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Executive Summary

The trade relations between the EU and Mercosur are essential for both blocs, given that the EU
is the second trading partner for Mercosur and Mercosur the eleventh trading partner for the EU.
An inter-regional Framework Cooperation Agreement from 1999 currently forms the basis for
EU-Mercosur trade relations. Following negotiations since 2000, in June 2019 the EU and
Mercosur reached a political agreement for an Association Agreement including a trade
component.

This Sustainability Impact Assessment (SIA) provides an examination of the potential economic,
social, human rights and environmental impact of the trade component of an Association
Agreement between the EU and Mercosur, specifically Argentina, Brazil, Paraguay and Uruguay.
This analysis lays the basis for designing flanking and mitigating measures a number of which
are proposed throughout the study.

The report employs the dynamic version of the GTAP Model known as GDyn to study the impacts
of two scenarios, one conservative and one more ambitious, with respect to the outcome of the
negotiations in terms of tariff and non-tariff measures reductions by both parties. For Mercosur
the conservative scenario assumes elimination of tariffs in 90% of the industrial products and
80% in agricultural products. In the ambitious scenario, Mercosur eliminates tariffs in 100% of
products. The EU eliminates tariffs in all industrial products in both scenarios, applies partial
tariff cuts of 15% in the conservative scenario and 30% in the ambitious scenario in rice, sugar,
ruminant meat and other meat sectors. For the cereals and the dairy sector, cuts of 15% are
applied in the conservative scenario and cuts of 100% in the ambitious scenario.

Quantitative methods are then combined with qualitative approaches to address social,
environmental and human rights impacts of the free trade agreement as well as the specific
economic impacts on ten important sectors'. This qualitative analysis draws on extensive
consultation with stakeholders in both regions through workshops, civil society dialogues,
questionnaires and interviews.

In the conservative scenario, GDP in the EU expands by 10.9 billion Euros (0.1%) and in
Mercosur by 7.4 billion Euros (0.3%) by 2032, in comparison to the modelling baseline without
the FTA. In the ambitious scenario, GDP in the EU expands by 15 billion Euros (0.1%) and in
Mercosur by 11.4 billion Euros.

EU total exports to the world (extra-EU) expand by 0.4% in the conservative scenario and by
0.6% in the ambitious scenario. In Mercosur, total exports to the world expand by between 0.5%
in Paraguay and 4.5% in Brazil in the conservative scenario and by between 0.7% in Uruguay
and 6.1% in Brazil in the ambitious scenario. EU imports increase by 0.9% (1.1% in the
ambitious scenario). In Mercosur, imports expand between 0.1% in Paraguay and 1.3% in Brazil
in the conservative scenario and by between 0.0% in Paraguay and 1.4% in Brazil in the
ambitious scenario.

The modelling results provide also some valuable insights for the social analysis. In the
conservative scenario, the agreement reduces consumer prices in Mercosur by between 0.4% in
Paraguay and 1.5% in Brazil (between 0.5% and 2.1% in the ambitious scenario in the same

1 The sectors for in-depth analysis were selected in consultation with the EC.
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countries). In the EU, they increase by 0.2% (0.3% in the ambitious scenario). Real wages for
both skilled and unskilled workers in Mercosur increase slightly in the EU, Argentina, Paraguay
and Uruguay and remain the same in Brazil. The increase in real wages for unskilled workers’
income suggests a positive impact in terms of poverty reduction, although its effect is small in
the conservative scenario and only marginally larger in the ambitious scenario.

Employment reductions in certain manufacturing sectors in Mercosur are offset by increases in
the agriculture and food production sectors. The impact on the EU sectoral employment patterns
is much less significant.

Labour standards in Mercosur are, in general, in line with those observed in countries at a similar
level of development. There are higher levels of informality, which is a product of poor
enforcement of and compliance with national legislation that tends to follow international
conventions. The chapter about social aspects examines freedom of association, forced labour,
child labour and discrimination in the EU and in Mercosur countries and assesses the potential
impact of the Agreement on these issues. The trade and sustainable development (TSD) chapter
of the Agreement brings an opportunity to engage and cooperate between both parties to help
to lock in, or help renew the social achievements of the twenty-first century in the Mercosur
region. The SIA includes a discussion of the value added of EU policies on trade and labour
linkage and their efficacy.

The environmental chapter addresses issues such as environmental regulations, greenhouse
gases, deforestation and pollution. Environmental policies in Mercosur (like in many other
developing regions) are, in general, less stringent than in the EU. Yet, Mercosur’s current share
of global greenhouse gas emissions is a third of the EU’s, in large part because Mercosur
countries have on average a cleaner energy mix than EU countries. Brazil and Paraguay have
lower per capita emissions than the EU, whereas Argentina and Uruguay’s emissions per capita
are about the same as the EU’s.

The quantitative analysis presented in the report predicts diversion of emissions resulting from
diversion of production. The overall result is a small decrease in global CO2 emissions offset by
a small increase in emissions of other greenhouse gases. Emissions intensity of economic activity
decreases marginally for the world economy as a whole, i.e. world economies produce less
greenhouse gas emissions for a given amount of GDP, with a small increase in emissions
intensity in Mercosur offset by a small decrease in the EU.

The expansion of animal production (associated to beef production), sugar cane production and
other agricultural products in Mercosur seen in the model is small. Consequently, the analysis
does not anticipate an increase in the use and contamination of water or an intensification of the
use of pesticides.

For the same reason, no significant expansion of the agricultural frontier would be expected as
a result of the Agreement according to the modelling results. This seems realistic especially when
we look at past and current productivity trends. Deforestation in Brazil has been on the increase
since 2012 having previously declined very sharply in the period 2004-2012, while meat
production continued to increase. This period 2004-2012 demonstrates that it is possible to
increase agricultural and meat production without increasing pressure on forests. But such a
positive outcome will be dependent on the choice of flanking policies as set out in the
environmental chapter.
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The human rights chapter assesses the likely impacts of the free trade agreement on human
rights. It covers in detail the right to an adequate standard of living, the right to the enjoyment
of the highest attainable standard of physical and mental health, the rights of indigenous people
and gender equality. The moderate increases in GDP, income and consumption that the
agreement generates in Mercosur in both scenarios can contribute to improving standards of
living. The limited increase of agricultural production is not expected to impact indigenous rights
substantially and it is not expected to raise further conflicts. Nevertheless, this situation and the
consequent risks should be monitored carefully following implementation of the agreement. For
the same and additional reasons, the agreement will bring limited benefits to the female
workforce in rural areas. However, it may bring benefits to women in urban areas by expanding
their participation in the labour force, especially the workforce allocated to the service sector.

The sectoral chapter builds on the modelling results while also drawing on other sources to
provide more in-depth analysis of the impacts on ten important sectors:

e In the beef sector, EU imports from Mercosur will increase in both scenarios (30% and
64%, respectively). EU output will fall by 0.7% (conservative) and 1.2% (ambitious). The
sectoral analysis examines the expected impact in the beef sector in more detail, taking
account of the segmentation of the beef market and of existing patterns of in-quota and
out-of-quota trade. The section also assesses the potential impact on animal welfare
taking account of current legislation in the countries concerned and the existing
framework for EU-Mercosur dialogue and cooperation.

e EU dairy exports to Mercosur increase by 91% (conservative) and 121% (ambitious) as
a result of a reduction of high import duties in Mercosur. The recognition of denomination
of origin by Mercosur countries may expand export of cheese further. For Mercosur
exporters, the agreement expands dairy exports to the EU by 18% (conservative) and
165% (ambitious) but from a low base; and further expansion will depend on more
Mercosur exporters improving sanitary conditions, animal welfare and other quality
features in production.

e EU exports of beverages to Mercosur expand by 36% (38% in the ambitious scenario)
and exports from Mercosur by 28% (35% in the ambitious scenario). In the case of the
EU exports this is expected to be concentrated in wine and spirits and it will be primarily
attributed to the tariff reduction. In the case of Mercosur, the expansion is likely to be
concentrated in wine. Effects on output and consumption in both Mercosur and the EU
are very small in both scenarios. The potential impact of the Agreement on fruit juices,
which are not covered by the same aggregate as alcoholic beverages and soft drinks in
the model, is addressed in the sectoral analysis with reference to historic tariffs and trade
flows.

e The agreement will bring an increase of 32% (36% in the ambitious scenario) in the
Mercosur exports to the EU of textiles and clothing. At the same time, EU exports to
Mercosur will expand by 311% (424% in the ambitious scenario). This is the result of the
reduction of very high tariffs in Mercosur on the EU exports. Nevertheless, these changes
in the bilateral trade fail to translate into important changes in output and consumption
in both EU and Mercosur. Consequently, the social effects associated to employment in a
sector of high degree of informality and with a large share of women employed tend to
be minimum.
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The reduction of tariffs and non-tariff barriers applied on pharmaceutical and chemical
products in both Mercosur and the EU will expand EU exports to Mercosur by 47% and
imports by 13% in the conservative scenario. Output in the EU will expand by 0.2%. In
Brazil, it remains unchanged in the conservative scenario and increases by 0.2% in the
ambitious scenario and in Argentina it contracts by 0.2% in both scenarios. In Brazil,
both skilled and unskilled employment fall by 0.5% in both scenarios. In Argentina, they
fall by 0.7%-0.9% depending on the scenario. However, the increase in the trade and
lower import prices generated by the lower tariffs is likely to benefit other manufacturing
sectors and the agricultural sector.

EU exports to Mercosur of machinery expand by 78% in the conservative scenario and
by 100% in the ambitious scenario. EU imports from Mercosur expand by 17% in the
conservative scenario and by 22% in the ambitious scenario. In Mercosur, the agreement
generates a contraction of production between 1.4% and 3.2% in the conservative
scenario (between 1.4% and 5.1% in the ambitious scenario). Both skilled and unskilled
employment fall by corresponding amounts. However, this increase in trade is likely to
benefit other sectors, both agricultural and industrial, due to improvement in the access
to capital goods. EU exports to Mercosur of electronic equipment will expand by 109% in
the conservative and 149% in the ambitious scenario. EU imports will expand by 16%
(conservative) and 24% (ambitious). In Mercosur, output will increase between 0.4%
and 2.1% (conservative) and between 0.8% and 2.6% (ambitious).

There will be significant increases in trade in vehicles and vehicle parts between the two
parties with EU exports increasing 95% and imports by 41% in the conservative scenario.
EU exports increase by 114% and imports by 47% in the ambitious scenario. EU will
expand its output by 0.5%/0.6% in the conservative/ambitious scenario and Mercosur
will contract its output by 1.7%/1.8% (Brazil) and 2.8%/3.2% (Argentina) in both
scenarios. The agreement may lead to reform of the current Mercosur Common
Automobile Policy which may have additional effects on the sector in the region in a more
liberal direction.

The agreement generates small changes in the trade of business and professional
services with EU imports from Mercosur growing by 6.5% in the conservative scenario
(by 9.2% in the ambitious one) and exports decreasing by 3.4% in the conservative
scenario (and increasing by 1.4% in the ambitious scenario). This is the result of relatively
lower barriers to investment and trade in the sector (in both parties). Nevertheless, in
both scenarios, the agreement generates increases in output in Mercosur which are
associated to the supply of services to other sectors that may see their output expanded
by the agreement.

The financial sector also experiences modest increases in Mercosur exports to the EU in
both scenarios and in output in Mercosur. In the EU financial services output contracts
marginally in both scenarios. EU financial services exports to Mercosur decrease slightly
in the conservative and increase slightly in the ambitious.

There are no significant effects on the outermost regions of the EU or on least developed
countries (LDCs). This is the case given the limited impacts on the sugar sector and because
Mercosur is not a major exporter of bananas. Although in relative terms the increases in the
textiles and apparel trade of Mercosur appear large, in absolute terms they are small.
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Consumers may experience benefits as a result of lower prices. In the EU, the impact on
consumption tends to be small, although positive in all products. In Mercosur, consumers will
experience larger changes notably as regards vehicles consumption, which increases by
1.7%/2.2% in Argentina and 0.6%/0.8% in Brazil in the conservative/ambitious scenario with
many other sectors seeing a marginal decline driven in large part by an increase in exports.

Finally, this study formulates recommendations for flanking measures to mitigate any potential
risk of negative impact and to maximise potential benefits.

The main recommendations derived from the economic and sectorial analyses are to gradually
introduce tariff changes in Mercosur, particularly in economic sectors that are more vulnerable
to negative economic impacts (for instance vehicles and machinery). In the same vein, retraining
and upskilling programmes are suggested to support the transition of workers between sectors.
On the EU side, the use of quotas and partial liberalisation measures should be considered for
sensitive agricultural products.

Measures to protect workers (e.g. labour inspection programmes, labour formalisation policies
and supporting freedom of association), together with redistributive programmes, should be
considered to mitigate social impacts and drive benefit from the FTA. Due diligence measures
for businesses at the EU-level would also strengthen potential social benefits.

Recommendations for the environment highlight measures to decrease deforestation and
contamination of water resources in Mercosur countries, as well as fulfilling the Paris Agreement
commitments and fostering the development of green technology and sharing good practices
between parties.

Finally, recommendations for the Human Rights area stress the strengthening of accountability
measures and implementation of institutional frameworks that address changes in labour
conditions, use of land that affects indigenous peoples, access to health and development of
medicine, and gender equality issues.
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SIA in support of the association agreement
negotiations between the European Union and Mercosur

1. Introduction

1.1.

Research Aims and Objectives

The Sustainability Impact Assessment (SIA) provides an examination of the potential economic,

social,

human rights and environmental impact of the trade component of an Association

Agreement between the EU and Mercosur. This analysis lays the basis for designing flanking and
mitigating measures a number of which are proposed throughout the study.

Overall, the SIA consists of two complementary components, notably:

()

(i)

Robust analysis of the economic, social, human rights and environmental impacts,
that the association agreement under negotiation could have, in the EU, in the partner
countries and in other relevant countries; and

Wide consultation process involving stakeholders both in the EU and in the partner
countries, which provides opportunities for information-gathering and dissemination
results.

The analysis starts with a screening and scoping exercise, and is then followed by overall and
sectoral impact analyses which lead to conclusions and recommendations.

The SIA comprises the following elements:

Overall analysis of the sustainability impacts arising from the negotiations: While a
number of key sustainability issues to be analysed in the SIA are cross-cutting and are
mainstreamed in the analysis, the identified impacts on small and medium enterprises
(SMEs), consumers, Least Developed countries (LDCs), and the EU’s outermost regions
(OMRs) are summarised in specific sub-sections.

Economic analysis: Impact of removing tariff and non-tariff measures (NTMs) and wider
economic impact of the possible effects of the AA.

Social analysis: Analysis of the social impact, direct and indirect, of the potential
agreement; analysis of the impact of trade opening on employment, working conditions,
and distributional impacts, as well as interaction between the envisaged agreement and
effective implementation of international conventions inter alia Core Labour Standards
(CLS) and fundamental Conventions of the International Labour Organisation (ILO).

Environmental analysis: Detailed analysis of potential environmental impacts, both direct
and indirect, of the agreement; analysis of the impact of trade opening on the
environment by identifying scale, technology, and product effects, as well as the potential
interaction between the AA and multilateral environmental agreements.

Human rights analysis: Detailed analysis of potential impacts of the trade part of the
future AA on HR; analysis of the impact of particular measures in the agreement and
their potential impact on the enjoyment of human rights; assess the impact on vulnerable
groups and on gender equality.

Detailed analysis of the specific sectors identified in the inception report.

Consultation process: the qualitative and quantitative analysis is complemented by
detailed input from stakeholders through the consultation process.

Policy recommendations and accompanying measures.
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The scope of the project focuses on the Mercosur-4 (Argentina (ARG), Brazil (BRA), Paraguay
(PRY), and Uruguay (URY)). Our analysis uses all relevant data encompassing the period from
2009, when the last SIA was conducted, to the start of the project (September 2017).

1.2. Background

The EU ranks as the second trade in goods partner for Mercosur, while Mercosur ranks as the
eleventh trade in goods partner for the EU (Eurostat). In 2018, most exports from the EU to
Mercosur were in the machinery and transport equipment, chemicals and manufactured goods
sectors. Food and live animals, raw materials as well as mineral fuels and lubricants were the
most-featured sectors in EU imports from Mercosur (Eurostat).

In 2015 for Mercosur (Argentina, Brazil, Paraguay and Uruguay), the EU represented nearly 17%
of its exports and 19% of its imports in trade in goods.? On the other hand, Mercosur received
2.6% of EU exports and generated 2.7% of the imports. However, this trade takes place
primarily under the Most-favoured-nation (MFN) basis where average tariffs applied by Mercosur
are 13% and by the EU are 6%.3There are also significant tariffs peaks in both schedules.
Moreover, in addition to the tariff barriers, there are numerous and high non-tariff barriers (NTBs)
affecting trade. Multiple regulations exist that affect the trade in services in all provision modes,
specially related to the movement of natural persons as well as Foreign Direct Investment (FDI).

Figure 1: Map of Mercosur

Brazil

N

2 UN Comtrade database.
3 Non-ad valorem duties excluded.
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Thus, despite both parties having some defensive concerns, the two sides are expected to gain
from an Association Agreement. In agriculture, Mercosur has an interest in improved access for
its competitive agriculture sectors where the EU remains defensive. It should be noted, however,
that in this area there are also offensive interests on the EU side associated with inter alia dairy,
beverages, processed agricultural products and the protection of EU geographical indications,
where given the European influence in the region, there are certain conflicts with products from,
for example, Spain and Italy. These issues are addressed both in the overall economic analysis
of the AA and in the analysis of specific sectors.

On the industrial side, some sectors where the EU industry is competitive are considered
defensive by Mercosur countries. The Mercosur manufacturing sector remains heavily protected
across the board using tariffs as well as administrative measures to slow down the flow of imports.
The car manufacturing sectors in Argentina and Brazil are seen as key in their economic
transformation strategies. In fact, the sector is not liberalised within Mercosur and there is a
Common Automobile Policy that regulates the trade within the bloc and protect it from foreign
competition (Brambilla, 2005; Garriz and Panigo, 2015). However, there is also an important
value chain activity involving SMEs and large firms in both countries as well as European firms
(i.e. a significant share of the car manufactures are of European origin). Thus, Mercosur is on
the one hand vigilant as to how the agreement may affect this sector while also alive to the
opportunities that may arise to integrate further into European value chains. Issues pertaining
to the sector of car and car parts is dealt with in a separate section of our report. The machinery
sector, which also figures prominently in the EU's exports, is also addressed in a separate section.

There is no common services policy in Mercosur, as levels of protection differ between members,
beyond some liberalisation existent within the bloc (Quijano, 2009). However, there are barriers,
which hinder the provision of foreign services in key sectors (e.g. financial, communications,
transportation, etc.) in almost every relevant provision mode. The regulatory frameworks in
some sectors tend to be burdensome, affecting the provision and the investments regardless of
the origin (Rozemberg and Gaya, 2015; Gaya, 2017). The existing arrangements within
Mercosur and possible scope for cooperation with the EU in the area of business services are
reviewed in the final sections of this report.

For the EU, the AA presents the opportunity to secure and increase trade and investment with a
region with which it has important cultural and economic links. For Mercosur, an agreement with
the EU will help to address the relative loss of market access that Mercosur faces (i.e. Mercosur's
competitors gaining better market access through FTAs with the EU) as well as the chronic trade
diversion, affecting productivity, competitiveness and poverty in Mercosur countries due to intra-
Mercosur protection (Chang and Winters, 1999; Bohara et al, 2004).

Table 1: Mercosur countries overview

Population (total) Surface area (sq. km) | GDP (current US$)

Brazil 209,469,333 8,515,770 1,885,482,534,238
Argentina 44,494,502 2,780,400 519,871,519,808
Paraguay 6,956,071 406,752 40,496,953,779
Uruguay 3,449,299 176,220 59,596,885,024

Source: World Bank, 2018 World Development Indicators.
https://databank.worldbank.org/reports.aspx?source=28&country=BRA,ARG,PRY,URY

21


https://databank.worldbank.org/reports.aspx?source=2&country=BRA,ARG,PRY,URY

|-SE SIA in support of the association agreement
negotiations between the European Union and Mercosur

2. Economic Analysis

This chapter provides the results for the CGE analysis of the trade aspects of the Association
Agreement between the European Union and Mercosur. The chapter first provides a review of
the existing literature on EU-Mercosur trade relations as well as EU relations with other Latin
American countries, providing contextual analysis. The CGE results feed into all other chapters
of the report.

2.1. Methodology

This section provides a description of how the LSE Consulting team reaches the specific
objectives of the SIA; an overview of analytical methods to address the tasks and structuring of
the work. The analysis provides the potential economic, human rights, social and environmental
effects of the trade-related parts of the anticipated association agreement between the EU and
Mercosur. The study also covers relevant third countries, in particular LDCs, as well as Turkey
which is linked to the EU by a customs union agreement. Each of the sections on economic,
sectoral, social, environmental, and human rights analysis outlines the methodology and tools
used. Below we expand on our approach to the quantitative analysis to be incorporated across
all areas, noting its limitations to account for all deep integration elements (e.g. government
procurement). Moreover, we highlight how the different methodological tools link to the aims of
the analysis and the components of the work.

2.1.1. CGE Modelling

The CGE analysis carried out by the LSE Consulting team is used to assess the economy-wide
effects in the EU, Mercosur and other relevant partners (e.g. LDCs) of the tariff reductions and
some deep integration elements. For example, it is possible to assess the effect of some trade
costs reductions associated with trade facilitation provisions included in the agreement and/or
harmonisation of standards. In addition, the CGE enables us to view - although with limitations
- the effects of the agreement on services. Additionally, potential impacts on the services sector
are demonstrated through descriptive statistical analysis. CGE helps to assess the FTA’s effect
on the domestic economies. In addition to trade effects, CGE allows us to quantify the effects
on production, consumption, consumer prices and income. The results from the CGE analysis
feed into the social, environmental, human rights, and sectoral analysis, as well as cross-cutting
issues (LDCs, SMEs and consumers).

We employ the dynamic version of the GTAP Model, which is known as GDyn. As regards closure
choices, the labour market is assumed to be in equilibrium, i.e. full employment, where
adjustments are made by changes in real wages. Similarly, land supply is fixed and sluggish
among sectors and adjustments are by rent, i.e. land use increases or decreases as value. Factor
productivity is exogenous. However, when a baseline is updated, the total factor productivity
adjusts to GDP.
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2.1.2. CGE Baseline Development

Table 2 and Table 3 show the sectoral and regional aggregations we employ in this model,
starting from the 57 sectors and 140 regions in Global Trade Analysis Project (GTAP) 9.2 Data
Base with 2011 as a base year.

Table 2: Sectors included

1 Cereals 2,3

2 Rice 1,23

3 Vegetables, fruits, nuts 4

4 Oil seeds, vegetable oils & fats 5, 21

5 Sugar 6, 24

6 Plant & animal fibres and other crops 7,8,12, 14
7 Other food products 25

8 Bovine and other ruminant meats 9, 19

9 Other meats (poultry, pig) 20

10 Other animal products 10

11 Beverages and tobacco 26

12 Dairy products 11, 22

13 Wood and paper products 13, 30. 31
14 Coal 15

15 Oil 16

16 Gas 17, 44

17 Minerals 18

18 Textile, apparel, leather 27, 28, 29
19 Chemicals, rubber, plastic 33

20 Petroleum, coal products 32

21 Metal products 35, 36, 37
22 Non-metallic minerals 34

23 Motor vehicles & transport equipment 38, 39

24 Machinery 41

25 Electronic equipment and other manufacture 40, 42

26 Electricity 43

27 Utility (construction, water) 46, 45

28 Transport 48, 49, 50
29 Communication and business service 51, 54,
30 Financial service and insurance 52, 53

31 Recreational and other services 55, 56, 57, 47

Source: GTAP 9 Data Base.
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Table 3: Regions

T Tragion T oo

1 EU28

2 Turkey

3 Brazil

4 Argentina

5 Uruguay

6 Paraguay

7 Mexico

8 Central America

9 Andean Colombia, Peru, Ecuador

10 Latin America Except for countries mentioned elsewhere
11 USA

12 Other high income countries Canada, Japan, Korea, Australia, New Zealand,
13 LDCs*

14 China (and Hong Kong)

15 Other developing countries

16 Rest of the World (RoW)

Source: GTAP 9 Data Base. Note: the outcome of the withdrawal of the United Kingdom from the European Union is not
included in the baseline and all results treat EU28 as a single region.

The baseline scenario constitutes the situation without an agreement and provides a
counterfactual scenario to evaluate the effects of the agreement. The baseline outlines the main
policies (economic, social and environmental) expected in both the EU and Mercosur until the
year 2032 without the implementation of the EU-Mercosur FTA. With respect to the main policy
elements of the baseline scenario, it is difficult to determine whether many of the initiatives
currently discussed will be implemented or not. Thus the baseline includes all trade agreements
concluded by the EU and Mercosur at the time of the inception of this project (September 2017),
i.e. those that were already in force or for which negotiations are finalised for the EU and
Mercosur. The GTAP model already includes FTAs up to 2011. Therefore only the FTAs not
included in the GTAP model need to be added separately. We exclude agreements with countries
whose share in EU overall trade or Mercosur overall trade is below 1% (except for those with
Latin American countries) or which cannot for technical reasons be included in the agreed
regional aggregation. These criteria result in the following list of agreements to be added:

For Mercosur:

= No FTAs concluded in the relevant period and therefore we do not make any changes
herein.

4 The following GTAP regions were aggregated as LDCs: Rest of Oceania, Cambodia, Lao PDR, Rest of Southeast Asia
(Myanmar and Timor-Leste), Bangladesh, Nepal, Rest of South Asia (Afghanistan, Bhutan and Maldives), Rest of North
Africa (Algeria, Libya and Western Sahara), Benin, Ghana, Nigeria, Senegal, Togo, Rest of Western Africa (Cape Verde,
Gambia, Guinea-Bissau, Liberia, Mali, Mauritania, Niger, Saint Helena, Sierra Leone), Rest of Central Africa (Central
African Republic, Chad, Congo, Equatorial Guinea, Gabon and Sao Tome and Principe), South Central Africa (Angola and
Democratic Republic of Congo), Kenya, Madagascar, Mauritius, Mozambique, Rwanda, Tanzania, United Republic of
Tanzania, Uganda and Zimbabwe.
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For the EU:

= Several agreements have been in force since the recent past. FTA with Canada (CETA),
Korea, SADC EPA, West Africa EPA, Central America, Colombia, Peru, and Ecuador, which
have already been dealt with by other SIAs and studies.

The GTAP Data Base is based on 2011 data and therefore omits many recent policy developments.
To avoid shortcomings arising from such omissions, we make the following broad changes to the
data set:

= Corrections on tariffs for sugar and beef to ensure that the baseline accurately reflects
the various different tariff regimes (e.g. WTO quotas) under which these products enter
the EU;

= Export subsidies from EU are removed, since they are erroneously included in GTAP 9
Data Base.

We employ a macroeconomic baseline comprising Gross Domestic Product (GDP), unskilled
labour, skilled labour and population developed by the modelling team at DG Trade of the EU.
Specifically, the rate of GPD growth is from the IMF, using a constant annual price rate. The rate
of population growth is taken from the ILO. The labour force, divided into skilled and unskilled
labour, is updated using data from CEPII. Since labour is expressed in terms of value instead
than quantity, percentage rates need to be adjusted in order to shock the baseline figures
correctly. We make further adjustments within the baseline, for the following:

= Introduction of FTAs signed by EU after 2011 and already in force;
» Taking into account the NAMA custom Union with Turkey;

* Russian import ban and consequences.

In addition, after macro shocks are introduced to update GDP, population and the labour force,
a calibration has to be performed. Input-output tables and policies refer to the year of the
database, 2011. When the shock is applied, sectoral outputs and trade flows must be checked
and calibrated to reflect data for subsequent years.

2.1.3. Policy Scenario

We apply specific assumptions in terms of tariff and NTB reductions in the policy scenario. Full
liberalisation for all industrial goods sectors on the EU side is assumed for both the conservative
and ambitious scenario. For Mercosur, we assume full liberalisation of 90% of industrial goods
in the conservative scenario, 100% in the ambitious scenario.

As regards agricultural goods, for the EU, partial tariff cuts will apply for rice, sugar, ruminant
meat, other meat of 15% in the conservative scenario and 30% in the ambitious scenario. For
cereals and dairy, a partial tariff cut of 15% will apply in the conservative scenario, whereas
100% cuts will apply in the ambitious scenario. For the remaining products, 100% tariff cuts
would apply. For Mercosur, full liberalisation for 80% of tariff lines takes place under the
conservative scenario and 100% under the ambitious scenario.

The scenarios also take into account trade cost reductions to non-tariff barriers to goods and
services trade. For NTBs, we use the variable ‘ams’ in GTAP Data Base, which captures import-
augmented technological change. The base NTBs for non-agricultural goods is based on existing
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estimates by the World Bank?>. The NTB values available are at Harmonized System at 6 Digits
(HS6) level. The following will be assumed:

= EU: No NTB reduction assumed at this stage;
=  Mercosur:
o Conservative: 5% of impact of non-agricultural NTBs eliminated;
o Ambitious: 10% of impact of non-agricultural NTBs eliminated.
This study does not model NTB cuts in agriculture. The reason is that given the lack of robust
AVE estimates on agricultural trade to and from the EU, the available AVE estimates greatly
exaggerate the perceived NTBs imposed within the EU in relation to the agricultural sector and

would result in strongly (and artificially) negative results. Instead, we carry out a qualitative
analysis of agricultural NTBs in the SIA.

Table 4: NTB cuts in EU and Mercosur

| comservatve | ambitious |
Sectors / NTB cuts

Agriculture 0% 0% 0% 0%
Non-agriculture 0% 5% 0% 10%

Source: Terms of Reference.

Regarding services barriers, the starting point for the approach used in this SIA is the
observation that FTA negotiations usually lead to binding of the existing level of liberalisation in
services trade (for the cases where this level is more ambitious than the GATS commitments)
as opposed to achieving new market access. However the insurance policy effect of binding
current levels of liberalisation has in itself a positive effect on services trade. The methodology
applied for this and other simulations aims to translate this insurance effect into a liberalisation
parameter for CGE modelling. The 3% AVE cut used in the modelling for trade in services is an
assumption introduced in an earlier study by Decreux and Fontagné (2011).

2.2. Literature review

In this literature review we discuss key studies which focus on EU FTAs with either Mercosur or
other Latin American countries, briefly setting out their broad assumptions and results.

Estrades (2012) examines the EU-Mercosur FTA impact on both economies especially at the
household level. The study uses the MIRAGE (Multi Sector, Multi region Computable General
Equilibrium) model to calculate the impact on households after the FTA is implemented by
looking at the comparable data of Mercosur (especially Uruguay) and EU using GTAP 7 Data Base
by looking at parameters like Consumption, Consumer Price Index, Gini Index, Tax etc. The
methodology assumes that the only easily mobile factor of production is labour in comparison to
the immobile natural resource and land. It includes 4 Mercosur countries, 30 European countries
and 30 sectors. It includes one complete EU-Mercosur tariff elimination (2011-2015) scenario,
and has three more sensitivity scenarios namely sensitive products in both the regions, sensitive
products in Mercosur and sensitive products in EU; in each of the scenarios, the sensitive

> As published in the 2012 update of Kee, Nicita and Olarreaga (2008) Import Demand Elasticities and Trade Distortions.
Review of Economics and Statistics 90(4), 666-682.
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products were exempt from the liberalisation shocks. For the EU, the sensitive products are
assumed to be the ones offered by the EU to Mercosur in 2004, while for Mercosur, the authors
assume the formula given by Jean et al (2010), which defines the sensitive products based on
initial tariffs, share in aggregate imports and tariff cuts proposed. EU sensitive products mostly
include food and agricultural commodities. Among the 55 tariff lines proposed herein, 44% are
meat products, 24% are dairy products and 10% are cereal products. For Mercosur, they include
motor vehicles and parts, beverages and tobacco products and other food products. The paper
tries to explain the impact of FTA on a low income country like Uruguay with parameters such
as poverty, income, consumption, transfer benefits, inequalities etc.

Due to the FTA, income inequality tends to decrease in the Mercosur countries due to increase
in the demand for unskilled labour and wages while the real income increases and poverty tends
to decrease. The study, which focusses in detail on Uruguay, assesses the impact on various
different categories of Uruguayan household. Almost all (over 99%) of households in Uruguay
tend to benefit from the FTA in comparison to the baseline. The FTA affects manufacturing in EU
and agriculture in Mercosur countries positively.

Secondly, we look at the results of the previous SIA of the AA between the EU and Mercosur (EC,
2007). The SIA uses CGE and econometric techniques for the trade agreement analysis. The
database used is GTAP 6.2 and the baseline is taken as the commodity/services price across the
world. The study also considers the full trade agreement hence no barrier to the trade between
the two blocs. The methodology takes into considerations major trading commodity/products
like grains, vegetables, fruits, chemicals, automobiles, pharmaceuticals etc.

The results from the study, which models full liberalisation without taking account of the partial
liberalisation treatment that tends to be applied to sensitive agricultural products, suggest that
the Mercosur countries will benefit by $9 Billion while the EU will benefit by $4 Billion. Hence the
study shows that given the removal of barriers and the effect of full trade liberalisation between
the blocs, a sizable amount of the economy can be freed up and both the blocs will benefit. The
previous SIA finds relative per capita increase in the income, consumption, GDP and decrease
in poverty and inequality especially in Mercosur countries.

The follow up position paper assesses the economic impact of the FTA to be positive both for the
EU and for Mercosur countries (EC, 2010). In the EU, the manufacturing and services sectors
are predicted to benefit most from an FTA. The EU could reap some benefits from better market
access to Mercosur for some vegetable products via an FTA, as well as from a better protection
of Geographical Indications. In Mercosur, the economic benefits of an FTA are expected to be
felt throughout the whole economy and especially in the agricultural sector. In the EU the only
sector where a negative social impact would be felt is agriculture and rural areas where short to
medium term social adjustment costs could occur during a transition period and could add to
the underlying downward trend in baseline agricultural sector employment in the EU. For
Mercosur, the social impacts are expected to be positive over the long term while some
adjustment costs on the short term could occur in the manufacturing sector.

The 2007 SIA also suggests that the expansion of agriculture in Mercosur in response to full
liberalisation could cause social problems to the "traditional agriculture" and result in the loss of
livelihoods for indigenous people. The environmental impact of the FTA in EU countries are not
significant. In Mercosur, the 2007 study finds that full trade liberalisation in the agriculture and
the forestry sector could result in added pressure and potentially significant adverse impacts on
natural resources, forest coverage and biodiversity. The paper recommends developing EU-
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Mercosur cooperation on the development of measures to reduce particulate and CO2 emissions
from automobiles focusing particularly on technology development. In services sector, the paper
recommends to allow for an orderly adjustment period in financial, retailing and distribution
services sectors. This would bring in significant economic benefits to both partners. With regard
to investment, the paper noted that increased foreign investment could contribute positively to
environmental quality by introducing improved environmental control technology. The downside
was that it may put additional pressure on the natural resource stock capital in Mercosur
countries. The paper agreed that the FTA could result in significant improvement for trade
operators but did not focus on specific measures in different sectors in the context of EU-
Mercosur FTA.

A study which combines both GLOBE CGE Model for economy wide impact and CAPRI Model for
agricultural impact in the two regions reaches the conclusion that economic losses and
adjustment pressures are to be expected in certain EU agricultural goods (Burrell et al. 2011).
The scenarios simulated include: EU’s offer to Mercosur in 2004, Mercosur request to EU in 2006,
Doha agreement 2008, EU’s proposal to Doha context and Mercosur proposal to Doha context.
The resultant impact shows a small decrease in output in various EU agricultural sectors in the
less ambitious scenario with a larger impact in the more ambitious scenarios. EU gains in
manufacturing outweigh the loss in the agricultural sector, which leads to total increase in the
GDP of the bloc.

In addition to the studies focusing on EU-Mercosur, there have also been several studies on FTAs
between EU and other Latin American countries. CEPR (2009) assesses the likely economic,
social and environmental impacts of a potential multi-party trade agreement between the
European Union, and its member states, and the Andean countries of Colombia, Ecuador, Bolivia
and Peru through use of contemporary quantitative and qualitative assessment. The authors
employed ICE model which is a multi-regional and multi sectoral CGE deriving the economic
impacts of the multi-party trade agreement between EU and Andean countries. The SIA
examines two scenarios: modest and ambitious. The modest trade agreement scenario assumes
a 90 percent reduction in tariffs in the goods sector, a 50 percent liberalisation of trade in
services, and measures to facilitate trade and lower non-tariff barriers corresponding to 1
percent of the value of trade. The ambitious trade agreement scenario implies a 97 percent
bilateral tariff reduction for trade in goods, a 75 percent liberalisation of trade in services, and
trade facilitation measures corresponding to 3 percent of the value of trade. The model results
indicate that all four Andean countries gain in terms of an increase in GDP by 2018. However,
the change expressed as a percentage of baseline GDP is small, ranging from 0.7 percent in Peru
to 2.1 percent in Bolivia under the ‘ambitious’ liberalisation scenario and allowing for an increase
in fixed capital formation. For the EU27 countries, no change in GDP results from the trade
liberalisation scenarios. Among the Andean countries, the increase in real income is expected to
be biggest for Colombia, the largest economy studied, and smallest for Bolivia. The relative
income gain is expected to be biggest for Bolivia and Ecuador, where real income is expected to
increase between 0.5 percent and 2 percent of GDP.

The modelling analysis shows modest income gains for all economies in all settings and scenarios,
with the biggest absolute gains occurring in the EU and Colombia, where real incomes are
projected to increase by up to €4 billion and €2.8 billion respectively. In relative terms, the
expected income gains are estimated to be highest for Bolivia and Ecuador, where real income
is expected to increase by between 0.5 and 2 percent of GDP. The impact in the EU is only
marginal, at less than 0.1 percent of GDP. The study found that there is no effect in wages for
unskilled workers in EU whereas for all Andean countries the effects are very small for the short
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term. The long term changes in unskilled wages are also very small with the effects being the
highest for Bolivia with a 1.3 percent increase in unskilled workers’ wages under the ambitious
long term trade agreement scenario. In terms of skilled workers minimal effect was estimated
with some negative countries having a negative impact.

The employment effect when studied estimated that only Bolivia and Ecuador will be involved in
inter-sectoral shifts in employment leading to adjustment costs. The changes in other Andean
countries are small while in EU less than 0.5% of labour is affected. While studying the impact
on national trade, it found minimal effects on the EU’s global trade flows. On the other hand,
the Andean countries, experience changes in both export and import flows. Colombia’s trade is
affected the most, with approximately 6 percent increase in both exports and imports in the
short run, and around 9 - 10 percent increase taking place in the long run. All other Andean
countries experience important increases in both exports and imports. The global effects of the
FTA is observed where national income effects for Mercosur, USA and the rest of the world are
negative, yet positive for the Lesser Developed countries.

Though the EU and Andean trade agreement is not expected to have any significant effect on
CO02 emissions, there will be small albeit negative effects on fisheries and forest land use due to
the liberalisation. The sectoral effects show that the Andean countries experience more
pronounced changes in the output of some of the sectors. There is a significant decline in
agricultural products in Ecuador and small increases in the other three Andean countries. The
vegetables, fruit and nuts subsector is predicted to increase its output significantly in Colombia
(11.2 percent) and Ecuador (8.7 percent), contributing a significant share of total national value
added in both countries. A potential EU-Andean trade agreement will have no significant effect
on the EU’s trade flows; while for the Andean countries, imports and exports are expected to
increase by between 3 to 10 percent. Effect on overall employment and wages for both skilled
and unskilled labour are predicted to be minor.

The effect of the FTA on poverty and inequality estimates employment in the large-scale formal
mining sector to increase but the restrictions on workers’ rights will restrain any significant
increase in real wages or improvement in working conditions. Similarly, where trade contributes
to agriculture intensification, positive effects are expected if job opportunities are created mainly
in new large plantations. However, there could be a negative effect if increased trade results in
dispossession of land and other natural assets. Such an increased economic performance also
in principle should bring in higher public expenditure on health and education but there is limited
impact observed on existing levels of education and health due to the EU - Andean trade
liberalisation. When EU FDI increases in these regions and facilitates infrastructural investments,
there is a possibility of the FTA leading to further deforestation. On a sectoral level positive
effects are found on the textiles and leather sectors of Bolivia, Colombia and Peru. Higher output
of Colombia’s textiles and motor vehicles sectors will also produce positive chain effects on other
manufacturing sectors composed mainly of SMEs.

To evaluate the effect of FTAs on services the modelling study estimates NTBs for services trade
as part of the experiment baseline definition that involves the estimation of a bilateral gravity
equation for services trade, where country importer fixed effects terms are used to estimate
potential trade cost reductions linked to service NTBs. The effect is found to be negative on the
changes in financial services in all countries except Ecuador. Related insurance services declines
in all countries while the impact of construction services are predicted to be positive. The CGE
model explicitly involves trade costs, which include both trade and transportation services. Here
trade facilitation is modelled as a reduction in the resources needed to supply a market. The
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model estimates that trade facilitation offers some benefits, though substantially less than those
from basic liberalisation of goods and services trade. The model results show reduced trading
costs from standard trade facilitation measures in turn create significant welfare gains.

Francois et al (2012) documents the economic impact assessment of the final agreement
between EU and Andean community, as an update of Development Solutions et al (2009);
namely Columbia and Peru. The CGE model employed is based on the widely used global CGE
model GTAP (Hertel 1997) with added features from Francois, van Meijl and van Tongeren (2005)
with a partial equilibrium extension. This framework allows for scale economies and imperfect
competition. The basic modelling framework included a partial equilibrium nested with the GTAP
framework outlined by Narayanan et al (2010) to cover banana trade. Positive impacts on the
GDP of both partner economies (Peru: 0.25 OR 200MEuros; Columbia: 0.4 % or 500M Euros)
and small EU gains (0.05% of GDP). The FTAs will lead to EU’s increase in export to Columbia
and Peru (63% and 48%; 2.5 and 2bn Euros respectively) followed by an increase in imports by
11% and 15%; 390mn and 340mn Euros respectively. Europe’s exports of manufactured goods
are expected to increase significantly. The CGE calculations project an estimated increase of
such exports to Columbia to about 115% while EU exports of manufactured goods to Peru is
estimated to increase to 72%. With an exception of 6% increase in Peruvian imports from EU
trade in services is estimated to remain largely unchanged. Columbia and Peru are estimated to
have a 30% and 20% reduction in tariff revenues respectively. The study used a partial
equilibrium analysis for the sensitive sector: banana where the impact on the sector in EU is
estimated to shrink by about 1% while it increases by 0.75% in Columbia and 1.22% in Peru.

European firms will be able to export most agricultural, industrial and fishery products duty free
to Peru and Colombia. Columbia would be positively affected by deregulation of motor vehicle
exports to EU as well as a reduction in trade costs on alcoholic beverages and tobacco. The
agreement also provides for more secure market access for services, reductions in non-tariff
measures for agricultural and industrial goods, and improved trade facilitation measures. The
report follows up on the issues highlighted on the SIA report 2009- focus on wages, employment
and labour market adjustment; negligible environmental effects; water pollution due to increase
in agriculture and mining production.

Finally, Giordano et al. (2007) using CGE concluded that Andean EU FTA would bring in moderate
decrease in poverty and inequality in both partner countries with rural region incomes increasing
faster than urban regions. Botero et al. (2004) estimated a considerable increase in creation of
jobs in Columbia to up to 270000 and indicated better growth in skilled wages. This study shows
that wages for both skilled and unskilled workers increased for all member countries with a
negligible increase for EU. Unskilled workers experienced a higher wage increase as compared
to skilled workers and this corroborated with simulations done in EU SIA. The estimated impact
on poverty through FTA are small in Columbia and insignificant in Peru. The study estimates a
transition from small scale to large scale agriculture with a rise in wages and expects an increase
in agriculture and food products for EU imports from Columbia and Peru. In manufacturing sector,
EU exports to Columbia and Peru expected to increase competitiveness. When seen sector wise,
EU exports to Peru in the form of medicaments, cars and coppers are bound to see an increase
while in Columbia where levels of protection are more, a tariff fall from 35 to 0 will see an
upsurge in relative competitiveness of European cars significantly. In terms of imports from
Columbia and Peru only two categories (sugar and maize respectively) had substantive level of
trade. Bananas from both regions will benefit from preferential access to EU markets with trigger
import volume restrictions.
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2.3. Scenario Results

All our results explained in this section are based on relative (percent) changes with respect to
the baseline in the year 2032. In other words, for example, a result of 2% GDP implies that the
GDP was higher than the 2032 baseline by 2%.

Table 5: Macroeconomic Results for the Conservative scenario

DP
_ GDP G Real Real e
Region o EUR Wages Wages Prices

° bn (Skilled) | (Unskilled)

0.1 0.9 0.4 6.3

EU28 10.9 0.4 0.2 0.2 0.2
Brazil 0.2 4.0 0.7 1.3 4.5 1.4 0.0 0.0 -1.5
Argentina 0.5 3.3 1.4 1.2 1.9 1.5 0.2 0.3 -1.0
Uruguay 0.2 0.1 0.8 0.4 0.8 -0.1 0.2 0.4 -0.6
Paraguay 0.1 0.0 0.3 0.1 0.5 0.0 0.2 0.3 -0.3
Turkey 0.0 0.3 -0.1 0.0 0.1 -0.2 0.0 0.0 0.0
Mexico 0.0 -0.4 -0.1 -0.2 -0.1 0.4 -0.1 -0.1 -0.1
Central America 0.0 -0.1 0.0 0.0 0.0 -0.1 0.1 0.0 0.0
Andean -0.1 -1.1 -0.5 -0.6 0.2 -0.7 -0.2 -0.2 -0.2
Latin America -0.1 -0.6 -0.2 -0.2 -0.1 -0.1 0.0 -0.1 0.0
USA 0.0 -3.2 -0.1 -0.1 0.0 -3.0 0.0 0.0 0.0
Other HICs 0.0 -3.5 -0.1 -0.1 0.0 -2.4 0.0 0.0 0.1
LDCs 0.0 -0.8 -0.1 -0.1 0.0 -0.4 0.0 0.0 0.0
China and HK 0.0 -2.4 0.0 -0.1 -0.1 -3.5 0.0 0.0 0.0
Other Dev 0.0 -2.7 0.0 0.0 -0.1 4.0 0.0 0.0 0.1
Rest of World 0.0 1.4 -0.7 -0.6 0.4 0.4 -0.2 -0.2 -0.2

Source: CGE Modelling Results. All numbers are in % changes relative to baseline, except welfare and GDP, which are
in 2011 Euros in billions. Originally expressed in US$ and transform to Euros using 1.392 USD/Euros in 2011.

Table 5 and 6 show the macroeconomic results for conservative and ambitious scenarios,
respectively. GDP increases in all of the FTA countries, i.e. EU and Mercosur members. Without
an exception, the positive effects in all variables are much stronger in the ambitious scenario,
than in the conservative scenario, just as we would expect. The increase in EU GDP is 10.9 Billion
Euros (0.1%) in the conservative scenario and 15 Billion Euros (0.1%) in the ambitious scenario.
Given that Mercosur economies are smaller, the positive effects on GDP are larger in relative
terms: ranging from less than 360 million Euros (0.1%) in Paraguay in the conservative scenario
to 4.6 Billion Euros (0.7%) in Argentina in the ambitious scenario.

For the EU, a large part of GDP gains comes from increased consumption of cheaper imports,
while a smaller part may come from exports expansion and investment. The increase in exports
lead to an increase in consumer prices. However, the real wages of both unskilled and skilled
labour increase as well, with the former growing more than the latter, bridging the real wage
gap between these two categories. Welfare effects in EU are the strongest, with 6.3 billion Euros
in the conservative scenario and 8.6 billion Euros in the ambitious scenario.

Similar explanations may be extended to Mercosur countries, with some exceptions. Despite a
strong growth in GDP, investment, imports and exports, consumer prices fall in all Mercosur
countries. This is because they have relatively higher tariffs than EU and therefore, a similar
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relative reduction in tariffs can lead to greater price reduction in Mercosur than in the EU, so
much so that this can offset the demand-driven upward price pressures. Argentina sees stronger
investment and GDP effects.

For the countries other than EU and Mercosur, the results are quite mixed. Investment in Turkey
is marginally lower. The USA loses slightly in most variables, because Mercosur is an important
partner for them, and the bloc’s deeper integration with the EU can result in some trade diversion
away from the USA to EU. Mexico has a similar tendency for the same reason. Latin American
and Andean countries gain in terms of exports, but lose in most other terms. Central America
sees a small increase in investment, wages and prices, but fall in everything else. Consumer
prices in Other High Income Countries are marginally higher resulting in a small reduction in
other variables. Interestingly, the same thing happens in LDCs and in China and other developing
countries, for the same reason.

Welfare effects are also mostly positive; however, unlike GDP, welfare results depend a lot on
changes in tax revenue. Therefore, tariff reduction has two opposing effects: increased welfare
due to lower prices and greater demand, as opposed to decreased welfare due to tariff revenue
losses. In the only case where we see a small negative welfare result (Uruguay in Conservative
scenario), tariff revenue reduction effects outweigh other welfare gains.

Table 6: Macroeconomic Results for the Ambitious scenario

GDP Real Real
Region GOI/)P EUR Wages Wages Co:rsi::;er
° bn (Skilled) | (Unskilled)
0.1 0.5 1.1 0.6 8.6

EU28 15.0 0.3 0.3 0.3
Brazil 0.3 6.5 0.8 1.4 6.1 2.1 0.0 0.0 -2.1
Argentina 0.7 4.6 0.7 4.6 1.6 1.4 2.8 2.1 0.3
Uruguay 0.4 0.3 1.4 0.6 0.7 0.0 0.3 0.8 -0.6
Paraguay 0.1 0.1 0.4 0.0 0.8 0.0 0.2 0.3 -0.5
Turkey 0.0 0.4 -0.1 0.0 0.1 -0.1 0.1 0.0 0.1
Mexico 0.0 -0.5 -0.1 -0.3 -0.1 0.1 -0.1 -0.1 -0.1
Central America 0.0 -0.1 -0.1 -0.1 0.0 -0.1 0.1 0.0 0.0
Andean -0.2 -1.4 -0.6 -0.7 0.2 -0.9 -0.2 -0.3 -0.2
Latin America -0.1 -0.9 -0.3 -0.2 -0.2 -0.3 0.0 -0.1 0.0
USA 0.0 -4.5 -0.2 -0.1 0.0 -2.7 0.0 0.0 0.0
Other HICs 0.0 -4.5 -0.1 -0.1 0.0 -2.7 0.0 0.0 0.1
LDCs -0.1 -0.9 -0.1 -0.1 0.0 -0.8 0.0 0.0 0.0
China and HK 0.0 -3.9 0.0 -0.2 -0.1 -1.2 0.0 0.0 0.0
Other Dev 0.0 -3.8 0.0 0.0 -0.1 0.7 0.1 0.0 0.0
Rest of World 0.0 1.4 -0.5 -0.4 0.3 -0.4 -0.1 -0.2 -0.1

Source: CGE Modelling Results. All numbers are in % changes relative to baseline, except welfare and GDP, which are
in in 2011 Euros in billions. Originally expressed in US$ and transform to Euros using 1.392 USD/Euros in 2011.

32



|-SE SIA in support of the association agreement
negotiations between the European Union and Mercosur

From Table 7 we may observe that the EU may experience a small decline in output of up to
0.7% in agricultural, food, energy, services and some light manufacturing sectors, but they may
gain in other manufacturing sectors. There is a small diversion of output away from EU to
Mercosur countries in many of these sectors accompanied by a reallocation effect.

Table 7: Sectoral Output changes in the Conservative Scenario

Secors ] “cuas | oramt | argentina | Uruguny | Paragusy-
0.4 0.2 0.3

Cereals -0.3 1.8

Rice -0.4 1.2 0.6 -0.1 -0.9
Vegetables, fruit, nuts -0.5 1.9 3.1 2.2 -0.1
Oil seeds, vegetable oils -0.4 2.3 1.4 0.0 0.1
Sugar -0.7 1.7 0.9 -0.1 -0.1
Plant and animal fibres -0.3 1.1 0.5 0.3 -0.2
Processed foods, fish -0.2 1.5 1.3 1.2 -0.8
Beef and sheep meat -0.7 1.2 1.3 2.1 0.2
Poultry meat, pork -0.2 2.4 0.3 -0.4 -0.1
Other animal products -0.2 1.5 1.3 2.4 -0.1
Beverages and tobacco 0.0 0.2 0.3 -1.4 -0.6
Dairy products -0.1 -0.2 0.4 -1.5 -0.1
Wood and paper 0.0 0.4 0.1 1.8 -0.9
Coal 0.0 0.2 0.2 0.0 0.0
Oil 0.0 0.1 0.1 0.0 0.0
Gas -0.6 2.4 1.9 -4.5 -3.4
Minerals 0.0 0.1 0.1 0.0 0.0
Textiles, apparel, leather -0.1 0.6 0.7 2.2 -0.3
Chemicals, rubber, plastic 0.2 0.0 -0.2 -1.2 -2.0
Petroleum, coal products 0.0 0.1 0.3 -0.3 -0.1
Metal products 0.2 -2.1 -1.1 -4.2 -2.5
Non-metallic minerals 0.2 0.6 0.7 0.1 -0.9
Vehicles, transport equipment 0.5 -1.7 -2.8 -11.5 -2.7
Machinery 0.4 -3.8 -1.9 -1.0 -3.2
Electronic equipment -0.3 1.6 2.1 1.6 0.4
Electricity 0.0 0.2 0.0 -0.8 0.9
Utilities 0.3 0.6 1.3 0.7 0.3
Transport 0.0 0.3 0.7 0.3 0.0
Telecoms, business services 0.0 0.5 0.8 0.6 0.1
Financial services -0.1 0.2 0.6 0.2 0.0
Other services 0.0 0.2 0.4 0.0 -0.1

Source: CGE Modelling Results. All numbers are in % changes relative to baseline.

See Table 120, Table 121 and Table 122 in Annex 4 for changes in the sectoral private
consumption, sectoral exports and imports for the conservative scenario.
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Table 8 presents the impact on the bilateral trade in the conservative scenario. The magnitudes
of the changes are naturally larger than the changes in the overall trade. The EU sectors that
expand their exports the most to Mercosur are industrial products and dairy. Mercosur will
expand its exports to the EU in agri-food products. Overall EU exports to Mercosur increase by
52%. Overall EU imports from Mercosur increase by 11%.

Table 8: EU-Mercosur bilateral trade changes by sector in the conservative scenario

EU imports from Mercosur EU exports to Mercosur

Cereals 6.7 3.8
Rice 8.8 47.8
Vegetables, fruit, nuts 40.0 29.0
Oil seeds, vegetable oils 4.5 37.8
Sugar 15.2 37.5
Plant and animal fibres 12.5 20.3
Processed foods, fish 89.8 33.6
Beef and sheep meat 30.0 11.3
Poultry meat, pork 36.7 39.2
Other animal products 23.6 9.7
Beverages and tobacco 36.5 27.7
Dairy products 18.0 90.9

Agri-food 22.8 35.1
Wood and paper 9.6 65.8
Coal 0.4 12.7
Oil 0.2 11.1
Gas 21.2 114.2
Minerals 0.4 3.2
Textiles, apparel, leather 32.4 310.8
Chemicals, rubber, plastic 12.8 47.6
Petroleum, coal products 0.3 5.2
Metal products 17.4 69.3
Non-metallic minerals 10.2 55.7
Vehicles, transport equipment 40.6 95.0
Machinery 17.3 78.4
Electronic equipment 15.7 109.3

Industrial 7.9 74.3

ol  13a]  727]

Electricity 2.5 -2.4
Utilities 6.2 -2.8
Transport 3.2 -1.9
Telecoms, business services 6.5 -3.4
Financial services 6.1 -3.6
Other services -3.6

mm

TOTAL e e 520

Source: CGE Modelling Results. All numbers are in % changes relative to baseline.
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The ambitious scenario results are broadly consistent with the conservative scenario results,
except that the magnitudes tend to be higher in the former, as documented in Table 12 below
and Table 123, Table 124, and Table 125 in Annex 4.

Table 9: Sectoral Output changes in the Ambitious Scenario

N T T T e
0.8 0.6

Cereals -0.5 2.4 -0.2

Rice -0.5 1.7 0.8 -0.6 -1.2
Vegetables, fruit, nuts -0.5 2.2 3.1 2 -0.1
Oil seeds, vegetable oils -0.5 3.2 1.9 -0.6 0.2
Sugar -1.0 2.5 1.2 -0.4 0.1
Plant and animal fibres -0.4 1.3 0.5 0.3 -0.2
Processed foods, fish -0.3 1.7 1.5 1.0 -1.1
Beef and sheep meat -1.2 2.0 2.4 4.0 0.6
Poultry meat, pork -0.3 3.7 0.5 -1.2 -0.1
Other animal products -0.3 2.2 1.5 3.0 -0.1
Beverages and tobacco 0.0 0.2 0.4 -1.8 -0.7
Dairy products -0.1 -0.2 0.6 -2.4 -0.1
Wood and paper 0.0 0.6 0.1 1.8 -1.2
Coal 0.0 0.2 0.2 0.0 0.0
Oil 0.0 0.1 0.1 0.0 0.0
Gas -0.6 -0.1 2.6 -14.7 -9.8
Minerals 0.0 0.1 0.1 0.0 0.0
Textiles, apparel, leather -0.1 0.9 0.9 1.9 -0.3
Chemicals, rubber, plastic 0.2 0.2 -0.2 -1.9 -2.4
Petroleum, coal products 0.1 0.1 0.4 -0.4 0.2
Metal products 0.2 -2.5 -1.3 -5.4 -3.1
Non-metallic minerals 0.2 0.7 0.8 0.2 -1.1
Vehicles, transport equipment 0.6 -1.8 -3.2 -14.4 -3.3
Machinery 0.5 -5.1 -2.9 -1.4 -4.5
Electronic equipment -0.4 2.2 2.7 1.8 0.8
Electricity 0.1 0.2 0.0 -1.0 1.0
Utilities 0.4 0.7 1.5 1.2 0.3
Transport 0.0 0.4 0.8 0.4 0.0
Telecoms, business services 0.0 0.7 1.0 0.6 0.1
Financial services -0.1 0.4 0.7 0.3 -0.1
Other services 0.0 0.3 0.6 0.1 -0.1

Source: CGE Modelling Results. All numbers are in % changes relative to baseline.
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Table 10: EU-Mercosur bilateral trade changes by sector in the ambitious scenario

EU imports from Mercosur EU exports to Mercosur

Cereals 46.5 5.1
Rice 15.5 61.3
Vegetables, fruit, nuts 40.4 36.8
Oil seeds, vegetable oils 5.9 47.8
Sugar 27.3 47.8
Plant and animal fibres 13.6 25.3
Processed foods, fish 92.8 42.7
Beef and sheep meat 63.7 14.5
Poultry meat, pork 78.8 50.0
Other animal products 23.5 12.2
Beverages and tobacco 38.0 35.4
Dairy products 165.3 120.9

Agri-food 30.7 44.9
Wood and paper 12.1 83.1
Coal 0.4 28.1
Oil 0.1 25.0
Gas 34.4 302.8
Minerals 0.4 4.2
Textiles, apparel, leather 36.5 424.1
Chemicals, rubber, plastic 16.2 60.2
Petroleum, coal products 0.4 9.3
Metal products 22.1 84.9
Non-metallic minerals 12.5 71.7
Vehicles, transport equipment 47.5 114.4
Machinery 24.0 100.5
Electronic equipment 21.6 148.7

Industrial 9.6 94.1

. Goss| w70l 920

Electricity 4.0 4.3
Utilities 8.6 2.7
Transport 4.5 4.0
Telecoms, business services 9.2 1.4
Financial services 8.5 1.8
Other services 7.3 2.0

Source: CGE Modelling Results. All numbers are in % changes relative to baseline.
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Based on the results from both conservative and ambitious scenarios, we may observe broadly
that the EU gains overall from the FTA with Mercosur. Small decreases in output in most of the
non-manufacturing sectors are outweighed by increases in others. The GDP gains in Mercosur
countries are larger in relative terms than in the EU, though they are smaller in absolute terms.
Non-EU, non-MERCOSUR countries may be slightly negatively affected due to trade diversion.

2.4. Policy Recommendations

= Mercosur should implement a gradual introduction of the related tariff changes
to give the involved actors enough time to accommodate and mitigate the negative
effects in the output of vehicles and machinery.

= The EU should consider the use of quotas and partial liberalisation to minimise
the impact in sectors such as beef, poultry and sugar. This will allow farmers and
producers to reduce their exposure and limit the impact of the agreement.

* Mercosur members should introduce re-training policies to smooth the
transition of workers between sectors. This would help tackling the structural
changes brought by the agreement to Mercosur economies, such as contracting industrial
sectors and expanding agriculture (including food production) and services.
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3. Social Analysis

3.1. Methodology

Our social analysis builds upon our team’s CGE and sectoral analysis as well as additional
quantitative and qualitative tools to assess the potential effects of an EU-Mercosur trade
agreement on employment and decent work. The analysis assesses the potential impacts on
employment (including in the informal economy), decent work, working conditions, as well as
distributional impacts (including poverty income inequalities). Furthermore, the interaction
between the envisaged agreement and the effective implementation of the international Core
Labour Standards and fundamental Conventions of the International Labour Organisation, as
well as the realisation of the other strategic objectives of the ILO Decent Work Agenda
(employment creation, social protection, rights at work and social dialogue) is investigated.
Other Conventions from the ILO and other UN bodies are taken into consideration, where
relevant. This SIA also assesses how the potential agreement could contribute to the uptake of
internationally agreed principles and guidelines on corporate social responsibility (CSR)/
responsible business conduct (RBC).

The quantitative analysis draws on the CGE modelling results. The qualitative analysis first relies
on desk research on expert sources, academic literature and specific studies not only on EU
trade relations with the Mercosur region and individual Mercosur members, but also on the
latter’'s experience with other trade negotiations to the extent that they shed light on specific
social effects of trade liberalisation. Second, to further appraise the potential effects of trade
liberalisation on labour markets, this section scrutinises each party’s compliance with core ILO
conventions, relying mainly on the ILO NORMLEX database. Third, the team outlines each party’s
approach to the trade-labour linkage. Last, in each section, the social analysis draws from the
results of stakeholder consultation in Mercosur and EU countries, and more specifically on the
insights from business associations, labour unions, non-governmental organisations (NGOs) and
relevant experts from government and academia.

3.2. Baseline

EU trade policy has become one of the main pillars of the EU’s external action to promote
sustainable development, decent work and core labour standards, whether at the unilateral,
bilateral/regional or multilateral levels. At the unilateral (i.e. non-reciprocal) level, EU trade
policy has designated the ratification and application of the ILO’s eight fundamental conventions
on labour rights as a precondition for obtaining GSP+ status.®In its 2015 Trade for All Strategy,
the EU reasserted its ambition to “promote an ambitious and innovative sustainable development
chapter in all trade and investment agreements”, vowing to achieve “far-reaching commitments
on all core labour rights” and to ensure “high levels of occupational health and safety and decent
working conditions in accordance with the ILO Decent Work Agenda” (EC, 2015a). Combining
economic analysis and policy research, this section examines recent socio-economic trends in
the Mercosur region to assess the prospects of the EU-Mercosur trade agreement to fulfil the
EU’s social objectives.

¢ For more details on GSP, see EU Commission (2020), "Report on the Generalised Scheme of Preferences covering the
period 2018-2019”, available from: https://trade.ec.europa.eu/doclib/press/index.cfm?id=2112
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The baseline provides an overview of current socio-economic trends in both Mercosur and EU
countries, with a specific focus on current trends in employment and wages, poverty and income
inequality (Gini index). In parallel with these economic and political trends in the region, the
second focus of this section is on Mercosur and EU countries’ adherence to and enforcement of
international labour standards (with an emphasis on ILO Core Labour Standards) and the decent
work agenda (including social protection, social dialogue and health and safety at work).

3.2.1. Recent Trends in Employment and Wages

The first decade of the twenty-first century was a period of significant economic development in
Latin America, as witnessed by:

=  Sustained growth contributing to better labour market performances;
= A notable decline in both absolute and relative poverty;

= A steady reduction of income inequality, as illustrated by the unprecedented drop in the
regional Gini coefficient falling from 0.57 to 0.52 between 2000 and 2012 (Alvaredo &
Gasparini, 2015); and

» Growing GDP per capita and an expanding middle-class that grew from 23% to 34%
within a decade, overtaking for the first time, the number of people living in poverty
(Vakis, Rigolini & Lucchetti, 2016).

Overall, Mercosur largely benefitted from the regional economic boom of the 2000s as witnessed
by the overall decline in unemployment since the beginning of the twenty-first century. These
trends were particularly beneficial to Argentina, gradually recovering from its financial crisis,
Uruguay and Brazil before the latter was hit by a severe recession in 2015-2017 (Figure 2).
Since spring 2018, Argentina has suffered from a dramatic decline in the value of the peso,
surging inflation (close to 30% on a yearly basis in June 2018) and economic slowdown that
could soon lead the country to economic recession and compromise its recent socio-economic
performance.

Figure 2: EU and Mercosur unemployment trends (2000-2019)
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Source: World Bank (modelled ILO estimates),; Eurostat.

Meanwhile, the average unemployment rate among the 28 EU members fluctuated between 9
and 11%, peaking at 10.9% in 2013, in the aftermath of the financial-crisis-cum-sovereign-
debt-crisis, before gradually falling under 8% in 2017. Of course, average trends on EU labour
markets mask large disparities between European countries, some of which like Greece and
Spain being severely hit by the financial crisis (with unemployment rate peaking in 2013 at 27.5%
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and 26.1% respectively) while others like Germany and Austria proved much more resilient to
economic slowdown in Europe (5.2% and 5.4%).

Measures of employment participation and unemployment in Mercosur countries must be
contextualised with traditionally high levels of informal employment in the region in both
agricultural and non-agricultural sectors. For non-agricultural activities, the share of informal
workers in Mercosur varies from one third (Uruguay) to two thirds (Paraguay) of the labour
market. Overall, however, the past decade has witnessed a relative decline in informal
employment, particularly significant in Uruguay.

Figure 3: Informal employment and informal sector in Mercosur countries as a percent
of employment (%)
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Source: ILO and World Bank.

The trends are not only the logical result of economic recovery in the aftermath of the 2008-
2009 financial crisis but stem from the adoption of policy reforms that have proved particularly
effective for salaried workers. For instance, after the convertibility crisis, Argentina adopted a
series of labour formalisation policies that included changes in tax administration and policy,
labour inspection measures, social protection policies and active labour market reforms. This
multipronged approach, along with an improving macro-economic context, allowed informal
salaried employment to drop from 49% in 2003 to 33% in 2014 (Betranou and Casanova, 2016).
In the short term, Argentina’s economic recession (2018-2019) may offset some of these socio-
economic achievements. In Uruguay, the combination of counter-cyclical economic policies in
the aftermath of the financial crisis and targeted formalisation reforms - among which tax
incentives encouraging hiring, policies stimulating investment in production and human capital
- enabled the country to reduce informal employment among private sector wage workers by
half in less than 10 years - from 36.4% in 2004 to 17.1% in 2012 (ILO, 2014).

In the European Union, the incidence of informal employment varies greatly from one country
to another, with some members (e.g. the Baltic states, Sweden) recording fewer than 10% of

workers in informal employment while others are closer to or even above half of the workforce
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(e.g. Greece, Cyprus).” Under an alternative measure of “undeclared work” using the Labour
Input Method (LIM), 8 the EU average level of labour informality in the private sector stands at
16.4%, with percentages ranging from 7.1 in Germany to 27.3 in Poland.® Since the early 2000s,
the EU has been committed to labour formalisation reforms, advocating a balanced mix of
prevention (e.g. tax benefits and administrative regulations) and awareness raising, sanctions
and law enforcement, and promoting dialogue and cooperation among EU members. 1° EU
members have followed these guidelines with mixed results, the incidence of undeclared work
remaining primarily driven by broader labour market conditions and poverty.!!

Poverty and inequality in the European Union

The number of people living in absolute poverty in the European Union is consistently limited,
between 2 to 3 million people between 2004 and 2017 (World Bank). In fact, the EU itself applies
only a relative poverty measure to assess its Member States. The limited extent of absolute
poverty is also confirmed by the number of people living with less than $5.50 a day, which was
10.4 million in 2004, slightly increased after the 2008 financial crisis and recovered to reach 8.6
million in 2017 for the whole of the EU (World Bank).

Income inequality in the EU has been stable with a Gini coefficient of approximately 31 from
2004 until 2017 (World Bank).

Figure 4: Number of people living with less than $1.90 a day (millions, 2011 PPP)

—mmm 2017

European Union

Source: World Bank database Poverty and Equity;
https://databank.worldbank.org/source/poverty-and-equity/preview/on

Poverty and inequality in Mercosur

Between 2004 and 2017, both the number and share of people living in absolute poverty declined
in Mercosur countries. The number of poor people living with less than $1.90 per day - the official
international poverty line (IPL) established by the World Bank — decreased in the region, despite
bouncing back in the aftermath of the 2015-2016 recession in Brazil (Figure 5). When adjusted

7 European Commission (2016), “Undeclared Work,” Figure 1 p. 3, available at:
https://ec.europa.eu/info/sites/info/files/file_import/european-semester_thematic-factsheet _undeclared-work_en.pdf
8 This includes 1) informal activities, typically cash in hands transactions undertaken by service providers to households
or individuals (e.g. gardening, plumbing) where no business records are kept; and 2) hidden and underground activities
where the transactions themselves are not against the law, but are unreported to avoid official scrutiny (e.g. envelope
wages). See European Commission (2017), “"An evaluation of the scale of undeclared work in the European Union and
is structural determinants: Estimates using the Labour Input Method,” available at: https://op.europa.eu/en/publication-
detail/-/publication/8c3086e9-04a7-11e8-b8f5-01aa75ed71al/language-en

9 Ibid. Figure 2 p. 13.

10 FU Commission’s 2007 declaration on “Stepping up the fight against undeclared work,” the European Commission
identified drivers of undeclared work and available at: https://eur-
lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2007:0628:FIN:EN:PDF; see also EU Decision 2016/344 of the
European Parliament and of the Council of 9 March 2016 on establishing a European Platform to enhance cooperation in
tackling undeclared work, available at:

11 For a detailed analysis of undeclared work and policies undertaken by individual members, see EU Commission (2013),
Employment and Social Developments Review in Europe 2013, chapter 4.
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by income levels, other measures of poverty like the $5.50 poverty threshold reveal similar
trends (Figure 6).12

Figure 5: Number of people living with less than $1.90 a day (millions, 2011 PPP)

25.0

20.5
20.0

m 2004
= 2009
2014
2017

15.0

10.0

5.0

0.40.40.20.1 0.00.00.00.0

0.0 -

ARG BRA PRY URY

Source: World Bank.

Figure 6: Percentage of people living with less than $5.50 a day, 2011 PPP
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Source: PovCalNet, World Bank. * Urban.

12 In 2015, the World Bank adjusted its international poverty line (IPL) from $1.25 to $1.90. Since 2017, the World Bank
also provides two additional measures of poverty adjusting for income levels, at $3.20 for lower-middle income countries,
and $5.50 for upper-middle income countries. All Mercosur countries are classified as upper-middle income countries,
with the exception of Uruguay, a high-income economy. These international poverty thresholds differ from national
poverty measures that are relative, i.e. set as 50% of the national median income. For a discussion, see World Bank
(2017), ‘“Monitoring Global Poverty. Report of the Commission on Global Poverty,” available from:
https://openknowledge.worldbank.org/bitstream/handle/10986/25141/9781464809613.pdf
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The decline of poverty in Mercosur and the concomitant expansion of the middle class are
logically reflected in measures of inequality. With the exception of Paraguay, all Mercosur
members experienced a remarkable decline in income inequality between 2004 and 2017.

Figure 7: Income inequality in Mercosur (Gini coefficient)
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Source: World Bank.

Other indicators corroborate these trends. A recent IMF study of inequality in Brazil reveals that
access to durable goods dramatically expanded in the decade that preceded the country’s
economic and political crisis (2015-2016) (Figure 8).

Figure 8: Brazil: Convergence in Access to Durable Goods by Households (% of
Brazilian households)
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However, these aggregate trends at the national level only provide a partial picture of poverty
and inequality in Mercosur countries. First, the incidence of poverty dramatically differs within
the regional bloc. At 2.9% (2017), Uruguay has the lowest poverty rate on the Latin American
continent- is more than six times as high with 18.6% (World Bank). Second, within each country,
geographic disparities can be even more significant, with certain areas being completely
excluded from economic growth. A recent study shows, for instance, that the rate of chronic
poverty, '3 estimated at a 20% national average for Brazil, can range from 5% in the Santa
Catarina region to up to 40% in Cearda, a ratio close to the high chronic poverty levels of
Honduras (Alvaredo & Gasparini, 2015). Third, the depth and persistence of poverty differ
between rural and urban areas. While urban areas may provide greater opportunities for social
mobility than rural regions, they are also more likely to concentrate larger pockets of poverty.
This means that the social analysis cannot be confined to aggregate indicators but must also
seek to factor in geographic disparities, whether this pertains to poverty, unemployment or
income inequality.

Notwithstanding the persistence of pockets of poverty and social ills affecting most severely
certain regions and segments of the population, 4 the combination of vibrant economic growth
and targeted social policies played a significant role in reducing regional inequality in the twenty-
first century. This is particularly true for Brazil, a complex continental economy that requires
closer analysis. Despite wide regional economic disparities, Brazil experienced a notable decline
in both intra- and inter-regional inequality between 2004 and 2014, although some of these
gains were undermined by the economic recession of 2015-2016. These trends were evident
under various measures (e.g. Gini, income distribution by quintile), whether tracing inequality
at the state, regional or federal levels (Figure 9). One of the most notable achievements of the
2004-2014 period is the fact that income grew faster in the poorer regions of the North,
Northeast, and Midwest (blue, navy, and yellow lines in third chart of Figure 9).

13 Using cross-sectional datasets from Dang et al (2014) and Dang & Lanjouw (2015), the authors define a household
as chronically poor if it was poor in both 2004 and 2012.
14 For greater details, see sections on labour rights below and the human rights analysis.

44



|-SE SIA in support of the association agreement
negotiations between the European Union and Mercosur

Figure 9: Income convergence between and within Brazilian states and regions
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However, Brazil’s political and economic crisis of 2015-2016 eroded some of the gains achieved
during the previous decade. Not only did unemployment more than double between 2014 and
2017 (reaching a peak of 13.7% in March 2017) but income inequality (Gini) and poverty also
climbed back (Skoufias et al 2017). These trends were exacerbated by budget cuts in the Bolsa
Familia family poverty relief program that had played a central role in rolling back poverty and
inequality in the previous decade. Although these negative trends jeopardised Brazil’s economic
miracle, the country has begun to recover from the economic recession, e.g. with unemployment
steadily receding from 13.7% in March 2017 to 11.8% in the third quarter of 2019.

3.2.2. Overview of Core Labour Standards in the EU and Mercosur

In its 1998 Declaration on Fundamental Principles and Rights at Work, the International Labour
Organisation (ILO) established four core labour standards that are deemed universal and have
since served as a benchmark for the protection of workers’ rights: 1) freedom of association and
the effective recognition of the right to collective bargaining; 2) the elimination of all forms of
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forced or compulsory labour; 3) the effective abolition of child labour; 4) and the elimination of
discrimination in respect of employment and occupation. These four core labour standards are
protected by the following eight fundamental conventions:

Freedom of Association and Protection of the Right to Organise, 1948 (Convention 87)

Right to Organise and Collective Bargaining, 1949 (Convention 98)

Forced Labour, 1930 (Convention 29)

1.
2
3
4. Abolition of Forced Labour, 1957 (Convention 105)
5. Minimum Age, 1973 (Convention 138)
6
7
8

Worst Forms of Child Labour, 1999 (Convention 182)

Equal Remuneration, 1951 (Convention 100)

Discrimination (Employment and Occupation), 1958 (Convention 111)

Since the Declaration on Social Justice for a Fair Globalization in 2008 (the Social Justice
Declaration), the ILO has put increasing emphasis on the “governance Conventions”, i.e.
conventions considered to be the “most significant from the viewpoint of governance.” These
are considered to be “priority instruments” for their importance to the functioning of the
international labour system. They include: the Labour Inspection Convention, 1947 (No. 81);
the Employment Policy Convention, 1964 (No. 122); the Labour Inspection (Agriculture)
Convention, 1969 (No. 129); and the Tripartite Consultation (International Labour Standards)
Convention, 1976 (No. 144).

EU’s approach to labour standards

All EU member states have ratified the eight ILO fundamental conventions since 2007, as well
as the priority convention on labour inspection since 2009. Most of them have also ratified the
main social governance conventions (e.g. employment policy and tripartite consultation) while
many have ratified other conventions supporting the four strategic objectives of the Decent Work
Agenda: employment, social protection, social dialogue and tripartism and fundamental
principles and rights at work (ILO, 2018). The EU has progressively intensified its support in its
internal and external policies and actions for ILO standards, frameworks and initiatives such as:
support for core labour standards (2001, 2012), social dimension of globalisation (2004), decent
work (2006), global jobs pact (2009) and social protection floors (2012). Additionally, the EU
has played an instrumental role in the development of many ILO initiatives, among which the
Maritime Labour Convention (2006) and the joint EU-ILO Tackling Child Labour through
Education (TACKLE) program (ILO, 2012). EU Member States are also part of the regular
monitoring of the ILO conventions carried out by the ILO monitoring bodies. Finally, the EU
promotes international labour standards as part of its trade strategy (see below).

The general convergence of EU and ILO policy goals must not obscure national differences in
compliance with ILO standards across the EU. A close analysis of the ILO 2016 report on the
“Application of International Labour Standards” and the latest data available (2015) from the
NORMLEX information system reveals a wide range of compliance issues among EU member
states (ILO, 2016a). Several fundamental labour conventions feature among the most common
conventions subject to direct requests from the ILO. In 2015, the conventions subject to the
greatest number of cases pertain to freedom of association and the effective recognition of the
right to collective bargaining (conventions 87 and 98) and have involved many different EU
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member states. In 2015, the conventions subject to the greatest number of cases pertain to
freedom of association and the effective recognition of the right to collective bargaining
(conventions 87 and 98) and have involved many different EU member states. Direct requests
by the ILO were also brought with regard to the effective abolition of child labour (conventions
138 and 182), and the elimination of discrimination in respect of employment and occupation.
Beyond core labour standards, the 2006 Maritime Labour Convention has been also frequently
subject to compliance issues, as have Governance conventions like Convention 81 Labour
Inspection Convention and Convention 129 on Labour Inspection. However, as explained below,
the presence of direct requests may not necessarily indicate a significant or pervasive issue with
compliance of ILO and may at times signal rising awareness and even progress in a particular
field.

Mercosur’s approach to labour standards

Mercosur members have been supportive of the International Labour Organisation since its
foundations. Their enforcement of international labour standards is conditioned both by
individual members’ ratification of ILO conventions as well as regional institutions. All Mercosur
members have ratified the 8 fundamental Conventions, with the exception of Brazil, which has
not ratified convention 87 on Freedom of association and protection of the right to organise
(1948). No Mercosur member has ratified all four governance Conventions, with the exception
of Uruguay. Other members ratified at least two (Paraguay) or three (Brazil and Argentina) out
of these governance conventions, the least ratified convention being - in Mercosur as elsewhere
- convention 129 (1969) on Labour Inspection in Agriculture.

3.2.3. Overview of Labour Rights Enforcement in Mercosur Members

The situation of workers’ rights in the Mercosur region is one of contrasts. On the one hand,
labour movements have traditionally played an important role in Latin American politics,
although this influence differs among Mercosur countries. Burgess (2010) defines four types of
relations between labour groups and the state across Latin America: labour populism, pluralist
welfarism, paternalist dictatorship and conservative oligarchy. Brazil and Argentina are defined
as labour populist regimes with strong unions with close links to the state or a political party.
Uruguay is classified as pluralist welfarism, characterised by relatively generous social policies,
strong rule of law and weak ties between the state and trade unions. Paraguay, despite having
democratically elected governments since 1992, has labour relations and a welfare system that
are in part conditioned by its previous history of paternalistic dictatorship. The nature of these
labour-state relationships has shaped the enforcement - or lack thereof — of workers’ rights and
the scope of social protection among Mercosur members.

Indeed, officially, Mercosur countries have shown support for the ILO since its foundations and
ratified most ILO core conventions. In practice, however, there is a persistent gap between de
jure labour standards and de facto labour standards that stems not only from state-labour
relations, but also the significant incidence of informal employment in the region, the strong
regional disparities among and within Mercosur members, as well as the promotion of labour
market flexibilisation policies by international financial institutions.

The following analysis of fundamental labour rights draws on the NORMLEX database to examine
recent cases submitted to the ILO Committee of Experts on the Application of Conventions and
Recommendations (thereafter CEACR or Committee of Experts). The rest of this section
highlights contentious issues in the implementation of ILO standards in Mercosur countries.
Arguably, comments and requests provided by the CEACR on issues of compliance may not

47



|-SE SIA in support of the association agreement
negotiations between the European Union and Mercosur

always reflect a systemic problem of non-compliance in one country but can also provide
guidelines on how to sustain progress achieved in a particular field such as the elimination of
child labour. Yet, when put in perspective with other measures of labour rights enforcement,
expert sources and stakeholder consultation, they provide an indication of the main challenges
of labour rights enforcement in Mercosur countries.

Freedom of association and right to collective bargaining

Unions’ rights in Mercosur countries are officially well protected given the important political role
played by labour organisations in national and local politics. However, as in most labour
standards in the region, their enforcement on the ground depends on the sector and the region
under consideration. National labour laws protect both freedom of association and the right to
collective bargaining.!> As mentioned above, all Mercosur members have ratified fundamental
conventions 87 and 98, with the exception of Brazil, that has yet to sign convention 87. Up until
the 2017 labour reform, Brazilian employees were mandatorily enrolled in a union and organised
labour continues to exert strong influence to protect workers’ rights. The latter reform has been
criticised by Brazil’s Unified Workers’ Centre for undermining not only union rights and collective
bargaining but also for having broader repercussions on working conditions including overtime,
holidays as well as part-time work (ILO, 2018). These issues were raised emphatically by
Brazilian stakeholders during a consultation held in Brussels.

Using ILO statistics, Table 11 compares the levels of union density and union concentration
between Mercosur members, while Figure 10 measures the enforcement of freedom of
association and the overall protection of labour rights based on data from the World Justice
Project. 16

Table 11: Union density and concentration among Mercosur members

Argentina 27,7 High
Brazil 18,9 Low
Paraguay 6,7 Low
Uruguay 30.1 High

Source: ILOSTAT, Roberts (2014).

15 A study of ILO National Labour Law country profiles reveals the large of legal scope of labour standards in each
Mercosur country with regard to trade union and employers’ association regulation, collective bargaining and
agreements, workers’ representation in companies, dispute settlements, labour courts as well as strikes and lock outs.
16 The World Justice Project (WJP) provides data on the rule of law. The 2019 edition covers 126 countries and
jurisdictions, relying on more than 120,000 household surveys and 3,800 expert surveys to measure how the rule of
law is experienced in practical, everyday situations by the general public worldwide. Performance is measured using 44
indicators across eight primary rule of law factors, each of which is scored and ranked globally and against regional
and income peers. The two indicators displayed here fall under the Fundamental Rights category and are defined in
the following terms: 4.7 Freedom of assembly and association is effectively guaranteed; and 4.8 Fundamental labour
rights are effectively guaranteed. For more details, see https://worldjusticeproject.org/our-work/wjp-rule-law-index
17 Latest ILO data: Argentina, 2014, Brazil, 2016, Paraguay, 2015; Uruguay, 2013.

18 Roberts’ defines three types of union concentration in Latin America: 1) “low” union concentration as indicating that
less than 40% of union members belong to the largest labor confederation; 2) a "medium” ranking indicating that
between 40 and 70 % of union members belong to the largest confederation; 3) and a “high” ranking for over 70%.
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Figure 10: Measures of freedom of association and labour rights protection in Mercosur
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Source: World Justice Project, 2020. * Dataset does not include Paraguay. Note: Score nearer to 1.0 corresponds to
stronger adherence to the rule of law, score nearer to 0.0 corresponds to weaker adherence.

At the regional level, data from World Justice Project reveals a contrasted picture among
Mercosur countries. With regard to freedom of association and under a broad measure of labour
rights '°, Uruguay and Argentina perform better than most Latin American and Caribbean
countries, while Brazil obtains lower scores than the regional average.

The fact that Mercosur workers are officially free to organise and that unions play a non-
negligible role both in national politics and collective bargaining doesn’t mean that workers in all
sectors are always represented or protected, nor that union rights are fully enforced. In fact,
several reports have documented workers’ rights violations across Mercosur countries. Table 12
draws on the NORMLEX database to review cases submitted to the ILO Committee of Experts on
the Application of Conventions and Recommendations (thereafter CEACR or Committee of
Experts) that reflect contentious issues in the implementation of ILO standards in Mercosur
countries. Cases related to unions’ rights are among the most common complaints brought to
the CEACR.

19 This includes core labour standards other than freedom of association, i.e. including the right to collective
bargaining, the prohibition of forced and child labor, and the elimination of discrimination.
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Table 12: Convention 87 and 98 cases brought to CEACR in Mercosur?2°

ILO Core Labour Examples of cases reviewed by ILO Committee of Experts?!
standards

Freedom of association = State measures infringing upon freedom of association (A), right to
and the effective strike (A), trade union election (A)

recognition of the right to . Investigation of killings of trade union leaders (B)
collective bargaining

» Inadequate protection of collective bargaining (A, B)
(conventions 87 and 98)

Inadequate protection against anti-union discrimination (A, B)
Source: ILO Normlex, 2018.

Table 12 illustrates the gap between de jure and de facto labour standards in Mercosur countries
by revealing the wide extent of unions’ rights violations, ranging from political reforms
undermining freedom of association to anti-union persecution and murders of union leaders.
Workers’ rights violations have recently been raised in the ILO Committee of Experts in relation
to all Mercosur members with the exception of Uruguay, where infringements upon workers’
rights are both rarer and more benign. Indeed, Uruguay ranks first in the region in the World
Justice Project Rule of Law Index.

Elimination of all forms of forced and compulsory labour

While both national labour laws and ILO commitments (ratification of conventions 29 and 105)
have made forced labour illegal in all Mercosur countries, this phenomenon has endured in
various forms in the region including agricultural forced labour under conditions of debt bondage
in the Brazilian Amazon region, cattle ranchers in Paraguay’s Chaco region, or domestic workers
throughout the region.?? Indigenous populations, internal migrants (often victims of human
trafficking), blacks or mestizos (mixed-raced), women and children are the most vulnerable to
these practices. A combination of geographic and socio-economic factors have contributed to
the persistence of forced labour. These include, among others, a weak state presence in remote
areas, low investment in education resulting in poor literacy and numeracy levels, poverty,
unequal land distribution as well as the lack of identity documents that render victims invisible
to national authorities (International Labour Office, 2005; Costa, 2009).

20 Cases are selected according to three criteria: 1) relevance to core labour standards; 2) nature of ILO comments
(direct requests, as opposed to simple observation),; 3) recency of the case (four years maximum).

2L A = Argentina; B = Brazil; P = Paraguay; U= Uruguay.

22 The definition of slave labour in Brazil (trabalho escravo) is close to the ILO’s notion of forced labour but goes
beyond it to include unacceptable or degrading working conditions. For convenience purposes, the term forced labour
is used to cover both meanings in this section.
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Table 13: CEACR cases related to forced labour in Mercosur?3

ILO Core Labour standards Examples of cases reviewed by ILO Committee of Experts

Elimination of all forms of = Work of prisoners for private enterprises (A)

forced or compulsory = Exploitation and debt bondage of indigenous populations (P)
labour (conventions 29 and

105) » Implementation of policies designed to eliminate forced or

compulsory labour (B, P)
= Work imposed on non-convicted detainees (P)

= Implementation of policies to combat human trafficking and
exploitation (A)

Source: ILO Normlex, 2018.

Table 13 sets out the types of cases related to compulsory labour in Mercosur countries. Latin
American governments have responded to these cases, often with assistance from international
organisations like the ILO. Brazil has arguably adopted some of the boldest reforms to combat
forced labour over more than two decades. These efforts began with the creation in 1995 of an
interministerial body to coordinate action against forced labour and have since included: the
creation of the National Commission to Eradicate Slave Labour (CONATRAE), in charge of
coordinating the First and Second National Plans to eradicate forced labour; the establishment
of labour courts in regions concentrating cases of compulsory labour?* the drawing up of the
“Dirty List” of companies employing forced labour; the monitoring of companies’ supply chains
and the creation of the Special Mobile Inspection Group (GEFM). Between 1995 and 2008, the
latter has rescued more than 30,000 forced workers. This progress dovetails with the process of
labour formalisation discussed above and confirm that the conjunction of favourable economic
conditions and targeted political reforms can yield substantive socio-economic results.

Like Brazil, Paraguay has a history of cases of forced labour, and more specifically debt bondage
and exploitation of indigenous populations (especially in the Chaco region). In 2017, the CEACR
estimated that least 8,000 workers were victims of forced labour in the Chaco region. Forced
labour in Paraguay has been taken up by the ILO’s Committee of experts for 20 years, in parallel
with efforts undertaken by the United Nations Permanent Forum on Indigenous issues, the
Special Rapporteur on the rights of indigenous peoples and the ITUC for at least 20 years. In
November 2016, the Paraguayan government adopted a new National Strategy for the
Prevention of Forced Labour for 2016-2020, designed to coordinate key government agencies to
combat compulsory labour. Benefitting from ILO technical assistance, this program also aims to
strengthen the labour inspectorate for the prevention and eradication of forced labour, by
improving inspectors’ training, increasing their number and expanding their geographical
distribution. The success of this program will hinge upon the political will of the government of

23 Cases are selected according to three criteria: 1) relevance to core labour standards; 2) nature of ILO comments
(direct requests); 3) recency of the case (four years maximum).

24 These programs consist of awareness campaigns, new sanctions against offenders, new measures aimed at
increasing the release of forced labour victims through the intervention of mobile police units etc. International Labour
Office, ibid.
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Paraguay to seriously tackle this decades-old issue.?> Other measures in the region include
targeted programmes like Argentina’s long efforts to combat human trafficking such as its
national programme to combat trafficking in persons, as well as policies designed to combat
discrimination against indigenous populations. 26

Despite its long commitment to the prohibition of forced labour, the European Union is not
immune to this phenomenon. A 2012 ILO report estimated the total number of victims of forced
labour in the EU at 880,000, with cases primarily concentrated in sexual exploitation (30%),
domestic work, agriculture, manufacturing and construction?’. In 2015, the European Council
decided to recommend that EU Member States ratify the ILO’s new Protocol to the Forced Labour
convention. Under this Protocol (P29), countries reassert their commitment to 1) prevent the
use of forced labour, especially in the context of human trafficking; 2) improve the protection of
victims; and 3) provide access to compensation. Countries ratifying P29 are required to develop
a national policy and plan of action, while the protocol also enhances international cooperation.
In early 2020, 17 EU members had ratified P29. There is a specific reference to this Protocol in
Article 4.5 of the Trade and Sustainable Development Chapter. In parallel, the European Union
has also devoted attention and resources to fighting human trafficking, most notably through its
“EU Strategy towards the Eradication of Trafficking in Human Beings 2012-2016" and its 2011
Anti-Trafficking Directive - the latter also contributing to the protection of victims, the
development of gender-specific approaches to human trafficking among member states, and the
strengthening of international cooperation.

Effective abolition of child labour

Like forced labour, the situation of child labour in Mercosur members is subject to wide regional
disparities and contingent upon socio-economic factors like poverty, weak government presence
and in low investment in education. The problem of child labour and the various political
responses adopted by Mercosur governments are also linked with other human and labour rights
issues such as forced labour, human trafficking and the situation of indigenous populations,
some of which are discussed in the human rights analysis. Mirroring progress in poverty
reduction and labour market formalisation, the conjunction of favourable socio-economic trends
and targeted policy reforms have yielded tangible results and should continue to do so in the
upcoming years absent political or economic reversals. Table 14 lists cases related to child labour
in Mercosur countries. Analysis of CEACR comments over the past five years reveals not only
persisting challenges regarding the regulation of child or youth employment but also marked
interest in the policies and programs that Brazil, Argentina, Paraguay or Uruguay have developed
over the past decade.

25 This paragraph draws from the Normlex database and more specifically, Discussion: 2017, Publication: 106 ILC
session (2017), Forced Labour Convention, 1930 (No. 29) - Paraguay, available at:
http://www.ilo.org/dyn/normlex/en/f2p=1000:13100:0::NO:13100:P13100 COMMENT ID:3330959

26 On indigenous populations, see the human rights analysis.

27 JLO (2012), “Forced Labour: The EU Dimension,” available from: https://www.ilo.org/wcmsp5/groups/public/---
europe/---ro-geneva/---ilo-brussels/documents/genericdocument/wcms 184976.pdf

More recent ILO publications consider Europe as a whole and combine it with Central Asia, bringing the estimated
number of forced workers to 2.6 million. However, countries with the highest levels of forced labour per capita are
primarily located “at the EU’s doorstep” (ILO, 2012) in the Central and South Eastern Europe. ILO (2017), "2017
Global Estimates of Modern Slavery and Child Labour. Regional brief for Europe and Central Asia,” available from
https://www.ilo.org/wcmsp5/groups/public/@ed norm/@ipec/documents/publication/wcms 597874.pdf
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Table 14: CEACR cases related to child labour in Mercosur?28

ILO Core Labour standards Examples of cases reviewed by ILO Committee of Experts

Effective abolition of child = Hazardous types of work (B, P, U)
labour (conventions 138 = Work performed in streets and public spaces (B)
and 182) = Labour inspection (P)

= Implementation of policies to eliminate child labour (B, A)
Source: ILO Normlex, 2018.

Brazil has adopted a series of reforms since the 1990s that have contributed to the decline of
child labour. This includes legislation banning work for anyone under 16 (1990 State and
Adolescent State (ECA)); conditional cash transfers like the Child Labour Eradication Programme
(PETI) and Bolsa Familia (which absorbed PETI'’s cash transfers) that encourage families to take
their children out of work and keep them in school. Combined with other measures to eradicate
forced labour, these policies have achieved significant progress over the past two decades,
although child labour (especially in the Nordeste) remains a persistent challenge to policy makers
to this day.

Likewise, over the past decade, Argentina has adopted several programs to protect child rights
and better enforce conventions 138 and 182. In 2015, it adopted its third National Plan for the
Prevention and Elimination of Child Labour (2016-2020). The previous quadrennial plan (2011-
2015) helped develop a national information system compiling statistical data on child labour
and promoted technical cooperation between national (CONAETI) and provincial (COPRETI)
agencies working on the eradication of child labour. The Government also recently adopted
legislation to make education compulsory from age 4 and raised the national minimum age to
16 for agricultural and domestic work. These are only some of the initiatives adopted to eradicate
child labour in Argentina.?® This multi-faceted program has led to significant progress over the
past fifteen years. According to a recent ILO-UNICEF report, between 2004 and 2014, the
number of children engaged in work between the ages of 5 and 13 years fell by 66% and by 38%
for adolescents of 14 and 15 (ILO-UNICEF, n.d.).

Paraguay has adopted a similar plan for the Prevention and Elimination of Child Labour and the
Protection of Young Workers (2010-15) that includes similar measures such as data collection,
conditional cash transfers (TEKOPORA), targeted programs for the reduction of child labour on
the streets (ABRAZO). Uruguay’s own National Committee for the Elimination of Child Labour
(CETI) adopted a plan of action for the elimination of child labour in waste collection (2011-15).
These examples show that the eradication of child labour is a cause that all Mercosur members
have embraced. Although there is still room for progress in certain regions and specific sectors
of the informal economy, the improving trends of the past decade and a half provide hope for
future progress in this realm.

The EU has minimum requirements in place for the protection of young workers (under 18 years
of age) and their health and safety at work through the EU Directive 94/33/EC on the Protection
of Young People at Work. The employment of young people must be strictly controlled and
protected and includes provisions on permitted working hours, rest periods, etc. It stipulates

28 Cases are selected according to three criteria: 1) relevance to core labour standards; 2) nature of ILO comments
(direct requests, as opposed to simple observation); 3) recency of the case (four years maximum).
2% For more details, see DOL: https://www.dol.gov/sites/default/files/images/ilab/child-labor/Argentina 0.pdf
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certain types of employment which are not allowed to be carried out by young people, such as
that which exceeds their mental or physical capacities and if it involves harmful exposure to
dangerous substances. The Directive also prohibits the employment of children (under the age
of 15 or still in full-time compulsory education). Given its links with human trafficking, child
labour has, like forced labour, been the focus of the EU’s aforementioned anti-trafficking
initiatives (i.e. "EU Strategy towards the Eradication of Trafficking in Human Beings 2012-2016"
and its 2011 Anti-Trafficking Directive). Other international efforts include the ILO’s International
Program on the Elimination of Child Labour (IPEC) in Romania and Bulgaria. Since 2003, both
countries have participated in ILO-IPEC programs designed to combat trafficking of children and
eliminate worst forms of child labour. 3°

Elimination of discrimination in respect of employment and occupation

Like many other social indicators and labour standards in Latin America, many traditional forms
of discrimination such as gender, race, or social origin have receded over the past decade,
including in Mercosur countries. This is partly due to national policies and international assistance
related explicitly or implicitly to conventions 100 and 111. Table 15 presents the ILO Committee
of Experts’ comments and requests to Mercosur countries over the past five years (2012-2017).

In Europe, discrimination at work continues to be taken seriously by EU member states’ policies
as illustrated by the development of some of the broadest and most effective policies to combat
discrimination. Anti-discrimination and gender equity reforms have been adopted at both
national levels (e.g. France, Germany, Ireland, Denmark etc.) and at the supranational level,
e.g. within the framework of the “Strategic Engagement for Gender Equality”. The Commission’s
2010-2015 strategy for equality between women and men prioritised five key areas for action:
1) equal economic independence for women and men; 2) equal pay for work of equal value; 3)
equality in decision-making; 4) dignity, integrity and ending gender-based violence; and 5)
promoting gender equality beyond the EU. The 2015 report from the EU Commission underlined
the progress accomplished during the 2010-2015 plan (rising employment rate among women,
increasing participation in economic decision-making) and reasserted the relevance of its
priorities for the 2016-2019 period (EC, 2015b). Despite these reforms, different forms of
discrimination persist, with gender-related discrimination being subject to the greatest number
of direct requests by the ILO CEACR.

30 For more details on IPEC programs, see: https://www.ilo.org/ipec/Regionsandcountries/europe-and-central-
asia/lang--en/index.htm
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Table 15: CEACR cases related to discrimination in Mercosur3?

Examples of cases reviewed by ILO Committee of

ILO Core Labour standards

Experts
Elimination of discrimination in = Occupational segregation and gender pay gap (P)
respect of employment and » Discrimination on sex and sexual orientation; sexual
occupation (conventions 100 and harassment (P, B, U)
111) .

Measures related to protection against discrimination and
equality (A, U)

*= Indigenous peoples (A)

= Domestic workers (A, U)

= Workers with disabilities (A, U)

= Measures related to equality of opportunity and treatment

irrespective of race, colour and ethnicity (B, U)

= Wage gap legislation (U)

Source: ILO Normlex, 2018.

Overall, progress has been uneven across the Mercosur region, with discrimination against
indigenous people, young black men and women persisting in various forms. 32 For instance, the
CEACR notes Brazil’s important strides in combating discrimination since the early 2000s, most
notably with the creation of a Special Secretariat for Policies to Promote Racial Equality (SEPPIR)
with ministerial rank. The CEACR notes Uruguay and Argentina’s efforts to eliminate racial
discrimination through national programs (e.g. affirmative action measures for citizens of African
descent in Uruguay) but points to uneven progress, encouraging Argentina to step up its anti-
discrimination programs. With regard to gender issues, the ILO Committee of Experts also
identifies wage differentials as one of the most persistent forms of inequality between men and
women in Paraguay, similarly exhorting the Paraguayan government to adopt concrete measures
to raise awareness on this issue and enforce the application of the principle of equal
remuneration, while improving women’s access to a broad range of employment opportunities.
Women'’s rights, as well as indigenous rights, are discussed in greater details in the human rights
section.

3.3. Analysis

3.3.1. Wages, income inequality and employment effects

Tapping external sources of growth has become a crucial pillar of the EU’s strategy to boost job
creation and prop up incomes. The Commission’s focus on external trade as a key element of
employment policy stems from the growing significance of export-related jobs for European
labour markets. According to the Commission’s own estimates, the number of jobs supported
by extra-EU exports of goods and services has increased by two thirds (66%) since the beginning
of the twenty-first century, rising from 21.7 to 36 million jobs in 2017.

31 Cases are selected according to three criteria: 1) relevance to core labour standards; 2) nature of ILO comments
(direct requests, as opposed to simple observation),; 3) recency of the case (four years maximum).

32 Women'’s rights and the conditions of indigenous peoples are dealt with more specifically in the human rights
section.
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Figure 11: EU employment supported by extra-EU exports: number of jobs in millions

40.0
36.0

35.0

30.0

25.0

20.0

15.0

10.0

5.0

0.0

2000 2007 2014 2017 (p)

Source: Arto et al., 2018. (p) = projected.

Manufacturing still represents close to 54% all jobs supported by extra-EU exports although the
share of services exports has steadily increased (Arto et al., 2018). As mentioned in the
descriptive trade statistics, EU merchandise exports to Mercosur are dominated by
manufacturing goods, including machinery (29%), vehicles and parts (17%). Still, the recent
decline of EU-Mercosur trade in goods, as well as the growing significance of China in Mercosur’s
external trade mean that a further increase of export-related jobs cannot be taken for granted.
However, the rapid increase of EU services exports to Argentina over the past few years — a 36%
increase between 2010 and 2015 - shows that there is considerable potential for job creation in
what some have described as the “sleeping giant” of the EU economy (Hamilton and Quinlan,
2015). This is confirmed by the services sector’s increasing share of jobs supported by EU
exports, which increased from 38% to 42% between 2000 and 2017.33

The trend toward the growing scale of services exports does not mean, however, that services
should be fully dissociated from manufacturing and agricultural exports. In effect, 40% of all
employment supported by the primary and secondary sectors correspond to “mode 5 services”3*
(a ratio that varies from 19 to 62% depending on the sector) (Rueda-Cantuche & Sousa, 2016).
Whether they are affiliated with the services or manufacturing sector, export-related jobs are
known for being high-skilled and better paid than average wages. 3

Employment and income effects are key to assessing whether the trade agreement will reach
the most vulnerable sectors of the respective societies. We used a CGE model to calculate
changes in the level of employment by sector in each country. This can be also assessed further
by distinguishing between different types of employment (unskilled, skilled) and different types
of households.

33 European Commission, 2018. New report provides further evidence of link between trade and jobs — MEMO.
http://trade.ec.europa.eu/doclib/press/index.cfm?id=1947.

34 Mode 5 services are labelled as products and, therefore, subject to GATT rules. For more details, see Cernat and
Kutlina-Dimitrova, 2014.

35 Using data from 164,000 workers, a study by the US International Trade Commission reveals that contrary to what
people might expect, the wage earnings premium is not only greater for blue-collar workers than for white collars but
also more significant in the manufacturing sector than in the services industry. See Riker, 2015.
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Table 16 summarises some broad social effects of the EU-Mercosur FTA, from our CGE analysis.
Welfare effects are significant for the EU, Brazil and Argentina, while they are essentially neutral
for Uruguay and Paraguay. On the other hand, we see that unskilled labour wages tend to
increase more in real terms than skilled labour wages, such that poorer people who are primarily
unskilled may have their incomes catching up with those of the richer skilled people. Furthermore,
consumer prices fall in all Mercosur members, which is again a positive development for poorer
people in particular. The rise in prices in the EU is a result of greater demand and is in tune with
the real wage increases. All the effects discussed here hold in both conservative and ambitious
scenarios, but the effects of the latter are stronger than those of the former. Therefore, in terms
of real wages and income distribution, we can clearly say that the modelling predicts that the
EU-Mercosur FTA can have positive social effects in the EU and in Mercosur countries.

Among the sectors most significantly impacted in Mercosur countries (changes above 2%), the
greatest employment gains are to be expected in the cereals (especially for Brazil), vegetables,
fruits and nuts (Brazil, Argentina, Uruguay), oil seeds, vegetable oils and fats (Brazil), bovine
(Brazil, Argentina, Uruguay), other meat, gas (Brazil, Argentina), agricultural sectors. Job losses
are seen in some manufacturing sectors such as metal products, motor and transport, machinery
sectors (all Mercosur countries in each case).

The impact on EU employment is proportionally much less significant given the bigger size of
European labour markets. All sectors report employment changes under 1% under both
scenarios, with only the sugar and beef sectors reporting job losses between 1.1 and 1.5% in
the ambitious scenario. As pointed out by stakeholders during consultations, these figures do
not take into account the cumulative effects of trade liberalisation on the agricultural sector,
which is beyond the scope of the present study 6.

Table 16: Welfare, real wage and price effects on EU and MERCOSUR Members

_ Conservative Scenario Ambitious Scenario

Welfare Real Real Wages | Consumer | Welfare Real Real Consumer
(EUR Wages (Unskilled) Prices (EUR Wages Wages Prices
billion) | (Skilled) billion) | (Skilled) | (Unskilled)
EU28 6.3 0.2 0.2 0.2 8.6 0.3 0.3 0.3
Brazil 1.4 0.0 0.0 -1.5 2.1 0.0 0.0 -2.1
Argentina 1.5 0.2 0.3 -1.0 2.1 0.3 0.4 -1.4
Uruguay -0.1 0.2 0.4 -0.6 0.0 0.3 0.8 -0.6
Paraguay 0.0 0.2 0.3 -0.4 0.0 0.2 0.3 -0.5

Source: CGE Modelling Results.

All values in this table are provided as percentage changes, except for welfare which is provided in EUR billion.

See Table 126, Table 127, Table 128, and Table 129 in Annex 4 for changes in sectoral unskilled
and skilled employment in the conservative and ambitious scenarios.

36 For a discussion, see P. Boulanger et al. (2016), "Cumulative economic impact of future trade agreements on EU
agrlcu/ture JRC SCIence of Policy Report, European Commission, available from :

The quest/on of cumu/atlve effects is also raised in the conclusion of the study conducted for the European Parliament
(2018), “Finding the right balance across EU FTAs: benefits and risks for EU economic sectors,” available from:
https://www.europarl.europa.eu/RegData/etudes/STUD/2018/603881/EXPO STU(2018)603881 EN.pdf
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3.3.2. Expected scope of Mercosur-EU FTA and potential impact on core labour
standards

The EU’s approach to the trade-labour linkage

In the trade policy sphere, the EU has given increasing prominence to the promotion of
international labour standards. The current trade and sustainable development chapter builds
upon previous FTAs. As part of the EU-Mercosur AA, trading partners:

= commit to “respect, promote and effectively implement” core labour standards as defined
by Fundamental ILO Conventions;

= reassert their right to regulate labour issues and commit to uphold their social standards;

= commit to promote decent work as provided by the Declaration on Social Justice for a
Fair Globalization of 2008; and

= recognise the importance of responsible supply chains and supports the dissemination of
good practices e.g. through international collaboration.

The EU has long relied on consultation and persuasion for enforcement, with the notable
exception of the EU’s CARIFORUM economic partnership agreement that, at least on paper,
allows for economic sanctions. This means that unlike in U.S. and Canadian RTAs, failure to
enforce labour provisions could not result in trade sanctions (ILO 2016).

The TSD chapter will establish institutional procedures to:

= monitor the implementation of the agreement through civil society mechanisms such as
Domestic Advisory Groups;

= review alleged violations of the agreement (Panel of Experts); and

= conduct an assessment of the FTA, including by incorporating feedback from stakeholders.

Depending on the political will of EU and Mercosur countries, as well as the assistance provided
by civil society stakeholders (e.g. Trade unions, non-profit organisations, SMEs, business
associations) and external experts (e.g. ILO), these institutional mechanisms could very well
encourage trading partners as well as businesses through RBC/CSR initiatives to build upon the
social progress achieved in the Mercosur region. Yet, at the same, the persistence of labour
rights violations and the limited evidence on the effectiveness of labour provisions in trade
agreements means that the protection of workers’ rights will require sustained commitment both
in the EU and Mercosur. The need to strengthen the enforcement of the TSD chapter - for both
labour and environmental standards - was a recurrent concern raised by civil society
stakeholders throughout consultations in Brussels and Mercosur countries. Thus, our
environmental analysis includes a detailed discussion of the implementation of TSD provisions
with policy recommendations that are equally relevant to the enforcement of labour standards.

Mercosur's approach to the trade-labour linkage

Despite Mercosur’s official commitment to the protection of international labour standards at the
national and regional levels, its trade agreements have hitherto provided little scope for the
trade-labour linkage. Indeed, none of the trade agreements signed by Mercosur as a trading
bloc contains any labour chapter. This should not be interpreted as a lack of concern for the
enforcement of labour standards. However, this means that the prospect of an EU-Mercosur
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Association Agreement offers great opportunities to strengthen the links between trade
integration and labour protection through the inclusion of a chapter on sustainable trade and
development.

3.3.3. Potential impact on core labour standards

This section provides an overview of the potential impact of the EU-Mercosur AA on core labour
standards focusing primarily on three aspects: the impact on the right of association and
collective bargaining, forced/child labour and discrimination of employment. The potential effects
of the EU-Mercosur AA are discussed in the light of recent policy reforms adopted in the Mercosur
region.

Freedom of association and right to collective bargaining

As previously mentioned, cases relating to freedom of association and the effective recognition
of the right to collective bargaining are among the most common occurrences among those
reviewed by the CEACR. Thus, despite the EU and Mercosur countries’ adherence to conventions
87 and 98 (with the exception of Brazil that has yet to ratify convention 87), there are still many
cases in Mercosur and across the EU, where infringement of freedom of association and the right
to collective bargaining is being reported.

The contrasted experience of union density trends in Argentina and Brazil within a context of
increased trade openness shows the tenuous causal link between increased import competition
(especially from China) and union density. While Argentina’s union membership dropped from
37% to 28% between 2005 and 2014, Brazil’s unionisation rate showed greater resilience, sliding
down from 18.9% in 2005 to 16.2% in 2013, before climbing back to 18.9% in 2016 (ILOSTAT).

Our analysis of the EU-Mercosur AA’s aggregate and sectoral impacts shows that these are not
projected to be significant enough to prompt a set of labour reforms in Mercosur countries or
the EU. This means that the impact that the EU-Mercosur AA might have on worker rights may
depend more on the content and implementation of the TSD chapter than on structural changes
related to the economic impact of the agreement.

Because protecting freedom of association, collective bargaining and the right to strike can face
considerable obstacles to enforcement, the success of the Agreement's provisions on labour will
depend on civil society inclusion in monitoring, sustained resource allocation and feedback loop
mechanisms. First, evidence shows that transnational cooperation among trade unions can lead
to knowledge transfer and resource aggregation (Gordon, Gordon and Turner, 2000). To
overcome monitoring and enforcement problems, the support of transnational alliances and
international institutions could bring new visibility to cases of anti-union practices, as reflected
by the cooperation between North American unions under the North American Agreement on
Labour Cooperation. Yet, as the limited results of NAFTA’s labour side agreement reveal,
awareness is only one step toward effective enforcement of unions’ rights. Indeed, transnational
exchanges and international cooperation by themselves cannot solve all problems and must go
hand in hand with national policies designed to improve enforcement. Second, cooperation with
the private sector, e.g. through targeted certification programs, can help raise awareness about
corporate social responsibility and help businesses become drivers of social progress through
responsible business conducts. Third, monitoring and labour inspection programs must be
funded adequately to allow sustained participation of labour organisations. Both Brazil’s success
in rolling back forced labour and Argentina’s achievements in labour formalisation prove that
labour inspection can play a crucial role in protecting workers’ rights, a lesson that would likely
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apply to freedom of association and collective bargaining. Policy experiments in the region have
shown that the ILO can be a crucial partner in Latin America, not only as a source of international
law protecting workers’ rights through ILO conventions, but also as an on-the-ground actor
participating in the very enforcement of labour provisions by measuring policy outcomes,
partnering with employers and workers association.

Forced labour and child labour

The enforcement of national and international labour standards in Mercosur is strongly linked
with one defining feature of the labour market in Mercosur countries: the multi-faceted nature
of informal employment. This is particularly relevant for cases of child labour and forced labour
which, unlike other forms of workers’ rights violations, are concentrated in the informal economy.

Additionally, any attempt to measure the impact of a trade agreement on Mercosur economies
needs to take stock of the duality of employment and the potential effects that informal
employment might have on labour mobility and wages. However, this requires overcoming two
main challenges.3” The first issue lies in the conventional exclusion of agricultural jobs from
measures of informality, providing only a partial picture of informal employment. The second is
linked to the complex nexus between trade liberalisation and informal employment.

Since the notion of the informal economy emerged in the 1970s, many studies have attempted
to understand whether increased trade leads to expansion or contraction of informal employment.
A 2009 joint report by the WTO and ILO dedicated to globalisation and informal employment in
developing countries showed that tariff cuts tended to be associated with higher informal
employment (Bacchetta, Ernst and Bustamante, 2009). This process can operate in two ways:
1) firms exposed to increased foreign competition can reduce labour costs by subcontracting
tasks to establishments in the informal sectors; 2) alternatively, they can resort to laying off
workers who, in the absence of better opportunities may seek employment in the informal sector
(Goldberg and Pavcnik, 2003). An extensive literature review conducted by the Organization for
Economic Cooperation and Development (OECD) in 2011 concludes that this relationship is
“complex and context-specific,” i.e. contingent upon the specificities of each economy. Common
determinants shaping the trade-informality nexus include labour market rigidity, capital mobility,
and level of economic development, heterogeneity of the informal workforce, technological
intensity and cultural norms. Adding to this complexity is the wide range of mechanisms
structuring labour market outcomes, as well as the differentiation between short-term and long-
term labour market adjustments - an expansion being more common in the short run but
potentially followed by long-term contraction (OECD, 2013).

Likewise, the literature on trade liberalisation and informality in Latin American economies
provides conflicting findings that are primarily contingent on research design and unit of analysis.
Examining trade reforms in Colombia and Brazil in the 1980s and 1990s, Goldberg and Pavcnik
(2003) find no evidence that trade liberalisation leads to increased informal employment in the
case of Brazil, and weak evidence in the case of Colombia, emphasizing the role of labour market
institutions in shaping trade effects. The evidence in Paz (2014) on the Brazilian case is more
mixed: while a domestic reduction in import tariffs may lead to greater informality, cuts in

37 For a discussion of statistical challenges, see ILO, 2013, esp. section 2.1 on “"Measurement of the Informal
Economy” and INE Chile, 2018.
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foreign tariffs (akin to reciprocal trade agreements) can reduce informal employment, although
these effects are contingent on workers’ education levels. 38 By contrast, a recent study by Dix-
Carneiro & Kovak (2017) focusing on regional and worker-level impact of trade finds large effects
on informality, especially in the long run (1991-2010). The authors’ combination of longitudinal
and regional (as opposed to industry) data allows them to show that the informal sector
eventually absorbed a significant portion of trade-displaced workers after many years of
unemployment (Dix-(Carneiro & Kovak, 2017).

In the light of this conflicting evidence and the more confined regional scope of tariff liberalisation,
the effects of the EU-Mercosur AA on informality remain uncertain. For the purpose of the present
analysis, the lessons to be drawn are that the potential impact of the EU-Mercosur AA on informal
employment, child labour and forced labour will be shaped less by sectoral factors than regional
disparities, and labour market institutions, and therefore policy reforms undertaken to address
labour informality. The record of many Latin American countries over the past decade shows
that trade openness can be compatible with stronger enforcement of labour standards provided
there is political will and allocated resources (whether domestic funding or foreign aid).

The diversity of child labour cases in the EU and Mercosur countries (due to sectoral composition,
cultural traditions etc.) and the more consensual nature of the fight against forced and child
labour show that there is ample scope for international cooperation and policy dissemination.
The example of Brazil, which can claim considerable success in the fight against both child and
forced labour, shows the potential benefits of international cooperation. Indeed, Peru and Brazil
have promoted exchange of experience between their labour inspectorates to better combat
forced labour (Costa, 2009). Another example of policy collaboration was Brazil’s participation
in the “compendium of good practices on addressing child labour in agriculture,” a program
coordinated by ILO International Programme on the Elimination of Child Labour (IPEC) and
sponsored by the US Department of Labour that gathered six other developing and emerging
countries (the Dominican Republic, Indonesia, the Philippines, Tanzania, Thailand and Nicaragua)
(IPEC, 2014).

This type of targeted collaboration between civil society organisations, national governments
and an international organisation is compatible with the EU’s civil society mechanisms and the
Domestic Advisory Groups (DAGSs), yet has the advantage of focusing on specific objectives with
greater potential for achieving policy outcomes.

Elimination of discrimination in respect of employment and occupation

The baseline discussed both old and new forms of discrimination at work in Mercosur members,
but underlined a series of proactive measures adopted to promote gender equity, indigenous
peoples’ rights and racial equality. These efforts are in line with aforementioned initiatives
undertaken by the European Union to tackle traditional and non-traditional types of
discrimination. The proliferation of legislation designed to measure and address gender-, race-
and disability-based discrimination over the past few years provides great potential for
international cooperation both at the ILO and under the cooperative mechanisms of the trade
and sustainable development chapter. Here again, robust stakeholder consultation mechanisms

38 The importance of education levels on labour adjustments to trade liberalization in Brazil is also underlined in
Menezes-Filho and Muendler, 2011.
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optimising civil society inclusion are all the more crucial since women, but also ethnic minorities
and disabled populations remain underrepresented in both economic and political decision-
making. 3°

Beyond rule-making channels and cooperative mechanisms, the EU-Mercosur AA may also
impact the gender pay gap through trade effects. First, as female graduates outnumber male
graduates in both Mercosur and the EU,*° women skilled workers are becoming more likely to
reap more benefits from trade liberalisation between two advanced economies (European
Parliament, 2015). This scenario is, however, conditioned on sustained progress in women'’s
participation in economic decision-making. Second, EU and Mercosur multinational corporations
may provide new hiring opportunities for educated women. Third, trade and investment
integration is conducive to changes in management practices, including gender equity and
diversity policies. This is another area where responsible business conducts, encouraged by
public authorities, can play a critical role. Indeed, increased competition between advanced
economies, far from encouraging a regulatory race-to-the-bottom, can encourage companies to
adopt gender equity measures as they compete for skilled workforce. As mentioned in the
baseline section, given that salaries in exporting sectors are on average higher than in other
sectors, an EU-Mercosur AA may contribute - albeit indirectly and marginally - to reduce the
gender pay gap.#!

3.4. Conclusion

Using qualitative and quantitative tools, our analysis shows that socio-economic effects cannot
be dissociated from the policy context in which trade liberalisation takes place. All else being
equal, the CGE modelling predicts that the EU-Mercosur AA will have the following aggregate
effects on its trading partners:

=  Significant positive welfare effects on the EU, Brazil and Argentina, but neutral welfare
effects for Uruguay and Paraguay;

» Minor gains in wages for both unskilled and skilled workers in both EU and Mercosur
countries ranging between 0.2% and 0.4% in the conservative scenario and 0.2% and
0.8% in the ambitious scenario - with the exception of Brazil where wages remain
constant in both scenarios for both categories of workers. Under both scenarios, wage
gains are expected to be more significant for unskilled labour than skilled labour, except
in the EU case, where gains are equivalent;

* A decline in prices in Mercosur members and a relatively small increase in prices in the
EU resulting from increasing demand;

=  Sectors expected to record the greatest employment gains in Mercosur include the cereals,
vegetables, fruits and nuts, bovine, other meat, other animal products and gas sectors
while potential job losses can be anticipated for the metal products, motor vehicles and
transport equipment and machinery sectors;

39 A successful example of a sectoral trade agreement improving workers’ conditions was the Cambodia-US Textile
Bilateral Agreement which, thanks to a combination of pre-ratification requirements, legislative reforms, non-state
actor participation, monitoring activities and economic incentives and disincentives, contributed to reduce the gender
wage gap in the textile sector. See ILO, 2016b.

40 This is also true in all Mercosur countries, as revealed by the World Bank’s Gender Data Portal.

4l For a broader discussion on the complex links between trade and investment liberalization and the gender wage
gap, see Aguayo-Tellez, 2011.
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= The impact on the EU employment is proportionally much less significant given the size
of European labour markets, with most sectors expected to record employment changes
under 1% under both scenarios.

The sectoral dynamics anticipated under the EU-Mercosur AA are expected to have limited direct
effects on labour standards in a strict sense. The impact on core labour standards will in part
depend on the impact of the Agreement on the size of the informal sector. The EU-Mercosur AA
can become an opportunity to design institutional mechanisms that could lock in, or help renew
the notable social achievements of the twenty-first century in the Mercosur region. These
institutional mechanisms could also encourage RBC/CSR initiatives to build on social progress.
Examples of successful policies in the region abound and can be emulated within the framework
of the TSD chapter designed to reinforce labour and environmental standards. The
environmental analysis provides policy recommendations on how to improve enforcement of the
TSD chapter so as to maximise the social impact of the agreement.

3.5. Policy Recommendations

The record of Mercosur countries over the past decade shows that trade openness can be
compatible with stronger enforcement of labour standards provided there is political will and
adequate resources (whether domestic funding or foreign aid). The following recommendations
are designed to help trading parties maximise the positive impact of the agreement and mitigate
its potential risks.

= Mercosur countries, particularly Brazil, should maintain their support for anti-
poverty and redistributive programs with a view to reducing inequality and mitigating
the potential losses incurring from increased competition in the manufacturing sector.
Countries in general should maintain a strong commitment to eliminate poverty.

* Mercosur countries should design effective adjustment programs and
strengthen retraining and upskilling programmes to facilitate labour mobility for
workers in the most impacted industrial sectors, such as machinery.

= Mercosur countries, especially Brazil and Argentina, should strengthen the
enforcement of labour laws to protect freedom of association and the right to
collective bargaining. In congruence with parties’ commitment to the ILO fundamental
conventions laid out in the TSD chapter, Brazil should ratify ILO Convention 87 on
Freedom of Association and Protection of the Right to Organise Convention with a view
to strengthening international cooperation, bringing visibility to cases of anti-union
practices, and helping to overcome monitoring and enforcement problems, given the
crucial role played by the ILO in enforcing commitments on labour standards and
measuring policy outcomes.

= Mercosur countries should reinforce labour inspection programs to capitalise on
their notable achievements in the region, including Brazil’s success in rolling back forced
labour through CONATRAE and the Special Mobile Inspection Group (GEFM), as well
Argentina’s significant progress in labour formalisation.

= Mercosur countries should provide sufficient support for prevention programs
to eliminate all forms of child labour (e.g. Paraguay’s National Strategy for the
Prevention of Forced Labour and Argentina’s National Plan for the Prevention and
Elimination of Child Labour).
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* The EU could encourage and support monitoring and enforcement programs to
tackle child labour with the collaboration of Mercosur government and local
society groups to carry out the European Commission President Ursula von der Leyen’s
“zero-tolerance approach to child labour” in EU trade policy. %2

= The EU should adopt EU-wide due diligence measures and promote Responsible
Business Conducts/Corporate Social Responsibility to strengthen labour rights.
European companies should be held accountable for monitoring responsible value chains,
with a particular focus on child labour, forced labour and the elimination of discrimination
at work.#3 Particular attention should be devoted to increasing women’s participation in
decision-making, an area where the WTO’s new Trade and Gender Focal Point - created
after the Buenos Aires Declaration on Trade and Women's Economic Empowerment -
could provide valuable technical assistance.

= Mercosur countries should consolidate labour formalisation policies that have
proved successful in the region and replicate best practices. These include tax
incentives encouraging hiring, labour inspection measures, social protection policies and
active labour market reforms.

= The EU should maximise the positive effects of the EU-Mercosur AA’s TSD
chapter in line with the new Commission’s commitment to the enforcement of
labour provisions in trade agreements.** To achieve this, the following measures are
suggested:

= a more assertive use of dispute settlement e.g. in response to concerns over
violations of freedom of association;

= more open public accountability mechanisms that feed into dispute
resolution. Here, the parties would benefit from clarifying the relations between
Domestic Advisory Groups and bilateral institutions like the subcommittee on trade
and sustainable development;

= targeted and effective ex-post monitoring processes that are essential to
the implementation of the TSD chapter and the protection of core labour standards.
Here, the TSD subcommittee could play a structuring role to identify, coordinate
and monitor core programs implemented on a two or three-year period in
collaboration with international bodies and civil society stakeholders. 4>

42 See Ursula von der Leyen (201 9 ), "Mission Letter to Trade Comm/ssmner Ph// Hogan,” available from:
b )

43 The Nether/ands 2019 "Child Labour Due Diligence Law” is an example of such measures. Delph/ne Moralis (2019),
"A child labour free Europe: How the new Commission can make it happen” Euractiv, available from:
https://www.euractiv.com/section/global-europe/opinion/a-child-labour-free-europe-how-the-new-commission-can-

make-it-happen/

44 See Ursula von der Leyen (201 9 ), "Mission Letter to Trade Comm/ssmner Ph// Hogan,” available from:
b )

¥ The env1ronmenta/ section of this report offers a more detailed discussion of enforcement of TSD provisions.
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4. Environmental Analysis

4.1. Methodology

The environmental analysis will focus on the following environmental topics: climate change
(Greenhouse Gas (GHG) emissions); energy use; land use; forestry; air pollution; waste
production; ecosystems and biodiversity; and trade in environmental goods and services. A
parallel analysis will be conducted for all Mercosur countries although some countries might
receive greater attention when considering certain issues that are of particular importance for
the country.

This section is divided into two parts. The first part provides a baseline of the different areas of
analysis using relevant indicators and a background on the EU-Mercosur environmental
relationship. The second part consists of the quantitative and qualitative analysis of the
environmental impact of an EU-Mercosur AA.

The topics of climate change (GHG emissions), energy use as well as resource use and efficiency,
including land and forest, are analysed in greater depth from a quantitative perspective, while
the topics of MEA compliance, and the TSD chapter are studied mainly from a qualitative
perspective. The quantitative analysis is based, in part, on the CGE modelling, and uses the
emission intensity factors in the GTAP database and the Emission Database for Global
Atmospheric Research (EDGAR). In addition, we construct relevant statistics and gather
complementary qualitative information from a variety of internationally recognised sources.

4.2. Baseline

4.2.1. Background: the EU-Mercosur environmental relationship

The EU’s approach to sustainability in trade policymaking

In the trade policy sphere, the EU has long shown commitment to environmental protection:
first, by deploying a broad range of trade policy tools incorporating sustainability objectives; and
second, by showing consideration for trade-environment linkages at different stages of the policy
process. At the unilateral (i.e. non-reciprocal) level, EU trade policy has designated compliance
with MEAs as eligibility criteria for obtaining GSP status“®. At the multilateral level, it has been
actively involved in the work of the WTO Committee on Trade and Environment and a driving
force behind the Environmental Goods Agreement, whose negotiations are currently on hold.
More recently, the EU has also been a leading advocate for banning harmful fisheries subsidies
contributing to unsustainable fishing. In bilateral and plurilateral trade negotiations, the EU has
developed a template to incorporate social and environmental objectives within each trade
agreement under its trade and sustainable development chapter. Developed within the EU-Korea
FTA, this approach has considerably raised the visibility of social and environmental issues in EU
FTAs and has served as a basis for subsequent negotiations (e.g. Colombia-Peru, CETA, and

46 MEAs subject to eligibility under GSP+ include the Convention on International Trade in Endangered Species of Wild
Fauna and Flora (1973), the Montreal Protocol on Substances that Deplete the Ozone Layer (1987), the Basel Convention
on the Control of Transboundary Movements of Hazardous Wastes and Their Disposal (1989), the Convention on
Biological Diversity (1992), the United Nations Framework Convention on Climate Change (1992), the Cartagena Protocol
on Biosafety (2000), the Stockholm Convention on persistent Organic Pollutants (2001), and the Kyoto Protocol to the
United Nations Framework Convention on Climate Change (1998).The list is available in the Annex VIII of Regulation
(EU) No 978/2012 of 31 October 2012: http://trade.ec.europa.eu/doclib/docs/2013/december/tradoc 152024.pdf
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Vietnam). Typically, under the provisions contained in the EU’s trade and sustainable
development chapter, the trading partners:

= reaffirm their “right to regulate” to protect the environment;

= emphasise their commitment to uphold their environmental laws and effectively
implement the multilateral environmental agreements (MEAs) to which they are party;

» stress their support for climate action within the framework of the UN Framework
Convention on Climate Change;

= commit to promote long-term conservation and management measures and sustainable
exploitation of marine living resources;

= agree to share information and experience in a wide range of policy spheres (carbon
emissions, deforestation, renewable energy, biodiversity etc.); and

= commit to reviewing, monitoring and assessing the impact of the implementation of the
FTA; establish a Specialised committee on Trade and Sustainable Development
responsible for the implementation of the chapter with the help of Domestic Advisory
Groups. 4’

If sustainability objectives are embedded in many aspects of EU trade policy, some trade policy
tools are also built-in in several environmental measures, whether they be trade restrictions
allowed under MEAs (pertaining to biodiversity, ozone layer depletion etc.), Timber Regulation
or issues related to Illegal Unreported and Unregulated (IUU) fishing. 8 Finally, the EU’s
environmental concerns are not designed to be confined to the sustainable trade and
development chapter of trade negotiating texts. In its “Trade for All” strategy, the EU expressed
its will to incorporate sustainable development considerations “in all relevant areas of FTAs"” such
as energy, raw materials or public procurement provisions (EC, 2015a). The present SIA reflects
this cross-cutting approach.

Mercosur’s approach to the trade-environment linkage

Mercosur’s approach to the trade-environment linkage has significantly changed since its
creation. While the preamble of the 1991 Treaty of Asuncion stated that Mercosur members seek
the achievement of a common market, “believing that this objective must be achieved by making
optimum use of available resources, preserving the environment (...)"4?, environmental issues
did not feature in any of the 24 articles of Mercosur’s founding treaty. Soon after the treaty was
adopted, Mercosur members began to develop institutional mechanisms to address the trade-
environment nexus (Powell, 2008).

The Canela Declaration of 1992 gave birth to the Reunién Especializada en Medio Ambiente
(REMA), a working group in charge of analysing environmental policies in Mercosur members,

47 The current list draws from the EU-Korea FTA: http://eur-lex.europa.eu/legal-
content/EN/TXT/HTML/?uri=0J:L:2011:127:FULL&from=EN ; and the agreed text of the Vietnam Free Trade
Agreement (2016): http://trade.ec.europa.eu/doclib/docs/2016/february/tradoc 154229.pdf

48 DG Environment, “Environment and Trade and External Relations,” available at:
http://ec.europa.eu/environment/integration/trade en.htm.

49 Treaty Establishing a Common Market between the Argentine Republic,

the Federal Republic of Brazil, the Republic of Paraguay and the Eastern Republic of Uruguay, Preamble:
http://www.sice.oas.org/trade/mrcsr/TreatyAsun e.asp#Preamble
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before it was replaced with Working Sub-Group #6 (WSG6) on the environment in 1995. The
next milestone was the signature of the Mercosur Framework Agreement on the Environment in
2001, which reasserted all Mercosur members’ commitment to environmental protection and
fostered cooperation to improve the enforcement of environmental laws at both national and
international levels. In addition, Mercosur members have adopted a series of regional
environmental agreements since the mid-1990s whose scope ranges from regulation on
dangerous goods, pollutant emission on heavily vehicles to cooperation on environmental
emergencies, sustainable consumption and production, etc. Even if these regional initiatives are
non-binding, they nonetheless show the trade-environment linkage has gained considerable
prominence since the creation of Mercosur (Giupponi, 2017).3°

These measures on behalf of the trade-environment linkage within Mercosur contrast with the
more limited steps undertaken in external trade negotiations. The different trade agreements
negotiated by Mercosur as a regional bloc have hitherto not included a chapter dedicated to
environmental protection or sustainable development. Nor have individual Mercosur members
negotiated provisions pertaining to the trade-environment nexus in bilateral trade agreements.
This should not be interpreted as a lack of concern for environmental externalities to the extent
that Mercosur members have signed or ratified a wide range of MEAs, as shown in the section.
However, this means that the prospect of an EU-Mercosur AA offers great opportunities to
strengthen the links between trade integration and environmental protection through the
inclusion of a chapter on trade and sustainable development.

Multilateral environmental agreements

Most environmental problems are inherently transnational or global and as such require
international cooperation. To deal with the challenges of building a sustainable world economy,
the EU and Mercosur countries have collaborated through the negotiations, conclusion and
ratification of MEAs. By providing a transparent and authoritative regulatory framework for
environmental protection, MEAs not only ensure that sustainability issues find global solutions,
but they in turn help create a predictable environment that is essential to the development of
international trade. This explains why references to MEAs have become increasingly common in
free trade agreements as illustrated by the EU’s inclusion of sustainable trade and development
chapters in recent FTAs.>!

In its 7th Environment Action Programme to 2020, the EU re-emphasised its support for MEAs
and drew a link between its environmental objectives and the principles of the United Nations
Conference on Sustainable Development (‘Rio + 20’). As of November 2017, the EU was a
contracting party or a signatory of nearly 50 MEAs®2 negotiated either under the aegis of the
United Nations, or at the regional level and sub-regional levels (e.g. concerning transboundary
rivers like the 1999 New Rhine Convention). Likewise, Mercosur members have committed to a
large number of international environmental agreements, whether at the regional level (as

0 The texts of Mercosur trade agreements are available on the directory of the Organization of American States:
http://www.sice.oas.org/agreements e.asp.

>1 Decision No 1386/2013/EU of the European Parliament and of the Council of 20 November 2013 on a General Union
Enwronment Action Programme to 2020 'Living well, within the limits of our planet.’ Text with EEA relevance. Available

En v1ronment Actlon Programme ).

52 The full list of MEAs is available at: http://ec.europa.eu/environment/international issues/pdf/agreements en.pdfr.
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shown in the previous section) or under the aegis of the United Nations, where they have ratified
most of the main MEAs.

Out of a total of 250 MEAs dealing with various environmental issues in the world, the WTO's
Committee on Trade and the Environment has recorded nearly 20 agreements that are directly
related to trade, as evidenced by the inclusion of provisions to control trade in order to prevent
damage to the environment>3. As Table 17 shows, these MEAs have largely been ratified by EU
and Mercosur members and fall into 4 categories: 1) nature and biodiversity; 2) climate change;
3) waste and 4) chemicals. Each of these categories are discussed either directly or indirectly
throughout this section. Thus, our analysis of the potential synergies, frictions or conflicts
between the EU-Mercosur AA and MEAs will rely on the quantitative and qualitative analysis in
the present section as well as capitalise on the findings from other chapters. Combining this
evidence with the WTO Matrix of trade-related MEAs, this section will analyse the extent to which
the EU-Mercosur AA might improve or undermine a trading partner’s ability to meet its MEA
obligations as well as the incentives or disincentives certain trade effects might produce to ratify
new MEAs.

The potential implications for the implementation of MEAs pertaining to nature and biodiversity
will draw from our discussion of natural resources (including forestry and fishing), agriculture
and the environment (or more specifically pesticide and fertiliser use) as well as the sectoral
analysis of agricultural goods, chemicals and pharmaceuticals. It will be complemented with an
analysis of deforestation. MEAs concerned with climate change, and more specifically the
implementation of the Paris agreement will logically build upon the analysis of environmental
regulation, waste (for methane emissions), CO2 and other GHG emissions and power generation,
as well as deforestation.

>3 World Trade Organization, "The Doha mandate on multilateral environmental agreements (MEAs)”:
https://www.wto.org/english/tratop e/envir e/envir neg mea e.htm.
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Table 17: Trade-related MEAs signed by the EU and Mercosur

Category Multilateral Environmental Agreements mm---

Nature and Convention on International Trade in Endangered
biodiversity Species of Wild Fauna and Flora (CITES)

Convention on the Conservation of Antarctic Marine
Living Resources (CCAMLR)

International Convention for the Conservation of
Atlantic Tunas (ICCAT)

United Nations Fish Stocks Agreement (UNFSA) X

Agreement on Port State Measures to prevent,
deter and eliminate illegal, unreported, and X
unregulated fishing (PSMA)

International Tropical Timber Agreement (ITTA) X
International Plant Protection Convention (IPPC) X
Convention on Biological Diversity (CBD) X

CBD : Nagoya Protocol on Access to Genetic

) ) ) ) ) ) ) ) ) I ) ) ) I.I. ) )

Resources and the Fair and Equitable Sharing of X X
Benefits Arising from their Utilization
CBD: Cartagena Protocol on Biosafety X X X X
Climate Vienna Convention for the Protection of the Ozone « » «
change layer
Montreal Protocol on Substances that Deplete the
X X X
Ozone Layer
UN Framework Convention on Climate Change « « » «
(UNFCCC)
UNFCCC: Kyoto Protocol X X X X
Paris Agreement X X X X
Waste Basel Convention on the Control of Transboundary " . "
Movements of Hazardous Wastes and their Disposal
Chemicals Rotterdam Convention on the Prior Informed
Consent Procedure for Certain Hazardous X X X X
Chemicals and Pesticides in International Trade
Stockholm Convention on Persistent Organic
X X X X
Pollutants
Minamata Convention on Mercury X X - X

Source: https://www.informea.org ; WTO MEA Matrix 2017.
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4.2.2. Overall environmental performance

In this section we benchmark the environmental performance of Mercosur countries against the
EU and globally using the Environmental Performance Index (EPI)>4. The EPI index assesses a
country’s overall performance through six main aspects: water resources, fisheries, biodiversity,
forest, climate and energy. The overall EPI scores of all Mercosur countries are below the
European average, yet their performance is very much in line with that of countries with similar
income levels (Figure 12). In 2018 Uruguay ranked 47™ worldwide followed by Brazil in 69% and
Argentina in 74% position. Paraguay ranked 105%™,

Figure 12: EPI for Mercosur and the EU
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Figure 13: EPI score over time
80 I Baseline m 2018
70
60
50

40

EPI score

30

20

10
o

¢, I
]
]
]
]
]
]
]

Source: EPI 2018. The baseline refers to data from approximately ten years prior to 2018.

>4 The index is provided by Yale Centre for Environmental Law & Policy (YCELP) and the Centre for International Earth
Science Information Network (CIESIN) at Columbia University. See Hsu et al, 2016.
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When we consider the overall performance over time (Figure 13), all Mercosur countries show
some improvements in scores over the last 10 years. The largest improvement in score and
ranking was experienced by Uruguay that went from 72" about 10 years ago to 47 in 2018.
Figure 14 reports the scores in the nine EPI sub-categories for Mercosur countries and the EU.
All Mercosur countries perform better than EU averages in terms of agriculture. This sub-index
score is based on a measure of sustainable nitrogen management that combines a measure of
nitrogen use efficiency with crop yield to measure the environmental performance of agricultural
production. On the other hand, Mercosur countries perform poorly in the biodiversity sub-index,
with the exception of Brazil, whose score is close to that of the EU. Paraguay and Brazil show a
relative low score in the water and sanitation sub-index, which combines a measures of health
risk due to poor access to sanitation and drinking water.

Figure 14: Scores in EPI sub-categories. EU and Mercosur countries in 2018
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Source: EPI 2018. Fishery score omitted for Paraguay because it is a landlocked country.

4.2.3. GHG regulation

This section provides an overview of the state of GHG regulation in Mercosur countries from a
comparative perspective with the EU and countries of similar income levels using available
comparable indexes.>> The OECD Stringency of environmental policies Index, which is primarily
related to climate and air pollution, covers only Brazil among Mercosur countries. Brazil showed
the lowest index score among OECD countries plus BRICS and Indonesia in 2012. On the other
hand, in 2019 Brazil score 22t out of 60 countries in the Climate Change Performance Index>®
produced by German Watch. While performing very well in terms of renewable energy, it falls
behind in terms of energy use and climate policy. Argentina ranks 34% overall showing poor
performance in terms of GHG emission trends and developments in terms of renewable energy.
Another comparable measure that provides wider coverage is the Climate Laws, Institutions and
Measures Index (CLIMI) provided by the EBRD in 2011. The index follows the framework earlier

% There are various indexes that measure and rank the relative policy performances of governments and they mostly
refer to climate-related policies. However, their coverage is not comprehensive. Moreover, they sometimes provide
differing results, as in the case of Brazil's relative performance in the indices described below.

%6 See https://germanwatch.org/en/download/20503.pdf.
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provided in Dasgupta et al. (1995).%7 The index refers to 2010 and its correlation with GDP per
capita is shown in Figure 15. Argentina and Uruguay show a similar performance, in terms of
environmental regulation, to countries with similar levels of income, while Brazil is among the
top performers within upper middle-income countries. Unfortunately, Paraguay does not feature
in any of the available indices.

Figure 15: Climate Laws, Institutions and Measures Index and GDP per capita
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Source: CLIMI 2011 by EBRD; GDP per capita is obtained from the World Development Indicators of the World Bank.
The plot shows a quadratic fit of the relationship between GDP per capita (PPP) and the climi index together with the
95% confidence interval. EU score is given by the simple average all. GDP per capita is included since it allows to both
compare Mercosur countries with the EU and with other similar countries given that disparity in income levels. There is
no data for Paraguay.

4.2.4. GHG emissions

In this section, we describe the trends in levels of CO2 emissions and of the most important
types of GHGs by the EU and Mercosur countries. The EU in 2015 contributed to about 9.5% of
global GHG emissions (about 4500 Mton of Co2 equivalent, (Figure 16) while Mercosur countries
reached about 3.5% all together (about 1700 Mton of Co2 equivalent). EU per capita emissions
are similar to those of Argentina (8.9 tonnes of CO2 equivalent per person) (Figure 16). Uruguay
shows higher emissions per capita (11.6 tonnes) while Brazil and Paraguay both lie below EU
levels with 6.0 tonnes per person. EU GHG emissions are dominated by CO2 emissions (80%),
which are mainly produced through fuel combustion and industrial processing (Figure 17).
Mercosur countries show a larger share of methane (CH4) and nitrous oxide (N20) that are
mainly related to agricultural activities, waste management and energy use, in particular in
Uruguay and Paraguay.

>7 The index builds on the UN country reports, as well as on the National Communications to the United Nations
Framework Convention on Climate Change (UNFCCC), which includes information of climate adaptation and mitigation
measures adopted by national governments. It comprises four main areas: international cooperation; domestic climate
framework; sectoral, fiscal or regulatory measures or targets; cross-sectoral fiscal or regulatory measures.
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Figure 16: Total GHG Emissions and Figure 17: Total GHG Emissions by type of
emissions per capita in Mercosur gas in Mercosur countries and the EU
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Source: Author’s calculations based on data from EDGAR and CAIT Climate Data Explorer. 2015. Washington, DC: World
Resources Institute. Data show GHG emissions excluding Land-Use Change and Forestry.

In terms of CO2 emissions, the EU accounts for 9.7% of global CO2 emissions (in 2018) while
Mercosur countries contribute to 2.0% of global CO2 emissions (Figure 18). While the EU shows
a decreasing trend in CO2 per capita, Mercosur countries have experienced moderate increases
in CO2 emissions since the beginning of 2000.

Figure 18: Levels of CO2 per capita in 2015 (left) and trends in CO2 per capita since
1970 (right)
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Source: Author’s calculations from the EDGAR (v50_CH4 1970 _20153) and World Bank Development Indicators
(population).

The shares of CO2 emissions by sectors in 2018 are reported in Table 18, together with the
growth in sectorial emissions since 2010. While the power generation sector dominates
emissions in the EU (36% of total emissions) and Argentina (35%), the large share of renewables
results in relatively lower emissions in the energy sectors of the other Mercosur countries. While
in the EU, emissions from power generation, as for most of the other sectors, have experienced
a decline, Argentina’s CO2 emissions from energy production increased on average by 2.3%
annually from 2010 to 2018.
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Table 18: CO2 Emissions by sector in Mercosur countries and the EU (%)

Countr Manufacturing / Power Residential / S
y Construction generation Commercial p

EU Growth -1.1 -2.7 -2.1 -0.6
Share 18 36 18 27 0
Growth 0.1 2.3 1.0 0.1 1.6
ARG
Share 22 36 19 21 0
Growth -0.3 4.1 -0.2 2.4 1.2
BRA
Share 31 19 8 41 0
Growth 7.1 1.9 4.8 -20.5
PRY
Share 12 0 3 85 0
Growth 4.5 -4.3 -1.2 2.4 0.5
URY
Share 19 12 15 55 0

Source: Author’s calculations from the EDGAR - CO2 Emissions by countries and sector database. The sector share of
CO2 emissions refer to 2018, while the growth in CO2 emissions by sector is computed as the compound annual growth
rate (CAGR) between 2010 and 2018.

In both Brazil and Paraguay, land use, land-use change and forestry (LULUCF), has been a key
contributor to CO2 emissions. About 55% of Brazil’'s CO2 emissions stemmed from LULUCF in
2010, and about 70% in Paraguay. While Brazil's emissions from LULUCF decreased over the
2005-2010 period, thanks to a steady decline in deforestation, emissions from most other
sectors rose steadily, (by 31% in the manufacturing and construction sector). 8

The EU contributes 6.8% of global methane emissions, which corresponds to the contribution of
all Mercosur countries all together (Figure 19, left panel). Figure 19 (right panel) shows that,
Brazil's methane emissions were pretty stable from the 1970s up to 2000 where they
experienced a large increase and remained stable afterwards. On the other hand, methane
emissions have decreased steadily in the EU, Argentina and, only more recently, in Uruguay.
Paraguay after a decline in methane emissions per capita during the 1990s, has experienced a
sharp increase since 2006. Methane and nitrous oxide emissions are largely produced by the
agricultural and livestock sectors.

Figure 19: Levels of methane per capita in 2015 (left); trends since 1970 (right)
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(population).

8 The EDGAR database does not provide data on LULUCF after 2010.
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Figure 20 displays similar statistics for Nitrous Oxide (N20), the third most important GHG gas.
The EU contributes to 11.0% of global nitrous oxide emissions while Mercosur countries
contribute all together to the 9.6%. Uruguay displays significantly higher level of emissions per
capita, while Paraguay and Argentina and Brazil are closer to EU levels, although still higher.
While the EU has been experiencing a steady decline in emissions per capita for the last three
decades, Mercosur countries have experienced increasing levels of nitrous oxide emissions per
capita in the last decade. Nitrous oxide emissions are mainly derived from fertilised agricultural
soils and livestock manure. Indeed, more than 90% of Argentina’s nitrous oxide emissions, for
example, are produced by the agricultural sector.

Figure 20: Levels of Nitrous Oxide per capita in 2015 (left) and trends since 1970 (right)
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With regard to Mercosur countries’ commitment to reduce CO2 emissions®®, Brazil was one of
the few developing countries to put forward absolute emission reduction targets in their INDC
and one of the very few to indicate an absolute target of 37% reduction below 2005 levels by
2025 (Table 19)%°. Argentina is one of few countries to have increased its level of ambition since
the adoption of the Paris Agreement. However, emissions from all sectors are still projected to
grow significantly in Argentina under the current targets. Argentina has committed to not exceed
483Mt CO2e by 2030, which is 25% above 2015 levels. Uruguay has committed to reduce per
capita emissions by 29% by 2025 with specific targets for the beef sector in terms of both
methane and N20 emissions (59% and 52% per unit of GDP from 1990 levels, respectively
without international support). Finally, Paraguay has committed to reduce emissions by 20%
with respect to 2030 projected levels, partially conditional on international support.

%9 See Climate Action Tracker, 2015.
%0 It is worth noting that 2005 was a year with particularly high emissions in Brazil, which makes Brazil’s pledge slightly
less ambitious (Climate Action Tracker, 2015).
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Table 19: Climate change targets in NDC content and laws

e o T agentos—— Juraguay | paragumy |

At least 40%
domestic
reduction in GHG
emissions by
2030 compared
to 1990.

Overall
target

LULUCF

Several targets
in laws:
http://climate-
laws.org/cclow/g
eographies/59/cl
imate_targets_E
nergy

Energy

Agriculture

37% reduction in
GHG emissions by
2025 and 43% by
2030 compared to
2005.

12 million ha
reforestation by
2030.

Zero illegal
deforestation by
2030.

Enhancing
sustainable native
forest management.

45% renewables in
the energy mix by
2030; 23%
renewables in the
power supply by
2030.

18% sustainable
biofuels in the
energy mix by
2030.

10% efficiency
gains in the power
supply.

15 million ha
restoration of
degraded
pasturelands by
2030; 5 million ha
integraded
cropland-livestock-
forestry systems by
2030

Not exceed a net
emission of 483
(unconditional)
million tCO2eq by
the year 2030;
conditional
measures, if jointly
implemented could
bring emissions to
369 million tCO2eq
for 2030.

Develop a National
Forest Monitoring
System and a
Safeguards
Information System.

National Forestry
and Climate Change
Action Plan.

To develop
conservation and
use plans for
forested areas to
improve carbon
sequestration in the
Chaco and Selva
Misionera Areas,
and increase
afforestation.

8% share of
renewable sources
in electric
generation by 2017,
12% by 2019, 16%
by 2021, 18% by
2023 and 20% by
2025. Law 27191 on
Renewable Energy.

National Agriculture
and Cliamte Change
Action Plan
(PANBYCC)

Source: https://climate-laws.org/cclow and OECD (2019) for Argentina.
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29 % reduction in
CO2 emissions
intensity per GDP unit
by 2025 from 1990
level.

59% reduction in CH4
emissions intensity
per GDP unit by 2025
from 1990 level.

52% reduction in N20
emissions intensity
per GDP unit by 2025
from 1990 level.

(Non-binding) Avoid
CO2 emissions from
SOC in 45% of the
grasslands area by
2030.

5% increase in the
native forests area of
year 2012 (892.458)
by 2025.

At least maintenance
of 100% of the
amount of forest
plantations effective
area under
management of year
2015 (763.070 ha) by
2025.

Avoid CO2 emissions
from SOC in 30% of
the grasslands area
(3.000.000 ha) by
2025.

25% increase in the
shade and shelter
forest plantations
area of year 2012,
including silvopastoral
systems (97.338 ha)
by 2025. Avoid CO2
emissions from SOC
in 100% of the
peatlands area of
year 2016 (8.366 ha)
by 2025.

38% reduction in N20
emissions intensity
per kg of beef cattle
measured in live
weight by 2025 from
1990 level.

10%
(unconditional) to
20% (conditional)
reduction in GHG
emissions by 2030
relative to
projected
emissions.

Decrease in 20%
the share of fossil
fuels in annual
total energy use
by 2030 against a
2013 baseline.
20% reduction in
fossil fuel
consumption.
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4.2.5. Power generation

Mercosur countries adopt, on average, a cleaner energy mix than EU countries with the exception
of Argentina. While the EU derived about 29% of electricity from renewable sources, in 2014
Brazil’'s share stood at 73%, Uruguay’s at 91% and Paraguay derives almost all its electricity
from hydropower (Table 20). Argentina obtains 32% of its electricity from renewable sources
and relies on fossil fuels more heavily than the EU. The contribution of oil to electricity generation
in Argentina went from 7% in 1995 to 14% in 2014. Indeed, the energy sector has become the
main single contributor to CO2 emissions. In Argentina, energy prices are subsidised and
constitute a disincentive for private and public entities to improve efficiency and invest in cleaner
sources of energy (World Bank, 2016).

Table 20: Electricity sources in Mercosur countries and the EU

Hydroelectric 12.2 11.9

29%
Renewable sources 1.1 4.5 16.6
Nuclear 32.4 30.3 27.7 28%
Natural gas 9.9 20.3 14.5
Qil 8.5 4.3 1.8 43%
Coal 35.7 30.3 26.6
Argentina Hydroelectric 40.0 32.2 29.0
32%
Renewable sources 0.2 1.3 2.5
Nuclear 10.5 6.5 4.1 4%
Natural gas 39.6 52.4 47.7
Oil 6.8 5.4 13.8 64%
Coal 2.8 2.1 2.9
Brazil Hydroelectric 92.1 83.7 63.2
73%
Renewable sources 2.0 3.4 9.9
Nuclear 0.9 2.4 2.6 3%
Natural gas 0.2 4.7 13.7
Oil 2.7 2.9 6.0 24%
Coal 2.0 2.7 4.5
Paraguay Hydroelectric 99.7 100.0 100.0 G
Renewable sources 0.1 0.0 0.0
Nuclear 0.0 0.0 0.0 0%
Natural gas 0.0 0.0 0.0
Qil 0.3 0.0 0.0 0%
Coal 0.0 0.0 0.0
Uruguay Hydroelectric 92.8 87.0 74.2 e
Renewable sources 0.7 0.5 16.8
Nuclear 0.0 0.0 0.0 0%
Natural gas 0.0 0.0 0.0
Qil 6.5 12.5 9.1 9%
Coal 0.0 0.0 0.0

Source: Author’s calculations from the World Development Indicators — World Bank. The last column refers to 2014 and
report the overall percentage of fossil-fuel based energy sources (in grey), renewable sources (in green) and nuclear
power (beige).
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Despite the clean energy mix, both Brazil and Uruguay have increased their use of fossil fuels
(natural gas and oil for Brazil, and oil only for Uruguay) in the last two decades. Hydropower is
still a major energy source, but its expansion is constrained by location restrictions: most
currently available potential is located in remote areas of the Amazon. Nevertheless, according
to the 2022 Energy Expansion Plan of Brazil, the hydropower sector is expected to expand as it
received most of the public environment-related lending in 2008-14 (from the Brazilian
Development Bank (BNDES) (OECD, 2015).

4.2.6. Forests

Among Mercosur countries, Brazil and Paraguay are abundant in forest resources. About 58% of
the territory of Brazil is covered by forest, and 38% of Paraguay (FAO database). Forests in the
EU account for about 40% of land area, with large differences across member states. Argentina,
Brazil and Paraguay feature among the top 10 countries reporting the greatest loss of forest
area during the period 2010-2015, while in the EU the area of land covered by forests has been
growing over time (Table 21).

Table 21: Top 10 countries in terms of annual forest cover loss in the period 2010-15
(plus EU)

Global Country/ Total Forest Annual forest cover loss Annualised % loss
ELL ] Region in 2015 (2010-15) (2010-15)
1 984

Brazil 493,538 0.20
2 Indonesia 91,010 684 0.74
3 Myanmar 29,041 546 1.78
4 Nigeria 6,993 410 5.01
5 Tanzania 46,060 372 0.79
6 Paraguay 15,323 325 2.00
7 Zimbabwe 14,062 312 2.08
8 Congo DR 152,578 311 0.20
9 Argentina 27,112 297 1.06
10 Bolivia 54,764 289 0.52
- EU 158,414 -367 -0.23

Source: FAO Global Forest Resources Assessments. Negative sign indicates afforestation. Data are in thousand hectares.

Satellite data from the Brazilian National Institute for Space Research (INPE) are presented in
Figure 21 and cover the Brazil’s Legal Amazon (BLA)®! and the Cerrado. For the BLA, data show
a sharp decrease in deforestation between 2004 and 2012. Deforestation decreased from 28,000
square kilometres in 2003 to a lowest of about 5,000 square kilometres in 2012. Indeed in 2016,
Brazil ranked first in terms of forest within protected areas (FAO, 2016°%2). Figure 21 (left panel),
however, also shows a slow resurgence of deforestation between 2012 and 2018, followed by a
more significant increase in 2019 (+29.5%). Observed deforestation in 2019 was higher than
the annual deforestation rate recorded for any year during the last decade but remained lower
than any year during the 1988-2008 period.

6! The Brazil's Legal Amazon (BLA) contains the nine Brazilian states in the Amazon basin. It covers also part of the
Cerrado (37%) and Pantanal (40%) ecoregions. BLA was created in 1948 by the Brazilian government based on studies
aimed at promoting the economic and social development of the Amazon region.

62 FAO (2016) Global Forest Resources Assessments 2015, How are the world’s forests changing? FAO, Rome.
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Figure 21: Deforestation in the Legal Amazon states (left) and Cerrado (right)
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Source: TerraBrasilis part of the National Institute for Space Research (INPE). Brazil’s legal Amazon states include: the
states of Acre, Amapa, Amazonas, Para, Rondénia, Roraima and Tocantins, as well as part of Mato Grosso and most of
Maranhdo. The area covers the Amazon, and part of the Cerrado and Pantanal ecoregions.

According to the Global Fire Emissions Database, which compiles data from the NASA earth
observatory, the 2019 summer recorded higher fire count and intensity than in previous years.
The fire activity is also being largely linked to human activity rather than natural causes. It is,
however, not yet possible to establish whether this more intense fire activity constitutes the
beginning of an upward trajectory in forest fires or just an exceptional event.

The Brazilian Cerrado is one of most biologically rich areas of the savannah eco-region. It has
been recorded that the Cerrado has lost more than half of its original extent due to cattle
ranching and the production of industrial crops. %3 Yet, deforestation rates have been decreasing
rapidly since 2004, and have remained relatively low since 2016, compared to the 2001-2015
period (Figure 21, right panel).

In Brazil, the decline in deforestation observed between 2004 and 2012 was largely attributed
to the adoption of appropriate policy initiatives, voluntary arrangements and market-based
initiatives that aimed at decreasing the demand for new deforestation and increasing the risks
to those engaged in deforestation®*. An overview of the relevant initiatives that contributed to
the decrease is provided in Nepstad et al. (2014)%°, and include for example, the 2004 Detection
of Deforestation in Real Time (DETER) system, and the 2006 Forest Code. More recently,
however, Brazil’s substantial progress in fighting against deforestation in the first decade of the
twenty-first century, has been partly undermined by disinvestment in Brazil’s ministry of the

63 Kennedy, C. M., Hawthorne, P. L., Miteva, D. A., Baumgarten, L., Sochi, K., Matsumoto, M., ... & Develey, P. F. (2016).
Optimizing land use decision-making to sustain Brazilian agricultural profits, biodiversity and ecosystem services.
Biological Conservation, 204, 221-230.

%4 A recent paper by Burgess et al. (2019) documents the impact of changes in the Brazilian regulatory environment by
exploiting high resolution satellite data and a using an empirical research design that aims at establishing causal links
by exploiting discontinuities in deforestation at national borders. The authors find that in 2006, just after Brazil
introduced policies to reduce deforestation, deforestation indeed decreased. However, from 2014, Brazilian deforestation
rates increased due to a combination of worse economic conditions and deteriorating commitment to environmental
regulation, e.g. the amnesty for small properties introduced in 2012 with the New Forest code.

%5 Nepstad, D., McGrath, D., Stickler, C., Alencar, A., Azevedo, A., Swette, B., ... & Armijo, E. (2014). Slowing Amazon
deforestation through public policy and interventions in beef and soy supply chains. science, 344(6188), 1118-1123;
see also L. Tacconi, Rafael J. Rodrigues & A. Maryudi (2019), “"Law Enforcement and Deforestation: Lessons for Indonesia
from Brazil,” Forest Policy and Economics 108
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environment, Ibama, as illustrated by staff reductions and the more recent loosening of
environmental enforcement. 66

Various domestic policies have been adopted in other Mercosur countries to protect forests.
Argentina, for example, adopted the Native Forest Law in 2007 and a Zero Deforestation Law
was adopted in 2012 in Paraguay (Hsu et al, 2016).

Yet, Mercosur countries exhibit large differences in terms of environmental regulatory stringency
among jurisdictions that have decentralised power to control land use. Evidence from the Gran
Chaco in Argentina and Paraguay, and Chiquitano in Brazil shows that lower deforestation
regulations and enforcement in these regions have attracted investments by companies that
tend to clear more forest, mostly for cattle ranching (de Waroux et al. 2016).%”

With regard to wood production, the EU produced about 800 million tons of wood in 2018
compared to 200 million tonnes in Brazil (Figure 22, left panel). Brazil is a large producer and
consumer of timber: in 2014, the forestry sector accounted for 1.1% of GDP and 1.3% of total
Brazilian exports, 4.3% including wood pulp. Wood production has only slightly increased over
the last decade mainly due to an increase in the production of wood pulp (Figure 22, left panel).
In 2016, Brazil was the fifteenth largest exporter of wood, accounting for 2% of global wood
exports (COMTRADE). However, international trade in roundwood logs from natural tropical
forest has been banned progressively since 1980 and most of the Brazilian exports come from
planted forests (FAO, 2018). Unlike other Mercosur countries, ¢ Brazil has ratified the
International Tropical Timber Agreement, an MEA desighed to promote sustainable management
of tropical forests®°. The EU accounts for about 10% of Brazil’'s wood exports.”® In Argentina and
Paraguay the production of wood products has been stable over time while it has more than
doubled in Uruguay due to an expansion of wood pulp (Figure 22, right panel).

% See analysis for discussion of environmental deregulation. Ibama’s work force of field agents is reported to have
decreased by 44% (from more than 1300 to 730 in 2019) over the past decade. Ernesto Londofio and Leticia Casado
(2019), The New York Times, available from: https://www.nytimes.com/2019/08/28/world/americas/amazon-fires-
brazil.html. The Folha de Sao Paulo (one of Brazil’'s most respected news source) estimated these cuts at 55%. See
Fabiano Maisonnave, "Em document, chefes de fiscalizacdo do Ibama alteram para risco de apagdo”, Folha de Sao Paulo,
December 27, 2019, available from: https://wwwl.folha.uol.com.br/ambiente/2019/12/em-documento-chefes-de-
fiscalizacao-do-ibama-alertam-para-risco-de-apagao.shtml

%7 de Waroux, Y. L. P., Garrett, R. D., Heilmayr, R., & Lambin, E. F. (2016). Land-use policies and corporate investments
in agriculture in the Gran Chaco and Chiquitano. Proceedings of the National Academy of Sciences, 113(15), 4021-4026
%8 paraguay signed but has not ratified the agreement.

%9 See the ITTO’s latest report (2018) for examples of sustainable forest management projects conducted in Brazil:
https://www.itto.int/annual report/

70 Brazil’s tropical roundwood production is mainly concentrated in the northern states of Pard, Amazonas and Mato
Grosso, with the plantation estates located in the non-tropical south and southeast regions of the country. ITTO (2018),
“"Biennial review and assessment of the world timber situation 2017-2018”, available from
file:///Users/utilisateur/Downloads/Biennial review 2017%E2%80%932018.pdf
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Figure 22: Wood production for Brazil (left) & other Mercosur countries (right)
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Source: Authors’ elaboration from FAOSTAT. All productions have been converted into million tonnes. Countries are in two separate
graphs because of the large difference in the scale of wood production.

4.2.7. Fisheries

The EU represents the largest single market for fish and fish products. On the other hand, per
capita consumption of fish is low in Mercosur countries and most fish production is exported.
According to FAO, seven fish species’! in the Southwest Atlantic area are considered to be over-
exploited or depleted (3 only moderately), seven fish species’? are considered overexploited or
depleted in the Northeast Atlantic area and eleven in the Mediterranean area.”?

In the EU, fishing fleets are managed through the Common Fisheries Policy, which also includes
rule for aquaculture. The policy involves inputs and output controls.”4 Aquaculture accounts for
about 20% of fish production. Strategic guidelines have been set up to increase production and
the competitiveness of the aquaculture sector and a number of campaigns have been launched
to promote its sustainability.”>

Both Brazil and Argentina have implemented policies to encourage the rise in aquaculture. In
Brazil aquaculture increased by almost 400% over 2000-13, accounting for over 60% of total
fish production in 2013 (OECD, 2015).7% In Argentina, aquaculture production is growing but it
is not yet economically relevant as the sector is mostly made up of small farmers that incorporate
fish farming as an additional productive option to improve the profitability of the field””. In

71 These include: the Argentine Hake Merluccius, the Southern Blue Whiting, the Argentina Croaker, the Whitemouth
Croaker, the Striped Weakfish, the Brazilian Sardinella and Other shrimps.

72 These include: the Atlantic salmon, the European plaice, the Atlantic cod, the Blue whiting, the Haddock, the Pollock,
and the Whiting.

73 These include: the Azov Sea Sprat, the Pontic Shad, the European Hake, the Red Mullet, the European Anchovy, the
Sardinellas, the Albacore, the Atlantic Bluefin Tuna, the Swordfish, the European Sprat, the Atlantic Bonito and the
Striped venus. Note that this area is shared with non-EU countries.

74 Inputs control include rules on access to waters, fishing effort controls and technical measures. Output controls mainly
consist of limiting the amount of fish from a particular fisher. https://ec.europa.eu/fisheries/cfp/fishing_rules_en.

75 https://ec.europa.eu/fisheries/cfp/aquaculture_en

76 OECD (2015)

77 http://www.fao.org/fishery/facp/ARG/es
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Uruguay, aquaculture is in its infancy, yet there is a growing interest in boosting the fishing and
aquaculture sector.”8

Aquaculture production can contribute to reduce pressure on natural fishery resources but can
also have negative impacts on biodiversity and ecosystems, in particular if alien species are
introduced. In the EU, the Regulation on the use of alien and locally absent species in aquaculture
aims at ensuring the adequate protection of aquatic habitats from the risks associated with the
use of non-native species. In Brazil, while the aquaculture sector saw initially the introduction of
international species such as shrimp and tilapia, it has shifted to an increasing share of native
species, which are also largely intended for the domestic market (Pincinato and Asche, 2016).7°

The EU is already cooperating with Brazil and Argentina (as well as other countries in the Atlantic
Ocean to build an All Atlantic Ocean Research Community to promote the sustainable
management of the Atlantic Ocean. Key areas of cooperation involve, among others, a
responsible and sustainable fisheries management and aquaculture development, and the
treatment of emerging pollutants.

4.2.8. Agriculture and the environment

According to the OECD (2008), agriculture’s use of inputs is a major driving force leading to
pressure on the environment (OECD, 2010). The choice and quantity of farm inputs can affect
the state of the environment with regard to rates of soil erosion, water quality and ultimately
the aquatic ecosystems (Parris, 2011). In this section we focus on water, fertilisers (nitrogen)
and pesticides use in agriculture and compare the performance of Mercosur countries with that
of the EU and of other countries of similar income levels.

In Brazil, the agriculture sector consumes more than 60% of water resources (OECD, 2015a)
and the use of water in agriculture has increased considerably, by 40% from 2006 to 2010. In
Paraguay, agriculture water withdrawal accounts for 78% of total water use and it has grown by
400% between 2000 and 2012. Argentina has increased its water use in agriculture by 30%
between 2000 and 2011 (FAO Aquastat). In the EU, member states are required to price water
in @ way that ensures full cost recovery and incentivise the efficient use of water. Water charges
tend to be low in most Mercosur countries. In Brazil, in the four states where some water charges
exist, they are usually too low to stimulate efficient resource use.® At the moment, Rio de
Janeiro is the only state where water use is charged universally. Argentina has implemented a
system of water charges, although several provinces charge a low tariff that does not cover the
full cost of recovery and maintenance of the water system. In Uruguay water charges exist and
are lower for residential users than for other users (commercial and industrial). Since July 2016,
the introduction of agricultural usage charges and contamination fees has been discussed as
part of the preparation for the National Water Plan (UNEP, 20188?).

78 http://www.fao.org/fishery/facp/URY/es

7% Pincinato, R. B. M., & Asche, F. (2016). The development of Brazilian aquaculture: Introduced and native species.
Aquaculture Economics & Management, 20(3), 312-323.

80 OECD (2015b) Water Resources governance in Brazil, OECD Studies of Water, OECD Paris.

81 UNEP (2018) Achieving Sustainable Development Goals on Socially Inclusive and Sustainable Water

through Fiscal and Pricing Reforms in Uruguay, UNEP, prepared by Miguel Carriquiry, Matias Piaggio, Felipe Bertamini,
Gabriela Pérez Quesada, and Guillermo Sena
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In terms of pesticide use, Figure 23 (left panel) shows that Mercosur countries’ average pesticide
intensity (kg per hectare) is above that of countries of similar income levels and above the EU
average. While differences in levels are partly explained by agronomic and climatic conditions,
e.g. countries with warm and wet climate tend to use more pesticides (Ghimire and Woodward,
2013), 82 trends are more likely driven by changes in agricultural practices and pesticide
restrictions.

Figure 23: Pesticide use by income levels (2013-2014) and over time (1990-2015)
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Source: Data on pesticides are from FAOStat. GDP per capita, PPP is from the World Bank World Development indicators
(2010). Figure on the left shows the amount of pesticides use per hectare of land (in log). Data refers to 2013 or 2014
depending on availability. The plot on the right refers to the amount in kg of pesticides use per hectare of land (in log)
over time.

While the use of pesticides has been decreasing in the EU (Figure 23, right panel), it has been
increasing across all Mercosur countries. Brazil recently overtook the EU in terms of pesticide
intensity while other Mercosur countries did so around the turn of the century. While the import
of hazardous pesticides has been decreasing steadily (FAOStat), the use of unauthorised
pesticides remains high across Mercosur countries (OECD, 2015).

In Brazil, MAPA, ANVISA and IBAMA are the main pesticide implementation agencies to supervise
and manage pesticides. Pesticides can only be produced, handled, imported, exported, marketed
and used if previously approved by the three federal government bodies. Pesticide licences,
however, do not require periodic reviews or renewals and are granted indefinitely. 3 A draft bill
is being currently discussed by congress (PL 6299/0284) and proposes new rules for the approval
of pesticides including integrating all evaluations under the Ministry of Agriculture, while still
involving the three agencies. The bill has been criticised by some environmental organisations.

In Mercosur countries, implicit subsidies exist for pesticides and fertilisers. In Brazil, for example,
fertilisers and pesticides are exempt from some federal and state taxes (OECD, 2015a). This has
contributed to their growing use. In addition, an increase in the use of pesticides is associated
with the practice of minimum-tillage and no-tillage farming, when this is not employed
appropriately following the principles of conservation agriculture. The practice of minimum-
tillage and no-tillage farming is common across Mercosur countries (Peiretti and Dumanski, 2014)

82 Ghimire, N., & Woodward, R. T. (2013). Under-and over-use of pesticides: An international analysis. Ecological
Economics, 89, 73-81.

83 http://portal.anvisa.gov.br/pesticides

84 https://www.camara.leg.br/proposicoesWeb/fichadetramitacao?idProposicao=46249
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and that helps preserve carbon in the soil, yet it is also associated with higher pesticide use due
to a higher presence of weeds.

Figure 24: Fertiliser use by income levels (2013-2014) and over time (2002-2010)
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Source: Data on fertilisers are from FAOStat. GDP per capita, PPP is from the World Bank World Development indicators
(2010).

The opposite, instead, is observed for the use of fertilisers (nitrogen), in particular for Argentina
that shows very low levels of fertilisers intensity. The use of fertilisers is below EU levels in all
four Mercosur countries. Additionally, FAO data shows a more significant increase of fertiliser
use in the EU over the 2010-2014 period than in Mercosur countries.

4.2.9. Air pollution

All Mercosur countries have worse scores than the EU in terms of air quality in the Environmental
Performance Index. Figure 25, left panel, displays two different measures of exposure to
particulate matter (PM2.5), mean annual exposure and the percentage of population exposed to
level above WHO guidelines. While displaying higher levels of air pollution than average EU levels,
the trend in Argentina is downwards, as opposed to the EU. Brazil has experienced a notable
improvement, going from 75% of the population exposed to unsafe levels of PM2.5 in 2005 to
56% in 2015. A significant improvement in terms of average exposure has also been experienced
by Paraguay, although the entire population is still considered exposed to unsafe levels of PM2.5.
Uruguay shows the lowest levels of mean exposure in the group and a similar percentage of
people exposed to excessive levels of PM2.5 to the EU. When compared to countries of similar
income levels (Figure 25, right panel), Mercosur countries score pretty well, showing mean
exposure to PM2.5 below those of most countries of similar income levels.
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Figure 25: Exposure to PM2.5
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Source: World Bank World Development Indicators. Mean exposure is measured in micrograms m3. The second column
of the table indicates the percentage of the population exposed to levels of PM2.5 above WHO guidelines. The plot on
the right shows a quadratic fit of the relationship between GDP per capita (PPP) and the PM2.5 together with the 95%
confidence interval.

4.2.10. Waste

Solid waste can be an important source of methane and, if not appropriately managed can pollute
air and water, with significant health impacts on the local population. Data on the generation,
collection, treatment and disposal of solid waste for Mercosur countries are limited and hence
need to be interpreted with caution. In general, Mercosur countries show heterogeneous
performance in terms of waste generation and collection. Paraguay and Uruguay show
substantially lower levels of waste generation per capita than countries of similar income levels
(Figure 26, left panel). In contrast, both Brazil and Argentina are in line with the average
performance of other upper middle-income countries. In terms of waste collection, Brazil and
Uruguay collect about 83-86% of the waste, in line with other upper middle-income countries,
while Paraguay performs well below with a collection rate of 51% (Figure 26, right panel)

Figure 26: Waste generation and collection
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between GDP per capita (PPP) and the two variables together with the 95% confidence interval.
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According to OECD (2015), in Brazil, there is a lack of hazardous waste landfills. Moreover, many
municipalities tolerate the illegal practice of disposing of hazardous waste in municipal landfills.
Empirical research on Argentina and Uruguay shows that lead from toxic waste continues to pose
a significant public health risk (Caravanos et al. 2016). Recycling is very limited across Mercosur
countries. Recovery is dominated by waste pickers (catadores in Portuguese; cartoneros in
Spanish), who earn their living by collecting recyclables and selling them to private recycling
companies. Waste pickers contribute to waste separation for recycling, for example of aluminium
cans and PET.

4.3. Analysis of impact

4.3.1. Impact on GHG emissions

According to the CGE modelling the AA is expected to increase CO2 emissions in the EU by 0.03%
in the long run under the conservative scenario (Table 22). The largest impact among Mercosur
countries is for Argentina (0.51% increase in CO2 emissions). However, it is important to note
that Argentina’s overall contribution to global CO2 emissions is low compared to that of the EU.
Both Uruguay and Paraguay are expected to experience a small decline in CO2 emissions.
Globally, the AA is expected to have a negligible impact on CO2 emissions also considering that
the estimated changes do not reflect possible positive future changes in energy efficiency and
technology.

Table 22: Change in CO2 emissions in the two scenarios (long term impact, % change)

e e [ roenina [paraguay | urguay | ow | wora

Conservative scenario 0.03 0.16 0.51 -0.04 -0.14 -0.01 0.00
Ambitious scenario 0.05 0.18 0.69 -0.12 -0.23 -0.02 -0.01
Total Emissions (2032 baseline) 3,987 326 185 6 11 53,017 57,532

Source: CGE Modelling Results based on GTAP emission factors. Percentage changes with respect to the 2032 baseline.
Emissions are in millions of tonnes.

Figure 27 reports the results of the LMDI decomposition of the impact on CO2 emissions for both
scenarios. Effects are expressed in absolute changes. The figure shows that, under both
scenarios, the increase in emissions due to an increase in the scale of production is partially
mitigated by a negative composition effect. A negative composition effect suggests that the AA
is likely to induce, in the long term, a reallocation towards lower emission intensive sectors. The
only exception is Argentina where, however, the impact is negligible.
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Figure 27: Decomposition of impact on CO2 emissions: conservative scenario (left)
and ambitious scenario (right)
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Source: CGE modelling based on GTAP emission factors. Plots show percentage changes with respect to the 2032
baseline. Decomposition has been obtained using a Log Mean Divisia Index (LMDI). Graph shows absolute changes in
tonnes of Co2.

Based on the CGE modelling results and emission intensities from EDGAR, the AA is expected to
reduce methane emissions in the EU by -0.12% in the long term under the conservative scenario
(Table 23), nitrous oxide emissions are also expected to decrease by -0.21%. In percentage
terms, the effects on methane emissions in Mercosur countries are around 0.6 to 0.9%, with the
exception of Paraguay where the effect is much lower (0.07%). The impacts on nitrous oxide
among Mercosur countries range from 1.5% in Brazil to 0.4% in Uruguay. Effects are again very
small for Paraguay (0.08%). Globally, the AA is expected to have a very small impact on both
types GHG emissions (Table 23).

Table 23: Percentage Change in other GHG emissions in the two scenarios

Conservative scenario -0.12 0.93 0.84 0.07 0.65 -0.01 0.02
Ambitious scenario -0.17 1.42 1.36 0.17 1.20 -0.02 0.03
Total Emissions (2032 baseline) 948 18,764 20,579
hross rsie 028y | 50| el g Frsuay | Uiy | oW | i
Conservative scenario -0.21 1.54 1.17 0.08 0.41 -0.05 0.01
Ambitious scenario -0.28 2.11 1.54 0.23 0.13 -0.07 0.02
Total Emissions (2032 baseline) 378 172 69 9 13 4,125 4,767

Source: CGE modelling % emission intensities from EDGAR. % changes with respect to the 2032 baseline. Total
emission are in Mtons of Co2 equivalent.

Figure 28 reports the results of the Log Mean Divisia (LMDI) decomposition of the impact on the
two other types of GHG emissions for both scenarios. Effects are expressed in percentage
changes. Results differ between gases and scenarios reflecting the impact of sector reallocations.
For methane emissions in Mercosur countries, under both scenarios and across all parties, scale
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effects due to the expansionary effect of the AA are amplified by a relocation towards more
methane intensive sectors (composition effect). The latter effect is particularly evident under
the most ambitious scenario and mostly driven by the expansion of animal production. For
nitrous oxide, expansionary effects (scale effects) are also amplified by a positive composition
effect, which suggests a reallocation towards higher nitrous oxide intensive sectors, mostly
agricultural products. For the EU, negative composition effects are instead larger than the
positive scale effects, for both gases, explaining the negative overall expected decline in
emissions.

Figure 28: Decomposition of impact on GHG emissions: methane (left) and nitrous
oxide (right)
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Source: CGE modelling based and emissions from EDGAR. Plots show absolute changes with respect to the 2032 baseline
in Mtons of Co2 equivalent. Decomposition has been obtained using a Log Mean Divisia Index (LMDI). In order to match
CGE results to EDGAR data, sectors were aggregated; hence we expect these estimates to carry a wider margin of error.
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Table 24 shows the aggregated effect on GHG emissions. The overall moderate increase in GHG
emissions in Mercosur countries is compensated by a decrease in emissions in the EU and the
rest of the world leading to a negligible global effect of the AA on total GHG emissions. Comparing
the projected changes in GDP with those in GHG emissions, results indicate a reduction in
emission intensity of GDP in the EU and Paraguay (in the latter the impact is almost emission-
neutral under the ambitious scenario). In Brazil, Uruguay and to a lesser extent Argentina, the
Agreement increases the overall emission intensity of GDP. Overall, the AA is expected to
marginally reduce the emission intensity of world GDP. The decomposition in Figure 29 shows
once again the positive composition effect in Mercosur countries due to the induced relocation
towards GHG emission intensive sectors. Scale effects are also positive with the exception of
Paraguay and the rest of the world.

Table 24: Change in total GHG emissions and GDP in the two scenarios (long term
impact, % change)

G missions &0 | trazt | srgentina | paraguay | urugaay | Row | Wora

Conservative scenario -0.02 0.79 0.67 0.06 0.52 -0.01 0.00
Ambitious scenario -0.01 1.15 0.99 0.14 0.87 -0.02 0.00
Igg‘;'szggeiT:g‘T’R;) 5313 1,083 430 90 75,906 82,878
I — I 2 P e e N
Conservative scenario 0.06 0.19 0.51 0.08 0.24 -0.02 0.01
Ambitious scenario 0.08 0.30 0.71 0.15 0.44 -0.02 0.01

Source: CGE modelling and emission intensities from EDGAR. Table shows percentage changes with respect to the 2032
baseline. Total GHG emissions are in Mton of CO2 equivalent. GHG emissions include CO2, CH4 and N20 only. Minor
differences in the aggregated effects are due to the use of a less refined sector classification, which was required in
order to match output data with CH4 and N20 data from EDGAR.

Figure 29: Decomposition of impact on total GHG emissions: conservative scenario and
ambitious scenario
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Source: CGE modelling based on GTAP emission factors. Decomposition has been obtained using a Log Mean Divisia
Index (LMDI). Graph shows absolute changes in emissions (Mtons of CO2 equivalent). GHG emissions include CO2, CH4
and N20 only.
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From a strictly quantitative perspective based on sectoral analysis, the small increase in overall
GHG emissions in Mercosur countries resulting from the AA is expected to have a limited impact
on trading partners’ ability to meet their commitments to the Paris Agreement, which include
among others a commitment to reduce emissions by 43% by 2030 for Brazil, a commitment to
not exceed 483 Mton CO2eq by 2030 for Argentina, a 29% reduction in emission intensity of
GDP by 2025 for Uruguay and a 10% reduction in GHG emissions by 2030 for Paraguay®. It is
also worth recalling that the effects described above do not reflect the possible future uptake of
green technology (see for example Section 4.3.6 on the impact of the AA on trade in
environmental goods and services) and the potential expansion of the renewable energy sector.
In this regard, an analysis of the implications of a possible expansion of the biofuel sector, is
provided in section 6.1.3.

4.3.2. Impact on land use and deforestation

In this section we explore the implications, in terms of land use and deforestation, of the
expected expansion of relevant agricultural sectors. Based on the overview presented in the
baseline and the analysis presented below, we expect the repercussions of the EU-Mercosur AA
on land use and deforestation to depend less on scale or composition effects in the agricultural
sector than on countries’ commitment to preserve a regulatory framework that reduces the rate
of deforestation related to farming activities.

We begin by focusing on Brazil, whose case raised particular concerns among stakeholders,
including the European beef industry, as well as environmental and animal welfare NGOs, and
also because its experience is particularly instructive. Agricultural lands account for about 23%
of Brazil’s total surface area, divided between (low productive) meadows and pastures (75%)
and croplands (25%) (FAOSTAT). Historically, the majority of cleared forest land has ended up
in cattle pasture as crop production is mostly located away from forest area (Global Forest
Atlas). 8 Evidence suggests that most of the deforested area is used for low-efficiency cattle
ranching (Zu Ermgassen et al. 2018)%’, i.e. less than one cow per hectare. Hence, there is great
scope for expanding production by intensifying beef production in these areas without inducing
deforestation (Cohn et al. 2014).88 Indeed, the reduction in deforestation observed since 2004
was achieved despite high beef prices and increasing beef production, which in previous years
had pushed deforestation upward. This suggests that policies and enforcement actions had led
to the decoupling of beef production from deforestation (Boucher et al. 2013).8° Indeed, Burgess
et al. (2019) show that during the period of stricter enforcement and monitoring (2002-2012),
the effort to cope with illegal deforestation was effective in reducing forest loss in particular in
areas closer to economic and market pressure.®® The beef moratorium in 2009, for example,
was found to produce some positive, although limited effects. A study by Gibbs et al. (2016)°!

85 This issue is further discussed in section 4.3.7.

86 https://globalforestatlas.yale.edu/amazon/land-use

87 Zu Ermgassen, E. K., Alcdntara, M. P. D., Balmford, A., Barioni, L., Neto, F. B., Bettarello, M. M. & Gongalves, E. T.
(2018). Results from on-the-ground efforts to promote sustainable cattle ranching in the Brazilian Amazon. Sustainability,
10(4), 1301.

88 Cohn, A. S., Mosnier, A., Havlik, P., Valin, H., Herrero, M., Schmid, E., ... & Obersteiner, M. (2014). Cattle ranching
intensification in Brazil can reduce global greenhouse gas emissions by sparing land from deforestation. Proceedings of
the National Academy of Sciences, 111(20), 7236-7241.

89 Boucher, D., Roquemore, S., & Fitzhugh, E. (2013). Brazil's success in reducing deforestation. Tropical Conservation
Science, 6(3), 426-445.

% Burgess, R., Costa, F., & Olken, B. A. (2019). The Brazilian Amazon’s Double Reversal of Fortune.

°1 Gibbs, H. K., Munger, J., L'Roe, J., Barreto, P., Pereira, R., Christie, M., ... & Walker, N. F. (2016). Did ranchers and
slaughterhouses respond to zero-deforestation agreements in the Brazilian Amazon?. Conservation Letters, 9(1), 32-42.
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shows that the agreement induced slaughterhouses to avoid purchasing from properties with
deforestation. Another study by Alix-Garcia and Gibbs (2017)°2 shows that the moratorium led
to some avoided deforestation on properties that registered early in the programme, which was,
however, offset by leakages in the supply chain. Other policies that contributed to the slowdown
in deforestation include the creation of indigenous reserves and the 2006 Forest Code.

A similar analysis can be applied in relation to any expansion of the oil seeds sector. Brazil has
substantial physical potential for increasing soy production by converting existing degraded
pasturelands into crop fields. Again, historical data indicates that deforestation was on a
declining path until 2012 while soy production, the most profitable Amazon land use, continued
to grow and soy prices were at record high (Nepstad et al. 2014 and Boucher et al. 2013).
Particularly relevant was the Soy Moratorium, a 2006 voluntary agreement between Brazilian
agribusiness companies to stop purchasing soy from areas in the Amazon that were deforested
after July 2008. The agreement was renewed indefinitely in 2016. The moratorium has been
found to have contributed to reducing deforestation and increasing agricultural productivity
(Kasten, 2017).93

In Brazil, sugarcane accounts for less than 9 million hectares, largely located in Sdo Paulo, which
is about only 4.4% of total agricultural land (CONAB). It is also estimated that there are over
40 million hectares of pastureland suitable for the production of sugarcane.®* A recent paper by
Jaiswal et al. (2017) shows how Brazilian sugarcane ethanol can be increased substantially
without threatening forests under conservation and, at the same time, accounting for future land
demanded for food and animal feed.®* These findings are confirmed by de Oliveira Bordonal et
al (2018).%6

In general, evidence for Brazil points towards great scope for expanding agriculture through
intensification and increased productivity without inducing deforestation. As shown in Arias et al.
(2017) although agricultural productivity growth in Brazil has accelerated, there are still large
differences in productivity across farmers and regions, and considerable production gains can be
achieved if agricultural productivity were to grow faster. There is also evidence from the states
of Goias and Mato Grosso that export-oriented farmers were able to increase their agricultural
production by intensifying the existing agricultural lands rather than clearing new land. In a
fraction of the vast Cerrado plain, double-cropping, as opposed to single cropping has started to
take place.®” This intensified regime has the potential to expand to other cultivated land areas.
The improvement in productivity in the Cerrado has often been cited as an example of success
of how to employ state-of-the-art agricultural technology to expand agricultural and pasture
land without deforestation. This best-case scenario is, however, contingent upon Brazil’s
commitment to its Paris agreement pledges with regard to forest preservation. Brazil, however,

92 Alix-Garcia, J., & Gibbs, H. K. (2017). Forest conservation effects of Brazil's zero deforestation cattle agreements
undermined by leakage. Global Environmental Change, 47, 201-217.

93 Kastens, J. H., Brown, J. C., Coutinho, A. C., Bishop, C. R., & Esquerdo, J. C. D. (2017). Soy moratorium impacts on
soybean and deforestation dynamics in Mato Grosso, Brazil. PloS one, 12(4), e0176168.

9 Assuncdo, J., & Chiavari, J. (2015). Towards efficient land use in Brazil. Climate Policy Initiative, Sept.

9% Jaiswal, D., De Souza, A.P., Larsen, S., LeBauer, D.S., Miguez, F.E., Sparovek, G., Bollero, G., Buckeridge, M.S. and
Long, S.P., 2017. Brazilian sugarcane ethanol as an expandable green alternative to crude oil use. Nature Climate
Change, 7(11), p.788.

% de Oliveira Bordonal, R., Carvalho, J.L.N., Lal, R., de Figueiredo, E.B., de Oliveira, B.G. and La Scala, N., 2018.
Sustainability of sugarcane production in Brazil. A review. Agronomy for Sustainable Development, 38(2), p.13.

97 Spera, S. (2017). Agricultural intensification can preserve the Brazilian Cerrado: Applying lessons from Mato Grosso
and Goias to Brazil’s last agricultural frontier. Tropical Conservation Science, 10.
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has recently opted for rolling back restrictions on sugarcane production in forest areas. On
November 5, 2019, it signed a decree revoking a 10-year-old zoning regulation that limited the
cultivation of sugarcane to areas outside the Amazon.®® In November 2019, the farm group
Aprosoja started a campaign to end the Soy Moratorium. The campaign received strong
opposition from European companies and investors.®® Recent efforts to impose budget cuts on
Ibama’s anti-deforestation efforts have exacerbated chronic problems of understaffing, which
have made the work of field agents in certain regions increasingly challenging. 1

Argentina’s deforestation rates have slowed down in recent years but remain high with respect
to the regional and global trends. Conversion from forest to cropland and grassland contributed
to 35% of total GHG emissions from agriculture activities in 2014 (OECD, 2019). 10! Cattle
ranching has been associated in the past to forest degradation due to grazing or overgrazing by
cattle within the forest (FAO, 2019). 102 Recently, Argentina has shown commitment to develop
a participatory national strategy to reduce emissions from deforestation within the UNFCC
REDD+ mechanism. 193 However, if successfully implemented, the National Action Plan on
Forests and Climate Change (PANByCC) will reduce deforestation and forest vulnerability and
degradation. Uruguay has low forest cover (10%) and natural forest cover has increased over
the past years. 75% of Uruguay’s territory is made of grassland for extensive grazing, hence,
there is scope for expanding cattle production without adding pressure on land use. In Paraguay,
the conversion of forest area to pastureland, in particular in the Chaco area, and soybean
production has been one of the major causes of deforestation.'%* An expansion of the bovine
sector will not necessarily put pressure on land resources if a strong commitment to sustainable
management of forests is in place in the country in question. Brazil’s experience in the early
twenty-first century (see section 4.2.6) shows that increased production and trade expansion
are compatible with declining deforestation rates provided that sustainable forest policies are
put in place.

Overall, while there are concerns about the more recent trends in deforestation in Brazil and
Argentina, examples of successful agriculture intensification and the positive trend in
productivity growth show opportunities to limit possible negative effects by converting existing
meadows and pasturelands and by promoting productivity catch-ups across farmers and regions.
Beyond productivity gains, the enforcement (or lack thereof) of regulatory rules protecting forest
areas will largely overshadow the minor effects of the EU-Mercosur AA. Brazil’s experience during
the first decades of 2000 shows that it is possible to decouple beef, soy and maize production
from deforestation by adopting appropriate regulation and monitoring measures. Mercosur

%  The text of the decree is available from : http://www.planalto.gov.br/ccivil_03/_Ato2019-
2022/2019/Decreto/D10084.htm

9 Brazil urged to renew limits on Amazon soya production, Financial Times, retrieved on 03 March 2020,
https://www.ft.com/content/c554f32a-1521-11ea-9ee4-11f260415385

100 Frpesto  Londofio and Leticia Casado (2019), The New York Times, available  from:
https://www.nytimes.com/2019/08/28/world/americas/amazon-fires-brazil. html See also Fabiano Maisonnave, “Em
document, chefes de fiscalizacdo do Ibama alteram para risco de apagdo”, Folha de Sao Paulo, December 27, 2019,
available from: https://wwwl.folha.uol.com.br/ambiente/2019/12/em-documento-chefes-de-fiscalizacao-do-ibama-
alertam-para-risco-de-apagao.shtml

101 OECD (2019) Agricultural policies in Argentina, Trade and agriculture directorate, Committee for Agriculture, OECD.
102 pttp://www.fao.org/redd/news/detail/en/c/1183543/

103 The UNFCCC, through the REDD+ mechanism, calls for signatory parties to develop a national strategy to reduce
emissions from deforestation and forest degradation that includes concrete actions and measures. https://www.un-
redd.org/post/2019/02/18/argentina-s-redd-national-strategy-combining-a-participatory-process-with-sound-technical
194 World Resources Insitute (WRI) http://www.wri.org/blog/2017/11/closing-data-gaps-eliminate-deforestation-and-
land-disputes-beef-supply-chains-paraguay
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countries, with the exception of Paraguay, have committed to reduce GHG emissions by adopting
forest related targets and policies, e.g. 12m hectares of reforestation by 2030, end of illegal
logging, compensating any legal logging and strengthening the forest code in Brazil, the
implementation of a National Forest Monitoring system in Argentina and a 5% increase in native
forest area in Uruguay. The AA includes a commitment to the effective implementation of the
Paris Agreement and hence has the potential to strengthen such pledges as is further discussed
in Section 4.3.8.

4.3.3. Impact on water resources and the ecosystem

Water is a key agricultural input. The possible expansion of some agricultural sectors, and some
manufacturing sectors, can increase pressure on water resources. According to Ran et al.
(2013) 1% the impact of agriculture and livestock production on water-related ecosystem services
can be separated into three categories: 1) withdrawal of water for irrigation of feed and other
crops with effects on downstream aquatic ecosystem, 2) change in land cover that alter the
partitioning and functioning of ecosystems and 3) land-use management practices with
implications for erosion and pollutant runoffs. In this section we discuss the three main concerns
regarding the potential impact of the AA on water resources: water scarcity, water pollution and
the implications for related ecosystems.

Among the positively affected sectors, sugarcane, rice and nuts are among the most demanding
in terms of water requirements. 1% In addition, about 99% of the water consumed by the
livestock sector goes to producing animal feed and fodder (Ran et al. 2013). A move towards a
more intensive meat production could also be accompanied by an increase use of cropland for
feed production and to induce an increase in water demanded by the sector. On the other hand,
it has been also shown, for the case of Uruguay (Ran et al. 2013), that it is not the intensification
per se that threatens the provisioning of ecosystem services as a certain degree of intensification
may actually increase water productivity.

Concerns exist also for the water used for livestock drinking and servicing. This water returns to
the environment in the form of liquid manure, slurry and wastewater. The production of animal
wastes in particular in the context of intensive production can put pressure on the surrounding
ecosystem and can result in the pollution of surface waters and groundwater (Mateo-Sagasta et
al (2017).197 In addition, a move towards intensive animal agriculture could be associated with
the production of ammonia emissions, which can affect surface waters and support harmful algal
growth and also lead to the decline of aquatic species.

Any intensification of agricultural production could lead to an increase in the use of fertilisers
and pesticides with implications for land conservation and water quality. This is of particular
concern in Mercosur countries where implicit subsidies exist for pesticides and fertilisers as
described above.

Overall, the possible expansion of some agricultural sectors poses some moderate concerns
regarding the use of water and of pesticides and fertilisers and associated pollution issues if

105 Ran, Y., Deutsch, L., Lannerstad, M., & Heinke, J. (2013). Rapidly intensified beef production in Uruguay: Impacts
on water-related ecosystem services. Aquatic Procedia, 1, 77-87.

106 FAQ (1986) Irrigation Water Management: Irrigation Water Needs
http://www.fao.org/docrep/s2022e/s2022e02.htm

107 Mateo-Sagasta, J., Zadeh, S. M., Turral, H., & Burke, J. (2017). Water pollution from agriculture: a global review.
Executive summary. Rome, Italy: FAO Colombo, Sri Lanka: International Water Management Institute (IWMI). CGIAR
Research Program on Water, Land and Ecosystems (WLE).
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appropriate management practices are not put in place. This is particularly true given the recent
increase in the use of pesticides and the absence of price incentives to encourage an efficient
use of water in agriculture.

4.3.4. Impact on air pollution

Brazil, Paraguay and Uruguay’s rely heavily on hydroelectric and renewable energy; hence air
pollution is primarily originated from industrial and mobile sources. Adequate air pollution
monitoring is not often in place in Mercosur countries. In Brazil, for example, states are in charge
of air quality regulation and monitoring, but only 12 states had some type of monitoring system
installed in 2012 (OECD, 2015). Hence, the effects of an expansion of the manufacturing and
transport sectors on air quality are explored below.

In Mercosur countries, the positive effects of the AA on manufacturing sectors are confined to
few industries'%®, These are not particularly concerning in terms of air pollution, with the
exception of the pulp and paper sector in Uruguay (which is expected to expand by 1.8% in the
most ambitious scenario this includes also the wood sector), and the non-metal mineral sector
in Brazil and Argentina (expected to increase by 0.7% and 0.8%, respectively). The non-metallic
mineral sector is a major contributor of NOX and to a lesser extent of SO2. These are also the
major pollutants associated to the pulp and paper sector. On the other hand, however, other
heavily polluting sectors are expected to experience a decline or a very small increase in all
Mercosur countries; these are the chemical sector, important source of NOX and SO2, and the
metal sector, the latter being a major producer of carbon monoxide (CO). Given these opposing
effects, we do not expect the AA to produce a concerning increase in air pollution from industrial
production, although some negative localised effects might be possible.

In, Argentina energy production, however, is more heavily dependent on fossil fuels, which are
associated with the production of air pollutant such as particulate matter, SO2 and NOX. Yet,
the simulated impact of the AA on electricity use is negative, which largely alleviates this concern.

According to the CGE results, the transport sector is expected to experience a small positive
impact in Mercosur countries (around 0.3% in the conservative scenario for Brazil and Uruguay
(0.4% in the ambitious), and 0.6% (0.8% in the ambitious) in Argentina), with the exception of
Paraguay where the impact is expected to be negative. Expansionary effects in certain
agricultural sectors are likely to be accompanied by an expansion of transportation. The fields
of Mato Grosso, for example, are 2,000km away from the main soybean port at Paranagua. The
Brazilian transportation network consists mainly of road links, so an increase in transportation
can potentially have negative effects on local air pollution from increased road transport.
Nevertheless, while the number of vehicles in use more than doubled in the last decade,
emissions of particulate matter (PM) decreased significantly thanks to stricter vehicle emission
standards and widespread use of ethanol in cars (OECD, 2015).%° Moreover, addressing air
pollution has become a priority in Brazil. In 2013, the state of Sao Paulo established the “New
Standards for Air Quality” that identifies states that do not comply with new standards as well
as the priority sectors. This suggests that the expansion of the transport sector might not
necessarily lead to more air pollution, in particular if ethanol replaces other fuels and pollution

108 These are: other food products, electrical equipment, textile, and non-metallic mineral in Brazil and the textile, wood
and paper, electrical equipment, and other food products in Uruguay. In Paraguay the electrical equipment sector is the
only to expect a small significant expansion. In Argentina, it is only the electrical equipment and non-mineral sectors.
109 Fthanol fuelled cars produce less CO, NOX and possibly PM10 than gasoline, but results in greater emission of
aldehydes and higher ground-level ozone.
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standards continue to improve as shown in the last decade. In Argentina, instead, the expansion
of the transport sector poses some limited concerns as freight transport is dominated by road
transport and vehicles tend to be old.

4.3.5. Impact on waste

In this section we explore the possible impact of the AA on waste production and management.
We expect the AA to have only limited impact on waste generation in Mercosur countries. Besides
the potential effects of an increase in animal waste, described above, the effects on industrial
waste are expected to be small since most manufacturing sectors are projected to experience
small or even negative effects. The only exception is Uruguay where the textile and leather, and
the wood and paper sectors are expected to grow by less than 2% in the most ambitious scenario.
These are sectors that tend to be relatively waste intensive. Yet, most hazardous waste is usually
generated by the chemical, metallurgical and automotive sectors, which are expected to mostly
contract in Mercosur countries.

Municipal solid waste production can be expected to increase in line with the expected impact
on GDP. The largest effect being in Argentina where the AA is expected to increase GDP by 0.7%
in the most ambitious scenario, followed by Brazil (0.3%) and Uruguay (0.4%). The expected
impact on Paraguay is, instead, smaller (0.1%). The population in Argentina, Brazil and Uruguay
is highly urbanised and collection coverage is very high (from 90% in Brazil to 99% in Argentina,
source: Terraza et al. 2015). 110 Yet, a high percentage of solid waste is estimated to be disposed
of inadequately (from 86% in Uruguay to 35% in Argentina, source: Terraza et al. 2015). The
waste industry in these countries, however, has seen some positive developments in the last
decade. Argentina and Brazil have proclaimed a national legal framework with specific waste
management laws. In particular, in 2010 the Brazilian National Congress approved the National
Law on Solid Waste that prohibits the use of uncontrolled dump sites and obligates local
governments to develop solid waste treatment plans and recycling goals. In Uruguay, for
example, waste recyclers have been recognised by national law and are given stable salaries
and social protection. Overall, we do not envisage concerns regarding the impact of the AA on
waste both because of the limited impact on waste-intensive industrial sectors and the positive
developments in terms of solid waste management shown by Mercosur countries in recent years.

4.3.6. Impact on trade in environmental goods and services

Environmental goods and services encompass environmental activities aimed at environmental
protection (EP), e.g. protection of ambient air and climate, wastewater management, waste
management, and resource management (RM), e.g. management of energy resources, minerals
and other RM activities. Lower NTBs on environmental goods and services can contribute to
increase access to such goods with notably important consequences for the environment (OECD,
2005). 1! In particular, increased access can yield positive environmental benefits in terms of
improved resource-use efficiency and pollution prevention. Increased trade in these goods and
services can increase competition and induce greater innovation.

110 Grau, J., Terraza, H., Rodriguez Velosa, D. M., Rihm, A., & Sturzenegger, G. (2015). Solid Waste Management in
Latin America and the Caribbean. IDB, IADB

111 OECD (2005) Trade that Benefits the Environment and Development: Opening Markets for Environmental Goods and
Services, OECD, Paris, ISBN Number: 926403577X
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There are some important complementarities between the different parties in terms of
environmental endowments and green technologies. According to the Top Markets Series on
Environmental technology by the US Trade administration, Brazil's strongest environmental
technology segment in 2016 was in waste and recycling technologies. 2 The EU market output
of the environmental goods and services sector is, instead, dominated by energy-related
technology for the exploitation of renewable sources (e.g. wind and solar power), followed by
waste management and wastewater management technologies. Mercosur countries constitute a
fertile territory to develop alternative energy technology given the region natural endowment
and the proactive interventions of certain administrations over the past two decades, in
particular in Brazil and Uruguay. Interesting similarities can be observed when considering
climate change related technologies. Figure 30 shows the share of patents applications by type
of technology filed by each party, with the exception of Paraguay due to lack of data. Brazil is
the largest contributor of climate change related patents among Mercosur countries with about
24 patents per million people, followed by Uruguay (12) and Argentina (10) during the last 10
years. This is much lower than what is recorded in Europe (more than 1200 patents per million
people). In both Mercosur and EU countries, energy attracts the largest share of patents. These
technologies are indeed the most closely related to profitability and stringent regulation. Yet,
Mercosur countries are still less mature in terms of new technological development in the area
of green technologies and could benefit greatly from the transfer of knowledge and technology
and from partnerships with European innovators as there is scope for a substantial catch-up
effect in Mercosur countries.

Figure 30: Patents applications related Table 25: Percentage of international
to climate change mitigation by partnership by co-inventor country
applicant’s country (accumulated 2005- (average 2007-2014) - All patents

2015)
% o . .
- —
80% Argentina = 5 34 0.7
F0% .
05 Brazil 1.3 = 46 0.03
0% EU 0.2 0.9 = 0.03
40%
30% Uruguay 4.6 0.8 38.8 =
20%
10%
0% -
EU Argentina Brazil Uruguay
m CC Transport m CC production m Capture Storage CO2
m CC energy = CC buildings
Source: OECD Stat, no data available for Paraguay. Source: OECD Stat, no data available for Paraguay.

Indeed, EU and Mercosur countries have already developed some partnerships for the
development of joint patents that are likely to be further expanded. Table 25 shows that about
45% of Brazil’s patents (now referring to technology in general) developed through international
partnerships have been joint projects with EU countries. Similarly, in Argentina and Uruguay the
cooperation in patents with the EU represent 34% and 38% of total international partnerships.
This suggests that the AA has the potential to further boost international cooperation in green
R&D given the existing strong links in developing joint patents.

112 International Trade Administration (2016) Top Markets Report Environmental Technologies Country Case Study:
Brazil.
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4.3.7. Potential impact on MEA enforcement in Mercosur countries

Table 26: Impact of the EU-Mercosur AA on MEA enforcement

Category of
MEAs

Nature and
biodiversity

Trade-related
MEAs

ITTA, IPPC, CBD

ITTA, CITES, IPPC,
CBD

ICCAT, UNFSA,
PSMA

Potential impacts of the AA

Biodiversity and water: potential increase in fertilisers and
pesticides use in Mercosur countries could contribute to water
scarcity and water pollution affecting the aquatic ecosystems

Forestry: expansion of beef and agriculture production in
Mercosur could generate risks for forests and biodiversity if
countries were to loosen their environmental regulation

Increased cooperation through TSD provisions (article 8 on Trade
and Sustainable Management of Forests) could encourage
Argentina and Paraguay to ratify ITTA, and help Mercosur
countries monitor forest preservation

Fisheries: rise of aquaculture could limit over-exploitation of fish
stocks, partly offset by risks for biodiversity

Increased cooperation through TSD provisions (article 9 on Trade
and Sustainable Management of Fisheries and Aquaculture) could
improve tracking of sea food production and encourage Argentina
and Paraguay to ratify ICCAT, UNFSA, PSMA
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Recommendations to mitigate risks and
optimise benefits

Adopt efficient and democratic policies to
promote sustainable water use

Increase efficiency and  productivity in
agricultural production and maintain strict
enforcement of environmental regulation

Ensure participation of civil society stakeholders
in ex-post monitoring programs with adequate
funding to maximise the benefits of bilateral
dialogue

Build upon recent bilateral cooperation to
promote responsible and sustainable fisheries
management and aquaculture development, and
improve the treatment of emerging pollutants
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Vienna Convention
and Montreal
Protocol, UNFCCC,
Paris Agreement

Climate change
and ozone
depletion

Waste Basel Convention

Rotterdam
Convention,
Stockholm
Convention,
Minamata
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GHG: minor reduction in EU’s methane and nitrous oxide offset
by minor increase in Mercosur countries, leading to minor global
increase in both types of GHG emissions

Forestry: expansion of beef and agricultural production in
Mercosur could generate risks of forest clearing if countries were
to loosen environmental regulation

Transport: Increase in road transportation could lead to higher
emission levels

Environmental goods and services: complementarities in
technology are expected to boost trade in environmental goods
as well as technology transfers, building upon current R&D
partnerships. This could lead to better protection of ambient air
and climate, including in the EU.

Renewed commitment to “effectively implement” UNFCC and
Paris Agreement under the TSD chapter (art. 5), as well as the
Montreal Protocol

Small decline in certain manufacturing sectors (chemical, metal
products, motor vehicles) could limit industrial waste, while being
slightly offset by minor gains in other industries

Increased trade in environmental goods as well as technology
transfers could lead to better waste management practices
(including hazardous waste) in Mercosur

Anticipated increase of fertilisers and pesticides from Mercosur
could generate new risks for animal and human health

Source: https://www.informea.org, WTO MEA Matrix 2017.
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forest
Paris

enforcement of
accordance  with

Maintain strict
preservation in
agreement’s pledges

Increase efficiency in agricultural production and
maintain strict enforcement of environmental
regulation

Build upon progress in emission standards and
continue to substitute ethanol for fuel

Ensure participation of civil society stakeholders
in ex-post monitoring programs with adequate
funding to maximise the benefits of bilateral
dialogue

Establish a clear framework for cooperation on
“the sound management of chemicals and waste”
(art. 13k) in collaborate with civil society and
business stakeholders

Phase-out hidden subsidies for pesticides and
fertilisers and engage in a comprehensive
reassessment of fertilisers and pesticides
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This analysis builds upon the environmental analysis to assess the impact of the Modernised AA
on the enforcement of MEAs, categorised in four environmental realms. Given the diffuse effects
of the AA on EU-Mercosur trade, the two trading partners’ compliance with MEAs are unlikely to
be radically disrupted by purely economic factors. Instead, Mercosur countries’ ability to meet
their obligations under MEAs, or to make commitments in new policy spheres (e.g. fisheries) will
depend first, on the commitment of individual trading partners to maintain and enforce their
own regulatory framework, and second, on the ways in which the TSD chapter is interpreted and
implemented. The next section discusses its potential for strengthening environmental protection.

4.3.8. TSD approach in the EU-Mercosur AA

As mentioned above, the TSD chapter of the EU-Mercosur AA builds upon the institutional
framework established since the Korea-EU FTA and expanded in subsequent trade negotiations
(CETA, EU-Vietnam, Mexico) making the EU a driving force for institutionalizing trade-
environment linkages at the regional and global levels. These linkages cover a wide range of
environmental issues, including climate change, biodiversity, the sustainable management of
forests, of fisheries and aquaculture, and of supply chains, making explicit references to MEAs,
protocols and amendments.

While the literature on the links between trade and GHG emissions is well established, assessing
the impact of environmental provisions in trade agreements is a relatively more recent field
(albeit rapidly proliferating), especially for EU trade agreements, given the limited hindsight on
the EU’s TSD model. '3 There is, however, a rich literature on the enforceability of labour
provisions in trade agreements, which provides crucial insights into the challenges and stakes of
the trade-environment linkage in EU trade agreements.

These questions fit more broadly into the European Commission’s efforts to effectively implement
the respective TSD chapters of its trade agreements. While they are common traits to all bilateral
trade partnerships, numerous studies have also pointed to the importance of designing
sustainable trade strategies that are tailored to the specificities of each trading partners. 114
Drawing from this postulate, the rest of this section discusses the potential impact of the TSD
chapter on the environment, focusing on a question central to both of policymakers and
stakeholders: enforcement. 11>

A recent review of the literature conducted by the OECD (and funded by the EU) outlined four
ways in which Parties to a trade agreement can monitor progress in the implementation of a
trade agreement: dialogue, dispute settlement, public accountability mechanisms and ex-post
monitoring and review.!'® The text of the EU-Mercosur’s TSD chapter and the Commission’s
previous experience in this field provide clues as to its enforceability and potential impact on
trade-environment linkages.

113 Clive George & Shunta Yamaguchi (2018), “Assessing Implementation of Environmental Provisions in Regional Trade
Agreements,” OECD Trade and Environment Working Papers 2018/01, available from:
https://doi.org/10.1787/18166881

114 Furopean Commission (2017), “"Trade and Sustainable Development (TSD) chapters in EU Free Trade Agreements
(FTAs)”, available from: https://trade.ec.europa.eu/doclib/docs/2017/july/tradoc_155686.pdf James Harrison et al.
(2019), “Governing Labour Standards through Free Trade Agreements: Limits of the European Union’s Trade and
Sustainable Development Chapters,” Journal of Common Market Studies 57. (2), pp. 260-277.

115 Furopean Commission (2017), ibid. pp. 3-4.

116 Clive George & Shunta Yamaguchi (2018), op. cit.
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Dialogue

Dialogue and cooperation are central to the EU’s approach to trade and environment. As in
previous trade agreements, the EU-Mercosur AA’s TSD chapter outlines specific institutional
mechanisms for bilateral cooperation, the most important of which is the Sub-committee on
Trade and Sustainable Development, composed of senior officials, or their delegates from each
Party. The main functions of the TSD sub-committee are: 1) to facilitate and monitor the
implementation of the TSD chapter, including cooperation activities; 2) to participate in the
dispute resolution process; and 3) to help coordinate civil society mechanisms. In addition to
facilitating government-to-government dialogue, the EU cooperative approach can be expected
to provide new opportunities for information sharing and skill transfers among civil society
stakeholders as part of its Domestic Advisory Groups and Joint Forum, provided the parties can
address some of the shortcomings associated with these fora.!''” Although by no means
sufficient to enforcement, these institutional instruments are preconditions for the effective
implementation of environmental provisions. The potentialities of these different forms of
dialogue to improve cooperation in the environmental realm are difficult to quantify but must be
weighed against the absence of such mechanisms under the baseline scenario.

Dispute settlement

In its trade agreements, the EU favours a cooperative approach to dispute resolution in the
environmental realm. In case of disagreement over the implementation of the TSD chapter, a
party may request consultations with its trading partner, and may seek advice from relevant
multilateral environmental organisations, domestic advisory groups under civil society
mechanisms or any expert or body it deems appropriate. If consultations fail to bring the two
parties to an agreement, one of the parties may request the establishment of a Panel of Experts
designated by the TSD subcommittee. The Panel of Experts must issue a public report laying out
the facts, the applicability of the relevant provisions and the rationale behind it, as well as
recommendations for the parties to resolve the dispute. The TSD Subcommittee is in charge of
monitoring the follow-up of the report and its recommendations.

One concern about the dispute resolution mechanism that was repeatedly raised during the
consultant’s outreach to civil society stakeholders pertains to the TSD chapter’s separate dispute
settlement mechanism from the rest of the agreement. As in previous EU trade agreements,
disputes related to environmental protection (and labour standards) cannot ultimately be subject
to temporary trade remedies as is the case for other chapters. Additionally, EU trade agreements
do not specify what might occur if one trading partner were to ignore the recommendations of
the panel of experts. While the institutional mechanisms established under the TSD chapter
ensure sustained dialogue and cooperation among parties, they also make the potential impact
of environmental provisions in the EU-Mercosur AA uncertain, insofar as they remain contingent
upon implementation in good faith of all parties. The decentralisation of environmental regulation
in countries like Brazil can increase this uncertainty. '8

117 See discussion below.

118 On this question, see Marcus Walsh-Fiihring (2018), “"The Brazilian Federal Government's Role in the Prioritization of
EU Foreign Direct Investment and its Environmental Agenda,” Brasilian Political Science Review 12 (3), available at:
http://www.scielo.br/scielo.php?script=sci arttext&pid=S1981-38212018000300203&Ing=en&ting=en
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Whether the EU should subject environmental and labour provisions to sanctions under a model
similar to the United States (withdrawing of trade concessions) or Canada (fines)!® has been a
central question of the debates on enforcement among trade officials, stakeholders and
scholars. 12 The objective here is not to revisit this discussion but to examine what additional
measures could help parties maximise the impact of the TSD chapter on the enforcement of
environmental standards under the current cooperative approach, building upon the reflection
undertaken by EU institutions (i.e. the Commission, Parliament and EESC). To date, the only
precedent related to the enforcement of TSD provisions in EU trade agreements is the ongoing
dispute over the enforcement of labour provisions under the EU-Korea trade agreement. This
means that there is great scope for “assertively using”'?! the dispute settlement process to limit
negative externalities and maximise the positive externalities of the EU-Mercosur AA on the
environment. While the EU has limited hindsight over the use of its dispute settlement
mechanism with regard to TSD provisions, it can already learn from other models like the US
and Canada as applied to both environmental and labour provisions. Three lessons are worth
taking into consideration with regard to dispute resolution. First, one of the main lessons from
the US-Guatemala case on the violation of labour rights is that the burden of evidence brought
in a dispute must not be confined to issues “adversely affecting trade” but rather more broadly
interpreted as trade-related. Second, bearing in mind the complexity of cases and the time they
might require to collect information, parties should aim at minimizing the length of the dispute
resolution process so as to maintain trust with stakeholders. Here again, the prolonged
proceedings of the Guatemala case (2010-2017) concluding with a dismissal of the case brought
by labour unions has discredited the US sanction-based model. %2 Third, the credibility and
success of dispute resolution mechanisms strongly depend on the participation of civil society
stakeholders, 123 a point to which we turn next.

Public accountability mechanisms

Over the past decade, the European Commission has developed a wide array of measures
designed to engage with civil society stakeholders on trade policy, by providing information on
negotiating rounds, conducting impact assessments (including a civil society dialogue) and
ensuring cooperation over the implementation of agreements (Domestic Advisory Groups).
Whereas the current dispute resolution mechanism allows input from trade policy stakeholders
at the consultation stage, the initiation of a dispute is restricted to governments and does not
allow for direct submissions from civil society organisations.

The EU’s experience with previous FTAs has shown that beyond their benefits for transnational
dialogue, the Domestic Advisory Groups have, in the words of the Commission, “not been able

119 This js the case with the new North American Free Trade Agreement, but was admittedly not the case with CETA,
which saw a convergence of the Canadian and European approaches. For a discussion, see Michéa, Frédérique. (2015).
“"Clauses sociales : vers une convergence des modéles ? Le chapitre ‘Commerce et travail’ de I'AECG.” in Christian
Deblock, Joél Lebullenger & Stéphane Paquin, Un nouveau pont sur I’Atlantique : L’accord économique et commercial
global entre I"lUnion européenne et le Canada. Presses de I'Université du Québec, pp. 347-368.

120 The European Commission recently reviewed the question in its reflection paper on the TSD chapter. For a summary
of academic debates, see Harrison et al. (2019).

121 See European Commission (2017), ibid, p. 6.

122 While violations of labour rights were confirmed, they were not found to be done “in a manner affecting trade.”

123 This point is raised by the Commission as one of the options that could strengthen the current TSD approach:
“enhancing transparency of the complaints mechanism, clarifying the steps to respond better to stakeholder’s inputs.”
European Commission (2017), ibid.
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to work to their full potential,”*?* a diagnosis confirmed by the academic literature. > A recent
comparative analysis of the implementation of the TSD chapter in three FTAs (Cariforum EPA,
EU-Korea and EU-Moldova trade agreements) pointed to the limited impact of civil society
mechanisms (including DAGs) on the implementation of the agreement, a problem due, not only
to capacity constraints, but also to a lack of clarity on the relations between civil society
mechanisms and trade officials.?® This means that despite the notable efforts undertaken by
the European Commission over the past decade to include stakeholders from all parties in the
trade policy process, there is still scope to develop more meaningful engagement between civil
society actors and government actors. As noted in a recent OECD study, “public accountability
mechanisms such as submissions/complaints and access to remedies are a powerful means of
achieving effective enforcement of environmental legislation such as to protect biodiversity and
ecosystems, to sustainably manage natural resources and the environment, and to conduct
environmental assessments. 2’” One example of such mechanisms is NAFTA’s Commission on
Environmental Cooperation (CEC), which allows citizen submissions on enforcement matters
provided they satisfy a number of criteria and factors.'?® In other words, strengthening public
accountability mechanisms in the current EU-Mercosur AA could maximise its positive impact on
the enforcement of environmental regulation. Policy options include: strengthening the role of
DAGs by allowing them to bring up complaints to the TSD subcommittee; and clarifying the role
of the CSM during the dispute resolution process, e.g. its relation with the panel of experts.

Ex-post monitoring and review

Last, but not least, the impact of the enforcement of TSD provisions on environmental protection
will depend on ex-post monitoring and review, a crucial question that is often overshadowed by
debates on the use of sanctions. Yet, a recent survey of practitioners and experts of the trade-
environment linkage conducted by the OECD reveals that monitoring programs undertaken with
the collaboration of civil society stakeholders and international organisations are frequently cited
as some of the most effective ways to ensure enforcement of environmental provisions in trade
agreements. The report concludes that “follow-up action between the Parties and public
participation to enhance environmental governance were identified as common elements for
successful enforcement of environmental legislation such as to protect biodiversity and
ecosystems, to sustainably manage natural resources and the