informe BID-INTAL [2000]
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depreciation of the real through the loss of part of the Brazilian market or through the insertion of third
countries would not be eligible — under the agreement reached — for any type of action. The decision to
move ahead with the design of this mechanism was ambiguously received by Brazilian entrepreneurs:
"We must be flexible, although only temporarily, and give Argentina some time to recover. We cannot
consider quotas for Brazilian exports or the elimination of the CET, but we may consider the temporary
suspension of the zero tariff for bilateral trade in some products' (statements by the President of FIESP,
La Prensa, October 10, 2001).

On the Argentine side, in the industrialists’ view, the agreement reached was "absolutely inadequate,” as
the safeguard mechanism could only be applied in specific cases, after an administrative proceeding that
could last up to a year and whose cost would be too great for small and medium-scale enterprise to bear
(La Nacion, Octaber 17, 200).

The Unién Industrial’s disagreement would be set out formally in an announcement published in all
Buenos Aires newspapers, under the title: "The use of safeguards is inappropriate in correcting
MERCOSUR' s exchange asymmetries." The announcement stated that "Argentina s currency istied to the
dollar and Brazil devalued its currency in real terms by 71% from December 1998 to July 2001. In such
conditions, there can be no customs union: if the macroeconomic asymmetries are not eliminated — as the
Treaty of Asuncién provides — they must be offset (...) Argentina is seeking to correct the exchange
asymmetry through implementation of a system of safeguards, which is absolutely inappropriate.
Safeguards are specific measures designed to resolve specific problems temporarily in order to offset or
prevent potential damage to sectors affected by steep increases in imports. They do not solve the problems
of Argentine producers exporting to Brazil nor those of Argentine industry in general, which must
compete on clearly unequal terms." Lastly, it was proposed that "to prevent sharp distortions in trade
flows and investment allocation, the exchange problem should be attacked directly with an automatic
measure that addresses the cause of the distortion itself: the ongoing devaluation of the real. The solution
to the exchange problem is a tariff band and reimbursements which, based on an equilibrium exchange
rate, fluctuates automatically with fluctuations of the rea" (...) and that "without a system that
automatically corrects exchange asymmetry within MERCOSUR, the injury to industry will be irreparable
and the effect on employment devastating” (Unidn Industrial Argentina announcement in all Buenos Aires
newspapers, October 18, 2001).

In Uruguay, President Batlle agreed that safeguards were not good instruments for the resolution of
asymmetries, and added "we cannot fail to note that customs unions are much undermined where
macroeconomic policy is not harmonized among the parties comprising them" (BAE, October 26, 2001).

In this complex scenario, the countries — in keeping with the decision taken at the meeting of October 8-9,
2001 — officially exchanged their proposals for mechanisms for corrective (safeguard-type) measures; at
the same time, although informally and in an unplanned way, the Argentine government circulated to the
Brazilian authorities a proposal for an alternative instrument — a macroeconomic adjustment factor, in
which it again insisted on a regime of general application to offset exchange lag, a proposal that had been
flatly rejected by Brazil at the Meeting of Presidents of early October.
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Similarities and differencesin the safeguard instruments proposed by Argentina and Brazil

The Argentine proposal provided for the possibility of applying corrective measures for the entire
universe of products included in the MERCOSUR Common Nomenclature, making exceptions in
a rather vague way for different types of product,* commodities with international price
guotations. The Brazilian initiative, however, covered the tariff universe without exception.

Whereas the Argentine proposal provided for the alternative of application of corrective measures
“on own initiative” — aong with those required by the private sectors affected — the Brazilian
proposal did not provide for this possibility.

As regards the details of the compensatory measures, Argentina proposed to apply, as afirst step,”
an ad valorem tariff lower than the CET. However, as a second step, it provided for the
establishment of specific import or ad valorem tariffs that might exceed the extrasubregional
tariffs. Alternatively, it promoted the imposition of quantitative or other restrictions that might be
appropriate, depending on the case, to prevent or redress injury. The Brazilian proposal, for its
part, provided for possible imposition of ad vaorem surcharges (always to be lower that the
extrasubregional) or quotas with a zero tariff.

In the Argentine view, measures could be implemented when a reduction of over 7% of the
weighted average FOB export prices had been established and/or when a volume increase was
noted, and/or when an increase of three percentage points occurred in the ratio of quantities
imported to national production. In all cases, the comparison period referred to the 1998
average vis-a-vis the average for a minimum period of six-months — and a maximum period
of 12 months — ending 90 days prior to application of the measure. Under this criterion,
demonstration of injury would be left to a second stage. The Brazilian proposal, on the other
hand, provided for demonstration of injury as a requirement for the imposition of any type of
measure, for which there had to be observation of the trend in volume imported in the
triennium 1998-2000, possible changes in price in this period, degree of penetration of the
affected market, level of national production, capacity utilized, level of employment, and
external trade performance with respect to third markets.

Length of mechanism and periods of effectiveness of measures: the Argentine proposal provided
that the mechanism would remain in force until the end of 2004, while each measure adopted
would remain in force for two years, with the possibility of extension if circumstances so justified.

The Brazilian proposal was very restricted in both these areas, and provided for a maximum
effectiveness of one year for the measures and for the mechanism itself (until December 31, 2002).

Lastly, the Brazilian proposal differed in two important respects from that of Argentina: the need
for the quadripartite GM C to approve ex ante the application of any measure (in a Resolution) and
the requirement that establishment of the adjustment mechanism be accompanied by a restructuring
program for the affected sector.

Although the safeguard clauses apply to tariff positions, that is, to specific well-defined products, the Argentine proposal to

except specific goods from application of the mechanism was expressed through groups of activities, classified by the
International Standard Industrial Classification (ISIC Rev.3). Thus, products normally exported by Argentina to Brazil, such as
fuel and agricultural products, were excluded from the mechanism.

The stages involve the possibility of immediately implementing measures on a provisional basis and then initiating the

pertinent consultations (30 days) and the demonstration of injury (60 days).
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Although the safeguard proposals presented by Argentina and Brazil had mgjor differences of approach and
methodology, they were afirst basis for discussion and negotiation, with a view to reaching consensus among
all parties on a common mechanism. However, owing to disagreements regarding other proposals to address
the exchange asymmetry, little progress would be made at bilateral meetings held on October 25 and 26.

G. Thefinal phase of the safeguard negotiations

Since mid-November, the parties’ positions had been growing closer together and there was speculation
that at the December meeting of the GMC and CMC, consensus would finally be reached regarding a
safeguard mechanism for intrasubregional trade. In that connection, the proposal submitted by Argentina
to that body stipulated that only the private sectors affected would be authorized to submit a request for
application of measures — eliminating the possibility of their application on own initiative — and
incorporated the requirement of demonstration of injury for the application of such measures, although the
provision remained regarding possible adoption, but only for 180 days, of temporary measures based on
the admissibility of the request, which would be consistent in establishing guarantees of ad valorem
import tariffs never higher than those in effect for extrasubregional imports.

The definitive measure might provide for the establishment of guotas with preferentia tariffs and the
application of the extrasubregiona tariff for imports made outside the quotas. To that end, the importing
State Party could raise extrasubregional import tariffs up to the maximum alowed by the WTO. The
quota, for its part, would take into account the average physica volumes imported over the last three years
representative of the historical trade flow.

It was stipulated that the adjustment mechanism would expire as of December 31, 2003, and that measures
were to be in effect for a maximum of two years — athough with the possibility of renewal if
circumstances so required. Lastly, the proposal established that investigations would be carried out by the
application authorities of the country affected, athough it defined a mechanism for consultation and
information exchange prior to establishment of the definitive tariffs.

The macr oeconomic adjustment factor

The Argentine proposal provided for application, to imports from Brazil, of a macroeconomic
adjustment factor equal to the minimum between the extrasubregional import tariff and a factor
equivalent to the product of the quotient of the value of the real quoted in U.S. dollars at the time of the
transaction and the vaue of the rea quoted in U.S. dollars as of December 1, 1999 (R$1.91/US$), and the
guotient of the simple average of the CPI and the WPI of Brazil in December 1999 and the simple
average of those pricesin the last period considered, minus one.

The factor so calculated was to be multiplied by the CIF value of imports in U.S. dollars, giving the
amount that importers had to upon bringing the goods into the country. A similar calculation was
defined for Argentine imports from Paraguay and Uruguay. In all cases, it was provided that the
mechanism would remain in force until macroeconomic convergence among the partner countries was
achieved.

Despite the economic climate — and some stories that spoke of an intent on the part of some Brazilian
officials and entrepreneurs to agree at the end-of-year regional summit that an impasse had been reached
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in the integration process (particularly regarding the CET) in order to move forward more readily in their
bilateral negotiations with Mexico, the highest political authority of the largest South American power
remained willing to “invest” negotiating energy and effort in MERCOSUR.

In this context, and after the MERCOSUR Trade Commission outlined in December, in Montevideo, a
preliminary agreement on some of the items on the internal agenda,> the crisis in the Argentine economy
ceased to worsen and become generalized. The sudden cancellation of the meeting of the CMC and the
MERCOSUR Presidential Summit and the withdrawal of the Argentine delegation in Uruguay on the
afternoon of December 20, 2001 — after confirmation of the resignation of President De la Rua, and while
Argentine governors, politicians, and parliamentarians discussed forms and mechanisms for institutional
succession, President Cardoso, having just arrived in Montevideo to participate in the thwarted
subregional Summit, met with his Bolivian, Chilean, Paraguayan, and Uruguayan counterparts to affirm
his "support for a democratic outcome” in Argentina while Foreign Minister Lafer stated to the press that
"at this difficult time, Argentina has, as ever, the absolute solidarity and support of Brazil" (La Nacion,
December 21, 2001). At that time, President Cardoso also suggested what he felt might be the future for
subregional integration: "Brazil’'s trade relations with Argentina, which were already going badly, may
completely flounder in the short term. But in the medium to long term, they will be revived" (Clarin,
December 22, 2001).

Rumors of the imminent abandonment of convertibility and confirmation of the dramatic heightening of
Argentina’s political and social criss — and the consequent fear of a contagion effect on the rest of the
subregion — dragtically altered both the subregional panorama and the order of priorities on the bloc's
negotiating agenda.

A few days later, the Argentine exchange regime having been modified, with new — although unstable —
bilateral parities and — essentially — another pyramid of priorities, and urgent and burning issues for the
different players, the 2002 MERCOSUR agenda would differ greatly — in many aspects — from its
predecessor.

H. MERCOSUR in 2002: timeto generate new fora for dialogue
After the "explosion” in the Argentine economy

In 2002, the Currency Board regime (convertibility) collapsed that had been in place in Argentina for
over a decade. Although fears were expressed in some partner countries — particularly the smaller —
that the exchange volatility in Argentina would lead to both an invasion of products of Argentine
origin and deterioration of the subregion’s financial indicators, in the first months of 2002, neither of
these materialized.>

The first two months of 2002 were characterized primarily by paralysis of trade with Argentina,
difficulties in completing operations aready in course when the crisis began (particularly, collection of
letters of credit by Brazilian exporters), and the wait-and-see attitude of the principal agents and operators.
But, despite the fears and short-term prospects, from a certain point of view, the end of convertibility —

53 . . . . . . .
To be noted was a mechanism for the temporary operation of intrasubregional safeguards and an increase in extrasubregional

tariffs for food products and food benefiting from subsidies in developed countries.

4 In any event, no less important was the drastic decline in income from Argentine summer tourism suffered by Uruguay and
Brazil, and, to a lesser extent, by Chile.
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forecast by different private analysts of the subregion in the second half of 2001 — could be regarded with
certain optimism from the standpoint of the MERCOSUR negotiations process.

Without doubt, the coexistence of the fixed exchange system in Argentina and a flotation regime in Brazil
had been — particularly since 1999 — one of the main factors contributing to the asymmetry between and
macroeconomic disequilibria of the bloc’s main partners, from which nearly all problems of rdative
competitiveness and trade and investment diversion problems emanated.

In any event, the change in the Argentine exchange regime succeeded in clearing a path towards the
“normalization” of intraeMERCOSUR relations, through which the level of conflict would decline,
thereby enabling more negotiating resources to be assigned to the “long term” issues, such as the
external front (FTAA, EU, etc.) and the intensification itself of the integration process (review of the
CET, trade disciplines, harmonization of technical provisions and standards, physical integration,
government procurement, etc.), in a more relaxed framework, with less sectoral pressure and greater
mutual understanding.

This view minimized to some extent the true importance of the convertibility-Currency Board as a
means of operating the Argentine economy towards its own interior. In fact, convertibility had served
as the foundation of and reference point for all contracts, public, private, and public-private. Thus, its
elimination led to the sudden collapse of many pre-existing commitments. In consequence, in the first
half of 2002, Argentine policymakers' central task was how to “allocate” in political terms the asset
losses that resulted from the abandonment of convertibility, seeking to minimize the damage and
introduce mechanisms designed to produce a new context of “greater normalcy of operation of
economic ties among local players. *

In any case, as might have been predicted, in January, in the context of growing social discontent among
savers, entrepreneurs, and shopkeepers affected by the stagnation of economic activity and a public
opinion highly critical of the political class as a whole, the Argentine economy was virtually parayzed,
with frequent and lengthy currency exchange “holidays’ towards the end of April. To summarize, the
abandonment of convertibility was an extremely traumatic event for the Argentine economy — and society-
with marked depressive effects on levels of activity in nearly all sectors.*

In that context, in the first months of 2002, efforts of the MERCOSUR countries focused, on the one hand,
on seeking to “repair” the damage caused by the heightened conflict the preceding year and, on the other,
on waysto “aleviate” the problems of the Argentine economy through trade measures, thereby seeking to
prevent the crisis from spreading to the rest of the subregion. At the same time, a strategy was
implemented to repair the damaged relations with the largest subregional partner, a situation that was
helped by the constructive attitude and positive predisposition of Brazilian officials.

Thus, battles, some objective points of conflict of interest, and the search for realistic solutions to specific
problems moved from the pages of the newspapers and magazines to the bilateral and quadrilateral
negotiating table, around which sat officias with responsibility for the different issues at hand.

In that respect, an eminent expert on subregional integration topics and Argentine-Brazilian bilateral
relations reflected on the need to restore the spaces for cooperation with the main South American economy:

% This expression was frequently used by the Minister of Economy, Jorge Remes Lenicov, to refer to the need for Argentine

economic agents to “get used to” operating in an economy with a flexible exchange rate.

% n fact, the final collapse of activity began in mid-2001, in anticipation of the possible consequences in the collapse of

convertibility, which had been in place for over ten years. For further detail on this topic, see Chapter | of this report.
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"none more than our neighbors are interested in the recovery of the Argentine economy” as "a neighbor in
crisisisapotential source of instability" (Roberto Bouzas, Clarin, January 1, 2002).

How to begin again?

The sudden restoration of Argentine exchange parity with respect to Brazil smoothed part of the way, and
rendered superfluous many of the measures introduced by Argentina owing to the devaluation of the real
in January 1999. During the first visit of Foreign Minister Ruckauf to Brazil afew days after taking tenure
(mid-January 2002), the start of the progressive elimination of intrasubregional disputes was announced.
This process, dubbed "clearing the table," proved to be the focus of Argentine-Brazilian bilateral relations
throughout 2002.

Thus, the new Argentine officials with responsibility for international economic relations focused their
efforts smultaneously on two areas. They first sought to link requests for emergency financial assistance
from the developed countries to further opening of markets (arguing that "instead of loans and financial
assistance, we want greater opening of markets"). At the same time, they sought to generate conditions so
that Argentine exporters might profit as soon as possible from the gains in competitiveness that would
naturally emanate from the steep and accelerating devaluation of the peso. In that connection, the new
official with responsibility for the Foreign Ministry’s international economic negotiations, Martin
Redrado, indicated in late January that his objective was to achieve "intelligent integration with the world,
to move into new markets that will have to open to our products” (BAE, January 22, 2002).

As regards MERCOSUR, and with the same aim of generating markets that might contribute relatively
quickly to the recovery of the national economy, Argentine negotiators focused their efforts on removing
the obstacles to negotiations regarding the MERCOSUR Automotive Policy (MAP), with a view to
lending flexibility to the compensated trade mechanism so as to increase Argentine motor vehicle
exports to Brazil.

From the outset, Brazilian negotiators indicated that they were open to the possibility of “assisting” an
Argentinain crisis by adopting favorable trade measures, among them, definitive amendment and regulation
of the MAP.*>" They requested, however, by way of compensation, prior elimination of the numerous trade
barriers and reductions, and the subregional preference that Argentina had had in place for many sectors
since 1999 when the problems of competitiveness stemming from the growing exchange asymmetries
between the two countries had generated alternative formulae in the regulatory and trade aress.

Thus, in early February 2002, the Brazilian Minister of Industry, Sergio Amaral, "on express ingructions
from President Cardoso,” announced the elimination of all barriers and quotas imposed in the past on the
entry of Argentine products into its market, with the logical exception of those involving sanitary issues,
such as those related to hoof-and-mouth disease, and availed himself of the opportunity to express his
solidarity with Argentina in its complex negotiations with multilateral financial organizations: "Brazil
seeks by this gesture to indicate to the international community that it is truly urgent to hasten assistance
to Argentina" (Clarin, 08/02/02).

However, the context of growing exchange instability, the serious banking system difficulties, the "return”
of inflation, and certain prospects that a hyperinflationary process (with unpredictable political and social
implications) might be "just around the corner" made it impossible both to assess the true scale of the

> In that connection, the Brazilian foreign minister in February indicated in February, during a trip to Washington, that "Argentina is

our neighbor and our partner, and we are trying to assist in the trade and the finance areas, and also by sharing our own experience"
(Clarin, February 1, 2002).
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devaluation and to make decisions on topics not related to the day-to-day situation, to which were added
legal and administrative obstacles to terminating abruptly the many antidumping proceedings under way
since the preceding biennium in connection with imports from the neighboring country, as Brazilian
authorities expected.

ARGENTINA-BRAZIL REAL RATE OF EXCHANGE IN 2002
Basis: average real exchange rate 1999/2001=100
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Source: Ministry of Production (Argentina).

Based on the Brazilian initiative, it was decided to work to create conditions for complementation of
production at the subregional level (development of subregional productive chains and sectora
competitiveness forums),*® in order to facilitate exports of subregional products to third country markets.
To that end, a need was again expressed for the development of the "MERCOSUR trademark," and it was
resolved to give further impetus to the initiative - which had been put forward the preceding year — of
conducting joint trade missions towards third country markets. As a first step, the Argentine Minister of
Production was invited to participate — along with entrepreneurs from that country — in a Brazilian trade
mission to China scheduled for April, while the firss MERCOSUR business trip was confirmed, to be
made to South Africain May by firms from the four countries.*

But, despite the political statements and statements of the parties intent, the difficult political and
economic situation in Argentina in the first half of the year stymied prompt decision-making regarding the
dimination of the measures demanded by Brazil. In addition to the efforts made by the two countries
officials, the severe recession, exchange instability, and problems of a regulatory nature (ranging from
difficulties in implementing and administering the new trade and banking provisions in Argentina to
delays in settling operations carried out in late 2001 between Argentine importers and Brazilian
exporters)® led to steep and accel erating declines in bilateral trade.

*8 For further detail on the steps taken in this area in 2002, see Chapter IV of this report.

%9 For further detail on this mission, which was finally carried out in late June, see Chapter V of this report.

60 Which, according to the Brazilian Foreign Trade Association, amounted to some US$ 500 million by May 2002.
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Thus, towards the middle of April, it was learned that Argentina had fallen from second to fourth place in
the ranking of destinations for Brazilian products, while Brazil was losing its position as the principa
buyer of Argentine goods. In any event, Brazilian negotiators continued to gamble heavily on the
integration process. "the bloc is not dead. It is only trade that isill, stated Ambassador Botafogo in early
July in Buenos Aiires" (La Nacion, July 3, 2002).

The economic climate aside, and in view of press stories that the Argentine government would take the
politica decision to suspend many of the specia regimes for control of access and investigation
proceedings of dumping under way against Brazilian exporters in different sectors in order to facilitate
negotiations on priority topics, the Argentine Association of Pork Producers sent a letter a letter to the
Minister of Economy indicating that if an order were issued to suspend the antidumping proceedings
under way for the sector regardless of the deadlines stipulated in law, the authorities involved in that
decision would be failing in their duties as public officials (which would be grounds for prosecution).®*

Some good news

The major milestone of the period was the conclusion of the agreement to relax the MAP, announced at
the Buenos Aires Summit (July 2002), but only signed during President Duhalde's visit to Brazil in
September.®> However, despite progress made since that time and the stabilization of the Argentine
situation in the latter half of the year, at the time of this report was closed, the process of suspending the
antidumping proceedings and other points of controversy had not been concluded, the fina decision
having yet to be taken in some cases.”

At the same time, the Argentine Secretariat of Industry reported that in the pork sector, the WTO did not
find evidence of dumping, that in the chicken sector, it would continue to investigate, but without applying
trade restrictions, and that in the textile sector, the compromise had been reached that private parties
would voluntarily negotiate trade volumes. The entities representing poultry and pork producers rejected
the measures. The Argentine Association of Pork Producers condemned them, indicating that "with this
agreement, production is put at risk and investments of over US$ 100 million to transform and improve
the sector are jeopardized” (Pagina 12, July 14, 2002), while the poultry producers expressed their despair
at the fact that "the country is again erring in protecting inefficient sectors from unfair trade practices at
the expense of sectorsthat are efficient” (Pagina 12 and Ambito Financiero, July 14, 2002).

In any event, in addition to formal problems with possible negative impact on the speed of the "clearing
the negotiating table" process agreed with Brazil, in fact, it is very likely that many of the difficulties in
moving ahead in these areas emanate from both the problems of the Argentine economy and the stark
asymmetries of productivity in certain branches of production, in particular, sectors such as chicken and
pork. Such disparities, evident prior to 1999, had recently in many cases continued to grow.*

. AswTO provisions establish that investigations must be pursued to their conclusion.

%2 For further detail on this topic, see Chapter Il of this report.

it is worth noting by way of example that both the waiver for capital goods imports and for reimbursements for intrasubregional

sales remain in effect in Argentina in early 2003.

% In that connection, of great significance is Brazil's takeoff in recent years in the production and worldwide export of chicken and pork.
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In line with bilateral efforts to resolve conflict, possible "exportation” of the Argentine crisisto the rest of
the subregion was a constant concern throughout 2002.%° Uruguay was the country that most felt the force
of the "shock wave" from events on the other side of the Rio de la Plata. The crisis was transmitted via the
strong trade and financia ties between the two countries. Thus, in thefirst half of 2002, Uruguay sought to
preserve the exchange band regime in effect until that time by imposing restrictive measures on
intrasubregional trade, mimicking to some extent the earlier Argentine attitude at the end of the
convertibility regime. Devaluation and, later, the banking sector crisis were also inevitable.*®

BRAZILIAN-ARGENTINE TRADE, 2002
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Regardless of these new moativations and the new climate in the subregion, trade between the major
partner countries continued to decline, although at decreasing interannual rates and with some prospects
for recovery in specific sectors.®”’

In the pursuit of a new era of consensus

From the beginning of the latter half of 2002, in a context of a growing trend towards stabilization of the
Argentine economy, and the slow normalization of the Brazilian and Paraguayan economic and financia
situations, the general panorama was improved and the disposition of officials and entrepreneurs from the
subregion’s countries was better for fulfilling and implementing the commitments made at the Buenos
Aires Summit and for a degree of progress to be made with some priority items on the subregional agenda.

8 Such concern was also reflected in steps taken by MERCOSUR as an instrument to amplify Argentine requests for assistance

from international financial organizations. For further detail on the subregional impact of the Argentine financial and economic crisis
on the other economies of the subregion, see Chapter | of this report.

 bid.

7 For further detail on the bloc’s trade trend throughout the period of study, see Chapter | of this report.
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Thus, in the latter half of 2002, headway slowed and atemporary impasse was reached in connection with
negotiation agenda items not related to the economic climate, in part owing to Brazil's peculiar current
political situation, with the Cardoso administration in its final months in office® and in part, on the
Argentine side, to the atered political climate as of July, as the handing over of authority to the new
elected officials had been moved forward to May 2003 (originally slated for December 2003). In this
situation, in view of the growing stabilization on the macroeconomic front, the main focus of the
Argentine government shifted to determination of possible successors, an activity that aso contributed to
some sluggishness of negotiations.

After Luiz Ignécio Lula da Silva was elected President in the second round of the Brazilian presidentia
elections, certain questions were cleared up that had hung in the air regarding MERCOSUR’s future.
Throughout the presidential campaign, the new Brazilian President had pronounced himself strongly in
favor of MERCOSUR ("for us, MERCOSUR is essential,” the then-candidate had said during his visit to
Buenos Aires, Clarin, July 19, 2002).

In that context, 2002 closed with staunch political statements regarding a sort of rebuilding of MERCOSUR
(avoiding the “overused” word “relaunch), which will unquestionably depend on such convergence of ideas
as may exist between the new Brazilian government and the new officias taking office in Argentinain May
2003, and oninclusion of the authorities of Paraguay and Uruguay in that dial ogue.

8 In that connection, some of the topics related to fulfilment of the implicit timetables of the FTAA and MERCOSUR-European

Union negotiations obliged the bloc’s countries to take major decisions, which took up much of the “final” negotiation efforts of the
Cardoso administration in Brazil.
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CHAPTER I11. AN APPROACH TO THE MAIN SECTORAL AND HORIZONTAL
TOPICSIN INTRASUBREGIONAL TRADE

A.  Sectoral topics
The lengthy negotiations on the Automotive Regime are finalized

Decision CMC 29/94 had provided that a common MERCOSUR automotive regime would be established
by January 1, 2000; it would replace the intrasubregional quota-based and/or balanced trade regime
established in the bilateral agreements that had governed up to that date. The Decision stipulated that the
new regime would have a Common External Tariff and intrasubregional trade would be unrestricted and
without any type of quantitative limitation.

However, in late 1998, when certain differences in respect of the agreement®™ were already making it
difficult to meet the previously agreed upon deadlines, the four countries decided to add a period of
transition to subregional free trade for the first five years of the 21st century, during which
intrasubregional trade would continue to be managed.

This agreement notwithstanding, the crisis sparked by the devaluation of the real led to new and specific
difficulties and, in general, more antagonism in Argentine-Brazilian bilateral negotiations, with the result
that the new common automotive regime could not be finalized on the date stipul ated.

In March 2000, the two parties announced the general terms of atransitiona regime that would remain in
effect until December 31, 2005, after which time automotive trade would be conducted in a context of free
intrasubregional trade. The new common automotive policy would govern trade in vehicles in general
(automobiles, light commercia vehicles, buses, trucks), self-propelled machinery (farm and roadway
equipment), and their parts.

The agreement established a CET with various levels, depending on the product:

Vehiclesin general 35%
Self-propelled machinery 14%
Vehicle parts 18% to 14%
Parts for self-propelled machinery 8%
Non-manufactured parts 2%

However, the agreement granted Argentina the possibility of applying ascending schedules for vehicle
parts (from 7.5% to 9.5% in 2000) until reaching the CET in 2006. Argentina would aso apply an
ascending schedule for external tariffs on buses, trucks, and trailers, vans, from alevel of 14% to 18% in
2001, also to converge on the CET (35%) in 2006. For its part, Brazil would apply an ascending schedule
for vehicle parts, from alevel of 9.1% to 11.7% in 2000, converging on the CET in 2006. In the case of
machinery, Brazil would use a descending schedule from a base of 18% in 2000, until converging on the
CET (14%) in 2001.

% The main differences included determination of the CET for heavy trucks and auto parts, neutralization of the asymmetries

generated by investment incentives, the treatment accorded Paraguay and Uruguay, and the existence of national content within
subregional content.
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The common regime established a 60% minimum level of subregiona content in parts and components. In
addition, until 2005, Argentina could require a minimum national content of 30% for light vehicles and
25% for trucks (the so-called “superloca” content), a point that had been the subject of grueling
discussions throughout the entire negotiating process.

Bilateral trade would be exempt from tariffs, provided it remained balanced. For purposes of the regime,
the balance of trade would be calculated in globa terms (that is, taking into account the entire universe of
products) in dollars. Provision was made for some imbalances, in keeping with a criterion that would
increase over time. Thisrule, called “flex,” established that the maximum allowable deviation was 3% of
the volume of trade for 2000, a percentage that would rise until reaching 10% in 2003, leaving for the
future the determination of the flex percentage for 2004 and 2005.

It took some months more to bring Paraguay and Uruguay into the agreement, thus enabling it to be
included under the MERCOSUR lega “umbrella” In each case, specific clauses had to be established
owing to the specificities of the automotive industry in each of the countries.

In late February 2001, the incorporation of the smaller partners was nearly finalized, under the CET
regime aready stipulated in the Argentina-Brazil agreement. In the case of Uruguay, it was determined
that until December 31, 2005, an initial external tariff of 23% would apply to vehicles, while for imports
of sets of parts, the applicable tariff would be 2%. The subregiona content percentage required in
Uruguayan products would be 50%, less than the 60% agreed to between Argentina and Brazil, and
bilateral quotas were established for tariff-free trade.”

Paraguay acceded to the agreement only in July 2001. It had to comply with an importation reduction
schedule for used automobiles until total elimination in January 1, 2006. Although Paraguay does not
produce motor vehicles, zero tariff export quotas were established from Paraguay to the remaining
MERCOSUR countries, the objective being to provide an incentive to locate motor vehicle
warehouses in the country.

Thus, in October 2001, the MERCOSUR Automotive Policy (MAP) protocol was finally formalized
with LAIA. However, demands for its early amendment began several months prior to that date.
Argentina had hardly implemented the bilateral agreement with Brazil in Decree 660/00 (August
2000) when problems began. Dispute arose because Argentina s decree provided that “superlocal”
content would be calculated component by component, while Brazil felt that it should be calculated
subset by subset of components. According to Brazilian complaints (shared by the warehouses |ocated
in Argentina) the “component by component” method increased the Argentine content from the
originally agreed upon level of 30% to nearly 45%.

However, the main differences arose when strong criticism of the MAP began to emerge from within the
Argentine government itself, as it was being perceived that the balanced trade established did not allow
Argentina to increase its automotive exports to Brazil.” It should be noted that the clauses on the
management of intrasubregiona trade led to insistent demands from the Argentine negotiators throughout
the negotiations in an effort to prevent, according to their analysis, the possible extinction of the Argentine
automotive industry if it had to compete, without any form of protection, with Brazilian vehicles produced
in alarger-scale, more integrated industry.”

0 By then, the decision had been made to expand the 2001 flex margin for trade between Argentina and Brazil from 5% to 10%.

™ For further detail on this subject, see Chapter Il of this report.

2 pid.
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However, the prolonged economic depression affecting Argentina since 1998, which had worsened as of
second quarter 2001, was drastically reducing the demand for imports from Brazil, even for those products
included in the MAP. Thus, the quota on Argentine exports to Brazil as determined by the flex was
beginning to represent a severe constraint. Accordingly, after the Presidential Summit held in Asuncion in
June 2001, Argentina's then-Minister of the Economy announced, somewhat to the surprise of both
Argentines and Brazilians, that the MAP would be renegotiated in two months, so that subregional trade
would be conducted under the rules of free trade.” Although, as explained above, this was an “old” demand
on the part of the Brazilian negotiators, under the circumstances, Brasilia s response to the initiative was
between skeptica and cold.

Although it had been formally announced, the renegotiations did not actually begin during the remainder
of 2001. Owing to the flood of bilateral disputes that arose in the latter half of that year, the negotiating
“climate” was light-years away from optimal. In principle, Brazil rgected a “temporary” solution (the
Argentine proposal involved free trade for two years, followed by a return to managed trade flows) and
countered that any reopening of the MAP should include permanent changes so that they would be
compatible with the long-term perspectives on which investment decisions in this sector are based, exactly
as the Brazilian negotiators were emphasizing at the time. In addition, the Brazilian government wanted
any reopening of the MAP to be another element of overall negotiations intended to reduce the mountain
of bilateral trade disputes that appeared only to grow higher.

In early July 2001, after learning of the Argentine government provision that permitted deduction of the
“convergence factor” from tariffs applicable to extrasubregional imports of capital, telecommunication,
and information technology goods, and vehicles eligible for inclusion as “capital goods,” Brazil decided to
suspend all negotiations of the MAP. In addition, with Argentine exports to Brazil increasingly exceeding
the established flex margin, fears were rapidly mounting regarding application of the fines established in
the agreement for such cases,” an eventuality that the authorities in Brasilia took it upon themselves to
repeat with singular frequency.

Thus, shortly after the change in the Argentine administration and the subsequent abandonment of
convertibility, there were indications from Brazil that negotiations might be launched to introduce changes
in the MAP, in a context where such a step might be interpreted as a gesture of assistance to alleviate the
Argentine general economic collapse.

Nonetheless, despite the enthusiasm generated by this announcement, the negotiations would not be without
difficulties. From the outset, Brazil reiterated its position that it would not accept “temporary” formulas and
again began to push for eimination or reduction of the Argentine “superlocal” content. Apart from that, all
renegotiations would involve a commitment to “clear all conflict from the negotiating table” and to achieve
other bilateral agreements such as reestablishment of the Reciprocal Credit Agreement. From the Argentine
point of view, the main (and virtually only) point of concern was to expand the flex to a 50% level (that is, a
ratio of 3 dollars exported for every dollar imported) or even 60% (4 to 1 ratio) by 2001, replacing the 15%
in effect under the first expansion agreed in December 2000. The goal was to loosen the straitjacket implied

B The Argentine government was also interested in excluding from the MAP buses, trucks, and machinery, as they were

“capital goods.” The policy then being followed in Argentina was to eliminate tariffs on capital goods imports in order to promote
investment spending which, in the case of the aforementioned products, could not be done precisely because they were included
in the MAP universe.

™ The fine would be some 70% of the CET calculated for excess exports.
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by the balanced trade regime in view of the export potential of the Argentine automotive industry in Brazil,
in the context of the terrible depression in the Argentine market.”

The basic negotiations could only be completed by mid-2002. At the Presidential Summit held in Asuncion
in July, the main el ements of the agreement reached were announced. These included:

« Reduction by one year of the schedules for ascending convergence towards the CET for
extrasubregional auto partsimports (for both Argentina and Brazil).

e Increase of the flex to 33.3 % (a 2 to 1 ratio, consistent with Brazil’s position), with an ascending
schedule until reaching 45% in 2005. In order to avoid the fines that would have applied, a flex of
23% was established retroactively for 2001.

e The balanced trade calculation would not take into account trade in auto bodies or self-propelled
machinery (a long-standing Brazilian desire, as the balance of trade in these products was positive for
Brazil).

* The Argentine “superlocal” content would be maintained athough, in contrast to the origina
stipulation (a constant percentage for the life of the agreement), it would apply only to automobiles
and light utility vehicles. In addition, a decreasing schedule was established for this content, at 20%
for 2002 and 2003, falling to 10% in 2004 and 5% in 2005.

Another distinctive aspect of this agreement (which was finally formally concluded in September 2002)
was the inclusion of a clause to promote, in the medium term, speciaization of the warehouses on both
sides of the border, so that they could develop different platforms and, by that indirect means, prevent
excessive concentration of the auto parts industry in only one of the countries.

The poultry sector: ten years of disputes

Since the dispute that arose in 1991 regarding the importation of baby chicks from Brazil, the well-known
economies of scale and the productivity of the Brazilian poultry sector have congtituted mounting pressure for
Argentine poultry farming.

Thus, in 1997 Argentine chicken meat producers asked the Argentine government to begin applying
protective measures against the increasing imports from Brazil. In principle, an attempt was made to
contain the problem through a “private” arrangement under which Brazilian exporters would voluntarily
restrict their salesto Argentina by establishing export quotas.

In view of the evident lack of effective controls of compliance, this arrangement failed miserably. Therefore,
when it lapsed in March 1999, it was not renewed. From that time on, and in a context of increasing
conflict in bilateral relations stemming from the recent devaluation in Brazil, Argentine producers
collectively as the Association of Poultry Processing Companies (Camara de Empresas Procesadoras
Avicolas - CEPA) formally requested that an antidumping proceeding be brought against Brazilian poultry

S Despite this, in 2002, Argentine automobile exports showed a marked decline in their “exposure” on the Brazilian market: while in

2000, Brazil's share in Argentine auto exports was 81%, in 2002, this share declined to 51%. The marked increase in shipments to
Mexico largely accounts for this situation: whereas in 2000, Argentine shipments to the Mexican market accounted for only 3% of
external auto sales, in 2002, that share increased to 25%.
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exporters. In July 2000, the evidentiary period ended with the imposition of minimum prices of US$ 0.92
and US$ 0.98 per kilo, depending on the company, for imports of Brazilian whole chickens.”

After this measure was imposed, the number of whole chickens entering the Argentine market from Brazil
fell significantly. In August 2000, the Brazilian government decided to have recourse to the MERCOSUR
dispute settlement system, under the provisions of the Protocol of Brasilia, taking the view that the
Argentine decision was not in keeping with the MERCOSUR agreements. An Ad hoc Tribuna was
constituted in March 2001 and issued its decision in May of that year.

The Tribunal ruled that it was not its role to resolve differences regarding the requirements established for
application of antidumping duties, i.e., it was not its purpose to establish: (1) whether the prices
constituted dumping, (2) whether Argentine poultry production had been injured, and/or (3) the causa
relationship between those prices and possible injury, as common legislation did not exist in this area.

However, the decision of the Tribunal did address the question of whether, in applying the disputed
criteria, the Argentine authorities had manifestly exceeded their authority in such away as would indicate
that the antidumping measure had been used for the purpose of obstructing trade within the customs union,
which would have contravened existing MERCOSUR provisions regarding the unrestricted flow of
intrasubregional goods.

The arbitrators concluded that the criteria employed by the Argentine officials were reasonably acceptable, as
no substantial departure from normal practice in procedures of this type could be seen. Accordingly, they
rejected the Brazilian complaint that sought to eliminate application of the antidumping duties established
by Argentina against chickens of Brazilian origin. After Brazil requested clarification regarding the
decision, on June 19, 2001, it was made final.

As the decison made evident the lack of specific provisions at the MERCOSUR level in the area of
antidumping procedures, the Brazilian government decided that the grounds for the dispute (the pertinence
of the measure) should be resolved in the framework of the World Trade Organization (WTO), sinceit felt
that the Argentine government, in establishing the antidumping measure, had failed to comply with the
procedures on unfair trade practices stipulated in the Agreement of the Organization.

Thus, proceedings under the WTO Dispute Settlement System were instituted in November 2001 through
arequest for consultation on the matter.

Despite the “clearing the negotiating table” process begun after the Argentine devaluation, Brazil
decided to persist with the proceedings before the WTO, requesting, in early March 2002, that a panel
be set up on the matter. In fact, the Brazilian attitude was a natural response to the domestic legal
difficulties faced by the Argentine government in rescinding rapidly the antidumping measure
previously established. Despite this step, the two governments then indicated that the measure did not
undermine the continuity of the bilateral negotiations process for a negotiated settlement of the case.
The panel was formally constituted in early April 2002.

In early July, Argentina and Brazil agreed, along with the outline of changes to the MERCOSUR
Automotive Policy, to rescind within 60 days the antidumping measure affecting the entry of Brazilian
chickensto the Argentine market.

® n addition, in the period of study of the measure, producers in the Argentine province of Entre Rios obtained via the courts the

immediate imposition of import quotas on Brazilian chicken, which were accompanied by stricter enforcement of health controls by
the Argentine government (INTAL [2000]).
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As aresult of this understanding, the Argentine government decided to reopen the antidumping measure
on its own initiative. At the same time, the private sectors of both countries made efforts to launch
negotiations for the establishment of intrasubregional quotas, efforts that were unsuccessful.

The deadlines stipulated in the memorandum of understanding could not be met, so the WTO
procedure went forward. However, in mid-November the Foreign Trade Commission of Argentina
found that the injury to the Argentine poultry industry from imports from Brazil had not yet been
redressed, although the measures taken had been useful at the time, also finding that if the measures
were lifted, there might be further injury.

This decision further complicated the legal issues involved in the probable rescission of the antidumping
measure by the Argentine authorities. Thus, at the time this report was closed, the dispute remained active,
with the prospect that it could only be resolved through the procedure instituted with the WTO.

The dispute made evident the lack of common rules in the area of trade protection measures, thus leading
to adoption of WTO provisions in this area within the MERCOSUR body of law. On that basis, it will be
possible to resolve disputes related to the propriety of antidumping procedures applied to intrasubregional
trade through an Arbitration Tribunal.””

Pork: the antidumping that wasn't

Among the first disputes that broke out after the major Brazilian devaluation of January 1999 and the new
foreign exchange policy in that country was that related to fresh pork. Prior to those events, Argentine
producers had already been petitioning their government, alleging that Brazil had mechanisms in place to
subsidize pork production and exports.

Accordingly, the Argentine government decided to have recourse to the arbitration body established in the
Protocol of Brasilia. In November 1999, the Arbitration Tribunal rejected the Argentine complaint.
Despite the adverse decision, the complaints of Argentine producers did not abate. Negotiations between
the private sectors of the two countries did not find a solution acceptable to both parties.

In that context, the producers pushed for an increase in the CET and stricter enforcement of sanitary
controls which, although they were used to limit purchases from third country markets (basically Spain
and Chile), could do nothing to restrict the entry of products of Brazilian origin.

With the competition thus displaced, Brazilian cuts gradually increased their share of Argentine pork
imports. while externa purchases represented about 30% of the pork supply on the Argentine market,
Brazil’s share of that percentage was close to 75% (2001 data). A large percentage of the Brazilian
shipments consisted of fresh meat to be used as an input by the Argentine pork cold cuts industry.

This situation led Argentine producers to change strategy and to push for institution of an antidumping
proceeding against Brazilian meat processing plants exporting pork. In November 2001, after several
months of repeated complaints, the proceeding was officially instituted. The Argentine producers sought
the application of countervailing duties of up to 60%.

77 However, at the same time, the WTO case remained active. When the Protocol of Olivos comes into force, it will not be possible

to pursue proceedings simultaneously in two jurisdictional bodies, so that the proceedings before one of them would have to be
abandoned.
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After the end of convertibility, the pork dispute, like other restrictions on bilateral trade that arose between
January 1999 and December 2001, was included in the “ clearing the negotiating table” process begun by
Argentinaand Brazil in first quarter 2002.

For this reason, when renegotiation of the common MERCOSUR automative policy was concluded in
early July 2002, Argentina undertook to resolve the restrictions established on imports of Brazilian origin
in the pork area as well as resolving the chicken and textilesissues.

In the case of pork, the lack of evidence of injury was the technical reason that led to the closing of the
antidumping proceeding without the application of countervailing duties. Subsequent to that decision, the
Argentine government tried to promote negotiations among the private sectors of the two countries, but
efforts to hold a meeting in Rio de Janeiro in July 2002 were unsuccessful.

Based on recent sectoral studies, it is expected that, with the protection provided by the current Argentine
real exchange rate, the sector may “gain time” to complete the reconversion under way therein since the
1990s. Such a transformation is based largely on increased productivity, greater economies of scale, and an
increase in the extent of vertical integration of the chain (producer/meat processing plant). This would make
it possible to compete successfully with one of the largest playersin the internationa pork market, Brazil.

Argentine wheat and the Brazilian market

With average annua sales of US$800 million, wheat is one of the most important items of trade between
Argentina and Brazil (after automobiles, wheat is the largest Argentine export heading to the Brazilian
market). Along with its quantitative importance, the grain has certain characteristics that increase its trade
“sengitivity” because of the wide range of flour-based foods that account for much of the food expenditure of
large segments of the population, particularly the lower-income. Thus, it is no surprise that the market and
governments give such special consideration to the price terms and supply of thisgrain.

Since the egtablishment of MERCOSUR, Argentina has been consolidating its position as Brazil's
principal supplier of wheat. Brazil imports approximately 70% of the wheat it consumes, and buys 90% of
its total wheat imports from Argentina (i.e., Argentina provides approximately 65% of the wheat consumed
in Brazil). In addition, the Brazilian market accounts for a significant share of Argentine wheat exports,
averaging 70% of total exports. These figures indicate the major importance of this trade flow in terms of
both imports and exports.”

Consolidation of this trade pattern has been facilitated not only by the preferences granted by the CET, but
aso by the freight charges collected by Brazil on extrasubregiona shipments and, evidently, by the lower
freight cost made possible by the proximity of Argentine shipping ports. On average, this price difference
is split between the Argentine exporters and the Brazilian importers. That is, while Argentine wheat is
cheaper on the Brazilian market than wheat of other origin, on the Argentine market, sales to Brazil offer
better prices than those in other markets. This makes the consolidation of this trade flow “ doubly advisable’
in terms of both supply and demand.

However, the “split” of the margin of preference is only possible through negotiating contortions, repeated
from year to year. In this regard, each year the Brazilian flour milling industry (grouped under ABITrigo)

8 In other words, it might be noted that, as regards wheat production, Argentina has "specialized" in being the principal supplier of

Brazilian demand.
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pushes for the Brazilian government, for different reasons, to reduce or eliminate the CET, so that, faced
with the possibility of stiffer competition, Argentine exporters will agree to lower the price of their wheat.

For the last two years, wheat has been the focus of different disputes. In mid-2001, after the Argentine
government’ s decision to introduce a convergence factor discount on extrasubregional imports of capital,
information technology, and telecommunication goods, warnings filtered through from Brazil that it might
reduce or eliminate the margin of preference provided by the CET, warnings that were promptly denied.

New storm clouds appeared in August 2001 when Brazil’s Ministry of Agriculture changed the technical
regulations regarding the characteristics of wheat to be sold as of January 2002, provoking loud
complaints from the Argentine side. The complaints focused on the change in the type of “sieve” to be
used in classifying the grain. The sieve is a physical mechanism that separates larger from the smaller
grains, the latter being discarded for milling. The higher the percentage of small grains in the wheat, the
lower the price paid for the grain.

The new regulation stipulated that a sieve with 35 mm?® holes would be used, whereas sieves with 15.2
mm® holes were used in Argentina. Thus, the new Brazilian sieve would automatically yield higher
percentages of “small wheat” (small discarded grains) than the Argentine sieves, which the consequent
price impact. Bilatera negotiations led to the postponement of application of the new regulation until
January 2003, and it was agreed that the two countries would conduct a technical study of the issuein the
first four months of 2002. Ultimately, the negotiations were successful and the problem was resolved
satisfactorily when Brazil undertook to adjust its regulation to that used in Argentina until a definitive
agreement was reached.

The financia and exchange crisis unleashed in Argentinain December 2001 led to numerous difficultiesin
the conduct of foreign trade in general, and in tradein grain in particular. For that reason, wheat exports were
virtualy paralyzed for nearly a month, creating fears of under-supply in Brazil. This constituted a fresh
opportunity for the Brazilian milling industry association again to renew the aspect of its demand involving
the reduction or dimination of the CET on wheat. When shipments returned to normal during the second
half of January 2002, the fears of an under-supply were dispelled, removing the basis for the complaint.

In April, with the deepening of the financial crisis, transactions involving Argentine grain were again
impeded. On that occasion, in addition to a prolonged bank “holiday,” grain exporters demanded a change
in the method of collecting taxes on exports (withholding). Again there were calls for elimination of the
CET, but the Brazilian government maintained it in effect.

However, in July a precedent in this area was established within MERCOSUR. In Uruguay, after
abandonment of the exchange band policy and the ensuing devaluation of the Uruguayan peso, it was
decided to include wheat in the lists of exceptions to the CET to aleviate the ceaseless increases in the
price of this basic foodstuff (which is marketed in dollars) by increasing as much as possible the number
of potentia suppliers. The marked rise in the international price of wheat after mid-2002 was another
reason for again raising in Brazil the topic of the CET for wheat.

In addition, in the latter half of 2002, complaints began to intensify regarding the export tax regime
applied in Argentina since the beginning of that year. Although the complaints that these taxes made the
product more expensive abroad were unfounded (they actually generated a discount for the Argentine
producer, as the external price is determined on the international market), the complaints were pertinent
that distortions were generated by the different tax rates applied. For example, while exports of wheat and
wheat flour were taxed at arate of 20%, the rate applied to flour derivatives was 5%.
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This differential increased the effective protection of Argentine flour processing industries (production of
breads, biscuits, etc.) because inputs could be purchased in the internal market at prices below import parity
prices, and this could be interpreted as a subsidy for those sectors. For that reason, complaints were lodged
(at the CMC and CMG level) by Uruguay and Brazil regarding the export tax regime applied in Argentina.
In addition, sources in the Brazilian milling sector indicated that these Argentine regulations encouraged
an unusual increase in Argentine exports of “premixes’ (flour derivatives used in the bread-making
industry that consist essentially of flour with the addition of salt, leavening agent, and other additives) as a
means of evading the higher tax applied to flour exports.

At year-end, the Brazilian government finally resolved to modify the CET for wheat, reducing it from
11.5% to 10%, deciding in this case not to implement the decision to maintain the increase of the
remaining 1.5 percentage points of the general CET increase (of 3 percentage points) that had been
decided in 1998.

B. “Horizontal” constraintson intrasubregional trade: " resuscitating” the adjustment lists
Uruguay “ defendsitself” fromthe regional crisis

As one of the “smaller partners” in MERCOSUR, Uruguay was particularly hard hit by the crisis in the
subregion that began in mid-1998. It should be noted that, in that year, MERCOSUR accounted for 44% of
Uruguayan imports, and 55% of Uruguay’s exports, a perfect reflection of the magnitude of the impact that
regional vicissitudes were having on the Uruguayan economy.

With its competitiveness severely affected by depreciation of the real, Uruguayan patience seemed to give
out when Argentina introduced the convergence factor, a measure that, as mentioned above, by
establishing a“special dollar” for foreign trade, amounted to introducing tariffs on intrasubregional trade.

When this occurred, the Uruguayan government took areading of reality, which led it to conclude that the
Argentine measure was atype of “open door” for the unilateral introduction of measures that would create
barriers to intrasubregional trade. This was abundantly evident in the statements of high Uruguayan
government officials themselves: “Uruguay is compromised by a difficult internal and regional climate,
and will now move actively to defend our productive sector; we want to stop being taken for fools,”
maintained Minister of Industry, Sergio Abreu, in July 2001.

Thus, the first step taken at the time was to introduce a 3% rate to be applied to al imports, including
those from within MERCOSUR, as a Banco de la Republica “service charge.” At the same time, the
Uruguayan government began to apply an onslaught of trade protection measures. a provisional
antidumping measure against Argentine edible ails, the launch of antidumping investigations of other
imports of Argentine origin (disposable diapers, table bread, and mayonnaise), and stiffer requirements for
clothing and footwear imports (basically of Brazilian origin).

In turn, the heightening of the crisis was helping to diminish the Uruguayan government’ s enthusiasm for
the subregiona integration process. There was no lack of references to an alleged Uruguayan interest in
starting trade negotiations with the U.S., either inthe “4 + 1” context or unilaterally.”

After the abandonment of convertibility in Argentina, Uruguay grew even more concerned. In view of the
fear of apossible “invasion” of products of Argentine origin, in April 2002, the Uruguayan government, in

" For further detail on this topic, see Chapter V of this report.
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Decree 113/02, introduced financial restriction measures on imports from Argentina in order to “protect
domestic production from the unfair trade competition generated by devaluation of the Argentine peso,” as
the Uruguayan government reported at the time. The decree was intended to “mirror” similar restrictions
that the Argentine government had established on all imports entering that country, in the context of the
exchange controls imposed following the devaluation.

The measure provided that credit extended to Uruguayan importers of Argentine goods must have a
minimum term of 45 days from the date of shipment, increasing to 90 or 180 days for products on special
lists. Goods that would have a minimum finance period of 90 days included some milk products, textiles,
footwear, garments, leather and rubber manufactures, vegetables, and fruit. Products with a minimum
finance period of 180 days included oils, wheat chain foods, other milk products, paint, sanitary and
household articles, and plastic manufactures. The decree excepted Argentine goods imported under the
temporary admission regime, goods imported under special importation regimes, capitd and information
technology goods, medications and medical supplies, fish products, and oil and oil products.

For Argentine exporters, the Uruguayan requirement of documenting importation operations for certain
products with a “letter of credit through the banks’ introduced a real and effective barrier to trade,
stemming both from the cost imposed on the operation and from its incompatibility with the customary
method of sales to the Uruguayan market from Argentina: regular supply on a short-term basis.*

Then, in Decree 137/02 of April 24, coming into force on December 31, 2002, Uruguay established specific
tariffs (ST) on imports, applicable even to intrasubregionad imports. The measure was based on the need to
neutralize the effects of the “regional economic climate’ on domestic production and to enable the ST to be
applied to 175 items in the MCN [MERCOSUR Common Nomenclature] when prices were distorted by that
situation through prices below the price levels of export flows from Uruguay and the prices of representative
flows of imports whose prices had not been affected by the situation. In late May, Order of Business 63/2002,
issued by the Uruguayan Nationa Customs Office, was published in the Uruguayan Diario Oficial. It
established specific duties for 38 tariff postions. The equivaent ad valorem tariffs resulting from the
application of these ST werein 20 cases higher than 15%, rising to a maximum of 35%.

In Argentina' s view, these Uruguayan measures violated different MERCOSUR provisions, among them
Article 1 of the Treaty of Asuncion and Article 1 of the Annex thereto, which provided for the circulation of
goods free of tariffs and other restrictions on reciprocal trade by January 1, 1995. Thus, Argentina asked
Uruguay to begin the procedures established in the Protocol of Brasilia. Brazil joined this request as well.
Direct negotiations were conducted on June 14, 2002 in Montevideo, but a satisfactory agreement could
not be reached among the parties.

The dispute was later discussed at the Twenty-fifth Special Meeting of the CMG (July 22, 2002), where it
was decided to keep the matter under consideration, pursuant to Article 6 of the Protocol of Brasilia. The
Uruguayan delegation indicated that, at the request of the other delegations, it would refer to its authorities
the question of whether trade with MERCOSUR would be excluded from the measures in dispute. Thus,
in December, the CMG disbanded its complaint body for this matter, as it had not been able to reach an
agreement satisfactory to the parties.

8 n mid-July 2002, after the lifting of the exchange band policy and the subsequent devaluation of the Uruguayan peso, the

Uruguayan government issued a decree excluding Argentine exports of oils, flour, and milk products from the requirements
established in Decree 113/002.
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The Uruguayan complaint in connection with
the Industrial Development Regimein Argentina

In February 2002, Uruguay formally lodged a complaint with the MERCOSUR Trade
Commission against Argentina. The complaint related to the industrial development regime in
effect in the Argentine provinces of Catamarca, La Rioja, San Luis, and San Juan. In the
Uruguayan view, that industrial regime contained provisions that implied tax discrimination,
access restrictions, and export incentives.

A Technical Committee, in the CMC framework, comprising experts from Argentina, Brazil, and
Uruguay studied the matter. The position of the Uruguayan expert was that the Argentine industrial
development regime violated provisions of the Treaty of Asuncién and Decision CMC 10/94 by
establishing VAT treatment-related tax benefits that amounted to non-tariff and discriminatory tax
restrictions on imported products. However, the Argentinian and Brazilian experts agreed that the use
of the incentives in intrasubregional trade could not be studied in the context of trade restriction
disciplines, but rather in the context of the specific MERCOSUR provisionsin this area.

As no consensus could be reached, the matter was referred to the CMG. In that body, the origina
positions were reasserted and, therefore, in July 2002, the CMG declared its involvement concluded.
Subsequently, in mid-January 2003, the Uruguayan government decided to lodge the case formally
with the MERCOSUR Arbitration Tribunal.

The dispute also involved the reintroduction in Uruguay of a “consular fee” that had been rescinded in
1991. In Decree 70/02 of February 28, 2002, the consular fee was set at 2% of the CIF value of the
imported goods, with the exception of goods under the temporary admission regime and imports of
capital goods and crude oil.

The dispute arose because the Treaty of Asuncion excludes from the “tariff” concept fees reflecting the
cost of services rendered. However, under the percentage calculation method adopted by Uruguay, the
amount of the consular fee did not reflect the cost of services rendered, as the cost of consular service
should be the same as for formally similar importation procedures. However, under the method adopted (a
percentage of the value of the shipment), different amounts imported are in practice taxed differently. This
fact would invalidate the argument that the fee reflects the cost of services rendered.

Paraguay’ srestrictions on intrasubregional trade

In mid-2001, in Decree 13.835/01, the Paraguayan government unilaterally established a Temporary
Special Measure on Imports (MET]I), consisting of imposing, until December 31, 2002, a 10% import
tariff on 332 CMN positions, which was to be applied even to imports from the MERCOSUR countries. In
Decree 14.527/01, the number of positions affected by the MET| was increased to 369.

After the abovementioned amendment, the method of applying the Special Measure had the effect of a
threshold or minimum tariff as, when the effective customs tariff was greater than or equal to the 10%
METI tariff; only the customs tariff applicable to the taxable value of the goods would be applied.
Otherwise, when the 10% METI tariff was higher than the applicable customs duty, only the tariff
established by the MET1 would be applied.
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This method of application generates a reduction or, in some cases, the straightforward eimination of the
subregional margin of preference for the affected products. As the applicable tariff for intrasubregiona
imports is 0%, the METI applies only to intrasubregional trade. However, for those products that are
imported from outside the subregion, with a tariff above 10%, the measures is without effect, as payment
of the METI does not apply.**

This measure originated from the strong pressure exerted by a segment of Paraguayan entrepreneurs
(associated with the local indugtrial sector) for the application of compensatory measures in view of the
depreciation of the real, which substantially reduced the competitiveness of Paraguayan production.
Complaints gathered strength after the unilateral increase in tariffs adopted by Argentina in March 2001
and the introduction of the convergence factor.

The Paraguayan measure was rejected by the other MERCOSUR partner countries, which alleged that it
violated MERCOSUR provisions establishing free intrasubregional trade (inter alia, Article 1 of the
Treaty of Asuncién) and aso violated the commitments made by Paraguay in the context of the Regime
for Final Adjustment to the Customs Union (Decisions CMC 5/94 and 24/94 and Resolution CMG 48/94).
It should be recalled, in that connection, that the States Parties agreed to eliminate the tariffs imposed on
reciprocal trade between December 12, 1994 and December 31, 1995 in the case of Paraguay (Article 1
and related articles of Annex One to the Treaty of Asuncién) and that, in CMC Decision 24/94, the States
Parties established the Regime for Final Adjustment to the Customs Union, with Paraguay committing to
eliminate intrasubregiona tariffs as of January 1, 2000. All this led Argentina and Brazil to conduct
consultations in the context of the CMC, while Uruguay lodged a complaint in the CMG framework, as
provided under the Protocol of Brasilia

For its part, Paraguay argued that the measure was justified by the lack of macroeconomic
coordination at the subregional level and the special consideration necessary for MERCOSUR's less
developed countries and regions.

C. Discussion of the decisions of MERCOSUR’s Arbitration Tribunal

In the period between July 2001 and December 2002, four decisions were issued by ad hoc Arbitration
Tribunals in keeping with the provisions of the 1991 Protocol of Brasilia, a number equal to al previous
decisions. This clearly demonstrates the growing use of this mechanism as the “normal” route for
resolving trade disputes, thus avoiding “abuse” of “presidentia diplomacy” or other political methods of
dispute resolution. Each of the decisionsis reviewed below.

Argentina against Uruguay: on verification of the rules of origin for bicycles

In 2000, representatives of the Argentine bicycle industry began to question bicycle shipments from the
Uruguayan firm, Motociclo, dleging that these products did not conform to MERCOSUR's rules of origin. In
fact, it was suspected that the company was merely assembling parts imported from China and Taiwan. By
mid-2000, this Uruguayan firm's share in the Argentine market amounted to a significant 25%.

In that year, the Argentine government instructed the Argentine Customs Administration to investigate

what by then was a suspected violation of the rules of origin regime. Subsequently, the Argentine
government instructed the Argentine National Institute of Industrial Technology (Instituto Nacional de

b As only nine of the 369 positions included in the decree have a tariff of less than 10%, this would demonstrate that the measure
targeted primarily at subregional trade.
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Tecnologia Industrial de Argentina - INTI) to perform atechnical inspection of the Uruguayan company
in order to verify on site the origin of the inputs used by Motaociclo.

After aperiod of unproductive informal bilateral negotiations, in October 2000, the Argentine government
imposed a 25% tariff on one Motociclo model, treating it as an extrasubregional product as, in its view, it
did not conform to the requirements of the MERCOSUR rules of origin regime. In January 2001, this tariff
was increased to 35% and expanded to include all Motociclo products.

In May 2001, Uruguay formally communicated its decision to have recourse to MERCOSUR' s arbitration
procedure, challenging Argentina' s imposition of restrictions of access by bicycles produced in Uruguay
to the Argentina market.

In the grounds for its complaint, Uruguay argued by that opening up a complex and imprecise process
of questioning the origin of one, and ultimately all, Motociclo, SA. bicycle models, Argentina had
diverged from and flagrantly violated the applicable MERCOSUR provisions on origin. In addition,
Uruguay claimed that Argentina’'s provisions for monitoring the customs value of goods violated the
common regime for shipment and customs valuation of goods.

Argentina countered that its actions in this case were consistent with the rules of origin, basing them on
the right of verification. Argentina also justified the application of selective criteria for checking customs
value by arguing that this did not involve the referential value procedures but rather a preliminary check
intended to verify whether or not the declared value was consistent with customary values for identical
and/or similar goods.

The Arbitration Tribunal issued its decision in late September 2001, ruling in favor of the Uruguayan
complaint. The decision was based on the determination that the measure imposed by the Argentine
government had been adopted without adequately following the procedures established in the
MERCOSUR rules of origin. The decision specifically noted that neither the direct investigative activities
carried out by the Argentine authorities with the exporter as to the veracity of the certificates of origin nor
their extension to the exporter’ s declaration were procedures consistent with the common provisionsin the
area of origin. Beyond the procedural grounds, the Tribunal did not find that the facts as presented
conclusively pointed to the existence of aviolation of the rules of origin by the Uruguayan company.

Another aspect of the decision was the extension of the sanction by Argentinato all bicycle models of the
Uruguayan company. In the Tribunal’ s view, the Argentine authorities themselves (which were focused on
one model in particular) did not justify the sanction imposed on all Motociclo models. Accordingly, the
Tribunal did not consider that there was justification for the Argentine government to have expanded the
sanction to include al Motociclo bicycle models. In addition, the determination made by Argentina was
not consistent with the provisions of the MERCOSUR rules of origin, which only establish a procedure for
challenging the authenticity of certificates of origin, these being specific documents that refer to the origin of
aparticular good.

Therefore, the decision reestablished the intrasubregiona goods status of the bicycles of Uruguayan
origin, required Argentina to allow their free access to the internal market, and ordered the immediate
rescission of the restrictive measure.*

2 Uruguay's complaint also contained a general objection to Argentina’s application of a selective system to monitor customs
valuations. The Tribunal’'s decision makes no reference to this aspect, as restoration of the product’s intrasubregional status
prevents any customs valuation action in that, in this case, a zero tariff would be applicable.
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After arequest for clarification of the decision from both of the parties involved, the Tribunal fully reaffirmed
all aspects of the decision.

Uruguay against Brazl in respect of retread tires: defining “ used” goods

A dispute arose between Uruguay and Brazil in third quarter 2000 regarding the trade in retread
(remolded) tires. The first elements of the case date back to May 13, 1991, when the Brazilian Foreign
Trade Department Directive No. 8/91 prohibited imports of used consumer goods. In practice, however,
importation of retread tires continued. This Situation changed as of September 25, 2000, in Directive No.
8/00. In this measure, the Foreign Trade Secretariat of the Ministry of Development, Industry, and Foreign
Trade (SECEX) provided that import licenses would not longer be granted for “ retread and used tires,
whether as consumer goods or raw materials, classified under position 4012 of the Common
Nomenclature — MCN.” This position includes both used and retread tires.®®

In Uruguay’s view, Directive 8/00 congtituted a barrier to the free circulation of goods within
MERCOSUR (up to that point there had been a substantial export flow of retread tries from Uruguay to
Brazil), and thus constituted a violation of MERCOSUR provisions. Uruguay therefore decided to lodge a
complaint against Brazil in this connection in the context of the Protocol of Brasilia. After going through
the prior phases without result, the matter was taken to the arbitration stage. The ad hoc Arbitration
Tribunal was established on September 17, 2001.

The Uruguayan position was based essentialy on the fact that during the period between the prohibition
contained in Directive 8/91 and the entry into force of Directive 8/00, imports of retread tries were permitted
in the usua way by Brazil, and it pointed to the existence of numerous administrative provisions cons stent
therewith. In addition, Uruguay felt that the new prohibition contravened Decision CMC 22/00, under
which the MERCOSUR States Parties had to refrain from introducing new restrictions on reciprocal trade.

In brief, Brazil argued that “retread” tires had all along been considered “used” and thus subject to the
provisons of CMG Resolution 109/94, which alowed the States Parties to continue applying their
respective domestic laws for the importation of used goods until such time as common regulations were
adopted in this area.

On January 9, 2002, the Tribunal issued its decision, ruling unanimously in favor of the Uruguayan
position. The decision concluded as follows:

e That in the 1990s, specifically as of 1994/95, there was a trade flow of retread (remolded) tires
from Uruguay to Brazil that was compatible with Brazil’s domestic legislation applied as of
Directive No. 8/91;

e That, based on conclusive records of different Brazilian government agencies, it had been demonstrated
that retread tires were not considered used, and thus were not included in the prohibition of the
importation of used tires;

e That Decision 22/00 requires that the States Parties refrain from adopting restrictive measures on
existing reciprocal trade; and

8 That position is in turn separated into 4012.10 (retread tires) and 4012.20 (used tires), a division on which Uruguay based its

argument that the latter did not include the former.
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* Resolution CMG 109/94 was an exception to the regime of Article 1 of the Treaty of Asuncion,
subject to the provisons of Decison CMC 22/00 which, in this case, limited the scope of the
aforementioned resolution in respect of used goods admitted under reciprocal trade scheme existing
at the time the resol ution was adopted.

Based on dl the above, the decision ruled that Directive 8/00 was incompatible with the MERCOSUR
provisions and granted Brazil 60 daysto adjust its domestic law in view of that incompatibility.

Used tires: trade and the environment

The dispute regarding retread tires is closaly tied environmental issues. Used tires are considered an
“undesirable” eement given the difficulty of disposing of them (it can take centuries for them to
degrade naturally). The disposal of used tiresis a major problem in the developed countries because of
the excessive numbers accumulated in dumps and the highly toxic gases produced on incineration.?
Although there are some options for recycling tires for other uses, the costs are high.” Thus, some
countries create incentives for reusing tires by retreading them as away to prolong their useful life.

The problems arise with international trade. Many countries (such as Brazil and Argentina)® restrict
imports of retread tires in the belief that such shipments are often nothing more than the disguised
export of hard-to-manage waste.

In the specific case of Brazil, the prohibition contained in Directive 8/00 is essentially intended to
prevent imports from the developed countries, basically the European Union.” In view of the
exemption of the MERCOSUR countries from that prohibition, the EU has threatened to submit
complaint to the WTO if Brazil continues its “discriminatory treatment” by rejecting the European
product after accepting tires from MERCOSUR.

In tropical countries like Brazil, these problems are exacerbated as, when discarded tires fill with rainwater, they become
ideal breeding grounds for the mosquito that spreads dengue fever.

Among other uses, used tires can be used for the distillation of fuels in partial substitution for petroleum.
¢ On August 8, 2002 , the Argentine Congress enacted Law 25.626 prohibiting the importation of retread and used tires from
any country.

¢ Exportation is the end use of 11% of Europe’s used tires. In the U.S., this figure is 5%.

In Directive 2 of March 11, 2002, Brazil authorized the resumption of imports of retread tries provided
they were of MERCOSUR origin. Nonetheless, the trade flow remains problematic, in view of the
continued effectiveness of a Brazilian Ministry of the Environment provision (Decree 3919 of
September 17, 2001), which established fines for the marketing of imported retread tires. Thus, in
November 2002, within the CMG framework, Uruguay requested Brazil to take the necessary steps to
again accept export flows of retreads from Uruguay to Brazil. Paraguay, which also benefited indirectly
from the decision, as it also exported products of this type to Brazil, joined Uruguay’s concerns
regarding adeguate compliance with the arbitration decision.

Argentina against Brazl regarding phytosanitary products: The problem of internalization of provisions

In December 2001, Argentina decided to indtitute an arbitration proceeding against Brazil in the framework of
the Protocal of Brasiliain connection with exigting barriers to the entry of Argentine phytosanitary products to
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the Brazilian market. The essential significance of the decision in this case was that it discussed issued
regarding the failure to internalize community provisions, which has become a “chronic” problem in some
areas. Also pertinent were the restrictions established in the decision on the application of exceptions based on
the sanitary provisions of Article 50 of the Treaty of Montevideo, which established LAIA.

There were essentially three grounds for the Argentine complaint: (1) failure to incorporate into the Brazilian
legal system the resolutions adopted by the CMG in 1996 that established an expedited registration system®
within MERCOSUR for similar phytosanitary products (in contrast, Argentina, Paraguay, and Uruguay had
done s0); (2) the imposition of barriers to the free circulation of such products; and (3) violation of the
principle of reciprocity established in the Treaty of Asuncion, as Brazil had not correctly met its obligation to
incorporate in its national legislation the MERCOSUR provisionsin thisarea.

The Brazilian position, however, pointed to the toxic nature of phytosanitary products and, based on
Article 50 of the 1980 Treaty of Montevideo, argued that it was not violating the principle of free
trade as that provision allowed restrictions to be imposed on the grounds of protecting human, plant,
and animal health.

In addition, Brazil argued that its government’s conduct regarding the incorporation of provisions in
guestion was consistent with the provisions of Articles 38, 40, and 42 of the Protocol of Ouro Preto which,
while establishing the obligation to incorporate, do not stipulate deadlines for meeting this requirement.
Brazil also alleged that, in issuing Decree 4074/02 in January 2002, it had begun the task of incorporating
the resolutions involved in the dispute.

On April 19, 2002, the Arbitration Tribuna ruled unanimoudy in favor of the Argentine position. The
Tribuna ruled that, by not incorporating the MERCOSUR agreement on phytosanitary registers in its
legidation within a reasonable period, Brazil was not complying with the provisions of Article 40 of the
Protocol of Ouro Preto.

In addition, the decision did not accept Brazil’s argument that the obligation to incorporate had no fixed
deadline, but left compliance to the will of the party subject to the requirement. The Tribund indicated that,
based on the principles of pacta sunt servanda, good faith, and reasonableness, Brazil's delay in
incorporating the MERCOSUR provisions prevented the implementation by al States Parties of the
expedited Register of Phytosanitary Products regime. The Tribunal considered unreasonable a delay of
nearly six years in the satisfying the incorporation requirement and felt that the pertinent deadlines had
more than lapsed, thereby constituting failure on the part of Brazil to comply with the obligation contained
in Articles 38 and 40 of the Protocol of Ouro Preto.

With respect to the application of Article 50 of the Treaty of Montevideo, the decision indicated that the
general invocation of sanitary protection could not exempt Brazil from the requirement to comply with the
specific obligation to incorporate the CMG resolutions. The Tribunal affirmed that failure to incorporate these
resolutions constituted, on the trade level, a non-tariff barrier to the circulation of goods. Sanitary restrictions,
like any other, had to be exceptional, specific, and restrictively interpreted, and the country invoking sanitary
protection provisions had to give evidence of the facts justifying the restriction, which Brazil did not do.

The decision set a deadline of 120 days from the date of notification for Brazil to take the corresponding steps
and issue the corresponding legal provisons. In August, Brazil informed the MERCOSUR Adminigtrative
Secretariat that under Inter-Ministerial Regulatory Directive No. 49 and Decree 4074 of January 2002, it was
incorporating in its legidation the CM G resol utions concerning registration of phytosanitary products.

8 The MERCOSUR expedited registration system seeks to facilitate the registration of similar phytosanitary products through

agreement on technical evaluation requirements. However, the Brazilian legislation in force does not differentiate between new
(unknown) products and products similar to those already registered, imposing the same type of requirements in the two cases.
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However, in the Argentine government’s view, the new Brazilian provisions are far from complying with
the MERCOSUR provisions. Accordingly, in late October it informed the Brazilian government that
should the situation persist, it would take the steps provided in the Protocol of Brasilia for failure to
comply with decisions, that is, retaliatory measures. Brazil, on the other hand, fedls that the measures
adopted constitute full compliance with the provisions of the arbitration decision.

Paraguay against Uruguay over cigarettes: recalling “ national treatment”

The procedure was ingtituted through a complaint lodged in November 2000 by Paraguay with the
MERCOSUR Trade Commission (MTC) against Uruguay. In it, Paraguay argued that when the Specific
Domestic Tax (IMESI) was applied to cigarettes in Uruguay, products of Uruguayan origin were
discriminated against twice.

Thecigarettetrade: in the“shadow” of smuggling

In most of the world, cigarettes are among the products most heavily taxed. Their harmful effects on
health and the public expenditure needed to remedy such effects are generally the justification for
such heavy taxation. It is precisely the large tax component of the fina price that makes the illicit
sale of these products so attractive. When this trade crosses national borders, it is defined as
“smuggling.”

In many cases, the practical difficulties of effective cross-border control of smuggling lead countries
to apply other measures. One of them is to impose restrictions on the exportation of cigarettes and
other tobacco products. The rationale behind this measure is that, as exports are exempt from any tax
component, there is a great incentive for them to “return” as contraband, primarily when shipments
have been sent to bordering countries (with correspondingly low transport costs).

To summarize, trade in cigarettes is usually subject to distorting measures that, as “second best”
policy, seek to combat the scourge of smuggling. In MERCOSUR, there are copious examples of
such measures. One clear example of this type of measure is the 150% tax imposed by Brazil on
exports of tobacco, tobacco derivatives, and inputs for manufacturing cigarettes, which would lead to
acomplaint from Uruguay.?

In an effort to address the problem comprehensively, in February 2002, Brazil submitted a proposal
within the CMG framework to establish within MERCOSUR an ad hoc group on trade in cigarettes,
comprising customs and tax authorities to study customs and tax problems in the subregional context
related to products of thistype. Background for this was a presentation made in 1998 by Uruguay on
the same topic and Decison CMC 3/01, which established a MERCOSUR Action Program to
Combat Crime in International Trade, a program which, at the time, had not yet been implemented.

Uruguay also lodged a complaint against Brazil in connection with measures restricting access of cigarettes to the
Brazilian market because of alleged discrimination in tax treatment and prohibition of the sale of imported cigarettes under
brand names not existing in the market of origin.

The argument underscored that, although the same rate of tax was applied (66.5 %) regardless of the origin
of the cigarettes, the discrimination arose with the application of the taxable base for imported cigarettes
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through the establishment of “notional prices,” i.e., reference values determined on the basis of the value
of the highest quality cigarette of Uruguayan origin. There were, in turn, two taxable bases for application
of the IMESI for imported cigarettes: for products originating in bordering countries (e.g., Argentina and
Brazil) the notiona price was multiplied by 1.3, whereas for products originating in non-bordering
countries (the rest, including Paraguay), the notional price was multiplied by two.

In its complaint, Paraguay alleged discrimination both in the treatment accorded imported vis-a-vis
Uruguayan cigarettes (absence of “nationa treatment” in applying an interna tax) and in the treatment it
recelved as a“non-bordering country,” in violation of MERCOSUR provisions.

As no satisfactory resolution of the complaint could be reached within the CMC framework, in March
2001, in keeping with the procedure provided in the Protocol of Brasilia, the matter was submitted to the
CMG for consideration. At the Twenty-first Special Meeting of the CM G, the question was discussed and,
as no agreement was reached, the CM G concluded its involvement. Paraguay decided to bring the dispute
before the arbitration body. The ad hoc Tribunal was established on March 18, 2002 and issued its
decision on May 21 of that year.

The decision indicated that the method of applying the IMESI was incompatible with MERCOSUR
provisions in that it treated Paraguayan products as extrasubregional and this (discriminatory) situation,
recognized even by Uruguay, violated the “national treatment” provided for under the MERCOSUR,
LAIA, and WTO provisions. Moreover, the Tribuna felt that the application of the IMESI was doubly
discriminatory with respect to Paraguayan cigarettes because it imposed a relatively higher tax burden on
them than on similar products from bordering countries, which congtituted a contravention of the
MERCOSUR provisions.

Accordingly, the Tribunal decided that Uruguay should change the method of applying the IMESI so as to

accord “national treatment” to Paraguayan cigarettes, thereby eliminating the existing double
discrimination. The Tribunal granted Uruguay a period of six months to comply with this decision.
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CHAPTER V. A REVIEW OF MERCOSUR’'SINTERNAL AGENDA

A. Anoverview

In recent years, MERCOSUR has found it very difficult to make headway in formulating common policy
in different disciplines and in ensuring effective implementation of rules aready in place. Such difficulties
have been attributed to the subregion’s macroeconomic crisis, changing international financial conditions,
the weakness of the bloc’s ingtitutions, and the configuration thereof.

Regarding the impact of the macroeconomic crisis on the negotiations impasse, as one eminent Argentine
expert in a recent work succinctly put it: "MERCOSUR's problems predate the crisis in its member
countries and are more deep-rooted. Overcoming that crisis will make it easier to regain the momentum of
the subregional integration process, but this will not by any means be sufficient. As the experience of
1995-1998 demonstrated, a favorable macroeconomic context and the rapid expansion of intraregional
economic ties went hand-in-hand with a period of great regulatory ineffectiveness.” (Bouzas[2002]).

Put otherwise, economic stability is a precondition for headway to be made in subregional negotiations, but
it does not ensure or replace government interest in directing effort towards consolidating and reinforcing the
Integration process.

From the ingtitutional point of view, the lack of effective mechanisms to ensure compliance with
community provisions and arbitration decisions, and the problems inherent in adjusting domestic
legidation to the common disciplines as progressively defined are considered factors undermining
MERCOSUR's credibility and discouraging any type of initiative that seeks to generate new and more wide-
ranging agreements and/or commitments in the subregional arena. Here too, legal security and institution-
building would appear necessary to emerge from the current regulatory crisis, but the contributions thereof
do not detract from the importance of other factors contributing to the negotiations crisis.

In any event, explanations and/or assessments of the status of the MERCOSUR process aside, undeniably,
the efforts of the States Parties in these years to move towards perfecting the free trade area and the —
incompl ete — customs union have led to agreements of only limited scope and, for the most part, of little
content or practical application.

Whereas until 1997-1998, MERCOSUR'’s internal agenda had focused, more or less successfully, on
consolidating agreements already concluded (in respect of tariffs, trade topics, etc.) and on intensifying the
process, the incorporation of new issues, such as services, government procurement, protection of
competition, etc., the Brazilian devaluation of January 1999 and the change in international and regional
financial and economic conditions would quickly reorder government priorities.

Thus, 1999-2000 would be marked by a search for an arrangement to enable the complex trade
relationship between partner countries to be “managed” and the sharp discrepancy in relative exchange
parities partialy to be offset. Macroeconomic coordination exercises, along with negotiations for an
escape mechanism or the conclusion of agreements among private parties to limit the potentially
disruptive effects of exchange disparities seemed the solution to all problems. The “traditional” agenda,
for its part, maintained its own dynamics, although, evidently, remaining somewhat in the background.

The MERCOSUR Relaunch Program, adopted in 2000, and promoted politically in a context of further

changes of government in Argentina and Uruguay and in a regional and international scenario that
appeared to hold fewer prospects for the MERCOSUR countries, was a another attempt to upgrade the
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integration process, while different factors (notable among them the intensification of the Argentine
macroeconomic and political crisis and further currency devaluations in Brazil) would gradually enfeeble
it and relegate it to second tier. Macroeconomic coordination and establishment of convergence guidelines
for different variables, one of the pillars of the said program as a — somewhat “magic’ — mechanism to
counteract what were essentially exchange disparities, in a context of sharp disequilibria would rapidly
become "dead |etter."

Understandings between Argentine and Brazilian private parties in 1999-2000, after the failure to
reestablish a trade safeguard instrument within the bloc, would ease pressures — temporarily — on the
negotiating process, while awaiting some improvement in the region's macroeconomic conditions to
enable more structural and longer-term solutions to be found.

Whereas, after a sort of "armed peace” noted in 2000, 2001 would be marked by a renewed search for
mechanisms to offset exchange disparities and proliferating unilateral action by partner countries, which
emanated from the worsening Argentine crisis and the increasing pace of the devaluation of the real, the
year 2002 would again see on the negotiating table some of the integration process structura problems,
owing to the abandonment of convertibility in Argentina and the critical subregional economic/financial
and social situation.

Thus, intrasubregiona safeguards and macroeconomic policy coordination were to gradually relegated to
second tier on the negotiations agenda and old item of discussion within MERCOSUR were reintroduced
that stemmed from the natura and artificial asymmetries among the subregion’s economies and their
different productive configurations. Therefore, most of the negotiations have focused on items related to
the search for long-term solutions for the sensitive sectors of subregiona trade based on promotion of
value chains and competitiveness forums, or to tasks carried out with a view to activities to promote trade
as a whole and to renewing discussion of levels of protection based on the Common Externa Tariff,
particularly, but not exclusively, for capital, information technology, and telecommunication goods, or to
eliminating non-tariff barriers to intrasubregional trade ("clearing the table").

Similarly, ingtitutional reform, reform of the dispute settlement system, and the incorporation of provisions
for gradualy transforming the Administrative Secretariat into a technical body would now become the
pillars of the agenda. The remainder of that agenda, for the consolidation and intensification of the
MERCOSUR process, would have dynamics of its own, as described in the section below.

B. Development of themain itemson theinternal agenda
Common External Tariff

In mid-2001, owing to different factors, the Common Market Council (CMC) decided, after the Common
External Tariff had beenin force for over six years, to establish a high-level group to make a comprehensive
review of the CET structure. However, by late 2002, there had been minimal progress in this respect.®

8 1t should be noted that the total inability to move forward in this area dated back at least to the 2000 MERCOSUR Relaunch

Program, in which the countries had undertaken to study possible timely amendments to the CET, the possibility of establishing a
regime for capital goods not produced in the subregion, resolution of the issue of double imposition of the CET, assessment of the
reduction of levels of protection and tariff dispersion in the chain of capital, information technology, and telecommunication goods,
among others. The establishment of the high-level group resulted from the difficulties that the CMC was encountering in addressing
these topics.
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Upon expiration of some of the convergence schedules established at Ouro Preto and in view of the
changes in the subregiona and international macroeconomic/productive context, the Group had been
established to study the consistency and dispersion of the tariff structure.

Despite the persistent "holes' in the CET since its implementation on January 1, 1995, stemming from
the bilateral agreements remaining in place in the framework of the Latin American Integration
Association (LAIA), the existence of special importation regimes differing from one State Party to
another, and certain unilateral modifications of the tariffs at the national level established by different
partner countries, etc., the Common External Tariff was — and is still — acknowledged to be one of the
fundaments of the subregional integration process.

Similarly, the CET congtitutes a basis for the negotiation MERCOSUR'’s broad and complex externa
agenda, so that the perfection thereof would appear to be a priority if there is to be headway in the
different negotiation spheres with third countries or regions.

Hence the concern and interest on the part of the bloc’s highest authorities in bringing greater consistency
and sustainability to that agenda by adjusting it to the situation as of mid/late 2001.

To that end, efforts had to focus on preserving the 20% tariff ceiling, taking particular account of the
production chain for capital, information technology, and telecommunication goods, which had been a
source of controversy since the launch of the process itself (the reason for their inclusion among the more
longer-term exceptions established at Ouro Preto), and whose policy coordination at the subregional level
had had to be been redesigned beginning in early 2001 owing to its complexity, with the unilateral
reduction by Argentina on import tariffs for these types of product.®

The other sector of concern to the subregion’s governments, which had to be studied with particular
care, was agriculture — highly competitive within MERCOSUR, but with sharp internationa price
distortions generated by the wide range of subsidies for production and exportation in place in much of the
developed world.

Ladtly, for the remainder of the tariff universe, the high-level group had to make a thorough general review,
study both nominal and effective protection based on the structure in force, and formul ate reform proposals.®’”

In the negotiations conducted throughout the latter half of 2001, the countries exchanged different
proposals to redesign the protective structure of the chain of capital, information technology, and
telecommunication goods. Thus, whereas Brazil proposed to work on capital goods not produced within
the subregion and sought to impose its regime of temporary tariff reductions in which such products
entered at a 4% tariff, Argentina, Paraguay, and Uruguay promoted the idea of ending the — ascending -
convergence schedule for such products (also to include information technology and telecommunication
goods), and proposed reaching consensus on “entry” tariffslower than those originally agreed.

In that connection, the ongoing devaluation of the real constituted an element of “rapprochement” among
the parties. In fact, the relative increase in the cost of investing in Brazil was cause for concern among
elements of Brazil’s public and private sectors which, for the first time in many years, permitted renewed

86 Although in principle, Minister Cavallo’s tariff reform in Argentina had eliminated import duties on capital, information technology

and telecommunication goods, Brazil’s strong reaction led to the imposition of this reduction solely on the capital goods sector. With
this “adjustment,” the unilateral modification was “mercosurized” after the fact in the form of a temporary waiver granted to Argentina.

" Minister Cavallo’s tariff reform had also included an increase in import tariffs on final consumer goods up to the WTO’s maximum
level (35%), thereby once again utilizing trade policy as a substitute for the exchange rate “anchor.”
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discussion of trade policy for that productive sector. In any event, the existence of different — even
contradictory — views within the Brazilian government would make it difficult to reach further consensus
regarding the treatment of this sector.

In Argentina - and in Paraguay and Uruguay - deterioration of macroeconomic and financia conditions in
the latter half of 2001, along with several consecutive quarters of disinvestment, led to the renewal of such
demands, now made with greater urgency. The abandonment of convertibility and the onset of one of
Argentina’'s most severe macroeconomic crises intensified still further the disinclination to invest, now
accompanied by serious difficulties in obtaining credit and steep increases in the cost of al types of
machinery and equipment —which was, for the most part, of foreign origin.

However, despite the degree of exchange convergence achieved in 2002 in Argentina and Brazil - "a very
high exchange rate" - no consensus whatsoever was reached regarding trade policy for the sector, it only
being agreed to retain temporarily the MERCOSUR waiver for Argentine policy — of reducing to zero
tariffs on capital goods imports.

Something similar occurred with the general review of CET structure, although in this case neither criteria
nor study methodologies were even discussed. Although exchange convergence was able to bring the
positions of the larger countries closer together, and although the Brazilian President pro tempore had
made it one of his highest priorities, no headway was made in discussion or study of the consistency or the
dispersion of the regime in force.

In the end, although in December 2001, proposals had been exchanged for mechanisms to apply the CET
to agricultural goods whose prices were distorted (consisting essentialy in increasing import tariffs on
such products above the 20% ceiling),* the abandonment of convertibility and greater Argentine concern
to maintain the stability of food prices, along with the increasing pace of depreciation of the red
throughout 2002, caused this mechanism — about which a high degree of consensus had been reached
among the partner countriesin late 2001- to be shelved for the time being.

To summarize, in the 18 months from the establishment of the high-level group until the end of 2002,
discussions advanced little. This was aso true for discussions on the general review of the CET and
discussions on the agricultural and capital, information technology, and telecommunication goods sectors.

The higher exchange rates in the subregion than those of the preceding decade should be the basis for
reformulating the subregion’s protection regime, thereby enabling MERCOSUR's productive system to
position itself more competitively. The current environment would thus appear to afford an opportunity to
evaluate possible tariff reductions — especially on commodities and investment goods — and to reduce the
discretional use of trade policy. However, the likelihood that the different negotiation entities envisaged on
MERCOSUR's externad agenda will, in the medium term, enter a commitment implementation phase
appears to be afactor that will surely favor the status quo in this area — at least in the short term - provided
that “ adjustments’ to the protection regime now in force can be negotiated ("in exchange for") and not made
in unilateral fashion.

8 The Argentine proposal in this area included application, at the request of any State Party, of a temporary increase in the CET

for agricultural products whose prices were distorted, while not exceeding the levels agreed with the WTO. To that end, a request
would have to be made identifying the tariff positions involved, the increase sought in the CET, the period it would be in effect, the
policies leading to the distortion and a quantification thereof, and the existence of subregional production of the affected products.
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The Common External Tariff: General issuesin this period

A 3% increase in the temporary CET (implemented in 1997)

Although this increase was to be eliminated in late 2000, in December of that year, it was decided to
reduce it by only haf apoint. In late 2001, it was further decided to reduce it by one additional point,
so that a 1.5% increase remained in effect. Although this percentage was supposed to disappear by
the end of 2002 (as the regulatory framework so provided and as this is what the subregional
economic reality, with higher exchange rates, would suggest), the Common Market Group (GMC)
decided to extend the phase-out by one year (until December 31, 2003).?

Exceptions to the CET

In view of the completion in January 2001, for Argentina, Brazil, and Uruguay, of convergence to the
CET of the basic list of exceptions, and the need to maintain tariffs other than those agreed in 1994
for some products, the CMC issued Decision 68/00, which enabled each State Party to retain for a
two-year period a list of 100 Nomenclature positions as exceptions to the CET — their elimination
being dated for end 2002. Nonetheless, the GMC decided to extend them until December 2003. It
also authorized inclusion on the Brazilian list areduction in tariff for corn imports (to 2%, for up to &
maximum of 600,000 tons) until February 28, 2003.

Waiver for Argentina to import capital goods at zero tariff®

The tariff reduction for capital goods purchases established in early 2001 by Minister Cavallo lapsed
in late 2002. However, Argentina requested a one-year extension. An extension until June 2003 was
finally agreed. In this period, it was decided to move forward in defining sectoral aspects so that
common policy might be established within MERCOSUR. Among such aspects were:

. Establishment of a common procedure for capital goods not produced;

. Design of a more effective procedure for treatment by the Parties of capital goods not
produced or with problems of supply;

. Intensification of discussion in the high-level group of tariff policy for capital, information
technol ogy, and telecommunication goods;

. Consideration of establishing a specific common policy for capital, information technology, and
telecommunication goods that addressed, inter alia, tariff aspects, and financial, technological,
and productive integration issues.
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Controversy over the Argentine convergence factor ©

Although the Brazilian demand in early 2001 for the — unilateral — Argentine reduction of tariffs on
capital, information technology, and telecommunication goods had finally been absorbed in the form
of the waiver adopted for capital goods and the reversal of the reduction applied to the remaining
products, the sanction established in Resolution No. 258/2001 (exception to the convergence factor)
again created a source of conflict in bilaterd relations, as it implicitly reduced the effective tariff on
imports of information technology, telecommunications, and capital goods and inputs for the cil and
gas sectors. In fact, the exception to the application of the convergence factor for these goods led to
the lodging by Brazil of a complaint against Argentina, which became the subject of consultations
among the Parties in the GMC in late 2001. However, the change in Argentine exchange policy as of
2002 meant that thisinstrument was not implemented and the complaint was therefore set aside.

& Excepted from this temporary tariff increase were, in the case of Argentina, capital, information technology, and

telecommunication goods (provided these were new) and products subject to specific tariffs. In the Brazilian case, the
exceptions were capital, information technology, and telecommunications goods not produced. For Paraguay, the exceptions
were capital, information technology, and telecommunications goods, the automotive sector, and certain primary materials and
inputs; Uruguay, for its part, excepted capital, information technology, and telecommunication goods and a short list of
additional products.

For further detail on the political implications and difficulties of negotiations in this area, see Chapter Il of this report.

©

Ibid.

Macroeconomic coordination

While for much of the 1990s, the international economic and financia context and convergencein the global
orientation of the domestic policies of Argentina and Brazil contributed to concealing the lack of explicit
coordination (established as an objective in the Treaty of Asuncién itself), the changes noted in the
dynamics of the international economy as of the Asian crisis and, in particular, the Brazilian devaluation
of January 1999 and the abandonment of convertibility in January 2002, again began to underscore the
lack of progress of the integration process in terms of macroeconomic agreement.

In redlity, events subsequent to the crisis in the emerging countries as a whole and the impact thereof on the
subregion’s economies again pointed to the fact that macroeconomic stability was a necessary condition for
progressin MERCOSUR' s economic and ingtitutional devel opment.

In this context, the 2000 MERCOSUR Relaunch Program of 2000 included an ambitious commitment by
the partners to move forward in establishing convergence goals for the main economic variables (fiscal,
price, and debt, among others), which rapidly proved inadequate and incapable of addressing the major
disequilibriathat the subregion’s countries had recently suffered.

Argentina's abandonment of convertibility and the deterioration in international and subregiona

financial and macroeconomic conditions gave rise to new and creative coordination proposals at times
when there were virtually no genuine prospects for the “supply” of coordination.
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Thus, President Duhade had hardly taken office in early 2002, when Argentina pushed for the creation of
a MERCOSUR Monetary Institute to work towards strengthening cooperation among the central banks
and formulating concrete macroeconomic coordination proposals.

The proposed MERCOSUR Monetary | nstitute

In the Argentine proposal to establish a MERCOSUR Monetary Institute, that body was to be
subordinate to the Common Market Council and would comprise representatives of the central banks,
ministries of economy, foreign ministries, and such other government agencies as the States Parties
considered pertinent.

The proposed Institute was to assume the coordination of all tasks identified in fostering
macroeconomic coordination and such other types of coordination as deemed pertinent in respect of
monetary, financial, and exchange affairs. In particular, the Institute would be authorized to present
proposals that might contribute to intensifying the convergence process and establishing a common
MERCOSUR currency. In addressing the latter objective, it was proposed to establish a virtual
network among such research centers as each State Party might designate to that end.

The proposal was for the Institute to evolve and assume new coordination functions as the process of
macroeconomic convergence intensified.

Argentina also proposed to adjust the convergence goals and mechanisms for the variables committed in
due course and to define new and broader “arrangements’ in indicators related to the exchange rate, the
external sector, and the financial system.

In addition, in early 2002, Argentina presented a working proposal for financing development within
MERCOSUR. The proposa involved conducting a survey and study of finance mechanisms available in
the partner countries, for example, FONPLATA, and of the need to seek alternatives or options in order to
provide MERCOSUR with its own instrument. Although Brazil agreed regarding the advisability of a
subregional mechanism to finance productive projects for small and medium-scale enterprise, there was
little support for the proposal and it was dropped from the most immediate negotiations agenda.

Along with recognition of the importance of progress with "commitment technologies' to strengthening
domestic and externa ties of the subregion’s countries, in the 18 months from July 2001 to December
2002 the results in this area were fairly inconsequential, and merely involved continuing the process of
harmonizing certain indicators, the exchange of statistics, and the drafting of a MERCOSUR status report.

In that connection, at the CMC’s most recent meeting, it was recommended to the Meeting of Economic
Ministers and Central Bank Presidents that it ask the Macroeconomic Monitoring Group to study the
inclusion in the macroeconomic convergence process of other indicators and mechanisms to ensure
fulfillment of such targets as might be established.

Sector competitiveness forums
In the transition period to the customs union (1991/1994), Working Subgroup 7—Industry organized different
business community meetings which, coordinated by government representatives, made progress in

exchanging ideas and views among the private sectors of each branch of production regarding its status & the
national, subregional, and international levels. The objective of these meetings was to promote greater
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awareness of the integration process actud players, their problems, strengths, and challenges, and to explore
possible common productive specialization activities, develop suppliers and customers, further integrate
value chains at the subregional level, etc.

Attempts to continue these types of forum after the end of the transition period have been as repeated as
they have been fruitless. The devaluation of the rea in early 1999 and the end of the “honeymoon” phase
of the integration process underscored the need to develop some type of initiative for greater understanding
among the subregion’ s private sectors.

Whereas the voluntary entrepreneurial arrangements implemented throughout 1999 were “emergency”
measures, as of mid-2001, the idea of formally reopening the competitiveness forums again figured among
government priorities, with a view to studying the sectors conditions of competitiveness and the prospects
for cooperation among the Parties.

In any event, the different observations exchanged in 2001 on the original proposal regarding the
advisability, or lack thereof, of promoting government participation in different forums or the possibility
of expanding the sectors to be involved — the original proposa only included manufacturing — delayed
until late 2002 the adoption of an agreement in this area. In fact, at the Twenty-third Meeting of the
MERCOSUR Council, held in Brasilia, December 5-6, 2002, Decision 23/02 was adopted, defining how
such initiatives would be implemented, and the arena for this. Under this provision, the Competitiveness
Forums Program would be among the activities of the Working Subgroups (SGTs) and other
MERCOSUR organs, while the Program’s policy orientation would be established by the meetings of
ministers, which would be able to establish specific forums for each productive chain, to comprise
representatives of the official areas involved in each chain and entities representing business and labor.

Support for the development and complementation of subregional productive chains

One anticipated result of implementation of a trade preference agreement among two or more
countries is the qualitative modification of productive structures through the change in relative prices
that, in each of the participating economies, emanates from the new tariff situation. Thus, in the
absence of exogenous distortions, it may be expected that integration will lead to some type of
efficiency-seeking change in the alocation of productive resources towards the interior of the
integrated economic space, with expansion and contraction of productive sectors and activities in
keeping with the respective comparative advantages of the different areas involved.

However, although the situation described above refers to a “world” where markets operate with
relative efficiency, where information is distributed normally among the different agents, where the
ups and downs of countries' domestic politics are merely secondary factors in the decision-making
process, where domestic prices of goods and factors are sufficiently flexible to promote progress with
in reform processes, and where market failures are exceptions to the economy’s general rule, the
redities of the Western Hemisphere's different integration processes of the last twenty years have
departed significantly from what might be suggested by such regimes (Rodrik [1995]).

Thus, in contrast with the contextua conditions that may be anticipated under international trade theory
models, the restrictions and barriers that the subregion’s different countries have had to address have led
their governments to adopt — fairly regularly — “second best” policies, in which they have had to resort
more often that desirable to trade-offs between alternative “evils’ and “temporary” stuations.
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It is not, therefore, mere chance that promotion of subregional production chains and specific
regional development policy have been accorded less priority on the MERCOSUR agenda during
the phases of greatest “confidence” in the free and spontaneous action of markets, only to be
accorded more space and priority during the phases of macroeconomic crisis and/or difficulties
in the political management of the process — phases when the tendency of the parties increases to
engage in zero sum games.

Thus, the perception that disparities in the level of development of the member countriesis one of
the main sources of distributive conflict in the framework of integration schemes (Vaenciano
[1992]), and that the continuity and sustainability of pro-integrationist efforts involves equitable
distribution among the participants of its costs and benefits (ECLAC [1994]), has led different
types of public, private, and plurilateral entity to make efforts to retain these items on the
subregional agenda, even at times of golden opportunity for integration and for the economic
programs of the subregion’s economies.

Thus, supplying economically effective and politically feasible solutions to the chalenges involved in
the necessary balancing of interests among the parties to the integration process would appear to be one
of the main difficultiesin consolidating MERCOSUR' s institutions and bringing them to maturity.

The economic rationale of subregional chains of value

One of the public policy objectives of the different countries is promotion of greater aggregation of
value at the national level. Thus, a similar objective may now be conceived for those responsible for
the integration process — in this case, interpreting “national market” to mean the sum of the countries
comprising the integrated area.

There are different alternatives for cooperation among the sectors of a single branch of production
within an integration process. First, eliminating barriers to reciprocal trade may promote trade in
end goods or services of a single productive complex. One example is trade in motor vehicles,
where each participating country specializes in specific models — which are sold on the interna
subregional market and, possibly, to the rest of the world — and imports other finished vehicles
from the partner country. Similar possibilities might exist for sectors such as petrochemicals, steel,
or plastics manufacturing.

It is hoped that intensification of integration will at the same time encourage producers from one
country to include among their usual suppliers manufacturers of inputs or components of a partner
country, or that such end producers will include companies from the other country in outsourcing
some of their activities, on terms that may include joint development of new products, adaptation of
processes to new competitive conditions on international markets, cooperative utilization of
productive or commercial infrastructure resources, or even implementation of joint ventures in
specific niches.

Thus, the objective of the idea of creating an instrument to foster the generation or intensification of
subregional value chains is to promote all such cooperation alternatives, thereby seeking to prevent
or minimize geographic concentration and relocation of activities.

One of the advantages of promoting this type of strategy is that it may benefit companies of limited
size and scope. In fact, integration of subregional chains may permit the devel opment of integrated
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productive networks, which bring together small and medium-scale enterprise of the different
countries, in each case producing on a more nearly optimal scale and terms. It may also permit the
coexistence of large companies with networks of relatively smaller suppliers and customers,
regardless of location.

Activities to be fostered to that end may include establishing a joint lobby at the subregional level,
external market studies, joint trade promotion, participation in trade fairs abroad, and investment in
industry-specific infrastructure. Other vitally important contributions to that end are providing
assistance in expanding exports of customers and/or suppliers through new financia instruments and
providing support, in the form of corporate and institutional know-how, in insertion abroad.

The development of such value chains at the subregional level may also — in certain conditions —
promote and foster a greater presence of transnational companies or corporations interested in
locating in the different economies participating in the integration scheme, in order to benefit as
much as possible from the comparative advantages of each (availability of natural resources,
specialized labor, proximity to centers of consumption, etc.). In such cases, incentives to attract
these types of company may include complementary activity by governments to provide support
infrastructure, institutions, and networks, sources of technological assistance, etc., designed on the
basis of national and subregional criteria.

Government intervention in promoting the creation or intensification of subregional value chains may
be justified by the existence of market failures (UNCTAD [2001]), which may potentially be
corrected by the joint action of the authorities of the different integration processes. Among these are
lack of pertinent information, entrepreneurial “myopia,” inadequate provision of public goods, and
lack of coordination of intra-company horizontal or vertical relationships.

Owing to all these factors, government activity to assist in strengthening subregional value chains
through provision of both public goods and infrastructure, pertinent information, etc., and of
mechanisms tending to facilitate or "lubricate”" the coordination of relations between firms may be
essential to the success of the different projects. It isin such a context that global competitiveness of
the companies of a given sector may be greater than the sum of the results that would be obtained if
each of the parties acted in isolation.

The status of service negotiations

In December 1997, the Protocol of Montevideo was concluded, establishing the commitment to deregulate
trade in services in the subregion by no later than 10 years from the entry into force of that instrument.
The Protocol provides for annua negotiation rounds with a view to gradual incorporation into free
intrasubregional trade of al the different services through the use of positive sectoral and horizontal lists.

Although three negotiating rounds regarding specific commitments have thus far been conducted (and the
launch of the fourth is under way), the Protocol has not yet come into force, and has only been ratified by
Argenting, in the latter half of 2002, ratification by at least three countries being required for entry into
force. Apart from the different efforts made in 2001 and 2002 with a view to adoption of that instrument
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by the parliaments of the States Parties (the topic was high on the agenda of the relaunch and of the most
recent Argentine presidency pro tempore), there has been little progress.

The dgnificance of this Protocol involves not only the possibility of expanding subregional enterprise to
include the services market, but also the fact that the topic is on the agenda for the bloc’'s different
international negotiations (WTO, FTAA, European Union). Thus, an implemented intrasubregiona trade
liberalization regime would improve the position of the subregion’s entrepreneurs in addressing expected
future challenges.

Despite these difficulties, the Services Group has moved ahead with specific sectoral commitments, it
being expected that the fourth round will have to conclude the agreements for the sectors discussed at the
third, complete the process of consolidating the lists and clarifying existing limits in all affected sectors,
and move forward in deregulating the circul ation of people.

In arelated vein, since early 2002, a MERCOSUR visa proposa has been a topic of discussion within the
GMC. This would facilitate the movement of physical persons providing services within the subregion. The
proposal, not yet agreed among the four Parties, would eliminate, for example, Brazilian restrictions on
authorizations for service providers from its partner countries to enter and remain in the country (such as the
requirement to provide proof of economic need or the ratios of foreign to national personnel permitted for
certain categories of employment).

The MERCOSUR visa would also simplify procedures for authorization to enter and remain in the host
country, as the pertinent provisions establish that all such procedures are to be carried out with the
Consular Office with jurisdiction over the place of residence of the party concerned.

However, in some sectors of the Brazilian executive branch there is resistance to approving the
MERCOSUR visa, as to do so would detract from the authority now residing in the Ministry of Labor
conferred by Brazilian labor law to deny entry to the staff of companies that do not satisfy the “two-
thirds” rule (stipulating that the total number of foreign workers and the total wages paid to them may not
exceed one third of the total).

The government procurement regime

Negotiations for a subregional agreement in this area would appear to have been, for at least the last five
years, another effective priority in the integration process. In fact, since December 1997, an ad hoc group
has been working to develop a community instrument that would eliminate al forms of discrimination in
tenders conducted by government entities of the different countries for the procurement of goods or to
contract for services.

Although the target date for conclusion of negotiations was December 1998, this has had to be extended
On numerous occasions, the most recent at the last GMC meeting, in December 2002.

The three main points of conflict among the Parties under these years may be summarized as:

. The agreement’s coverage (whether it affects only the federal level of the States or aso includes
provincial and/or municipal government agencies). Further, whether it covers procurement by
decentralized entities, mixed public/private entities, and public enterprise;

. Whether to establish preferences over suppliers from outside the subregion; and
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. Inclusion of concessions.

With respect to the last, although Argentina has proposed on numerous occasions the inclusion of
concessions within the government procurement regulatory framework in order to cover public works and
privatization plans for different services, the other partner countries opposed this proposal, arguing that
the state expenditure could not cover concessions. Thus, in 2000, the GMC created a specific ad hoc group
to address these issues.

With respect to the Agreement’ s coverage, Brazil has been arguing that it isimpossible for such principles
as may govern government procurement in MERCOSUR to be extended automatically to state
government, as national executive branches may only make commitments for federal government.

Argenting, for its part, in view of the importance of public works and procurement within the state sphere,
has supported the inclusion of al levels of government (even where the executive branch of that country
may be subject to the same limitations as the Brazilian as regards the actual possibilities of including the
provinces under the provisions of the Agreement).

A similar problem arises over the inclusion of public and/or mixed enterprise under these provisions, in
view of their autonomy. While much of business may be classified as this type of enterprisg, it is highly
unlikely that it will be covered by future subregional provisions.

Lastly, the topic of preferences in international tenders for MERCOSUR firms has been much batted
about. The draft agreement contained a clause which provided, in principle, that if a MERCOSUR
supplier quoted up to 3% more than a bidder from the rest of the world, it could be awarded the contract,
which made it more likely that tenders would be awarded to subregiona suppliers.

However, over time, fiscal restrictions and a certain aversion on the part of some of partner countries to
encouraging the inclusion of non-local suppliers of inputs led to reconsideration of the original idea. In that
connection, some partners, particularly Brazil and Paraguay, supported the MERCOSUR preference in case
of tie between the bids of subregional and internationa suppliers (which would give the MERCOSUR
company an opportunity to improve its bid when it is up to 3% more than that of the extrasubregiona
bidder); while the position of others, such as Uruguay, isthat there should be no preference whatsoever.*

In any event, apart from progress made in this area, establishment of the agreement, which is now in the
hands of the GMC, was postponed until 2003, in response to the request in late 2002 by Paraguay and
Uruguay that this step not be taken. In that connection, the Paraguayan President pro tempore undertook
to convene in early 2003 another meeting of the ad hoc group on government procurement, and stipul ated
that the delegations exchange in advance the lists of each countries entities, goods, services, and public works
that would come under the agreement. In particular, study of the topic of mutual recognition of the lists of
supplierswill also continue at that meeting.

89 In the case of Argentina, the "buy Argentine" provision establishes a preference that enables national bidders to submit bids up

to 5% higher than those of foreign companies, rising to 7% if they are SMEs. In Uruguay, there is a preference of 10%, while Brazil
does not have this type of benefit.
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Intrasubregional and extrasubregional trade protection

Since implementation of the customs union in January 1995, negotiations to define common protection palicies
againg unfair trade practices in connection with third country imports have taken a prominent place on the
governments agenda. In fact, after implementation of the Common Externa Tariff, MERCOSUR was
expected to move forward rapidly in adjusting — to the provisions emanating from the Uruguay Round — the
MERCOSUR regulations in this area enacted in 1993. Provison was also made to conclude a broad and
complete Competition Protection Protocol, which would eventualy regulate intrasubregional trade practices,
thus replacing any national anti-dumping and anti-subsidy instruments at the subregional level.

In other words, the "idea" customs union implied that it would be possible to agree on common trade
protection policy vis-a-vis third countries, while competitive conditions in the enlarged market would be
subject to the usual practice for regulating internal trade (that is, competition protection policy).

However, the difficulties noted throughout these years in the regulatory and ingtitutional design of
common mechanisms of this type and, thus, the continued use of national instruments for protection
against unfair intrasubregional trade practices had been shifting the focus of dispute and concern towards
discussion of "disciplining" procedures used in each State Party to that end.*

Thus, to the traditional Brazilian position of eiminating the possibility of establishing anti-dumping and
countervailing duties in trade among the partner countries (mechanisms that Argentina had been utilizing
with some intensity) was added a more “redlistic” proposal — in view of the status of the integration
process — designed to limit discretion in the application of such measures.

In consequence, in the framework of the 2000 MERCOSUR Relaunch Program, the countries agreed on a
procedure to bring discipline to the processes of investigating and applying such measures in the
intrasubregional sphere, to include greater information exchange among the partners — prior to application
of action - and the possibility of reaching price agreements after the final decision had been issued, among
other steps designed to lend greater transparency to and reduce the "unilaterality” of such measures as
might be issued.

This procedure was never implemented in practice, despite Brazil's insstence, owing to the growing
exchange disparities among the partner countries and the macroeconomic difficulties in Argentina. The
request for its review made by Argentinain mid-2001, in a context in which that country had been moving
ahead with unilateral changes to the community rules of the game — modification of the CET, application of
the convergence factor for intrasubregiona sales and purchase, etc., led to a direct confrontation with Brazil.

In that connection, it was decided to continue efforts to improve the procedure for greater transparency,
while Brazil also proposed to include in MERCOSUR provisions the anti-dumping agreement and the
agreement on subsidies and compensatory measures based on the GATT Uruguay Round (incorporated in
due coursein the national legislation of the different States Parties).

Thus, the Brazilian government sought to ensure that legidation and other forms of regulation of unfair
trade practices that might be applied within the MERCOSUR framework would follow the guidelines
established by GATT/WTO in this area. At the same time, incorporation of these multilateral regulations

%0 Negotiations of the common regulations continue in the framework of the subgroup studying institutional issues and in the Trade

Commission. Similarly, the Competition Protection Protocol, enacted in 1996, remains inoperative and evaluation of regulatory and
procedural aspects continues. In late 2002, the GMC put before the CMC for its consideration draft regulations to the said Protocol.
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within  Community provisions would enable the dispute settlement mechanisms established within
MERCOSUR to be activated — together with those established within the World Trade Organization.

The abandonment of convertibility and the steep change in relative prices in Argentina caused Brazil to
step up pressure to "clear the negotiating table of conflict” and to agree on some type of "disciplinge"
regarding these topics. In addition, based on the new exchange parity in Argentina, trade policy was
further liberalized, a phenomenon that enabled some consensus to be reached throughout 2002 regarding
these issues.

In fact, Decisons CMC 13/02 and 14/02 incorporated in MERCOSUR provisions the WTO's dumping
and subsidies agreements, while Decision CMC 22/02 clarified the scope of commitments associated with
intrasubregional investigations in these aress.

The issue of the bloc’ sinstitutional structure

As a result of the experience gained in these years in implementing the dispute settlement mechanism
established in the Protocol of Brasilia and the intent noted among the States Parties to move forward in
establishing relatively more ingtitutionalization of this procedure, in February 2002, the Protocol of Olivos
was signed which, when it comes into force, will govern dispute settlement within MERCOSUR.**

The philosophical and practical basis of this Protocol is the same as that of its predecessor, while it makes
different types of innovation. For example, in cases of controversy among the states, in contrast with the
prior mechanism, the only mandatory stage isthat of direct negotiations among the partner statesinvolved,
while GMC intervention becomes optiona, thereby enabling the timetable to be shortened for moving to
the arbitration stage.

Similarly, Olivos establishes a Permanent Review Tribunal, perhaps the main institutional change since
1991, to serve as a sort of body for the review of arbitration decisions. In other words, since the
implementation of the Protocol of Olivos, the decisions of the Ad hoc Tribunals may be subject to motion
for clarification and motion for review. It is also provided that, for any dispute, if the parties so agree, there
may be direct recourse to the Permanent Tribunal.

Another of Olivos major modifications, related to the recent difficulties of adequate enforcement of
arbitration decisions, is the establishment of a post-decision monitoring authority, to which recourse
may be had in cases of partia or total failure to comply on the part of the state against which the
complaint was brought.

The Protocol also contains provisions for future establishment of expeditious mechanisms for the
resolution of disputes on technical aspects regulated through common trade policy instruments.

Lastly, Olivos provides that, in bringing complaints initiated in private proceedings, the National Section
of the GMC that has declared the complaint admissible must initiate consultations with the state to which the
violation is attributed, thereby reducing — to some extent — the mechanism'’ s discretionary authority.

To summarize, although the Protocol of Olivos is based on its predecessor’s provisions for the dispute

settlement mechanism, it incorporates important elements in the system not present in the origina

L The Protocol of Olivos will come into force 30 days after the deposit of the fourth instrument of ratification. Thus far, only

Argentina has completed this procedure (Law 25.663 of October 9, 2002).
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instrument, and seeks to rectify some of the main defects thereof. The three major aspects soon to be
incorporated in the MERCOSUR judicia system will be discussed in further detail below.

(i) Thefirg istheinclusion of provisions regarding the forum before which disputes will be settled, an
element not included in the Protocol of Brasilia and which would, for example, have enabled Brazil, when
it did not obtain the results expected in its complaint brought against Argentina— within the MERCOSUR
framework — regarding the application of antidumping measures for chicken imports, to submit the matter
to the WTO Dispute Settlement Body.

In that connection, Olivos provides that if a dispute meets the conditions for submission to both the
MERCOSUR and the WTO dispute settlement system,*” the complainant state must choose one of these
mechanisms — or agree with the other party — thereby automatically and definitively excluding itself from
the other forum.

(i) The second is the strengthening of the binding nature of the final decision and applicable
measures tending to ensure compliance with decisions. Although the Protocol of Brasilia had already
established the principle of the binding nature of decisions —and provided for the adoption of temporary
compensatory measures in the case of non-compliance - such as suspension of concessions or similar
measures, Olivos develops its own mechanisms to ensure compliance, and also provides that adoption
of these types of retaliatory measure do not exempt the State Party from its obligation to comply with
provisions of decisions.

Evidently, whatever the subject of the dispute, only in exceptional cases may arbitration tribunals adopt on
their own initiative measures to ensure compliance with their decisions. In other words, it would appear
that government action is always necessary to implement and enforce the decisions. Hence the importance
of establishing a clear procedure to prevent circumvention in practice of the spirit and scope of decisions
when implemented. To that end, Olivos provides that the post-decision body will be used both to monitor
effective measures taken to ensure compliance with such decisions and to study possible compensatory
measures that the complainant state may take.

To summarize, although the Protocol of Olivos maintains the authority to take unilateral retaliatory measures
to address possible non-compliance with decisions, it establishes certain limits and conditions thereon, and
seeks to avoid an increase in arbitration proceedings stemming from decisions considered not to have been
observed and from retaliatory measures considered excessive.

However, it has not been possible to find a solution to the fact that adoption of retaliatory measures as the
only way to promote compliance with decisions may lead the integration process to "level off at a lower
level" in terms of eliminating benefits and/or implementing restrictive measures in response to decisions
not observed. Nor was a solution found regarding the fact that this “eye for an eye” principle is
particularly disadvantageous to the smaller countries, which have less capacity to ensure that their
“retaliations” force the larger countries to comply with decisions.

(iii) The third innovation of the Protocol of Olivos involves the quest for a uniform interpretation of
MERCOSUR's regulations. One of the main criticisms of the Ad hoc Tribunals — vis-a-vis permanent
tribunals — has been that they do not make enable genuine community jurisprudence to be developed that
enriches and even intensifies the integration process, so that contradictory interpretations of the same
Issues may be generated, with negative impact on the legal security of the process.

92 Or other preferential trade regime to which the States Parties may individually be Party.
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Among the improvements of Olivosin that connection are:

. Greater tenure of the arbitrators presiding over the Ad hoc Tribunals, so that their ongoing
participation in different disputes may facilitate consistency of interpretation. Neither should it be
forgotten that MERCOSUR provisions are not usually drafted with absolute precision, so that
greater experience on the part of the judges and greater continuity in their knowledge of such
subregional provisions and the “spirit” thereof may become a key element in evaluating disputes.

. Establishment of a Permanent Review Tribunal with the capacity to adjudicate appeals brought
before it. The Tribunal must evaluate points of law involved in the different disputes and legal
interpretations developed in the Ad hoc Tribunals, so that it can uphold, amend, or overturn the
decisions in such cases and reaffirm or dispute the legal foundation thereof. Its decision is final and
cases may be reopened only upon motion for clarification.

The greatest innovation of the Protocol of Olivos is the Permanent Review Tribuna. Although the Protocol
of Brasilia established the Ad hoc Tribunals as the sole jurisdictional level — probably intending to ensure
rapid resolution of disputes, experience has shown not only that the procedure was not “as’ dynamic, but
that a review level was needed both to enable appeals to be lodged against decisions and to unify
interpretation of the “vague” provisions and application of MERCOSUR’ s judicial mechanisms.

If the parties agree, the Permanent Tribunal may also operate as the sole jurisdictional level, governed by
the provisions applicable to the Ad hoc Tribunals, thereby becoming what might constitute a path towards
asingle tribunal system.

It should also be noted that four of the five arbitrators comprising this body will be able to retain their
offices for up to six years, while the fifth will be appointed for a three-year term. This too will doubtlessy
contribute to uniform interpretation of community provisions. Lastly, and athough it has not been
possible to so determine at this stage, Olivos establishes the possibility of creating mechanisms to request
consultative opinions from the Permanent Review Tribunal.

- Transformation of the Administrative Secretariat to the Technical Secretariat -

The lack of an independent technical authority has been one of MERCOSUR’'S most evident
institutional lacunae. The establishment of working subgroups and/or technical committees with
officials of different ranks from the countries different public entities does not appear to have been
effective in designing quadripartite instruments after the transition period. It appears that it was not
possible to “extract” the specialists from their national political offices, thereby restricting the scope of
the necessary subregional consensuses.

However, in overcoming current limitations, the creation of an independent technical body may be a
necessary, but insufficient, condition, as its recommendations would not be binding and would thus be
subject to the political decisions of the representatives of the States Parties.®® In any event, it may be
considered that a new technical MERCOSUR body might make a significant contribution to the
preparatory work for the negotiations with third countries and regions, and to the preparation of technical
proposals regarding items on the internal agenda where there may be common interests (and therefore
where politica differences ought not to be as marked).

9 According to Pefia [2002], in special circumstances, such as instruments to lend flexibility to free trade and foreign trade policy

commitments, its opinion should be binding, except in the case of “negative consensus” opinions of the partners.
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A first attempt may be found in the recent launch of the process to transform MERCOSUR’s
Administrative Secretariat into a Technical Secretariat adopted by the Common Market Council at its
meeting of December 2002. The agreement reached will make it possible to establish within the
Secretariat, as of early 2003, an advisory services area, with the technical functions of providing support
for the different organs, following up on and evaluating implementation of the integration process,
conducting studies on topics of interest in the integration process, and monitoring the legal consistency of
the acts of and provisions emanating from the different MERCOSUR authorities.*

- Incorporation of provisions

MERCOSUR' s specific ingtitutional conception of MERCOSUR means that the "rules of the game” agreed
a the subregional level must be incorporated in the national legidation of each State Party. This has led to
numerous difficulties and, according to available statistics, only 38% of the MERCOSUR provisions have
been incorporated by the four member countries.

Although the efforts of technical subgroups of representatives of the different public sector agencies and
participation by the legidators of the four countries through the Joint Parliamentary Committee were
intended to facilitate the legislative adjustment process, it has been found, in practice, that such adjustment
is an extremely complex process.

In consequence, the group to study institutional topics has discussed different alternatives to move forward
in eliminating this barrier to intensification of the integration process. To that end, at the December 2002
meetings, a more streamlined procedure was adopted to incorporate the MERCOSUR provisions in the
countries legidation. Under this system, draft provisions must be studied in advance by the different
nationa entities involved to ensure that after their adoption a the MERCOSUR level, they will not
encounter difficulties of incorporation in national provisions.

Other market accesstopics
- Regulation of Article 50 of the Treaty of Montevideo, which established LAIA -

In the framework of negotiations to eliminate non-tariff barriers affecting intrasubregiona trade, the States
Parties agreed in due course to continue to accord them treatment distinct from that accorded health and
safety restrictions and other measures covered by the aforementioned provision.*

In other words, not all instruments may be eliminated that are used by the countries to regulate the entry of
products that, for very different reasons, may cause difficulties for national companies. In the best
scenario, the partner countries may work to harmonize such mechanisms with a view to the greater
standardization thereof.

In practice, however, many of these provisions are utilized discretionally to justify the imposition of
different types of barrier to free trade. In consegquence, the MERCOSUR countries have agreed to move
forward in regulating the application of measures adopted under Article 50 in order to restrict their
arbitrary use.

* Decision CMC 30/02, adopted at the recent Summit of Brasilia (December 4-5, 2002).

° Among other matters in connection with which the aforementioned article authorizes the adoption of import restrictions are those
intended to protect public morality, protect national artistic, historical, or archaeological heritage, and those involving the importation
of gold and silver, radioactive products, etc.
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To that end, since early 2001, proposals for the regulation of such measures have been exchanged,
athough consensus has not yet been reached thereon. In the view of Brazil, regulation of these types of
barrier to trade — for justified reasons — must be comprehensive and take a broad view — provided it is not
inconsistent with MERCOSUR provisions.

In the Argentine view, limiting discretion means authorizing the exercise thereof on an exceptional basis, and
according it a specific and limited nature. Accordingly, the Argentine proposal suggested different conditions
for the imposition of regtrictions under this provision, such as stipulating that their imposition be in keeping
with the WTO'’s principles and disciplines or that they could not congtitute unjustified or arbitrary
discrimination. Argentina aso indicated that there should be substantiated technical justification for such
imposition; that the impact on trade flows should be minimized; criteria, firm deadlines, and reasonable
processing costs should be defined; and that the imposition of restrictions should be preceded by prior
notification and prior consultations a the subregional level.

In any event, the impossibility of moving ahead with effective regulation of Article 50 of the Treaty of
Montevideo led, at different points, to repeated extensions of the agreed timetables, most recently at the last
meeting of the CMC in December 2002. At that meeting, a new deadline of June 2003 was established for
completion of work, although the Argentine delegation indicated that perhaps consideration should be
given - in view of the difficulties faced —to possible suspension of discussion of the topic.

There are two pertinent reasons for the persisting disagreement in this area. The first is the continued
refusal, evidently most adamant on the part of Brazil, to agree to transparent and unequivocal language
regarding invocation of Article 50 as the basis for imposition of restrictions on intrasubregiona imports. The
second is the bloc’s inability, again in view of Brazilian opposition, to find a valid negotiation aternative,
which is essentialy a reflection of the collective difficulty in resolving definitively the issue of non-tariff
measures and restrictions as the main element of the effectiveness of the subregiona free trade area
(Intelligence Trade Report [2002]).

- Administrative procedures -

Trade operations in each State Party include procedures, deadlines, controls, and different types of
administrative procedure. These are not harmonized and, frequently, constitute trade restrictive elements.

From the outset of the process of trangition to the customs union, the topic has been discussed in trade
negotiations with a view to limiting the number of procedures and prior permits, pre-embarkation inspection
deadlines, import licenses — automatic and non-automatic, etc.

Along with the interest on the part of the partner countries at some point to establish similar administrative
procedures for external trade and, insofar as possible, ones common to the four countries, Argentina's
main intent in this area (and also of Paraguay and Uruguay) was to shorten non-automatic prior intervention
periodsin order to prevent their use as atrade restrictive element. Thus, while Argentina proposed that these
periods not exceed 48 hours, the Brazilian authorities advocated periods ranging from 10 to 90 days,
depending on the case. In that country’s view, such a period would be justified by the small number of
laboratories controlling specific aspects of different products, the geographic distribution thereof, and the
number of border posts set up to handle trade between States Parties.

It should be noted that these types of procedure address very specific issues and even the peculiarities of the
States Parties, so that the harmonization thereof is an arduous task with which, thus far, little headway has
been made. It has therefore been subject to successive delays, the most recent of which, until June 2003, was
adopted at the December 2002 meetings.
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LAIA's Reciprocal Payment and Credit Agreement (CCR)

This Agreement, concluded in 1982 by the central banks of the LAIA countries, provides for a settlement
arrangement for international payments made under trade operations among the region’s countries (if
private operators so request), so that at the end of every four months, only the net balance of each
country’ s operations with the othersis transferred or received.

This mechanism comprises a multilateral settlement system, a system of guarantees (including
convertibility of national currencies, transferability, and reimbursement to the exporting country’s central
bank), and atemporary credit mechanism for multilateral settlement balances (operated viaa bilateral line of
credit agreed between the central banksinvolved).

In Argentine-Brazilian trade relations, the operations conducted in the framework of the Agreement were
usualy margina (in relation to total volume of trade), as the two countries’ central banks only authorized
operations up to the value of US$ 100,000 (without guarantees). Moreover, the operations of pertinent
sectors of regional trade — such as the automotive — were conducted outside the Agreement.*®

Thus when, from time to time, Brazil implemented restrictions on trade credit, some members of the
Argentine government sought to expand the Agreement’ s operation to channel more trade thereunder (and
to some extent “evade’ such restrictions). When convertibility was abandoned, it was the Brazilian
authorities who took stepsto that end.

In this case, Brazilian interest in channeling more operations under this Agreement could be described,
among other things, as obtaining guarantees from the Central Bank of Argentina for payments to Brazilian
exporters, thereby freeing themselves of responsibility for problems that the Argentine commercial banks or
private operators might encounter in fulfilling their payment obligations vis-avis their own Centra Bank.

The Brazilian government also sought to include in the Agreement operations already effected prior to the
Argentine financial crisis in order to obtain some type of guarantee of repayment to exporters of the
neighboring country.

To that end, the possibility was studied of raising the ceiling on permitted operations to US$ 200,000 and
expanding the Agreement to include the automotive sector.

Although in principle, the central banks resisted modifying the scope of the Agreement, especially in respect
of including completed operations and automotive sector operations, in mid-August 2002, there appeared to
be a breakthrough in this area, after the meetings of the technical and political authorities of the two
central banks held in Brazil.

Finally, it was agreed to raise to US$ 200,000 the ceiling on operations not subject to guarantees between
Brazil and Argentina under the Agreement. In addition, it was established that also eligible for inclusion in
this mechanism would be commercial debt refinance instruments for goods and services with firm
purchase orders — from Argentine importers — issued up to December 31, 2001. The ceiling for such
operations as awhole was set, in principle, at US$ 200 million.

® For example, in 2001, exports to Brazil made under the agreement were only slightly over 1% of total sales to that country. In the
case of imports from Brazil, in that year, the percentage was 2%.
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Border integration

In late 2001, stemming from the many recurring problems that had arisen in recent years along the borders
between partner countries, Brazilian authorities began to propose the establishment of an ad hoc group on
border integration.

Although border problems have been studied and discussed in different MERCOSUR forums (from the
perspectives of customs, labor/migration, and sanitary and phytosanitary security, among others), the
objective of the Brazilian proposal was to bring responsibility for this complex topic under a single entity,
whose purpose was to draft the MERCOSUR border statute.

Argentina, for its part, supported the establishment of this entity, although it raised certain objections to the
idea of moving forward with the dsatute. On the Paraguayan side, concerns in this area involved
simplification of border trade. In fact, in December 2001, that country had submitted a draft Decision on
simplified border trade, with a view to replacing the Border Traffic Regime (which sought to address the
supply needs of settlers in border areas by providing them with certain exemptions for basic products not
traded on acommercial basis).

Finaly, in mid-2002, at the Twenty-second Meeting of the CMC, it was decided to establish the Ad hoc
Group on Border Integration with a view to generating instruments to further the integration of border
communities.

MERCOSUR symbols

At its most recent meeting of December 2002, the CMC adopted a Decision on “MERCOSUR symbols'
(name, abbreviation, emblemvlogotype, and flag), which replaced Decision CMC No. 1/98 on the same
topic. The new framework takes as its premise the appropriateness of permitting the use of MERCOSUR
symbols by physical and legal persons of the States Parties, provided that they do so in a manner
compatible with the objectives of MERCOSUR.

However, the prohibition remains against registering MERCOSUR symbols as trademarks and/or utilizing
them to designate bodies or ingtitutions that may be confused with the organs of MERCOSUR (Council,
Group, Commission, Tribunal, Committee, Working Group, or Forum).

Commercia companies, for their party, may use the word "MERCOSUR” not in isolation, but rather as part
of their company or registered name, provided it does not lead to errors or ambiguities in connection with
officidl MERCOSUR organs.

C. Aviewtothefuture: onepossible path toward intensification of the MERCOSUR integration
process

For the MERCOSUR regime again to congdtitute state policy within the subregion that promotes further
economic, political, and social development among the partner states than they could achieve in the absence
thereof, the return to the subregion of a context of minima macroeconomic stability is a necessary, although
insufficient condition.

However, the bloc’s strength can only be restored through firm political intent that enables common
interests to be renewed and the customs union’s main instruments to be adjusted to current regional and
international conditions, so that the integration process again becomes a positive sum game for all
countries of the bloc. This means leveling the playing field so that MERCOSUR may again become a
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“good bet” for each of the states involved. If these objectives are not attained, the most likely outcome for
the integration process is insignificance and/or extinction, as occurred with earlier integration initiatives
within the region.

Some of these issues were the focus of study and exchange of views throughout 2002, owing to inclusion
on the agenda of items such as the competitiveness forums — intended to promote greater complementation
among productive chains at the subregional level -, joint trade promotion, and the need to redefine the
Common External Tariff for certain “strategic” sectors.

Similarly, returning to a process of intendfication of integration means that negotiation efforts must target a
few thematic areas, according priority to consolidation of the basic principles of the customs union, that is, such
efforts must focus firgt on reorganizing and structuring a new Common External Tariff that the four countries
may more readily comply with and that is more in keegping with current productive needs, in a subregiona
environment of higher real exchange rates than the 1990s average.

Priority must be also given to eliminating the restrictions that are creating barriers to the development
of the free trade area. The Brazilian devaluation first, and that of the Argentine peso later, have
generated numerous tariff and non-tariff barriers that are impinging upon the very basis for the
operation of the free trade area.

“Clearing the negotiating table’” must inevitably include the renewa of negotiations to establish subregiona
“escape’ mechanisms to cope with possible further changesin interna and external economic conditionsin the
subregion (in keeping with the preliminary agreements reached in late 2001). Only by concluding formal
MERCOSUR agreements designed to wrestle with the ingtabilities inherent to developing countries will it be
possible serioudy and definitively to diminate unilateral measures of different types that seek to impede —
temporarily — free trade which, once the shock that inspired them has been overcome, are difficult to review.

Lastly, the complex international agenda requires further negotiating and technical effort with a view to
achieving a rational and strong basic MERCOSUR position in the different bodies (FTAA, EU, CAN,
Mexico, etc.), a phenomenon that requires much more technical preparation and community policy
coordination than has yet been achieved.

From the institutional/operationa perspective, this thematic focus should be accompanied by greater focus
of and coordination among MERCOSUR’s technical and political organs so that the necessary basic
consensuses may be reached. To that end, it would be advisable to strengthen those technical groups with
direct responsibility for the few priority topics, which would work jointly and expeditiously with the
Trade Commission and the Common Market Group to ensure compliance with such commitments and
deadlines as may be established.

To summarize, the crisis of the integration process implies that, in 2003, agenda priorities must be ordered —
just as must priorities in the respective negotiation forums — in respect of tariff, trade, and the basic customs
union disciplines, similar to those included on the agenda at the outset of the process (although
incorporating certain novel elements, such as strengthening a quadripartite technical authority, issues of
facilitation of adjustment of domestic legislation to MERCOSUR provisions, and positive “management”
mechanisms in the entrepreneurial or business complementation areas).

Although this proposal may seem to constitute a priori areversa of the negotiation process, as it means,
in practice, returning to a much more simplified and focused agenda and institutional/operational
organization, this is merely an acknowledgement and formalization of the existing situation. The solution
thereto and consolidation thereof imply that the negotiations agenda must focus on the customs union’s
“hotter” topics and on a temporary “adjustment” of the activity of the technical and political organs in
pursuit of that objective.
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CONTENTS

CHAPTERV. THE EVOLUTION OF MERCOSUR’'S EXTERNAL AGENDA: HEADWAY
THROUGH THE STORM

A. Anoverview of the agenda

As were the topics relating to the member countries' macroeconomy and the bloc' s internal agenda, the period
from the second half of 2001 to the end of 2002 was increasingly turbulent and complex. The bloc’s external
relations then moved to a much camer and congtructive scenario in which progress with the principal items on
the agenda continued—general ly speaking—according to the timetables originally envisaged.

Nonetheless, this does not mean that MERCOSUR'’s external agenda remained impervious to the many
difficulties and conflicts affecting the States Parties in the abovementioned 18-month period. Along with
the different obstacles to carrying out the ambitious and, in retrospect, unrealistic, commitments and
timetables in the ostentatiously entitled “Relaunch Agenda’ of mid-2000 and to making headway with
some “chronic” issues in the bloc's externa relations (such as transforming the bilateral partial scope
agreements with the CAN countries into a free trade agreement between the two blocs, or negotiating with
Mexico on a “4+1” basis), in mid-2001 some disturbing signs appeared in connection with the option of
launching bilateral or quadrilateral negotiations with the U.S. in the context of the “resuscitated” 1991 Rose
Garden Agreement.

In any event, “high-level policy,” facile diplomatic solutions and/or games aside, progress with the
principal items on MERCOSUR'’s external agenda continued in 2001 and 2002 in a reasonably well-
organized fashion, thus entering—for the first time since North-South negotiations began in the mid-
1990s—a phase of concrete definitions and specific commitments in the area of trade.®

In that connection, athough the vicissitudes of the economies of the world’s major economic players, some
“disillusonment” regarding the results of globalization in many countries and regions, a marked decline in net
capital flows to the developing countries (DCs), and difficulties in moving ahead with a new round of
multilateral negotiations were creating some doubt as to the ultimate outcome of the great North-South trade
liberalization projects (FTAA, MERCOSUR-EU, and others), the recent consolidation of the free trade
agreement between Chile and the United States (and the Chile-EU agreement in September 2002) nonetheless
promised to provide a new impetus for the trade negotiations* game’ within the subregion.

Similarly, the installation of Brazil’s new government—together with Argentina s uncertain political
future—opened up new questions as to what the ultimate role and attitude of the great South American
power would be vis-a-vis the two “mega’ integration projects in which Brazil is a participant (FTAA and
MERCOSUR-EV).

At the same time, in the context of the principal MERCOSUR countries intent to move ahead more
energetically and decisively than in the past to open up and diversify markets for their exports, in 2002, an
attempt was made to give fresh impetus to negotiations for a free trade agreement with Mexico, while
efforts continued in the search for a trade agreement with South Africa and the countries of the South
African Customs Union (SACU). In that connection, both the joint trade mission sent by the four
MERCOSUR countries to South Africain June 2002 (the first undertaking in this area) and the Argentine
Mission to Mexico in December 2002 must be understood as part of a healthy intent to coordinate and

o7 Despite these important advances, it must be underscored that doubts and uncertainties have not diminished as to whether the

negotiations on formation of the Free Trade Area of the Americas will be successful in time and form. In fact, in the context of the
single undertaking, all agreements and consensuses already reached on the different topics are only provisional understandings,
with a view to a final agreement that will satisfy the problematic need to be perceived as favorable and beneficial to all parties
involved. A similar observation may be made regarding the Association Agreement between the European Union and MERCOSUR.
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supplement trade negotiations policy with more aggressive activity to promote exports to non-traditional
and/or little devel oped markets.

Similarly, depending on the future course of the main items on the agenda for the regiona and
international negotiations, negotiations still in much more incipient and exploratory phases—such as those
with India, CACM, CARICOM, ASEAN, Russig, Isragl, EFTA, or Korea—could, in the short or medium
term, come to take greater priority in the bloc’s external relations.

In any event, the start of anew FTAA negotiations phase (with substantive negotiations for market access
envisaged by 2003), the ambitious schedule of tasks planned in the context of the EU-MERCOSUR
Agreement, the different initiatives launched in recent months and years on the subregional and/or
bilateral level (an agreement with CAN, negotiations with South Africa and Mexico, and the possibility of
launching negotiations with new countries and blocs, etc.), and the Fifth WTO Ministerial Conference
(scheduled for September 2003 in Cancun) are all elements that presage a year full of internal and externa
challenges and definitions in the area of external negotiations.

B. Inthemidst of crisis, hopesand reality: “4 + 1" with the United States

In early April 2001, a few days after taking tenure as Minister of Economy in Argentina’'s Alianza
government, Minister Cavallo held a working meeting with the U.S. Trade Representative, Robert
Zodllick, resulting in a possible refloat of the then “forgotten” Rose Garden Agreement of June 1991, in
which the four countries of the then “brand new” MERCOSUR agreement had agreed with the
government of George Bush, Sr. to establish an ingtitutionalized forum—consultative in nature—in which
to discuss and address trade and investment topics with the U.S.28%°

In any event, in order to give major impetus to MERCOSUR after the doubts—among other reactions—
raised by Minister Cavallo’s comments in early April 2001 regarding Argentina' s readiness to negotiate
agreements on a bilateral basis if necessary (Revista Veja, April 7, 2001), and at the same time to signal
the enthusiasm that this initiative generated for the bloc, a leak emerged in subregional political and
diplomatic circles to the effect that “a figure of international prestige” would be mutually agreed upon to
head up the negotiations with the U.S.'®

Shortly thereafter, at the meeting of the Common Market Council in Asuncién in June 2001, the Council
adopted Decision CMC 08/01 on negotiations with third countries. This measure provided for the
reactivation of the agreement for a Trade and Investment Council among the Governments of the Argentine
Republic, the Federative Republic of Brazil, the Republic of Paraguay, and the Eastern Republic of Uruguay

% |t should be noted that this agreement appeared as a MERCOSUR “group presentation,” in the context of the four countries’

intent to reincorporate themselves as quickly as possible in the international economic and financial community after the crisis of the
1980s. In this context, it is not surprising that this initiative would be forgotten in view of the progress made both in the consolidation
of MERCOSUR and in relations with other countries and blocs.

% |n order to provide perspective on the logic and institutional meaning of that agreement, it is timely to recall a comment made in

mid-2001 by one of the Argentine participants in those negotiations: “The United States resisted the idea that the agreement was
with MERCOSUR. In its view, “4+1” was equal to five. But MERCOSUR imposed the view that "4 + 1" is equal to two [as] the Council
can only meet if the four partners are present. This was symbolized in the first of the meetings in Washington in November 1991.
The MERCOSUR delegation replaced the original five-sided table with a two-sided table. Both the negotiation of the agreement and
the initial meetings were exercises in joint negotiation, with the coordinating country acting as the spokesperson and prior meetings
held to prepare the positions to be defended.” (Felix Pefia, La Nacion, April 9, 2001).

19011 that connection, it was leaked that a formal invitation had been made by the bloc to the President of the Inter-American

Development Bank, Enrique Iglesias, to be the Principal Advisor to the Negotiating Group, a move that—as was to be expected—he
quickly rejected as being incompatible with his duties at the IDB.
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and the Government of the United States of America, signed in June 1991 between MERCOSUR and the
U.S. Thus, the President pro tempore was given the mandate to convene the Consultative Committee on
Trade and Investment, as provided in Article 1 of the Agreement, to study the possibility of initiating
bilateral negotiations under the “4+1" format with a view to reaching agreements on improvement of
access to the respective markets.

The Argentine government was very willing to “gamble’ on the initiative. Thus, President De la Rua
himself publicly announced at the opening ceremony of the Rural Society Exposition in August that
“before the end of this year, | hope to be able to report that Brazil, Uruguay, Paraguay, and Argentina are
ahead of the FTAA erain reaching agreement between MERCOSUR and NAFTA on the formation of the
largest free trade market in the world.” (La Nacion, August 5, 2001).

In this context, in one of the tensest moments during the Argentine government’s negotiations with the
International Monetary Fund and the U.S. for financial assistance to avoid default, the news was learned—
origindly from the U.S. official, John Taylor—that the agreement would include an initiative for
MERCOSUR to begin conversations with the U.S. on the liberalization of trade under a“4 + 1” format.

Findly, the smultaneous announcement of the agreement between Argentina and the IMF to increase the
existing stand-by loan for that country to US$ 8 billion and Zoellick’s statement regarding his willingness to
meet with his MERCOSUR colleagues to discuss trade topics in the “4 + 1" context, led to new
discussions within the bloc.®* However, the fact that the announcement was made at the headquarters of
the Fund itself and that the Fund's statement mentioned the trade negotiations conveyed to some players
(particularly financial players) that there was a direct relationship between the two topics and/or an
explicit signal from the U.S. government establishing a link between the trade negotiations and the new
financing program to assist Argentina

Uruguayan President, Jorge Batlle, did not conceal his enthusiasm at the news'®* and the Argentine
government interpreted the tone of the announcement as a strategic success (“the bloc has achieved a
fundamental milestone: the establishment of a clear consensus, supported at the broadest political level,
for 4+1” and "for the first time economic growth is linked with financial assistance,” stated the Argentine
Foreign Affairs Minister to the BAE on August 23, 2001). The Brazilian Minister of Foreign Affairs was
more skeptical, stating that “if the U.S. offers MERCOSUR the possibility of gaining access to its market,
the bloc must take advantage of the opportunity,” and summed up by stating that “it is not within the
competence of the IMF to establish links between financial assistance to Argentina and “4 + 1" (BAE,
August 23, 2001).

In the same vein, Brazil’s Secretary of Agriculture, Vinicius Pratini de Moraes, indicated to the Brazilian
press that “if the U.S. offers MERCOSUR the opportunity to access its agricultural market and eiminate
subsidies, why shouldn’t we negotiate?’ although “for us, what is fundamental is the negotiations with the
European Union, which consumes nearly half of our agribusiness sector exports.” (O Estado de Sdo
Paulo, August 24, 2001).

101 At that time, some analysts correctly pointed out that, unlike what had happened on other occasions where the push for
negotiations came exclusively from MERCOSUR, this time there was also a specific indication, from a high-level U.S. official, of
support for the initiative. It can thus reasonably be asserted that such statements were made in the context of U.S. interest in
accelerating the process of FTAA negotiations through bilateral negotiations with countries or groups of countries in the hemisphere
and that, in this specific case, the conversations with MERCOSUR would help to moderate the presumably stronger opposition to the
acceleration of hemispheric integration found in Brazil (see for example, Intelligence Trade Report, No. 67, August 2001).

192 11 this connection, it should be noted that, some months earlier, Uruguay had also indicated that it intended to “speed up” its
negotiations with the U.S., and had even indicated its intent to do so on a bilateral basis.
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But apart from these exchanges of view, theinitia contact among the parties would ultimately take place at a
“working breskfast” at Punta del Este in early September—taking advantage of the visit by the U.S. Trade
Representative (USTR), Robert Zoellick, during the twenty-second ministerial summit of the Cairns
Group—which was the initial step toward reactivating the Trade and Investment Council established ten
years earlier. The items proposed by MERCOSUR for inclusion in the Council’ s future agenda were:

. Progress made with and difficulties encountered in FTAA negotiations;
. Strengthening of the Trade and Investment Council established in 1991;

. Establishment of four working groups in the areas of trade in industrial goods, trade in agricultural
goods, investment development, and electronic commerce; and

. Discussions regarding the new WTO Round and the Doha Summit.

In order to push ahead with discussions of these topics, late that same month the four foreign ministers
again met with Zoellick in Washington, in a high-level working meeting (one of the few trade meetings that
was not suspended after the terrorist attacks two weeks earlier). Agreement was reached on the genera
outlines and terms of reference for the Council’s four working groups, and it was decided that the first
formal meeting of the“4 + 1" coordinators would be held in December 2001.

Nonetheless, the USTR took it upon himself to lower expectations—particularly in the Argentine press—
as to what might result from the future meeting, stating publicly that the MERCOSUR-U.S. negotiations
would not necessarily lead to a free trade agreement in the short term, contrary to most interpretations
expressed after the start of discussions was announced. Zoellick stated that the U.S. intended to profit
fully from each of the various negotiating fronts in which it was involved—multilateral (WTO), regional
(FTAA), and bilatera (with Chile and MERCOSUR).

However, at the officia level, Argentinadid not reject the notion that this meeting would act as a catalyst for
other negotiation initiatives in the area of internationa trade, such as the FTAA. From this perspective, it
maintained that direct MERCOSUR-U.S. negotiations would yield more effective results on the topics of
greatest interest to Argentina and Brazil, such as the difficulties they faced in placing both their
agricultural and industrial exportsin the U.S. market.

In this context, in December 2001, the above-mentioned meeting of the (“4 + 1") coordinators of the
MERCOSUR-U.S. Trade and Investment Council was findly held in Montevideo. The meeting dealt with
topics relating to the WTO negotiations, progress made in the FTAA process, and topics involving the
working group on trade in agricultural goods.

Subsequently, in April 2002, the second meeting was held. At that meeting the bloc suggested that the
agenda of agriculture and industrial goods-related topics should be expanded to include items related to the
problems that certain MERCOSUR products faced in accessing the U.S. market, so that solutions to these
problems could thus be sought.

Notable among the topics discussed were the FTAA agenda (negotiation methods and procedures) and the
WTO agenda. MERCOSUR proposed the topic of agricultural export subsidies and the need to move
ahead in the area of additional disciplines for internal agricultural support measures. In connection with
this topic, the USTR’s response was that his government agreed with the inclusion of these topics, but that
they should be harmonized at the WTO level. In other words, his government was not in a position to make
concessionsinthe FTAA framework for which there was no equivalent for the major WTO players.
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Sometrade components of the“ new” Argentina-U.S. bilateral agenda
(i) Establishment of the Argentina-U.S. Trade and I nvestment Council

As part of Argentine diplomatic efforts to obtain international assistance to cope with its financial
and economic crisis, in late January 2002 the Argentine Foreign Trade Secretary, Martin Redrado,
and the Assistant USTR, Peter Allgeier, agreed to the launch of the Council.

An objective of the Council is to constitute an effective tool in seeking way to resolve existing bilateral
trade problems. The principal items thus far included on the agenda are: meat, honey, citrus fruit,
peanuts, quebracho extract, sanitary and phytosanitary issues, the Generalized System of Preferences,
intellectual property, and steel, particular progress having been made in 2001 with the latter three
items.

(if) Review of concessions in the context of the Generalized System of Preferences (GSP)

In early 1997, as reprisal for what the U.S. saw as Argentina s reluctance to “amend” its domestic
legidlation in the area of patents, and based on the provisions of Special Section 301 of the U.S. Trade
Act on protection of intellectual property rights, the USTR unilaterally withdrew 50% of the positions
(117 in total) of those from which Argentina benefited under the Generdized System of Preferences
(GSP) inits accessto the U.S. market.

Subsequently, in view of some changes adopted by the Argentine Congress in this area, Argentina
began to seek to reestablish the digibility of some products affected by the withdrawal of preferences.
Nonetheless, USTR authorities never formally considered such demands for waivers and the
redesignation of products.

In February 2002, in the context of the recent establishment of the U.S.-Argentina bilateral Trade and
Investment Council, and in order to open up achannel that would allow for increased trade flows between
the two countries, Argentina assigned specia priority to obtaining trade support from the U.S.
through—among other instruments—the GSP.

Accordingly, after different efforts made by Argentine officias, in April 2002 the USTR agreed to
consider Argentina’ s requests regarding the designation and redesignation of its products.

Thus, when, in August, the new GSP was adopted and renewed by the U.S. Congress—with retroactive
effect to September 2001, to expire in December 2006—President Bush announced the opening of a
Special Review (5-month) process to evaluate requests for product designation made by Argentina,
Turkey, and the Philippines.

In the case of Argentina, 14 products were considered, including certain types of cheese, caramelized
condensed milk, various peanut items, grape juice and must, calcium, silicon, and ball bearings. Thus,
in early September, an Executive Order redesignated 57 products for which Argentina had submitted
requests in 2001, including three products suspended in 1997 owing to the aforementioned intellectual
property rightsissue.

With respect to the work of the “4 + 1" technical groups, the following meetings were held:
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(i)

(i)

(iii)

Working group on MERCOSUR-U.S. trade in agricultura goods (Washington, October 2001 and
Buenos Aires, May 2002): topics of common interest were discussed in the areas of agriculture,
sanitary measures, and specific market access problems (basically meat, dairy products, and fruit), and
information was exchanged on the participants postions in internationa agricultural forums. At that
forum, the MERCOSUR countries indicated their concerns regarding the distorsionary effects of the
Farm Bill that, at the time of the second meeting, had just been enacted by the U.S.

Working group on MERCOSUR-U.S. electronic commerce (Buenos Aires, March 2002): a
presentation was given on opportunities created by the use of this tool for SMEs.

Working group on trade in industrial products: meetings were held in June (Washington) and
October (Geneva) 2002, with an agenda focusing on technical barriers to trade and business
facilitation. In addition, MERCOSUR indicated its concern regarding certain anti-terrorist protection
provisions affecting trade.

Asof late 2002, the working group on investments had not yet held its initial meeting.

In the latter half of 2002, the Brazilian Chair showed less interest in promoting the Council as a means of
resolving certain trade issues. Although it was agreed that a third meeting of the committee of “4 + 1”
coordinators would be held in October (prior to the FTAA Ministerial Meeting in Quito), ultimately this
meeting did not take place owing to difficulties regarding the agenda. From that point on, progress with
the mechanism stagnated.

In March 2002, the U.S. Congress passed the new 2002 Farm Bill (Farm Security and Rural Investment
Act), replacing the 1996 law that was to expire in September 2002. The new law, to remain in force for
Six years, represents an increase in face value of US$ 45 billion (an increase of 80%) over the levels of
support contained in the earlier law. The increased amounts are intended primarily for producers of
traditional commodities (wheat, corn, soy, cotton, and peanuts), who will receive US$ 31.2 billion more
than under the previous scheme.

Some of the principal changes in comparison with the earlier law are:

Approval of the 2002 Farm Bill (Farm Security and Rural Investment Act)

Re-establishment of target prices (a unit value set by Congress to support farmers’ income);

Reduction of the support price for soy in order to bring it into line with the price of corn and thus
offset the greater relative incentive that existed for planting soy;

An increase of US$ 9 billion to fund conservation programs,

Establishment of a system to provide payments to oilseed producers equa to those earned through
production contracts;

Establishment of a national support program of some US$ 1.3 billion for the dairy sector;

Introduction of changes to the operation of the peanut program through a support system similar
to those for the other products and compensation for producers with quotas, at an estimated cost
of US$ 4 hillion;
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. Re-establishment of support programs for honey and wool;

. Implementation of new programs to support apples and leguminous plants; and

. The imposition of country of origin labeling requirements for meat, fruit, vegetables, and fish
products (initially voluntary and becoming mandatory within two years).

In addition, the bill maintains all the resource transfer elements contained in the 1996 law, such as:
. Flexible production contracts, i.e., those not associated with production; and

. Support prices and marketing loans at levels similar to those provided for in the 1996 |aw.

Products such as legumes, rice, cotton, honey, sugar, milk, peanuts, fruit, and vegetables will see
increased minimum prices. At the same time, legumes have been added to the products subsidized by
the U.S.—qgrain and oilseed.

In this context, the Cairns Group quickly issued a press release repudiating the initiative of May 15,
2002. For its part, the MERCOSUR Federation of Rural Associations, in a statement made in May
2002, asked the authorities of the four countries to make the continuation of negotiations on the FTAA
subject to areview of US agricultural policy and to denounce this series of measures with the WTO.

C. A dtory (asyet) without end: The“4 + 4" negotiation between MERCOSUR and CAN

The Framework Agreement for the establishment of a free trade area between MERCOSUR and the
member countries of the Andean Community of Nations was signed in Buenos Aires on April 16, 1998.

That agreement provided for two phases of negotiations. whereas the firsg phase would focus on
multilateralizing the bilateral agreements in force in the LAIA framework, the purpose of the second phase
would be to incorporate the rest of the tariff universe in the agreement, atask for which it would be necessary
to define tariff reduction schedules to establish the free trade area under the“4 + 4” format.

After extensive negotiations failed to conclude the first phase satisfactorily, first Brazil (April 1999)
and then Argentina (a few months later) signed fixed preference agreements under the “4 + 1” format,
the idea being that these agreements would be used as the basis for entering the second phase of
negotiations in which progress could be made toward an agreement under the “4 + 1" format within a
reasonabl e period.**

It should be noted that in the context of the new agreements, over 90% of Andean exports to Argentina
and Brazil received preferential tariff treatment, while only 50% of exports from the two largest
MERCOSUR partnersto the CAN countries received equivalent treatment.

At the same time, in the context of the 2000 Relaunch Agenda, the Ministers of the MERCOSUR

countries resolved at mid-year to reactivate negotiations for a joint agreement with the CAN countries to
replace the bilateral agreements in force, their goal being to conclude the agreement before December

103 Paraguay and Uruguay, for their part, retained their respective bilateral agreements.
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2001, at the same time setting June 2003 as the expiration date for the bilateral preferences that might be
in effect at the time.

In this context, in early April 2001, during an officia visit to Brazil and after meeting with Fernando H.
Cardoso, President Chavez issued a public statement indicating his interest in “Venezuela becoming associated
with the Southern Common Market before the end of the year, as negotiations between MERCOSUR and
CAN are moving ahead at an astonishingly dow pace.” (La Nacién and Clarin, April 4, 2001). A few weeks
later, the Venezuelan President sent a persond letter to President De La Rua indicating his “decision to initiate
preliminary negotiationsfor formal admission to the Southern Common Market.”

This statement led to a series of technica consultations at the MERCOSUR level regarding Venezuela's
status if included in the bloc (whether as a full partner with rights and obligations equal to the other States
Parties, or as an Associate Member in a scheme similar to that in effect for Bolivia). In any event, the
growing complexity of the bloc’s and the region’s political agenda as of the latter half of 2001 helped to
relegate this initiative quickly to second tier.

Subsequently, at the sixth negotiation meeting held in Lima in late November 2001, it was agreed that
prior to February 1, 2002 the parties would exchange their respective lists of sensitive products, specifying
the periods, schedules, and calendars for tariff reduction proposed in each case. These periods were
subsequently extended owing to the political crisisin Argentinain late 2001 and early 2002.

A fresh “relaunch” of the Andean Community of Nations

The Presidential Summit of the member countries of the Andean Community of Nations (CAN) was
held in Bolivia on January 30, 2002. As aresult of that meeting, a 32-point agreement was signed, the
stated purpose being to move towards a subregional free trade area and reaffirm the strategic objective
of building acommon market in the future.

The principal commitments made by the parties included agreements not to impose new
restrictions on intrasubregional trade; and to review the subregional origin regime within 60 days,
harmonize sanitary and phytosanitary requirements; implement measures to facilitate
intrasubregional customs procedures; liberalize trade in agricultural goods as of December 2005;
apply the Common External Tariff as of December 2003 (with 0%, 5%, 10%, and 20% levels);
equalize export incentives and special trade regimes; harmonize macroeconomic policies and
establish criteria for macroeconomic convergence within a period of two years; apply the special
safeguard system against competitive devaluations in the member countries; continue efforts to
achieve a renewal and expansion of the Andean Trade Preference Act (ATPA) by the U.S.; and
reaffirm the need to maintain a common strategy in the context of the FTAA.

The agreement achieved is of the highest importance for the entire subregion, given the “virtual” nature
characterigtic of CAN for many years. CAN is probably the subregiona group with the most complete
community legislation, perhaps comparable only to that of the EU but, nonetheless, with virtually no
record of compliance with that legislation. *

Subsequently, in mid-October 2002, the Ministers of CAN meeting in Lima agreed on a common
external tariff for 62% of the subregiona tariff universe (4,170 positions), to take effect in January 2004,
the immediate objective being to present it in the framework of the hemispheric negotiations on the
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dates committed to therein. Although in December the other 38% (essentially grain, oilseed, machinery,
equipment, chemicals, textiles, and plastics) remained pending definition, the high level that was
imposed—at the request of Colombia—for some agricultural inputs and goods, together with retention
of a large portion of the price band system, led to tough questions from some of the subregion’s
economic and industrial sectors, particularly in Peru.

Intelligence Trade Report, No. 60, Buenos Aires, January 2002.

Thus, at the Fifth Meeting (finally held in Buenos Aires in May 2002), CAN provided information
supplementing information it had already submitted in due course regarding the trade liberalization
program, including:

. Sensitive products, including the tariff reduction periods proposed by each of the Andean countries.

. Proposed schedules for sensitive products from CAN, Paraguay, and Uruguay. For each of the periods
(15- and 20-year), three tariff reduction schedules with different initial preference margins were
included.

. Treatment of historic heritage: CAN, presented a list of Ecuador’'s historic heritage products with
Paraguay and Uruguay for which it would review the concessions granted, and, presented a list of
Peru’s historic heritage products with Uruguay, for which it would review the concessions granted.

In addition, CAN indicated that the historic heritage products included on the list of sensitive products
would be accorded two different treatments within the periods defined: (i) historic heritage products
would be frozen until the corresponding tariff reduction schedule reached them, or (ii) a new schedule
would be defined with an initial preference margin equal to that for historic heritage products, observing
the fina period for tariff reduction defined for the list of sensitive products.

As for the general tariff reduction schedule, CAN agreed that the tariff reduction periods would be eight
years for Argentina and Brazil, and 10 years for CAN, Paraguay, and Uruguay, except for products on the
sensitive products, historic heritage, and immediate tariff reduction lists.

For its part, MERCOSUR indicated that the maximum period for tariff reduction on sensitive products
could not be extended to exceed fifteen years, that the acceptable difference for the tariff reduction period
for the historic heritage of Argentina and Brazil vis-a-vis that of CAN, Paraguay, and Uruguay could not
exceed two years, that with respect to historic heritage, no backward movement in terms of preference would
be accepted, and that the Andean Price Band System should be subject to negotiation with a view to
diminating it in biregiond trade. It was also indicated that it would not be acceptable to include specia
safeguards for the agricultural sector.***

104 1t can generally be stated that while Argentina and Brazil have common interests and a common view regarding the approach to
be taken in negotiations, Uruguay is very interested in preserving its historic heritage, its main concern being to obtain preferences
on products currently affected by the price bands applied by the Andean countries. Paraguay’s position is focused on obtaining
special preferences based on its status within LAIA as a relatively less developed country. For their part, the Andean countries do
not have a common position. The preservation of preferences in the intra-Andean market vis-a-vis the two large MERCOSUR
members is generating concerns among officials and business leaders in Colombia and Venezuela. For its part, Peru maintains an
extremely rigid position with respect to maintaining the price band system, while Ecuador is concerned about retaining the preferences
received in the historic heritage framework.
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Successive working meetings in general studied drafts of the agreement, the origin regime, safeguards,
and sanitary and technical provisions. Other than the efforts made by the parties, no consensus has yet
been reached on any of the topics. In particular, in the area of safeguards, the CAN countries are
proposing making a distinction between a general regime and a regime applicable to the agricultural
sector, a proposal unacceptable to MERCOSUR.

Within MERCOSUR, the priority item of negotiations involves the Trade Liberalization Program
(which in the case of the CAN countries, Paraguay, and Uruguay could be extended up to 15 years),
which would make it possible to define the framework for the treatment of products that would
congtitute the topic of the agreement and the scope of the provisions necessary to establish the
appropriate legal and institutional framework.

In that connection, MERCOSUR’s immediate objective was to define a genera schedule that included
differential periods and margins for Argentina and Brazil, on the one hand, and Paraguay, Uruguay,
Colombia, Ecuador, Peru, and Venezuela on the other; an accelerated bilatera schedule for historic
heritage; an immediate tariff reduction schedule for “normal” products, and another schedule for sensitive
sectors and products. Similarly, the objective was for sensitivities to affect only a minimum percentage of
trade in historic products, with the tariff reduction schedule for historic heritage taking precedence over
the schedules defined for sensitive products and the liberalization schedule for the remaining products.

To summarize, the principal points of divergence between the two blocs now focus on the following topics:
. Periods and rates of tariff reduction for sensitive products;

. Agricultural topics: products declared sensitive, application of Andean Price Band and Agricultura

Safeguards Regime;

. Rules of origin and dispute settlement;

. Special treatment in addressing existing asymmetries in respect of some of the countries,
particularly Ecuador and Paraguay;

. Unwillingness on the part of the CAN countries to set a deadline for consolidation of the expanded

free trade area, in view of the number of products that they will seek to include on the list of
sensitive products, particularly in the agro-food sector (where it is proposed to retain products or
sectors outside the liberalization schedule);

. Regarding the previous point, the Andean Community is seeking to maintain its price band systemsin
force and not to apply such tariff preferences as may possibly be decided in connection with the
variable duties arising from them.**

In any event, by late 2002, seven negotiation rounds had been held between MERCOSUR and CAN (four in
2001). The first was held on April 27, 2001 in Asuncion and the last in Rio de Janeiro in late November
2002, with no discernible sign that a definitive agreement would be reached among the parties.

As the bilateral agreements lapsed in late 2001, they were successively extended (in principle, until mid-

2002, and again extended until the end of that year). However, in view of the difficulties encountered in
moving ahead under the “4 + 4" format, at the recent meeting in Rio de Janeiro, the CAN delegation

195 1t should be noted that, on earlier occasions, inflexibility in the handling of these items ultimately shut down the negotiations
under the “4 + 4” format.
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suggested the possibility of indefinitely extending the current understandings (ECA 39 for Brazil-CAN
and ECA 48 for Argentina-CAN) until negotiations under the 4+4 format had been concluded.

However, MERCOSUR felt that it was advisable to extend the current agreements only until June 30,
2003, in order to avoid an indefinite delay of negotiations. In that connection, it should be recalled that, in
keeping with the deadlines established in Common Market Council Decision 32/00, negotiations were to be
concluded by December 31, 2001.*°° Obviously, this deadline has been extended, although the provision in
that Decision indicating that, if the negotiations under the MERCOSUR format were not concluded, the
current bilateral preferences “may only be retained until June 30, 2003” did remain in effect.'®’

At the last meeting of the two blocs, held in Rio de Janeiro (November 21-22, 2002), the Brazilian
delegation proposed—as a way to unblock the negotiations—that if a“4 + 4" agreement were not reached
by June 30, 2003, that an “umbrella’ agreement be signed to allow negotiations to continue independently,
depending on each country’s effective intent to negotiate (that is, a more flexible format would be accepted,
which would not necessarily be “4 + 4”).

For their part, the existing “4 + 1" agreements (which expired in late 2002) were extended until December
2003, as a way to alow time for the fina step in the negotiations, while an initial meeting was held
between MERCOSUR and Peru in December 2002.

Lastly, at the MERCOSUR Presidential Summit held in Brasiliain early December 2002, the Framework
Agreement with the Andean Community of Nations was signed (Decision 31/02). It replaced the goal of
moving toward a free trade area between the blocs as stipulated in the original 1998 Framework
Agreement with the—more realistic, but less ambitious—idea of forming a free trade area “based on the
convergence of the trade liberalization programs that will be negotiated by the contracting or signatory
parties,” which in diplomatic language creates the option of some CAN countries negotiating to accede
individually in MERCOSUR.

In any event, it was also resolved that all existing partial scope agreements would be extended until the
end of 2003.

D. Degspitedifficultiesand uncertainties, the FTAA remains on cour se

In the 18 months from mid-2001 until end 2002, FTAA negotiations proceeded in keeping with the
objectives and timetable adopted at the previous hemispheric Ministerial Meeting (Buenos Aires, April
2001). In consequence, consensus was reached on a second draft of the agreement, methods and
procedures were approved for negotiations on market access—agricultural goods, industrial goods,
services, investment, and government procurement—and objectives and periods were defined for the fina
phase of negotiations chaired jointly by Brazil and the U.S.

198 cMC Decision 32/00 reaffirmed the commitment of the States Parties to negotiate jointly trade agreements with third countries or
groups of extrasubregional countries in which tariff preferences were granted. In addition, that Decision contains a commitment not
to, after June 30, 2001, enter into new preference agreements or agree to new trade preferences in agreements in effect in the LAIA
framework that had not been negotiated by MERCOSUR. The provision thus established that preferences based on bilateral
agreements in effect in the LAIA framework could only be maintained until June 30, 2003. The States Parties were thus prevented from
individually entering into new bilateral trade negotiations with third countries or groups or countries, it being possible only to develop
such agreements jointly as MERCOSUR.

107 Nonetheless, the bilateral agreements in effect with the Andean countries have been extended from the end of 2002 until the end
of 2003, in contravention of the provisions of the aforementioned Decision 32/00.
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With respect to the general results of the negotiations, some of the major agreements reached in this period
were:'®

. Adoption of atimetable of negotiations for market access, committing the participating countries to
present their initial offer lists by February 15, 2003.*

. Inclusion of the topic of agriculture in the Ministeria Declaration of Quito, providing for
comprehensive and non-discriminatory treatment of agriculture in the FTAA negotiations.

. Inclusion of the topic of trade protection in the Ministeria Declaration of Quito, reaffirming the
goal—already stipulated in the Declaration of Buenos Aires—of achieving a mutual understanding
in the FTAA that would make it possible to improve WTO provisions and disciplines in respect of
the operation and application of antidumping legisiation and legislation on countervailing duties."*°

. Ratification of the principle of equilibrium and balance as the goal of FTAA negotiations, not only
in respect of the final results of the negotiations but also in the negotiating process itself.

The status of negotiations on market access

In the course of the four TNC [Trade Negotiations Committee] meetings held in the period under study
(Managua, September 2001; Ida de Margarita, April 2002; Panama, May 2002; and Santo Domingo, late
August 2002), the countries of the hemisphere agreed on the following guidelines and work procedures:

(i) Launch in May 2002 of negotiations on market access in the five negotiating groups with direct
competence in this area market access, agriculture, services, investment, and government
procurement.

(i)  The entire tariff universe would be subject to negotiation, with provison made for a four-phase
tariff reduction schedule: immediate tariff reduction; tariff reduction within no more than five years;
tariff reduction within no more than ten years; and tariff reduction over periods longer than ten
years. The first immediate tariff reduction group should provide a “significant” offer of products from
the parties, while tariff reduction over periods of more than ten years should be on an exceptional
basis and for avery limited list of products.

(iii) The methods to be used in the area of market access and agriculture were broadly established,
covering not only tariffs but aso non-tariff measures, rules of origin, the treatment of agricultural
export subsidies, and other measures of equivalent effect that distort trade within the region.

(iv) The base tariff would be the MFN tariff applied as of the date of notification, to occur between
August 15 and October 15, 2002. Nonetheless, provision was made for three exceptions to this
genera rule:

108 1t s timely here to note that this occurred in early November 2002, in the context of the Trade Promotion Authority (TPA) "newly
obtained” by the Bush administration, and the start of the phase in which the Trade Negotiations Committee would be chaired jointly
by two of the major players in the process: Brazil and the U.S.

109 Nonetheless, shortly after taking tenure, the new Brazilian foreign ministry officials indicated that they would seek to extend the
deadlines stipulated in due course for submitting the offer lists in the context of the hemispheric negotiations. In that connection, the
new Minister of Foreign Affairs, Celso Amorim, indicated to the visiting Robert Zoellick the need for “more time for discussions with
Congress and the business community, and to study in detail the proposal prepared by officials in the previous administration "
(Cronista, January 7, 2002).

M0 The delegations from MERCOSUR and Chile were the main promoters of inclusion of this paragraph in the Declaration, in
opposition to the position of the U.S., which was very reluctant to include commitments in the agreement that might require some
type of change to its domestic legislation.
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« CARICOM was authorized to notify its base tariff up to December 14, 2002 and, for alimited
list of products, could include itstariff agreed with the World Trade Organization (WTO).

e Subregiona groups with a CET—as in the MERCOSUR case—would notify this tariff for
purposes of the base tariff, even if some countries were utilizing temporary exceptions to the
CET. However, the possibility of adjusting it was maintained until April 15, 2003, when it
would be notified for purposes of the base tariff.

e For groups of countries that are developing a common externd tariff—as in the Andean
Community case—the base tariff would be taken as the tariff in effect as of January 1, 2004,
which would be equal to the one notified as of April 15, 2003. The latter would include
adjustments to the base tariff initially notified.

Notification of the MERCOSUR basetariff

Despite significant differences within the bloc, the partner countries were finally able to establish the
MERCOSUR base tariff for these negotiations, which was notified to the General Secretariat in mid-
October 2002, on an indicative basis. For 65% of the positions, this notified base tariff reflected the
MERCOSUR Common Externa Tariff currently in effect.

The remaining 35%, including inter alia some information technology and telecommunication
goods (346 positions); some capital goods (920); some automotive regime goods (165); some
agricultural products (62); some products in Chapter 28—inorganic chemicals, Chapter 29—
organic chemicals, and Chapter 30—pharmaceutical products (727); chemical industry products
(50); textiles (679); and footwear (20), was prepared in keeping with common criteria agreed in
due course by the four countries.

In that connection, at the CMG meeting held in late November 2002, it was agreed that each of the
States Parties should send the Brazilian Chair its proposed offer regarding access to industrial,
agricultural, services, government procurement, and investment markets by December 16, 2002.
The Chair would be responsible for consolidating the submissions by January 6, 2003, and
forwarding them to the Paraguayan Chair, with a view to their discussion at the four-country level
at a specific meeting to be held in late January 2003,* to arrive at a definitive decision in this area
at the final meeting in mid-March.

See note 14.

(v) In the non-tariff area, November 15, 2002 was set as the date for submisson of an initid report
prepared on the basis of the process of notification and counter-notification of non-tariff measures in
effect among the countries. In addition, the Negotiating Group was instructed to develop a method
for eiminating, reducing, redefining, reordering and/or preventing non-tariff measures, to be
completed by February 15, 2003.

(vi) Theinitia offersin the area of services and investments were to be broad and consistent with laws
and regulations in force in the countries, it being immaterial whether proposals on trade presence—
third service supply mode—were presented in one or the other group, or in both. In this context, and
for purposes of achieving uniform treatment of this topic, provision was made for the possibility of
joint meetings of negotiators from the two groups.

119



(vii) One country’s access to the offers made by the other countries would only be effective once it had
submitted its own offer. It was also established that tariff liberaization should be linear, with
alowance for some exceptions.

(viii) Finally and with respect to negotiations in the area of government procurement, broad coverage was
envisaged, in terms of presentation of offers that met the requirement of including central or federa
level government agencies, while also allowing for the inclusion of agencies included in other
categories of government.

Declaration of the Members of the FTAA Trade Negotiation Committee
regarding theterrorist attacks of September 11, 2001

“The Vice-Ministers responsible for Tradein the 34 FTAA countries, meeting in Managua, Nicaragua,
on the occasion of the IX Meeting of the Trade Negotiations Committee of the Free Trade Area of the
America (FTAA), strongly repudiate the terrorist acts perpetrated on September 11, 2001, against the
United States of Americain New Y ork, Washington, D.C., and Pennsylvania. This act resulted in great
loss of human life and material damage, which has left the international community of nations deeply
appalled.

They underscore that these terrorist acts undermine the very foundation of civilized coexistence among
nations and seriously upset international peace and security. They vigorously and categorically
condemn terrorism in all its forms, regardless of the political, ideological, ethnic, religious or other
motivations.

They reaffirm their commitment to the FTAA process and to completing the schedule of meetings
established in April 2001 by the FTAA Ministers Responsible for Trade, in Buenos Aires, Argentina.

They reiterate that these events will not disrupt the economic agenda and trade integration within the
[Western] Hemisphere, as they are the foundation for the economic and social development of the
Americas.”

Other pertinent definitions from the Quito Summit

Although the Quito Summit did not yield any results other than those anticipated, the very fact that it ended
with a consensus declaration, plusthe attainment of the objectives set for the “ politicaly hectic” phase since the
Buenos Aires meeting, were not a negligible basis for the launch of the substantive negotiations scheduled for
2003, particularly if account is taken of the complex political and economic situation in some Latin American
countries. In thisregard, the Declaration referred to the progress made in this phase “ despite the deterioration in
current global and hemispheric economic conditions and the heightened international tensions in the political
and social arenas that have been evidenced in recent times.” ***

The Declaration aso confirmed that “the result of the FTAA negotiations shal constitute a comprehensive
single undertaking that incorporates the rights and obligations that are mutualy agreed for al member
countries’ (...) and the importance of “making continuous, balanced, and substantial progress in al subject

M1 point three of the Ministerial Declaration.
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areas under negotiation.”*** This issue is not a minor detail not only because it confirms, once again, the
principle of a single undertaking, but also because it warns—as the MERCOSUR countries had suggested—
about the imbalances effectively seen inthelevel of progress made by the different negotiating groups.

In that connection, to the extent that this phenomenon is not favorably resolved—particularly in the
groups directly involved with tariff reduction—there was increased risk that, at the end of the process, the
overall balance of partia concessions granted and obtained by the countries with less negotiating power
would be perceived as negative, whether they in fact were. In other words, consolidation of imbalance in
the progress made on the different topics for negotiation could ultimately destroy (or at least erode) in
practice the single undertaking principle.**®

Approval of Trade Promotion Authority (TPA)

On August 6, 2002, President George W. Bush signed Public Law 107-210, an omnibus bill, which
includes as one of its components the Trade Promotion Authority that enables the Executive Branch
to negotiate trade agreements, which Congress approves or rejects without being authorized to make
any amendment. This Authority is valid for al agreements signed until June 1, 2005, or until June 1,
2007 if an extension is sought, accompanied by a report from the President indicating that the law’s
objectives have been attained.

The legidation enacted does not cover the TPA alone, but also foreign trade-related different topics such
as the extension and renewal of the Andean Trade Preferences Act (ATPA), the Caribbean Basin Initiative
(CBI), and the African Growth and Opportunity Act (AGOA)—all of which are agreements under which the
U.S. grants unilateral preferences and benefits to the countries of those regions, primarily in the textile
sector—, and renewal of the Generalized System of Preferences.

Thelaw is aso the result of an arduous congressional negotiating process, including initial approval in the
House of Representativesin December 2001, initial approval in the Senate in May 2002, and the text of &
bill developed in bicameral conference, which was passed by the House in July 2002—by a vote of 215 to
212—and finally by the Senate in August 2002.

Enactment of the law was made possible by—among other things—the inclusion of a subsidy fund of over
US$ 10 billion over 10 years to compensate workers who lost their jobs for reasons related to international
trade. In addition, negotiations between the Executive Branch and Congress resulted in the inclusion of
provisions designed to increase Congressional participation in the negotiating process and to limit the
authority of negotiatorsin the areas of trade protection, intellectual property, and dispute settlement.

12 point 5 of the Ministerial Declaration.

13 Intelligence Trade Report, No. 70, November 2002.
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Congressiona participation will be effected through the Congressional Oversight Group, comprising five
permanent members from the Senate and an equal number of Representatives from the Ways and Means
Committee. There will be alternating participation in discussions on topics within the areas of their
competence by other Senators and Representatives and members of other committees with competence
in the areas to be discussed at each negotiating session.

In addition, the law specifies particular areas of negotiation—such as agriculture, textiles, fishing
industry, unfair trade practices legidation, and labor standards—in which there are special mechanisms
for consultation with the Congress. In such areas, the President must be advised by the International
Trade Commission, which must submit to the Congress a detailed report, before any agreement is
signed, on current conditions regarding each of the issues in each country involved, along with areport
on the effects that enactment of the agreement in question would have on the U.S. economy. Of
particular note is the fact that in the case of unfair trade practice legidation, the report must discuss the
changes to these laws that might result from enactment of an agreement.

To summarize very briefly the implications for hemispheric negotiations, it can be said that the bill that
was passed:

(i)  Doesnot contain any sectors or products that are excluded, a priori, from the negotiating table.?

(i) Does not provide for the imposition of trade sanctions for alleged failure to comply, in U.S.
partner countries, with labor standards contained in trade agreements.

(iii) Does not obstruct negotiations for trade protection measures, athough it establishes limitations
on the activity of negotiators.”

(iv) Doesnot provide for Congressional review of trade agreements.

(v) Reaffirms the commitment to conclude the World Trade Organization multilateral round by
January 2005, and to seek, in multilateral, regional and bilateral negotiations, the broadest
possible market access.

(vi) Promotes support of the Doha Declaration on the TRIPS Agreement and Public Health. However, it
is highly restrictive in the area of intellectua property in that it establishesthat trade agreements must
reflect a protection status similar to that provided for under U.S. law, with protection standards that
are significantly higher than those provided in the multilateral framework.

(vii) Makes such specific concessions as negotiators may make to some extent contingent upon
Congressional approval. Thus, any concessions on agricultural, textile, and clothing items and
on unfair competition legislation must be the subject of specific consultation with Congress. On
the latter point, particularly noteworthy is the intention of the U.S. to impose (at least a priori)
the provisions of its domestic legislation in trade agreements to be negotiated.
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(viii) In the case of negotiations pertaining to agriculture, it is established that the President cannot
reduce the tariff on agricultural products to more than 50% below that agreed to in the Uruguay
Round and that, in order to initiate negotiations in this sector, the President must first consult
Congress asto whether it is appropriate for the U.S. to agree to a tariff reduction.

& |t should be noted here that in the case of the fast track bills under the Clinton administration, negotiations included side-

letters or partial concessions that withdrew some agricultural products from the negotiations: peanuts, tobacco, wine, citrus fruit,
and others.

b Nonetheless, the law establishes that negotiated trade agreements must avoid decreasing the effectiveness of national and

international disciplines in this area and correct “distortions of market operation that lead to dumping and the use of subsidies.”

The document approved in Quito reaffirms the member countries commitment to meet the deadlines
adopted by the WTO at Doha (completion of the Round in January 2005), reaffirms the “integral and non-
discriminatory treatment” of agriculture within the FTAA, and reaffirms “the hemispheric commitment to
the elimination of export subsidies affecting trade in agricultural products in the Hemisphere and to
development of disciplines to be adopted for the treatment of al the other practices that distort trade in
agricultura products (...) and to make substantive progress in the market access negotiations.”
Accordingly, the recognition that the topic of agriculture must be approached as a whole in hemispheric
negotiations—and not be reduced to the topics of market access and export subsidies—can be seen as a
victory for the position of the MERCOSUR countries.

In any event, the Declaration “warns’ the countries of the hemisphere most concerned with the topic of
agriculture that, in the FTAA framework, it will be impossible to achieve in-depth solutions to the
problem of subsidies: “we must also take into account the practices by third countries that distort world trade
in agricultural products. We ... recognize that our respective evaluation by country or group of countries,
of the results in the market access negotiations in agriculture in the FTAA will depend on the progress we
can reach in other subjects that are part of the agriculture agenda.” **#***

The Declaration also includes two important elements in respect of the “old topic” of recognition of
differences in the size and level of development of the FTAA economies. Different passages in the
document refer to the topic, reflecting more firm and definite proposals from the small economies in
recent months, particularly the “combative” posture adopted by the CARICOM countries at the TNC
meetings in Panama and Santo Domingo. In view of this, the said commitment was explicitly
incorporated, and the guidelines accepted approved by the TNC as “one of the general principles of the
methods and modalities for the negotiations in the areas of market access, agriculture, investment,
services, and government procurement.” These guidelines include:

. A flexible framework for considering the needs and characteristics of FTAA member countries;

14 point 15 of the Ministerial Declaration.

M5 ts interesting to note in this connection that, in the same period, organizations representing the U.S. private sector issued a
statement identifying as sensitive sectors a sizeable number of agricultural products (notably including apple sauce, canned pears,
chilled and dried apricots, fresh tomatoes, orange juice, dairy products, sugar, honey, flour, and vegetables, and other products),
arguing that there was unfair competition in the Latin American countries owing to lack of regulation on labor, sanitary,
environmental, and health standards.
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. Transparent, smple, and easily-applied measures, acknowledging the heterogeneity of the
hemisphere' s economies,

. Determination of measures in each Negotiating Group or, in the case of “cross-cutting” topics, in
the TNC;

. Possible determination of measures on a case-by-case bass, including treatment by sectors,
countries, and topics;

. Possible inclusion of transitional measures supported by technical cooperation programs;

. Consideration of the market access conditions in effect in the countries of the hemisphere; and

. Lastly, consideration of longer deadlines for meeting obligations arising out of the Agreement.

In addition, a Hemispheric Cooperation Program (HCP) was approved, whose purpose is “to strengthen
the capacities of those countries seeking assistance to participate in the negotiations, implement their trade
commitments, and address the challenges and maximize the benefits of hemispheric integration, including
productive capacity and competitiveness in the region.”**® The launch of this program unguestionably was
a response to long-standing calls for technical assistance expressed by the representatives of the smaller
economies, which up to that point had not been adequately addressed.

Findly, on a“forma” level, the new officers were nominated for the TNC, the negotiating groups, and
other FTAA bodies, and three meetings of the TNC were convened, to be held prior to the upcoming
Ministerial Meeting (to be held in the cities of Port-of-Spain, San Salvador, and Puebla) and two
Ministerial Meetings were convened (for last quarter 2003 in Miami, U.S., and in 2004 in Brazil). In
addition, Puebla, Mexico was confirmed as the new headquarters for the Administrative Secretariat for the
final phase of the negotiations.

Other important issues involve the labor and environmental clauses, both of which had been very
controversial topics a the earlier Ministerial Meeting in Buenos Aires—when the U.S., Canada, and Chile
headed up the position most inclined to establish a link between these issues and hemispheric trade. As
regards the first, the need was reiterated to ensure the observance and promotion of basic internationally
recognized labor provisions, and the Internationa Labour Organization (ILO) was recognized as the body
with competence in this area. As for environmental issues, the general objective of mutual support for
environmental policies and trade liberalization was reaffirmed and the use rejected of environmental and
labor provisions for protectionist purposes, repeating the assertion that many Ministers™’ recognized that
environmental and labor issues should not be utilized to impose conditions nor should they be subject to
disciplines so that, in cases of non-compliance, trade restrictions or sanctions might ensue.

Other highly important issues involved agricultura subsidies and negotiation methods based on the
submission of the countries’ offer lists. As for the first point, discussions prior to the Ministeria Meeting
revolved around the controversy generated by the two divergent positions. On the one hand, the U.S.
suggested dividing the handling of the agricultural negotiationsinto two fronts: the hemispheric front and the
WTO front. MERCOSUR took an opposing position, which held firm on retaining on the hemispheric
agenda the commitment to negotiate the dismantling of agriculturally export subsidies and measures of
equivalent effect. The issue was ultimately resolved in favor of the MERCOSUR position, as the document

1% point 18 of the Ministerial Declaration.
M7 The reference to “many Ministers” instead of “the Ministers” clearly suggests the lack of consensus on this subject, particularly
indicating dissent on the part of the U.S. and Canada.
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expresses the recognition that “in a global market, we must have significant results in the negotiations on
agriculture, in both the FTAA and the WTO.”

As regards procedures, the Most Favored Nation (effective MFN) criterion was finally approved as the
base tariff for formulating tariff reduction offers. This point is particularly important because in the
weeks prior to the Quito Meeting, there had been renewed discussion about the possibility of adopting
the consolidated WTO tariff as a concession to the small economies.

E. MERCOSUR-EU: Progressor “flight forward”?

Since their launch in mid-1999, trade negotiations between the two blocs had been conducted in the
framework of the Bi-regional Negotiations Committee (BNC). Since that time, work has been conducted
in three working groups: WG1 (tariffs and non-tariff topics, agriculture; technical standards; rules of
origin; customs issues, trade protection instruments); WG2 (services, intellectual property, and investment
and capital movements); and WG3 (government procurement, competition policy, and dispute settlement).
The BNC has met eight times, first in April 2000, and most recently in Brasiliain November 2002.

The BNC meeting held in Montevideo in July 2001*** marked an important turning point in the discussions
sustained up to that time. Thus, while progress was made in developing draft agreements on various chapters
on the agenda, the EU formally submitted its tariff offer for liberalization of trade in goods, services, and
government procurement. As a genera principle, it was aso agreed to include the entire tariff universe in
negotiations, taking a reference tariff as the basis for negotiating the tariff reduction and a “base tariff” for
applying the reduction percentages when tariff reduction actually began to take effect.

Nonetheless, serious differences remained regarding the key issues in the negotiations. While the
MERCOSUR position was that tariff reduction should use the equivalent ad valorem tariff as a reference,
regardless of the form that tariff took in each of the structures, the EU view was that only the ad valorem
rates should be used, unless otherwise specified. Similarly, the conditions of the offer made by the EU
mentioned that the reduction percentages would refer to the nominal tariffs taken as reference, “unless they
contravene the entry prices, in which case the specific tariffsin effect for these circumstances shall apply.”

For its part, these arguments aside, MERCOSUR, after overcoming some internal difficulties,"* submitted
its offer at the next BNC meeting, held in Brussals, in October 2001.'*°

M8 1t s important to bear in mind that this meeting occurred only a few months after the Summit of the Americas in Quebec
confirmed the timetables proposed for the FTAA negotiations and President Bush took up his domestic political offensive to obtain
Congressional authorization to negotiate trade agreements with third countries or blocs. In this context, it was no accident that the
EU would seek to give new impetus both to the negotiations with MERCOSUR and the negotiations it was conducting at the same
time—and would manage to conclude—with Chile.

M9 1t should be pointed out in this regard that during the process of consultation with the private sector in Argentina in the months
preceding the presentation of MERCOSUR's offer in the area of goods, the Argentine Association of Industrialists sent a note to the
government asking that it “not step up negotiations until Argentina’s economic situation could ensure minimum conditions for the
survival of domestic production and a business environment in line with that enjoyed by European companies” (...) and noting that
“seeking at this time to conclude a free trade agreement with the EU in an adverse economic environment will eliminate more jobs
and make it impossible for industry to compete on an equal footing with European companies, which are supported by a system of
subsidies and also obtain financing at interest rates no higher than 4% per annum.” (La Prensa, August 7, 2001)

12011 that connection, only a few months earlier, in mid-2001, the MERCOSUR Common Market Council had recommended to the
CMG—in CMC Decision 08/01 on negotiations with third countries—that negotiations with the European Union be stepped up.
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Presentation of initial offers
(i) The community offer in the area of goods

The European offer proposed deregulation of “a considerable proportion of trade between the parties’
within 10 years, contingent upon balanced commitments, effective access to the MERCOSUR market,
and an agreement on standstill and rollback in tariff areas.®

The proposal consisted of four categories of linear tariff reduction over zero, four, seven, and 10 years
(A, B, C, D, and afifth, E, assigned to tariff positions for which the reduction periods and procedures
had not as yet been defined). No less importantly, the proposed tariff reduction encompassed only ad
valoremtariffs, and excluded specific and seasond tariffs and quantitative barriers.”

According to European Commission officials, its offer covered “89% of the tariff universe” (9,166
positions of a total of 10,273 positions making up its official nomenclature). Given that the EU’s
annual imports from MERCOSUR in the 1998-2000 period averaged nearly US$ 19 hillion, the
European offer covered trade of a value of some US$ 11 billion, leaving aside (for the moment) some
USS$ 8 hillion (40% of the trade). Nonetheless, of the US$ 8 billion not included in the offer, US$ 6
billion currently entered with a 0% tariff and part of the rest, another US$ 1.3 hillion, entered through
the quota system.®

In Buenos Aires, EU Farm Commissioner, Franz Fischler, indicated in October 2001, that one of the
most serious problems faced was the lack of a single spokesperson (Clarin, October 20, 2001), in that
the relationship was one-to-one, not one-to-four (Cronista, October 16, 2001). In any event, regarding
the recurrent MERCOSUR complaint in connection with subsidies and internal support measures for
European agriculture, the community official indicated that certain rules were in place for free trade
negotiations (...) but that discussion should be avoided of how the EU handled its agriculture policy and
how MERCOSUR handled its own. With respect to the offer made by the EU some months earlier, he
stated that the elimination of 90% of the agricultural tariffs was the starting point for negotiations.
(Cronista, October 16, 2001).

(i) MERCOSUR's offer in the area of goods

MERCOSUR's proposa took as its starting point an initial basic preference equa to the difference
between the WTO consolidated tariffs and the Common External Tariff for all products whose CET
was lower than the consolidated tariff. Thisincluded some 8,800 positions.

MERCOSUR'’s proposal covered nearly 40% of the positions comprising the tariff universe,
distributed in five lists (from A to E) with periods no longer than 10 years. These items represent 32%
of average imports from the European Union (some US$ 7.3 billion).

Total immediate tariff reduction was proposed for the products included in Category A. These
represented imports from the EU of a value of US$ 1.9 billion (8.5%). Tariff reduction was
proposed for the products included in Category B over an 8 year-period; these represented imports
of a value of US$ 1.1 billion (4.9%). The products in Categories C, D, and E would have total
tariff reduction over 10 years, with different rates of preference. These categories covered imports
of the value of US$ 4.3 billion (19%).
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At the sectora level, most of MERCOSUR's offer benefited industrial sectors, which already had
substantial flows of trade to the subregion. Notable among these were machines and electrical materials,
chemical and pharmaceutical products, tractors, arcraft and ships, and optical instruments and
equipment. In the agricultural sector, MERCOSUR offered to liberalize 40% of current trade, and
requested in that connection the elimination of subsidies on agricultural exports to the subregion and
neutralization of the distorsionary effects of internal European supports.

The grace periods assigned for the effective start of tariff reduction in categories B, C, D, and E were
an attempt to give effect to specia and differentiated treatment in view of the different level of
development in the two blocs. Trade not included in the proposal covering lists A to E involved another
series of products subject to negotiation, but whose inclusion in the different categories of the tariff
reduction process would “be examined and decided upon based on the progress of negotiations.”
Accordingly, MERCOSUR excluded from its offer MERCOSUR imports from the EU of a value of
USS$ 15.2 billion (67.8%, or some 5,700 positions).

In MERCOSUR jargon, this universe was called “products included in the offer for which no tariff
reduction timetable was proposed.” Paraguay and Uruguay therefore made their agreement to the
submission of the initidd MERCOSUR offer contingent on efforts being made to include such products
in the tariff reduction timetable, as they naturally hoped for the deregulation of a sizable universe of
products that had not thus far been offered.

As Argentina had sometimes been the MERCOSUR country most reluctant to open its market, the
remaining members of the bloc publicly indicated their desire for Argentina to make a significant
effort to improve the MERCOSUR offer in the subsequent phase.

(iii) Offersin the area of services, dispute settlement, and government procurement

The two parties agreed that the chapter on services should be based on GATS [Genera Agreement on
Trade in Services] principles (national treatment, market access, four supply modes, transparency,
mutual recognition, domestic regulation). However, the scope of the liberalization commitments would
only be known when discussion began on procedures for and methods of liberalization, and
subsequently, when the lists of specific commitments were negotiated.

As regards procurement, the basic principle supported by the two blocs was to grant national treatment
to companies in the two blocs that might participate in bidding, and they agreed on the basic rules to
govern bidding processes to ensure adherence to this principle. As in the case of services, the actual
scope of the commitments would only be known when the lists of entities, goods, services, and public
works to be covered by the chapter’ s disciplines were negotiated.

& This meant that neither party could increase its tariffs in order to improve its negotiating position and, should it do so, it had

to notify the other party and justify the change. Any tariff increase would be taken back to the lowest level since the increase was
applied, at least until the agreement was put into effect.

In this regard, MERCOSUR'’s position was that the dismantling of non-tariff barriers was a requirement for tariff reduction. In
contrast, for the EU, no conditions were proposed for one or another trade instrument.

°  In the case of wine, the European proposal had a specific chapter wherein it was established that the tariffs would gradually

be eliminated in the framework of a specific agreement that included exclusive and reciprocal protection of geographic
indications, protection of traditional expressions, and a positive list of enological practices.

4 It should thus be noted that if in the EU’s offer the positions consolidated at 0% are excluded--since they were tariff-free for

all WTO members—the “additional” deregulation that MERCOSUR would be offering would only be 33%. However, since
MERCOSUR had no positions consolidated at 0% and most had been consolidated at 35% levels, this bloc was offering a
concession to the EU for each of the positions offered that had not been made to any other WTO member.
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As regards the general conditions to which the MERCOSUR proposal was subject—under the single
undertaking criterion—the proposals made by the bloc were:

. Liberalization should be based on the criterion of specia and differentiated treatment for the
MERCOSUR countries;

. Tariff reduction had to include ad valorem tariffs, whether specific or mixed, and any other tariff of
equivalent effect;

. Tariff protection mechanisms “necessary to maintain nascent MERCOSUR industries’ had to be
implemented;

. Effective access to the European market for MERCOSUR products had to be assured, with
immediate access for products with total tariff elimination in the first year and products with
increasing quotasin the transition period for products with progressive tariff reduction schedules;

. European commitment to eliminate the entry price regime for MERCOSUR products;

. Reduction of so-called tariff “peaks’ to the equivalent average ad valorem level with respect to the
base tariff;

. Acceleration of negotiations for bilateral agreements on equivalency of sanitary and phytosanitary
measures and prompt establishment of a product certification mutual recognition system;

. Offset of the distorsionary effects on biregional trade of internal support measures. Non-application of
export subsidies or measures of equivalent effect. Measures and practices with equivalent effect,
such as food supports or domestic support systems for farmers—could be dealt with at alater phase
of he negotiations; and

. Design of a bilateral safeguard mechanism applicable to preferentia trade, establishing an exception for
application of the specia agricultural safeguard.

Once the process of presenting the respective offers had been completed, the negotiations phase as such
began, as of that point. The blocs undertook to redefine their sensitive products (or what amounts to the
same thing, improve their initial offers). Although, owing to evident reasons of political timing, Argentina
indicated in late January 2002 that it would not be in a position to improve its tariff offer in the first half of
2002, a technical meeting was held in late February to study and clarify aspects of the offers and begin
work on moving forward more or less rapidly with implementation of a package of measures in the
business facilitation area.

At that meeting, as was to be expected, the European Community officials indicated that the conditions
indicated in the MERCOSUR offer were issues that for the most part had to be resolved in the WTO
framework. However, regarding export subsidies, they expressed their willingness to conduct an economic
study that would provide solutions satisfactory to both parties.

At the same time, business facilitation efforts revolved around the MERCOSUR proposa that included
customs, sanitary, and phytosanitary issues, technical standards, and electronic commerce, topics that had
been suggested by the MERCOSUR-EU Business Forum (MEBF) held some months earlier in Buenos
Aires (December 2001) and that would be set again out explicitly at the following meeting of that body
(Madrid, May 2002).
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In this context, after the Seventh Meeting of the Bi-regional Negotiations Committee, held in Buenos
Aires, in April, some progress was made in defining the business facilitation measures that the parties
would seek to implement, making use of the MERCOSUR countries' experience gained in recent years
inthe FTAA environment.**

Subsequently, the Second European Union-Latin America and the Caribbean Summit was held in May
2002, in Madrid.*** At that summit, despite the fact that Argentina's aspirations with respect to the meeting
had more to do with obtaining political support in its dealings with international financial organizationsthan the
trade negotiations with the EU themselves, the Heads of State and Government of the Fifteen and the four
MERCOSUR Presidents reaffirmed their commitment to trade negotiations, as reflected in the text
documents agreed upon at meeting: the Joint Communigué and the business facilitation document.

However, no less importantly, and apart from pressures from MERCOSUR, the Communiqué contained
no specifics regarding the existence of any deadline for conclusion of negotiations.”** In that
connection, President Aznar indicated to the Spanish news agency EFE that “what is important is that we
have decided to resume (the negotiations) and not the date when they might conclude, although we hope
that they will proceed as quickly as possible” (La Prensa, May 20, 2002).

In any event, another Ministerial-level meeting was convened to “encourage the economic-trade
negotiations’” to move ahead “quickly and conclude as soon as possible” with the pending topics.
However, in short, athough agreements were signed on business facilitation measures, defense of
democracy, and cooperation in the fight against drug trafficking and terrorism, and on cooperation in
customs, agricultural, and sanitary and phytosanitary measures, the substance of the trade agenda was
deferred to a subsequent meeting, to be held in Rio de Janeiro the following July.

The Declaration also made explicit reference to the socioeconomic disparities between the two geographic
areas, which isimportant in that it clears the way for the inclusion of special and differentiated treatment
in future negotiations. In addition, progress was made on two important aspects: negotiations in the area of
wine and spirits—a topic of interest to the European Union—and negotiations on the agreements in the
sanitary and phytosanitary area—a topic of interest to MERCOSUR. At the same time, agreement was
reached on 37 business facilitation measures, covering the areas of customs, technical standards,
electronic commerce, and sanitary and phytosanitary matters.

In that context, in keeping with what was envisaged, two months later the MERCOSUR foreign
ministers and ministers of trade and the European Commissioners in charge of External Relations,
Christopher Patten, and the European Commissioner responsible for Trade, Pascal Lamy, agreed in Rio de
Janeiro on awork plan designed to intensify and step up negotiations between the two blocs.

In that connection, it was agreed to a rapid conclusion (first quarter 2003) of negotiations on methods and
procedures for market access for goods, including agricultural products, and the definition of methods and

121 1 order to given greater impetus to the negotiating process, at this meeting, MERCOSUR proposed moving forward only with
trade disciplines. The European Union rejected the idea, claiming that in those months much of European Community officialdom
was looking to conclude the negotiations with Chile.

122 1t should be noted in this regard that although 2005 had been mentioned at different times as the date for implementation of the
agreement (in parallel with the FTAA), such a commitment was never made explicit in any official text.

12 The Summit's Declaration only speaks of “concluding negotiations as soon as possible.”

124 However, one week after the Summit, European Commissioner Pascal Lamy himself told the press that “although there are
specific deadlines for concluding the negotiations, the date of 2004, cited in some earlier documents, should be attainable.”
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procedures for negotiations on services—a task completed in late 2002—as well as implementation—based
on a process that would start in first quarter 2003—of the action plan on business facilitation measures
adopted at the Madrid Summit in May 2002.

At the same time, the asymmetries in the development of the two geographic areas were formally
acknowledged through the inclusion of special and differentiated treatment in favor of MERCOSUR. It was
agreed that civil society participation would be promoted through meetings of MERCOSUR'’ s Economic
and Social Forum and the European Economic and Social Committee (held for the first timein Brusselsin
April 2003). It was aso decided that in February 2003 the parties would exchange new offer lists in the
area of goods *** —“compatible with the WTO” —**® and that in second quarter 2003—after the Ninth
BNC meeting to be held in late March in Brussels—a new ministerial-level summit would be held to
evaluate progress made in the process and define guidelines for the final phase of negotiations.

In the same vein, at the MERCOSUR CMG Meeting in early December 2002, it was agreed that the four
countries would send their new offers on market access for goods to the Brazilian Chair before mid-
December 2002, so that he could consolidate them by January 6, 2003 and pass them on to the Paraguayan
Chair.**” Based on this timetable, these lists would be studied at an intra-bloc meeting to be held in late
January and formally sent to the European Commission by February 28, 2003. Subsequently, the plan was
to hold another intraM ERCOSUR meeting in March to study the new European offer.'*

With aview to future negotiating steps and as agreed in the context of the BNC meeting in Rio, a new period
would be opened from April 15 to May 15, 2003 for the submission of requests for improvement of offersin
the area of goods, definition of methods and procedures for the negotiations on government procurement and
investment, initial discussions on rules of origin, proposals for a framework SPS agreement, and proposals
for an agreement on wine and spirits.

F.  Amidst progressand dispute: The ECA 35 between MERCOSUR and Chile

Until 2000, trade disputes and differences between the two parties had been channeled through the
Administrative Commission of the ECA 35 but, in 2001, in the context of a bilateral (Argentina and
Chile) agenda characterized by growing controversy (access to the Chilean oil and flour market, increased
tariffs on consumer goods to 35% and introduction of the convergence factor, imposition of safeguards for

25 |n should be noted here that, in contrast with the principle adopted in the FTAA framework, pursuant to Decision 22/94,
MERCOSUR negotiates based on its Common External Tariff and all such amendments thereto as may have been introduced as of
the date when definitive tariff negotiations begin.

126 The EU argued that while MERCOSUR's tariff offer covered only one-third of bilateral trade, its proposed tariff reduction [did not]
meet the requirements of Article XXIV of the GATT for free trade areas in terms of covering “substantially all trade.” For their part, the
MERCOSUR countries have argued that if the products that already have a zero tariff under the WTO and/or those that are being
phased out to zero are eliminated from the European offer, the EU would not meet that requirement either, their offer covering only
60% of trade. In that connection, the CMG, meeting in December 2002, decided that the countries would urgently ask their
respective Missions in Brussels to conduct a technical study on the terms of GATT Article XXIV with respect to interpretation of the
phrase “substantially all trade.”

127 11 that connection, it should be noted that at the meeting between Presidents Duhalde and Lula da Silva in Brasilia in mid-
January 2003, the Brazilians indicated their desire to delay the presentation of offers to the European Union—as had been proposed
a week earlier in the case of the FTAA—so that the new authorities could do a more detailed study of the work done by the previous
administration in this area. At the same time, the new Brazilian Minister, Celso Amorim, stated that (as compared to the FTAA) “the
possibilities for accelerating the negotiations with the European Union are even more problematic,” owing to the existence—in this
case—of the problem of trade in agricultural goods (O Estado de S&o Paulo, January 1, 2003).

128 L . . . . I .
In any event, it is still unclear whether the European Commission will present a new offer or will continue to maintain that, as its
initial offer meets WTO requirements for trade agreements, only MERCOSUR should improve on its initial offer.
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three years for Chilean imports of canned peaches,'*® and introduction by Argentina of sanitary restrictions
for the entry of white meat, etc.), the two parties frequently resorted to bilateral authorities to address
specific topics and to the exchange of notes between the respective ministries and embassies.

The dispute between Argentina and Chile over the agricultural price band system

After various unproductive bilateral complaints, in March 2001, Argentina® lodged a formal complaint
with the WTO over Chile's imposition (since 1999) of a price band system—variable tariff's—and
special safeguard measures® on vegetable oil, wheat and wheat flour (which according to Argentine
negotiatorsin many cases involved ad valorem tariffs on the order of 80% or 100% for such products).

In November 2001, the two parties submitted their counter-claims and replied to the panel’s questions.
In May 2002, the final decision was issued, finding in favor of Argentina® on virtualy all points.
However, the Chileans lodged an appeal with the appellate body (basing on points of law its argument
that the mechanism was compatible with its WTO commitments). This generated numerous criticisms
and complaints on the part of different private entities in Argentina, which claimed damages of the
order of US$ 120 million per year.

In late September 2002, the WTO appellate body again decided in favor of Argentina, ruling that Chile
could not again appeal, and that it should replace its price band system with another import regime
compatible with the provisions in effect under the WTO agreement on agriculture.

In view of the sensitivity for Chile in November 2002 ¢ of this issue in political and trade terms
(particularly in the context of the final phase of its bilateral negotiations with the U.S., which also had
recourse to the WTO panel to obtain improved terms of access to the Chilean temperate zone
agricultural product market), in November and December 2002—within the 45-day period established
by the WTO for conclusion of an implementation agreement between the parties before moving to the
arbitration system—severa working meetings were held between the officials of the two ministriesin
an effort to find a solution or “ adjustment mechanism” satisfactory to all partiesinvolved.

In view of the parties' failure to reach agreement on effective implementation of the decision, in early
December 2002, Chile asked the WTO Dispute Settlement Body to arrange for arbitration to establish
the “prudential period” for that country to put recommendations into effect. That arbitration was
installed by the WTO in mid-December and promised to issue a ruling within 90 days.

& With the participation of Australia, Brazil, Colombia, Costa Rica, Ecuador, Guatemala, Honduras, Japan, Nicaragua,

Paraguay, and the United States, with the EU and Venezuela as third parties.

® " Such restrictions consist of imposing variable tariffs, in addition to the general tariff, on imported oil, wheat and wheat flour,

through the so-called Price Band System. This results in the imposition of effective tariff levels several times higher than the
maximum allowed by the WTO.

¢ It should be noted that this would be the first formal dispute (panel) in the WTO context that would rule in Argentina’s favor.

4 In that connection, in late November 2002 the Foreign Ministry of that country issued an official statement—with the

signature of the Director General for International Economic Relations, Osvaldo Rosales—entitled “Chile has not undertaken to
eliminate price bands after the WTO ruling.”

129 A subject on which Chile formally lodged a complaint with the WTO in December 2001, with the EU, Paraguay, and the U.S. as
third parties.
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In any event, by about January 2002, most of the tariff preferences established in the Partial Scope
Economic Complementation Agreement between Chile and MERCOSUR (ECA 35) had reached the 85%
level, and were scheduled to reach 100% in 2004—with the exception of the products included on the
sensitive products list, whose liberalization would only take effect in 2014, in keeping with the provisions
agreed in due course in Chil€' s association agreement with MERCOSUR.

Thus, after a certain period marked by the * discouragement effect” of frustrated efforts at certain diplomatic
and political levels to achieve Chile's full membership in MERCOSUR in 2000, in 2002, some significant
progress was made under Economic Complementation Agreement No. 35, both in respect of including new
products ** in the mechanism to expand bilateral preferences (August and November 2002), in respect of
incorporating the automotive sector (including auto parts) into the agreements.

To that end, in September 2002, Argentina and Chile agreed on a 100% preference for bilateral trade in
vehicles, trucks, and buses, with an initia quota—in the case of trade with Argentina—of 27,000 cars, 300
trucks and 400 buses for Chile (increasing each year to 36,000 vehicles, 500 trucks, and 400 buses in 2005)
and 9,000 vehicles, 300 trucks, and 400 buses for importation by Argentina (reaching 12,000 vehicles, 500
trucks, and 400 buses in 2005). In all cases, free sectoral trade is envisaged by 2006. In the case of auto
parts included in the list annexed to the agreement, a preference on the order of 100% of the MFN tariff in
effect for the two countries was established, in keeping with the stipul ated tariff reduction schedule.

In this context, at the Administrative Commission’s last meeting in 2002, held in Montevideo in November,
Chile indicated its interest in opening the service sectors, while Argentina pointed to the need to move
ahead with improving the disciplines on market access, technical provisions, and sanitary standards.

G. In search of new trade horizons (1): Reactivation of negotiations between MERCOSUR and
M exico

The first version of the Argentina-Mexico Bilateral Economic Complementation Agreement (ECA 6) was
signed in 1986, in the LAIA framework. Since that time, the parties have made different efforts and held
various meetings with a view to increasing and diversifying the bilateral trade flows covered under that
instrument. To date, the countries have signed 14 additiona protocols to ECA 6, notable among them
Additional Protocol No. 11, whereby Mexico, owing to its entry into NAFTA, extended trade advantages to
Argentina under Article 44 of the Treaty of Montevideo.

Formal negotiations between MERCOSUR (as a bloc) and Mexico began in mid-1995. However, they
were interrupted in December 1997 owing to a lack of agreement on how to continue the process and
because Mexico was seeking to negotiate a free trade area, while MERCOSUR proposed signing a
broad fixed preference agreement that would multilateralize the preferences agreed upon in due
course in the respective bilateral agreements without perforating the ECA and without encroaching on
WTO provisions.**

In this context, as the parties positions could not be reconciled, the MERCOSUR partner countries
decided to give themselves the option of extending their respective bilateral agreements according to their
own criteria, on the basis of which Argentina, Paraguay, and Uruguay extended their agreements in 1997
while Brazil alowed its bilateral agreement to lapse, so that it remained in force only in terms of an
automotive trade quota.

130 Including chemicals, petrochemicals, and pharmaceutical products.

131 1t should be noted that the major difficulties included Brazil's refusal to include information technology and telecommunication
products and Mexico’s objections to negotiating the opening of its agriculture sector.
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In June 2000, CMC Decision 32/00 authorized the MERCOSUR member countries to conclude new
preferential bilateral agreements—or to extend the existing ones—in the LAIA framework, up to June
30, 2001, “for the purpose of regulating preferential trade relations with that country.” To that end, the
CMG was given the mandate to begin negotiations to conclude an agreement establishing a free trade
areawith Mexico.

Negotiating rounds were held between late 2000 and late 2001 to complete the renegotiation of a bilatera
agreement between Argentina and Mexico. The agendafor the meetings held between the two countriesin this
period included expanding the preferential coverage of ECA 6 and amending provisions relating to trade
disciplines. In that context, in March 2001 agreement was reached on three new additiona protocolsto ECA 6.

Notable among them were expansion of tariff preferences for sectors such as chemicals and
petrochemicals, measuring tools and equipment, a chapter on technical regulations, another on sanitary
and phytosanitary disciplines, and a new dispute settlement system.

Additional Protocol No. 14 established a special bilateral agreement for the automotive sector that would
remain in effect until the MERCOSUR-Mexico understanding took effect for the entire sector. In this case,
consideration was given to reciproca authorization of a quota of 18,000 units per year with a preferentia
tariff of 8% —for two years—which took effect as of the latter half of 2001.

As the bilateral framework in force provided that either party could unilaterally authorize an additional
quota for the other party if the original quota had been reached, in April 2002, and against a backdrop of
active private sector participation in the two countries,’** Mexico indicated its willingness to increase the
annua quotain effect to 50,000 units as a “gesture of solidarity with Argentina.” This quota, which would
become effective in the latter half of 2002, represented a significant contribution to the continuation and
preservation of activity at different terminals in Argentina that had been serioudly affected by the sharp
declinein internal sales over the previous two years.

At the same time as these developments, Mexico and Uruguay agreed on (asymmetrical) trade of 7,000
units with zero tariff in 2002, rising to 14,000 units in 2005, while Brazil—which days earlier had entered
into a partial scope agreement with the NAFTA member country (ECA 53)"**—agreed on atrade schedule
ranging from 119,000 vehicles in the first year to 174,300 in the fourth, and entering into a free trade
arrangement starting in the fifth. This agreement—unlike the agreements with Argentina and Uruguay—
aso established quotas on trade in utility vehicles (from 21,000 units per year at the outset to 35,700 in the
fourth year) and decreasing preferential tariffs—without a quota—for agricultura machinery, together with
special preferencesfor trade in abroad universe of auto parts.

At the same time, as established by the CMC in mid-2000 with respect to the goa of transforming into a
free trade agreement under the “4 + 1”7 format the bilatera partia scope agreements that each of the
MERCOSUR member countries had signed in due course with Mexico, during the visit made by President
Vicente Fox of Mexico to Argentina on July 4-5, 2002, the MERCOSUR-Mexico Economic
Complementation Agreement (ECA 54) wasfinally signed.

132 ADEFA of Argentina, ANFAVEA of Brazil, and AMIA of Mexico.

133 1n the days prior to the Buenos Aires Summit, President Fox signed in Brasilia the bilateral complementation agreement with
Brazil, the only MERCOSUR member that did not have a bilateral agreement. That agreement includes reciprocal concessions by
product and covers about 800 tariff items, 50% of which have a 100% tariff preference, with the remaining items at levels between
60% and 20%. In terms of sectors, one-third of the products pertain to the chemical industry sector and the rest are distributed
among the electrical machinery, food and beverage, plastics, and optical and photographic instruments industries.
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This instrument, signed by the Presidents and foreign ministers of the five countries, proposes
intensifying** trade relations between the major economies of Latin America which, if historicaly they
had not reached quantitatively significant levels of trade, found themselves even farther apart when
Mexico joined NAFTA in the mid-1990s.'%"*%

That understanding, whose explicit purpose was to form a bilateral free trade area based on the
convergence of progress made in the bilateral agreements that the MERCOSUR member countries had or
might enter into with Mexico, included as annexes both the agreements concluded or to be concluded
between Mexico and the MERCOSUR States Parties in the LAIA framework and the agreements
concluded for the automotive sector, on which thereis a specific chapter in each case.

In addition, in response to the different demands and disputes made by Argentine businesses in different
sectors, the ArgentinaMexico Trade and Investment Council was established. It creates coordination
mechanisms between the two countries’ areas responsible for export promaotion with a view to promoting
increased reciprocal trade. It also provides for the establishment of working groups or groups of experts to
address matters of mutual interest, the goal being to maintain a dialogue that will enable them to find
solutions to facilitate and increase trade relations between the two countries and eliminate restrictions on
access to the respective markets in specific sectors.

Subsequently, in order to expand and diversify their export pattern and identify new trade opportunities
for subregional companies, the MERCOSUR countries decided to begin talks at the bilateral level with a
view to negotiations on products, mindful of the particular sensitivities of each of the members.
Technical meetings thereon began in Buenos Aires on November 4-5 to move forward with negotiations
for a free trade agreement between Argentina and Mexico,"*" which—if successful—would be conducted
under the MERCOSUR-Mexico Framework Agreement.

A few days later, a MERCOSUR-level meeting was held to define regulatory aspects of the agreement, the
idea being that it would in the short-term serve to provide greater transparency and predictability in trade
operations between the two aress.

Thus, in parallel to the Argentine Trade Mission to Mexico (comprising some 90 national companies), a
bilateral meeting was held on December 10-11, 2002 to begin to address market access and the regulatory
aspects to be contained in a possible free trade agreement between the two countries, which would
consolidate a more transparent framework for bilateral trade operations.

With respect to format, the Mexican proposal presented at this meeting focused on matters relating to
market access and was divided into two chapters: trade in goods in general and trade in agricultura

13 The said agreement established a quota of 50,000 units per year with zero tariff for 2002-2005, reaching free trade in 2006. For
the first two years of the agreement, it established, within the quota, an exclusive segment of 5,000 units reserved for companies not
established in the two parties, which would be eliminated as of 2004.

135 1t should be noted here that in its quest to diversify its trade flows vis-a-vis the U.S., Mexico signed 32 free trade agreements in
the 1990s, including among its partners the European Union and Chile.

136 Argentine exports to Mexico fell from 2% of the value of Mexican imports in 1985 to the current approximately 0.2%, primarily
concentrated in primary products and manufactures of agricultural origin (oilseed and sunflower oils) and, to a lesser extent, some
industrial products negotiated under Economic Complementation Agreement No. 6.

187 According to indications from the Argentine negotiators, Argentina’s immediate objective in that negotiation was to achieve
immediate tariff-free access for the products that have generated trade in recent years, and to equal—at least—the tariff conditions
currently enjoyed by international competitors in the Mexican market—countries such as Chile, Uruguay, Colombia, Brazil, and
others—for products of pertinence in the Argentine export supply.
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products. Argentina suggested that it would be advisable to combine these in a single chapter, with the
chapter on trade in goods to include aspects related strictly to trade in agricultural goods. Mexico indicated
its willingness to consider the suggestion.

Argenting, for its part, submitted a draft plan as follows: immediate tariff elimination; tariff reduction over
five (5) years, ten (10) years and, for a small list, over more than ten (10) years. The offer “baskets’
comprising the different schedules would be:

. Immediate elimination: products negotiated under ArgentinaMexico Economic Complementation
Agreement No. 6, with preferences equal to or above 50% that had generated trade in a period of
prior yearsto be defined and new products of interest to the parties.

. 5-year tariff reduction schedule: products negotiated under Argentina-Mexico ECA No. 6, with
preferences below 50% that had generated trade in recent years, products with preferences over
50% that had not generate trade in recent years, and products benefiting from the RTP [regiona
tariff preference] that had also generated trade.

. 10-year tariff reduction schedule: remainder of the tariff universe, except for sensitive products
(which would, in principle, remain on a sort of “waiting list”).

The Mexican delegation indicated its agreement in principle with the proposal and noted that the final
decision in this regard would take account of the results of consultations held with the Mexican private
sector. Argentina indicated the need to establish guidelines for the tariff treatment of goods imported
temporarily for incluson in productive processes leading to re-export of goods. In that connection, it
proposed not excluding from the agreement’s tariff preferences goods entering under this type of system to
the extent that they satisfied the conditions of origin established in the future agreement.

The Mexican proposal also provided for elimination of export tariffs on reciprocal trade, except for alist of
products included in an annex. Argentina explained its system, its fiscal rationale, and the constitutional
basis thereof. In addition, it indicated its interest in having Mexico specify and justify its objections on the
matter with a view to demonstrating the operation’s effect on reciprocal trade. Argentina proposed that
products for whose preparation the temporary admission regime was used should enjoy the preferences of
the agreement, provided they satisfied the origin requirements ultimately established in the agreement, a
topic particularly pertinent in this connection.

With respect to origin and customs procedures, there was agreement in a draft of the new MERCOSUR-
Mexico automotive agreement on atext on this topic (with a transition period ending in mid-2011), since it
was considered an important basis for moving ahead in this phase. The most important negotiations will
take place when the time comes to define the conditions to be met, in determining origin, by the universe
of productsto be included in the agreement.

In respect of dumping and safeguards, Mexico presented a proposa that would alow for the adoption of
preferential safeguards on an exceptiond basis. In due course, Argentina presented comments on Mexico's
proposal, in which the major point of divergence is the advantages created when a safeguard is applied. As
regards dispute settlement systems, a document was signed on this topic in March 2001, but did not
become effective because Mexico did not complete the incorporation of its provisions into domestic law.

In coming months, in the context of Argentina s stated intention of engaging in “intensive negotiations’ as

quickly as possible, a round of negotiations is planned with the Mexican government to explore the
possibility of achieving atrade agreement that would reenergize trade relations between the two areas.
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In keeping with the agreed schedule, another meeting of negotiators was held in Buenos Aires, in early
February 2003, followed by an exchange of offer listslate that month. These offers would be analyzed at a
further meeting held in mid-March in Mexico. In that context, it was agreed that in mid-April 2003, there
would be an evaluation in Buenos Aires with respect to the course and status of negotiations, in order to
confirm or rectify the steps taken and assess prospects for attaining the objective of concluding afree trade
agreement between MERCOSUR and Mexico in the latter half of 2003.

H. Insearch of new trade horizons (11): Negotiations between MERCOSUR and South Africa

Under CMC Decision 36/00, the MERCOSUR Council of Ministers authorized the CMG to begin
negotiations with South Africawith aview to concluding an agreement to create a free trade area between
that country and MERCOSUR. To that end, in December 2000, in Florianopolis, Brazil, the parties signed
a framework agreement intended to “strengthen existing trade relations between the parties, promote
increased trade, and establish the conditions for creating a free trade area between the parties.”

Accordingly, a Negotiating Committee was established, holding its first meeting in October 2001, in
Montevideo. The first exchanges of trade and tariff statistics occurred at that meeting. MERCOSUR
proposed the establishment, at afirst stage, of fixed preference agreements by defining baskets of products
for which reciprocal tariff benefits would be granted, in keeping with Article 3 of the Framework
Agreement. South Africa accepted the proposal as a basis for exploring mechanisms designed to expand
trade, including the possibility of granting reciprocal tariff reductions. In that connection, the parties
agreed to study how such mechanisms would be applied in the WTO context.

With respect to the WTO format of the possible agreement, MERCOSUR's position was to invoke—at
least initially—the Decision on differentiated and more favorable treatment and reciprocity for developing
countries (better known as the Enabling Clause), alowing countries to grant more favorable treatment to
DCs without being required to do so with respect to the other contracting parties and without the
requirement that the agreement encompass substantially all trade or that the tariff necessarily be zero.

This would leave to a second phase the intensification of negotiations for a free trade agreement in
keeping with Article XXIV of the GATT-WTO, which should include not only a trade liberalization
program for the entire tariff universe, but also a schedule for the elimination of quantitative barriers,
improvement of the agreement’s rules of origin, sanitary and technical provisions, safeguard and dispute
settlement regimes, etc.

Accordingly, the first technical meeting of the Agreement Negotiating Committee was held in Montevideo
in October 2001. The meeting outlined the pertinent topics to be addressed in the future and reviewed
existing possibilities for interaction, particularly in respect of technica and commercial cooperation and
guidelines for conducting upcoming meetings. Subsequently, each party undertook to submit information on
trade statistics for the last three years, so that in February 2002, a document could be completed detailing the
sectors and products of interest to each of the parties.

Subsequently, in August 2002 (although originally planned for March), the Second Meeting of the
Negotiating Committee for the MERCOSUR-South Africa Framework Agreement was held in Brasilia
Information was exchanged at that meeting, in connection both with the economic situation of the member
countries and progress made with their respective integration processes.

South Africa underscored the fact that the integration process in which it is involved with other
countries in its region (SACU) is in a process of general restructuring, which the countries hope to
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complete by the end of 2003. In that connection, future meetings with MERCOSUR should include the
member countries of SACU.

MERCOSUR indicated, in view of the need to determine procedures for conducting those negotiations,
that it would be advisable to study that topic at the following meeting, as the Framework Agreement had
been signed in due course with South Africa, without including the other members of SACU. It was thus
agreed that all the members of SACU would be invited to the next meeting of the Negotiating Committee.

With respect to procedures for the negotiations, South Africa accepted MERCOSUR's proposa to
conduct negotiations initially for a fixed preferences agreement for the first phase of the agreement. This
was one of the most important points where consensus was reached at the meeting. MERCOSUR also
presented a draft agreement and agreed to submit before the next meeting a proposal containing the
chapters on the origin regime, safeguards, and the dispute settlement system.

MERCOSUR’sfirst joint trade mission to South Africa (June 24-28, 2002)

From June 24 to 28, 2002 as part of the activities agreed upon in due course in the context of
MERCOSUR'’s specialized joint trade promotion group, the first joint trade mission of the four
MERCOSUR countries was conducted. Comprised of 90 companies (large, medium-scale, and small)
from the member countries, it visited Johannesburg, where it carried out an intensive program of
activities. Both the scheduling and the organization of the misson were the responsibility of the
MERCOSUR's national joint trade promotion coordinators, Argentina serviced as General
Coordinator, asit was President pro tempore. The parties characterized the results as very positive, and
underscored the business opportunities that were generated based on contacts and trade ties established
through the mission.

In its eagerness to lend continuity to progress made, MERCOSUR suggested exchanging lists of products
by late September 2002, and holding the following meeting of the Negotiating Committee in early
November 2002. South Africa responded that its own consultation process with its private sector and its
political decision-making would take at least until late October, for which reason it countered with the
proposal that lists be exchanged in November 2002, but that the working meeting be held in 2003.

MERCOSUR insisted on the advisability of keeping the process going and made a counter proposal—
accepted by South Africa—to begin consideration of the lists of products and the proposals related to the
text of the agreement on fixed preferences, for which reason a new (third) working meeting was scheduled
for November in South Africa.

In that connection, the two parties agreed to exchange the following information by late September 2002:
. macroeconomic and trade data on each participating country;

. trade statistics covering the period 1999-2001, by product, country of origin, and use;

. pertinent foreign trade legidation; and

. CET status, including amendments and exceptionsin force.
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South Africa agreed to provide information regarding the its Customs Tariffs Nomenclature, a detailed list
of tariffsin effect (ad valorem, specific, mixed, and other import duties), and details of trade agreements
signed with third countries.

MERCOSUR asked for information on the South African importation regime, particularly with respect to
specific duties and the import-licensing regime. South Africa proposed establishing a working group to
address this subject, a suggestion that was not accepted by MERCOSUR, as it merely a question of
exchange of legidlation. South Africa explicitly demanded inclusion of the topic of sanitary and
phytosanitary regulations, and it was thus resolved to provide for the participation of expertsin these areas
at the next meeting.

At the third meeting, held in Pretoria, in early December 2002, the Brazilian government, as President pro
tempore, presented a proposal on aspects of trade, sanitary, and agricultural policy, and also made requests
for preferential access for alist of products, among them vegetable ail, grain, plastic manufactures, dairy
products, and auto parts. The parties agreed to study the respective documents prior to the following
meeting, scheduled for March 2003.
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CONTENTS

CHAPTER VI. REGIONAL INFRASTRUCTURE AND PHYSICAL INTEGRATION

Regiona economic infrastructure comprises different networks facilitating the circulation of goods and
people (transport network), energy (energy network), and information (telecommunications network) among
the member countries of an integration process, or smply among neighboring countries.

As regiona networks benefit all interconnected countries, their externalities cannot be absorbed by only
one of the parties, as they constitute a regiona public good whose proper supply cannot be delegated
solely to the national level. Thus, the efficiency of regional infrastructure can only be enhanced through
cooperation in project planning and coordination among all nations involved.

The harmonization, linking, and development of infrastructure among neighboring countries facilitates
communications and the physical circulation of goods and people, and promotes the development of the
most peripheral economies, thereby constituting a key instrument in effecting an area’s economic and
social cohesion.

In Europe, the importance of regional infrastructure was recognized in the 1957 treaty establishing the
European Community and, from the outset, consideration was given to trans-European transport, energy,
and telecommunications networks. Since that time, the definition of these networks has been a priority
objective in attaining the twin goals of ensuring harmonious operation of the internal market and
supporting the area’ s growth.

Thus, the said treaty sought to encourage the interconnection of transport, telecommunications, and energy
networks so that all areas, including the insular, isolated, and peripheral, could benefit from the
advantages ensuing from the establishment of aregion without borders.

The political will of European authorities to promote and finance projects to create such trans-European
networks was consolidated in the White Book (1993), which sets out the benefits of such networks and
their impact on growth, competitiveness, and employment generation.

In the MERCOSUR case, the Initiative for the Integration of Regiona Infrastructure in South America
(HRSA) emanated from the First Meeting of South American Presidents held in 2000. The Action Plan
adopted at that meeting™*® contains proposals and suggestions for expansion and modernization, over a 10-
year period, of transport, energy, and telecommunications infrastructure, with aview to making the region a
more competitive area and developing the South American space.

The structural reforms (including regional integration) implemented in the region’s countries in the 1990s
contributed to major advances in the development of regional infrastructure. The opening of the economy
to neighboring countries and the resulting greater interdependence have increased demand for this regional
public good and, at the same time, have enhanced the response of the public and private sectors.

The abovementioned reforms included modifications to the traditional supply models for infrastructure and
its services - which had previously been provided almost exclusively by the state -, thereby opening the way
for asubstantial increasein the private sector’s share in investment in and management of these aress.

38 The Action Plan for the integration of South American infrastructure was prepared by the Inter-American Development Bank
(IDB) and the Andean Development Corporation (CAF), with the collaboration of other international organizations working in the
region and some South American countries.
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However, in view of the nature of the public good and the sector’s market failures, such as externdities,
economies of scale, and indivisibilities, and the existence of national and/or regional initiatives whose
economic and social benefits are not sufficiently attractive to private investors, in many cases the market
response is less than optimal and can lead to undersupply of the public good. As aresult, the planning and
implementation of regiona infrastructure projects cannot be delegated exclusively to private hands, it
being advisable — in some cases even necessary - for the state to intervene in some sectors.

In the European case, the European Parliament and European Council are responsible for adopting
community policy for the development of regiond infrastructure and for establishing criteria for the selection
and financing of projects of common interest. At the same time, the EU promotes public-private partnerships
in the financing of the different networks.

In the MERCOSUR case, the IIRSA framework establishes cooperation mechanisms among governments,
multilateral financia institutions, and the private sector to coordinate the political and strategic vision of the
subregion’ sinfrastructure, investment plans and programs, and the priority assigned to the different projects.

In December 2000, at the meeting of Ministers of Energy, Telecommunications, and Transport of South
America, held in Montevideo, the final verson of the Action Plan for the integration of regiond
infrastructure, prepared by the IDB, CAF, and FONPLATA was presented.

The Plan is based on the concept of integration hubs and implementation of the sectoral processes
necessary to optimize the competitiveness and sustainability of the logistical chain. Activities target three
thematic areas: coordination of investment plans, compatibilization and harmonization of regulatory
aspects, and the establishment of innovative public/private finance mechanisms.

With a view to moving forward with the Action Plan, an Executive Steering Committee (ESC) was
established, comprising high-level representatives, appointed by the governments, with responsibility for
coordinating the activities envisaged in the Plan, based on technica studies conducted by the Executive
Technica Groups (ETGs), which are administratively subordinate to the ESC. To supplement this, a
Technica Coordination Committee was established, organized by the IDB, CAF, and FONPLATA, with a
view to providing the ESC with technical and financial assistance.

The first meeting of the Executive Steering Committee was held in April 2001, and it was decided to
establish the working groups to reflect the priority hubs established in the Action Plan. Details of the
groups having to do with MERCOSUR — or with one of its States Parties — and the progress made thus far
in each, are given below.**

A. MERCOSUR-Chile/Talcahuano-Concepcion-Neuquén-Bahia Blanca hub

In the framework of the ETG for this hub, the project profiles presented by the governments were updated
and progress was made with the preliminary design of the business concept. Discussion of them will
continue at the upcoming ETG meeting.

The preliminary business concept for the MERCOSUR-Chile hub indicates that there is a reasonable
infrastructure network for virtually the entire area, with “bottlenecks,” but with virtualy all links in place.
Accordingly, the hub has a large number of projects for strengthening existing infrastructure, and a
smaller number of “structuring” projects that may solve problems of continuity and bring about changesin
the network’ s configuration.

139 This section is taken from aide-memoires of the ETG meetings contained in a summary of a report in INTAL’s possession.
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The MERCOSUR-Chile hub projects considered “structuring” are those that would assist in providing
new transport options for the junction between the Rio de la Plata and the Andes (the Colonia-Buenos
Aires Bridge and the Centra Trans-Andean Railroad) and facilitate river transport on the Paraguay,
Parand, and Uruguay Rivers;, new hydroelectric exploitation on the Parana and Uruguay Rivers; in the
energy sector, international electroducts and gas pipelines; and, in the communications sector, laying of
new international fiber optic cable and installation of satellite service.

In the Tal cahuano-Concepcidn-Neuguén-Bahia Blanca hub, the key structuring project is the Southern Trans-
Andean Railroad. Also being developed for that hub are tourist circuit projects on the Chilean side that might
supplement the af orementioned project.

In general, the road transport projects, with the exception of the structuring projects, strengthen the
existing network and reduce the cost of international transport by improving route conditions (uniform
loading gauges, bridge capacity, etc. throughout the hubs) and include circumferential roads so that transit
through city centers can be avoided, while also facilitating access to them. Rail transport projects are
preparing to compete for the region’s bulk shipments or to profit from certain comparative advantages by
sharing multimodal solutions, such as the Central Trans-Andean Railroad between Argentina and Chile,
which could facilitate the passage through the Andes for more days during the winter months.

In the telecommunications area, the countries of this hub are promoting the development of the
Information Society, adong with e-government programs, in a framework of deregulation, market
competition, and international integration. Programs under way include measures to facilitate public
access to cable televison and fixed and cellular telephony services, including the universalization of
telecommunication services in the health and education aress.

B. The Interoceanic hub

The Executive Technical Group (ETG) for the Interoceanic hub has met on three occasions, most recently
in October 2002. The concerns of the different countries participating in this hub, presented throughout the
work of the Group, are summarized below.

Bolivia is advocating moving forward with the South Central Corridor. It is thus requesting that this be
included in the IIRSA project portfolio, and pointing to the benefits of the connection of Brazil and
Paraguay with the Departments of Tarija and Potosi in Balivia, to then reach Chile and the Pacific Ocean
through southern Bolivia (an area with a hotorious lack of transport interconnections and with the largest gas
reserves in South America). Thus, Bolivia sinterest in this hub involves, among other factors, achieving in
its gas reserves further incorporation of added value; the gas would then be marketed through the
projected South Central Corridor.

Chile, for its part, in the framework of the hub has manifested particul ar interest in generating services. In
that connection, it has made improvements in the land connection between Arica and Tambo Quemado,
and new investments in the ports of Iquique and Arica and in the Arica Airport in order to provide
improved national and international services in the interoceanic context. Thus, Chilean interest involves
benefiting from investments already made or under way, and in possible new investment with a view to
effective structuring of the hub.

Peru began to participate in the meetings of the Group in late 2002, owing to the interest in each of the

hubs that the IIRSA’s new coordinator in that country had expressed. In particular, in the framework of
the Interoceanic hub, Peru has paved the 359 km of road from the Port of Ilo, although completion of the
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work did not lead to a substantial increase in vehicular traffic thereon. Hence that country’s interest
involves the potentia increase in the use of that road that might be generated as the connections of the
Interoceanic — and other — hubs are built.

Brazil, in the transport area, is making major investments to enlarge the Port of Rio Grande which, aong
with those made to link Céceres with the border with Bolivia, would enable Bolivian grain to be transported to
the Atlantic ports a a competitive cost. In the energy area, private investments under way would initialy
enable 190 MW to be generated in Cuiaba, with subsequent increases that would reach 540 MW, utilizing gas
pipelines with Balivia. In telecommunications, three companies would launch five satellites by 2005,
thereby significantly increasing communication capacity in Brazil and within the hub. To that end, Brazil,
in the framework of the Group, is advocating moving forward in the regul atory areato facilitate the use of
international roaming and to make international and local communication available in border areas.

Paraguay’s interest in the IIRSA initiative involves developing services in connection with different
projects, and establishing multimodal or service stations in Paraguay’s three borders areas along the
Parana River: Ciudad del Este, Foz de Iguazl, and Puerto Iguazd. Development of the station over the
Hidrovia would aso enable railroad, roadway, port, and waterway services to be integrated. In the gas
area, the Paraguayan government is according priority to the gas pipieline that would link Bolivia,
Paraguay, and Brazil.

Paraguay is aso interested in merging the Interoceanic hub and the Porto Alegre-Asuncion-Jujuy-
Antofagasta hub, linking Boqueron with Jujuy and with Villamontes, and aso in seeking to implement the
first interoceanic railroad.

In genera, the countries visions for the Interoceanic hub seem to reflect more the sum of individua
interests rather than ajoint strategy. In that connection, an attempt is being made by the countries to ensure
that the Group tends to take advantage of existing assets for the purpose of generating new profit, as the
infrastructure issues and hubs devel opment established as original objectives are long-term objectives. In
that sense, the projects presented and the path taken are the result of pre-existing inertia. Thus, additiona
points will have to be clarified in order to prioritize such forms of complementation as may generate new
structuring projects.

To that end, the Group agreed on the need to prepare jointly a georeferenced map of the hubs, an effort to
which the countries are to contribute by making avail able databases on the realities of the area, dong with
support for the administration of such databases; by preparing maps showing the “bottlenecks’ and
missing links; and by giving consideration to the area’ s priority projectsin each of the IIRSA sectors.

C.  ThePorto Alegre-Asuncion-Jujuy-Antofagasta hub

In the framework of this ETG, technical missions were launched to compile information on the countries
comprising the hub. In view of the status of those efforts and their anticipated progress in the coming
months, it is expected that the first meeting of the ETG for this hub will be held in the second half of
2003.

Some preliminary aspects that would form part of the proposed business concept for the hub, to be studied
in the framework of the ETG meeting, are given below.

As regards structuring infrastructure projects in the road transport area, although the hub’s current network is
adequately designed to handle current and short- and medium-term anticipated road transport needs, the
network would require further modernization and recycling. Such a process would mainly involve
maintenance, conservation, and modernization of the road infrastructure to incorporate advances in
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technology and to adapt it to the size of vehicles now circulating in the region, which are now causing roads
to deteriorate markedly. Modernization would aso involve the construction of circumferential or ring roads
to make it possible to avoid transiting cities and towns, whose current road design reflects the antiquated hub
network and prevents the implementation of modern traffic flow designs.

As regards rail transport, the existing network allows for an adequate level of operation in Brazil and
Chile. However, in Argentina and Paraguay, both the network and equipment are very poorly maintained
and in very poor operating condition. As a whole, these networks together could become an adequate
means of handling the wide variety of freight in the region that lends itself to rail transport (stone, crushed
ores, lime, cement, grain, charcoal, and fudl).

In the area of transport via navigable waterways and ports, although the project to improve and modernize
the Paraguay-Parana Hidroviais not part of the hub, it is one of the most significant in terms of integration
and cross-cutting influence on the Porto Alegre-Asuncion-Jujuy-Antofagasta hub. This project, in turn,
supplemented by the Tiete-Parana Hidrovia project, could establish river interconnection between Buenos
Aires and Sao Paolo. As these projects advance, major improvements in port infrastructure in the form of a
multimodal freight transfer complex in the hub’ s river ports, principaly in the Clorinda-Puerto Falcdn and
Corrientes-Chaco nodes (Port of Barranqueras), would make it possible to access the aforementioned
Hidrovias by different modes of transport.

Asregards electrical energy, transport of major electricity flowsin both directions (west to east and east to
west) are planned, depending on the circumstances, over existing interconnection lines and lines under
study (the Northeast Argentina-Northwest Argentina [NEA/NOA] line and supplementa transmission lines
to boost capacity — which initially would enhance the reliability of the Argentine system. West-east
transmission would take place from SING in Northern Chile and northwest Argentina and from there to the
south-southeastern Brazilian market and, in years of abundant hydraulicity in that country, secondary energy
would be transmitted, presumably at favorable prices, from east to west.

As regards gas and hydrocarbons, significant flows of gas are also envisaged, which would be transported
west to east from the oilfields in northwestern and northern Argentina, where there are major proven
reserves, with gas eventually added from Bolivia, via gas pipelines now under study (for example,
GASIN) running through the Paraguayan markets, the region between the Parand and Uruguay Riversin
northeastern Argentina, destined finally for the great potential Brazilian market.

As regards the transport of information, except for connections reinforcements via fiber optic cable where
demand trends so indicate, the hub has a telecommunication infrastructure that could handle anticipated
growth needs. Regulatory harmonization for the participating countries, and the search for standardization
of provisions and access facilities are the abjectives to be attained, and are being studied as part of the
IIRSA sectoral processes.

Potential economic activities or activities for future development are based on current predominant
activities, in particular, mining, energy production from large deposits, and production of primary
materials, which would bring together regional comparative advantages and creativity so as to achieve
differentiated products. Some of these are:

. Production of metal and non-metal ores
. Copper inlower "La Alumbrera’ (Argentina)
. Gas extraction

. Generation of electricity from gas
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. Hydroel ectric energy generation

. Production of vegetables, fruit, forest products, oil seeds, etc. of different quality (organic
certification, denomination of origin, traditional speciaties, HACCP, good manufacturing practices,

etc.)
. Agroindustrial production (varietal wines— Torrontés);
. Production of wood as construction material
. Production of cellulose and paper

. Tourism

Most currently dynamic centers are showing a trend towards growth and expansion. This trend must be
confirmed in the conclusions drawn during development of the business concept, including investigation
into operators in local areas (authorities, economic agents, civil society, and scientific and technica
environment).

D. Amazonian multimodal hub

On November 20, 2002, the first meeting of the ETG for this hub was held in Manaus, Brazil. At the
meeting, a presentation was given on the hub’s business concept, followed by a series of presentations
given by participating countries.

The presentation of Colombia reiterated the importance of initiatives promoted in the framework of the
Treaty for Amazonian Cooperation, in particular, those related to border development. The Tumaco-Puerto
Asis-Belém corridor project proposal was aso presented, for which aternatives are now being studied for
the critical stretch connecting Pasto and Mocoa.

Peru, for its part, gave a presentation on the status of the network and of transport projects, including
operational details of the north, central, and southern corridors, usage profiles, traffic volumes, passengers
per km, tons per km, investment needed, and details of needs contained in 30 project files. In addition,
reference was made to the pertinence and difficulties in defining transnational priorities and the
importance of creating a database on transport flows. Also presented were the status of the network and of
energy projects, and the proposed interconnection between Pucallpa (interconnected to the Peruvian
network) and Cruzeiro do Sul (isolated system, second largest city Brazil’s Acre state).

In the case of Ecuador, a presentation was given on the country’s road network, taking an infrastructure
investment opportunity approach, particularly for the most used sections, and giving estimated internal
rates of return. In addition, the Binational Plan with Brazil was presented, and the delivery was announced
of a Napo River navigability study and of an Andean product market opportunity study. Also presented
were small hydroelectric stations (SHS) project files and an updated Napo River study, which discusses
more appropriate location of intermodal terminals and technological support for river navigation, and the
respective investments required.

Brazil gave a presentation on communications, which accorded highest priority to seeking convergence of
media, particularly of regional satellite links. Also underscored were rule-making processes for services,
initiatives to facilitate border traffic, and creative export solutions for small and medium-scale enterprise.
The presentation also included the status of and expansion plans for the regiona power network, which
underscored the importance of the Solimbes watershed as an energy source (gas from Urucu), and
emphasized investment opportunitiesin micro and small hydroelectric exploitations, biomass (logging and
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palm production residues), and the case of Cruzeiro do Sul in respect of its planned interconnection with
the national system by 2020.

Lastly, a historical retrospective was given of the plans for the settlement of Amazonia, migration
generated by the availability of land and of transport infrastructure, environmental degradation, and
abandoned and depressed areas. In that context, the need was noted for gradual and judicious project
implementation policy.

As regards the business concept, reference was made to the complementary character of the predominant
economic activities among the areas to be integrated: on the one hand, the coast and the Andes and, on the
other, the area of influence of the transnational river transport system of the Amazon River and its
tributaries, underscoring the cases of foodstuffs in general, both coastal and, in particular, those produced
in temperate and cold climates. In addition, construction materials, fabric and garments, additives and
fertilizers are being produced on the Atlantic side, and electrical and eectronic products, motorcycles,
paper and cellulose, aluminum, and soybeans on the Pacific.

It was also noted that there was a Amazonian identity common to all rainforest spaces for such potentia
economic activities as might be directed towards the world market for services and sustainable Amazonian
products, in particular, environmental services, genetic resources, eco-tourism, wood and non-wood
products, environmental monitoring and surveillance certificates and systems, and for businesses and
activities that must be organized in the form of information and communication networks. There is also a
reasonable possibility that the hub might be utilized as a bi-oceanic transport corridor for Asian products and
inputs, of lower value and/or greater volume, to northern Brazil, and eventually, to the entire South Atlantic
area, aswell asthereverse.

E. Venezuea-Brazil-Guyana-Suriname hub

The first meeting of the ETG for the V enezuel a-Brazil-Guyana-Suriname hub was held on November 19,
2002, in Manaus, Brazil. It was noted that the technical missions carried out only partidly attained the
objectives initially set for this first phase of implementation of the hub. In consequence, the initial business
concept was devel oped based on secondary information obtained from different public and private sources and
on-stevists, and will haveto be validated at alater date.

At this preliminary stage, two integration spaces were identified which, as conceived, validate the
configuration of the hub. However, it was suggested that the role of the Amazonas State influence area be
discussed, more specificaly, the Manaus duty free area. It was also suggested that there be discussion of the
treatment to be given to the relationship with French Guyana, as that country is not participating in the IIRSA
initiative but, owing to its geographic location, is the inevitable transit route and, therefore, an essentia
element in the process of linking Amapé State to the rest of the hub, a point whose study remains pending.

As regards country presentations, Brazil described the infrastructure projects whose execution is deemed
priority in the framework of national development and Brazil’s regional integration strategy. A presentation
was aso given to describe the multisectora projects being considered by private initiative for
implementation, which would integrate Roraima State with the Republic of Guyana and international
markets via the Atlantic Ocean. These projects remain at avery preliminary stage of development.

Guyana gave a presentation underscoring the importance attached by that country to participation in the

[IRSA initiative and its commitment to continue to support it. Reference was also made to trade relations
and current agreements to which Guyana is party or for which it is engaged in negotiations with the other
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countries of the hub, as well as integration projects existing or in formulation, underscoring in particular
integration projects with Brazil.

As regards Suriname, an analysis was made of the potential and limitations of the main roadways
existing in and projected for the country, in view of current geographic, demographic, trade, and
economic conditions. In that connection, it was noted that among government priorities is rehabilitation
and modernization of the southern east-west corridor, which runs parallel to the coastal or northern
corridor, as it would facilitate the exploitation of important natural resources in sectors such as
agriculture, logging, mining (bauxite), and aluminum production. Also underscored were the great
expectations generated by implementation of the integration projects announced for the northern arc of
Brazil with Guyana and French Guiana, and the V enezuela-Guyana integration road, as they would then
be linked with major markets that they cannot now access.

In the case of Venezuela, the National Development Plan 2001-2007 was outlined, with reference to
national and international economic, social, and political objectives and strategies. Among the objectives
mentioned was the occupation and consolidation of national territory in balanced fashion through the
development of a strategy for territorial balance (decentralization and deconcentration), based on which
four development hubs were identified (western, coastal, Orinoco-Apure, and eastern), as were
deconcentration scenarios.

As regards the ETG’' s work plan, it was decided that it should be structured based on the objectives and
goals to be attained in a particular timeframe, and that that timeframe would be determined by the date of
the next meeting of the ESC. By that time, it should be possible to point to significant progress in the
implementation of the hub in terms of business concept and project inventory.

F. Peru-Brazil-Bolivia hub

On November 21, 2002, the first meeting of the ETG for the Peru-Brazil-Bolivia hub was held in Manaus,
Brazil. The background provided on the hub included the main events of the efforts to connect Brazil and
Peru by road. The period discussed started with the late 19" century, when the natural cork exploitation or
boom began in response to demand for the product on international markets. With respect to the geographic
environment, reference was also made to the politica demarcations contained in the hub’'s area of direct
influence, the relation of each political area with the natural regions and transport modes, and certain
characteristics of each such area.

As regards the status of infrastructure, there was discussion of the most salient problems which, from the
roadway standpoint — owing to the type of paving, masonry or concrete structures, and level of
maintenance — are to be found on the “western” side of the hub, in Peruvian territory. As regards energy,
reference was made, for the three countries, to the geographic scope of the interconnected electricity grid
and to natural gas deposits.

Also discussed were environmental aspects, noting the protected areas (national parks and reserves,
indigenous territories, historic sites, etc.) contained within the hub’s area of influence.

As regards the hub'’s current business concept and commercial activities, it was noted that border trade,
from a legal standpoint, does not exist as, in the last five years, there are no records of such trade in the
Puerto Madonado customs office. However, it is thought that trade operations of low value in the
informal sector often take place.

Among the hub’s weaknesses, it was noted that the central, or MAP, area — comprising the Department of
Madre de Dios (Peru), Acre State (Brazil), and the Pando Department (Bolivia) - has historically been
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marginalized from the economic and political centers of the respective countries, and is characterized by
isolation, scant investment, financial dependence on central government, logging-based development,
social indicators below national average, and poor quality and high cost of transport, energy,
communications, and social services.

Among “bottlenecks,” reference was made to the deficient state of infrastructure and of road transport
service, especially on the western side of the hub. Noted among deficiencies were the lack of bridges,
impassable roads in the rainy season; lack of capacity of bridges and structures, which cannot support
weights over 20 tons; lack of road safety and security, etc.

As regards potentia trade activities, there was discussion of possible trade operations that might be
generated involving products considered “traditional” in each of the departments or states comprising the
area of influence, products believed to have the most export potential owing to the strategic location and
quality of the product offered. Possible trade operations were studied for different productive sectors:
agriculture, fishing forestry, agro-industry, hydrobiology, mining, manufacturing, crafts, machining,
textiles, energy, and tourism.

Based on the analysis of existing productive activities, a preliminary list was drawn up of products that
might potentially be marketed viathe hub.

Based on the analysis made at the meeting, the ETG’ s immediate work plan would focus on finalizing the
business concept through national and sectoral technical meetings in Bolivia, Brazil, and Peru, reviewing
secondary sources (Web pages, libraries, statistics, etc.), and field research, research, and on-site
interviews. In that connection, the importance of the events held in Manaus (Brazil), Arequipa (Peru), and
Cobija (Bolivia) was underscored.
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