Comments

Jaume Ventura: This paper asks the following: could a regional trade
agreement with a large and volatile partner reduce the welfare of the
smaller partners? The question is prompted by the authors’ view that there
is widespread public perception that Mercosur is making stable Argentina,
Paraguay, and Uruguay too vulnerable to real devaluations in volatile
Brazil. Regardless of whether this stylized description of Mercosur is
correct (recent events suggest that Argentina is not the stable trading part-
ner the paper portrays), I find this research question to be of great interest.

To study this problem, the authors adopt a standard model with two
types of goods: a set of traded goods whose price is determined in world
markets and a set of regional goods that cannot be traded with the rest of
the world. Before the creation of Mercosur, regional goods were not traded
within the region, either, and their price was determined by domestic con-
ditions. Each country therefore had its own real exchange rate (that is, the
price of regional goods relative to traded ones). After the creation of Mer-
cosur, regional goods can be traded within the region, and their price is
determined by Mercosur-wide conditions. This results in a single real
exchange rate for all Mercosur countries. Because Brazil is so large rela-
tive to Argentina, Paraguay, and Uruguay, this common real exchange
rate is basically determined by the volatile conditions of the Brazilian
economy. The key issue for Argentina, Paraguay, and Uruguay is whether
the static gains from trade integration can be offset by the costs associ-
ated with an increase in real exchange rate volatility.

Before the creation of Mercosur, each country could choose how to dis-
tribute its consumption of traded goods over time, but it was forced to con-
sume its own production of regional goods. For simplicity, assume the two
types of goods are neither complements nor substitutes.' Positive (nega-
tive) shocks to the production of traded goods led to surpluses (deficits)
in the current account, but they had no effects on the real exchange rate.

1. This assumption does not affect the results below.
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Positive (negative) shocks to the production of regional goods led to
depreciations (appreciations) of the real exchange rate, but they had no
effects on the current account. These patterns are identical in all four coun-
tries. However, since Brazil has larger and more volatile shocks, its real
exchange rate and current account were also more volatile than those of
Argentina, Paraguay, and Uruguay.

After the creation of Mercosur, the four countries as a group must still
consume their own production of regional goods. But now there is the
added possibility of redistributing over time the consumption of regional
goods within the region. Since countries can still choose their autarky allo-
cation, this relaxation of the constraint on intertemporal trade cannot
decrease the welfare of any of the countries involved. This result pro-
vides a straightforward and clear answer to the question that motivates
the paper. Surprisingly, the authors do not discuss it, even though it fol-
lows quite directly from their assumptions.

To what extent can we be confident that welfare gains are ensured for
Argentina, Paraguay, and Uruguay regardless of the volatility of the real
exchange rate induced by Brazil? In arguing that joining Mercosur must be
welfare improving, I implicitly assumed that markets work well and that
countries are small in the usual sense that they cannot affect their terms
of trade. Relaxing one or both of these assumptions could, in principle,
overturn the argument. To show this, I now sketch one suggestive example
of what can go wrong if markets do not work well.?

Assume insurance markets are not well developed, such that produc-
ers cannot diversify their production risk. This seems a reasonable
description of the financial systems of Argentina, Brazil, Paraguay, and
Uruguay. In this environment, an increase in the volatility of the real
exchange rate reduces the welfare of producers of traded goods, as the
price of their consumption basket becomes more volatile. It can also
reduce the welfare of the producers of regional goods. Before the cre-
ation of Mercosur, shocks to the production of regional goods led to coun-
tervailing movements in the real exchange rate that helped stabilize
incomes. After the creation of Mercosur, these shocks no longer have
effects on prices, and the incomes of the producers of regional goods
became more volatile. This effect is magnified if a volatile trading part-
ner such as Brazil adds exogenous volatility to the real exchange rate. The

2. This example is inspired by Newbery and Stiglitz (1984).
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creation of Mercosur therefore makes everybody worse off. If Brazil is
sufficiently volatile and if insurance markets are not well developed, then
the creation of Mercosur could actually lead to a Pareto inferior outcome
in Argentina, Paraguay, and Uruguay.

Are these effects important enough to make Mercosur undesirable? I
find this very unlikely. Both the model in the paper and the example pre-
sented here leave out the two most important benefits from Mercosur: the
creation of trade and bargaining power. By lowering tariffs, Mercosur
allows countries in the region to specialize and exploit their comparative
advantage. By creating a single or unified trade policy for the whole
region, Mercosur increases the bargaining power of the member coun-
tries in trade negotiations with the rest of the world. These benefits for
Argentina, Paraguay, and Uruguay are likely to outweigh any cost that
might arise from an increase in the volatility of the real exchange rate.

Laura Alfaro: Overall, I think the authors of this paper raise issues that
are extremely pertinent not only for the Mercosur union, but also for
understanding regional integration among developing countries in general.
I divide my comments into two broad sections. I first summarize the paper.
Then, I present some clarifying comments, offer suggestions for future
work, and discuss some of the policy issues raised by the authors.

The main objective of the paper is to understand the interdependence
and interaction among the Mercosur countries, which seem to be going
through some tough challenges right now. The authors start by compar-
ing this regional integration project with the other major trading blocs:
NAFTA and the European Union. The paper establishes that what differ-
entiates Mercosur is that the dominant country, Brazil, is quite unstable.
Next, the paper tackles the macroeconomic vulnerability problem of the
small countries (Argentina, Paraguay and Uruguay) by introducing the
concept of regional goods, or goods that are tradable within the region, but
largely nontradable with the rest of the world. The main conclusion of
this section is that when assessing the vulnerability of the small coun-
tries, what matters is not how much each country trades with Brazil, but
how much they trade in regional goods (that is, their Mercosur exposure).

As the authors note, Brazil and Argentina began to negotiate the
Mercosur project in the mid-1980s, in spite of the failure of previous trade
integration attempts. This was an effort to increase growth and competi-
tiveness after a period of sharp trade contraction between the two
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countries.' The negotiations stalled, however, primarily as a result of con-
tinued economic instability in both countries. The project was revived in
1989 when the end of the Cold War brought the threat that Eastern Europe
would draw investments away from Latin America. Furthermore, the
region faced what seemed to be a world of strengthening trading blocs and
bilateral agreements, as the United States abandoned its long-standing pol-
icy of multilateralism and began entering into preferential trade agree-
ments.” Changing international conditions coincided with political
changes in Brazil and Argentina: Fernando Collor de Mello and Carlos
Menem, both elected in 1989, pushed their countries toward liberaliza-
tion and free markets. In August of that year, Paraguay and Uruguay were
invited to become members of Mercosur. The Mercosur integration
process became official in March 1991 with the signing of the Treaty of
Asuncién. The treaty provided for the creation of a common market
between Argentina, Brazil, Paraguay, and Uruguay by 31 December 1994,
together with the gradual coordination of macroeconomic policies.

This integration has taken place (some would say succeeded) despite
macroeconomic turbulence in the member countries, as noted by Eichen-
green.’ Just after the free trade area was formed, Argentina launched its
Convertibility Plan. The Argentine real exchange rate appreciated against
the Brazilian currency, and the Argentine market was flooded with Brazil-
ian goods. In November 1992, Argentina imposed a tax on imports, which
targeted Brazilian exports, in particular. The Brazilian economy boomed
after Brazil launched the Real Plan in 1994, and the real appreciated
against the peso. In 1995, Brazil imposed import quotas and other mea-
sures to curb the surge in Argentine imports. Roles changed once again
after the 1999 real devaluation—the Brazilian real depreciated against
the Argentine peso and Brazilian products became more competitive.
However, this time the Brazilian economy boomed while Argentina sank
into deep recession. Argentina raised barriers against Brazilian goods.
Brazil struck back by imposing restrictions against Argentina’s imports.*

The main problem with the Mercosur integration project seems to be
this excessive macroeconomic instability. Hyperinflation, real exchange
rate appreciation, and recession tend to increase the tension within the

1. See Manzetti (1993).

2. See Krueger (1998, introduction); Bhagwati (1999).
3. See Eichengreen (1998).

4. Mercosur Report (2000).
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union and reduce the support for integration. One can argue, however, that
perhaps the Mercosur countries could not really avoid importing each
other’s bad policies even if they were not integrated in a regional bloc.
On the other hand, the work of Frankel, Stein, and Wei, as well as others
quoted by Bevilaqua, Catena, and Talvi, indicates that Mercosur trade is
far greater than what can be explained by a standard gravity model.’
Herein lies the relevance of the paper: volatility should be a key compo-
nent of the ongoing debate on the advantages and disadvantages and the
overall welfare effects of these agreements, in addition to the diversion
versus creation issues.®

I have one brief comment on the modeling strategy. The authors’ main
concern is the vulnerability effect stemming from regional goods, that is,
goods that are produced and sold in the region mostly because of the exis-
tence of tariffs and other types of incentives.” As they write in the conclu-
sion, “the smaller trade partners, who sell at higher prices in Brazil, have
low incentives to adopt production technologies that would make them
competitive at world prices. . . . This behavior tends to regionalize certain
categories of goods and services.” However, if the authors want to assess
the welfare effects of reducing these artificial incentives, the modeling
strategy of including regional versus nonregional goods in the utility func-
tion may not be the most appropriate.

The results all come from a setup with no uncertainty. Since the main
problem in Mercosur seems to be the excessive volatility, it would be rel-
evant to examine how the results might differ under a stochastic version of
the model, as excessive volatility in the regional goods sector might shift
production and consumption patterns. Moreover, the assumption of per-
fectly mobile labor within countries may be somewhat questionable for a
country that has unemployment rates of more than 10 percent; changing
this assumption may also change the policy recommendations. Finally, it
would be interesting to assess how long it takes to adjust to these regional

5. Frankel, Stein, and Wei (1995).

6. Viner (1950).

7. Most of these incentives were created under the Mercosur accord, but some were not.
In addition, some regional goods are independent of the Mercosur accord. For instance,
the Itaipu power plant predates Mercosur, and while tourism among these four countries
fluctuates with the macroeconomic conditions, it does not seem to depend on the Mercosur
integration project. Destroying the Mercosur integration agreement would have no direct
effect on these goods and services.
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shocks, in addition to estimating the magnitude of the adjustment; this
might imply different policy responses, as well.

A further point should be considered for possible future research. Brazil
currently seems to be suffering some negative effects of a possible default
in Argentina. This might provide some evidence that Brazil can also
import vulnerability from Argentina, despite the size differences. This also
suggests that other channels beyond trade, such as capital flows, can create
vulnerability in the region, as suggested in the paper.
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