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ABSTRACT

The objective of this paper is to introduce an initial broad set of Brazilian trade and trade related
issues for discussion within the OECD enhanced engagement coitegtdingly, the paper takes an
historical perspective as an aid to understanding some current trade policy settings in BrazihaBrazil
faced a number of challenges over the last 60 years in its search for a high sustainable rate of economic
growth anda dramatic improvement in its distribution of inconiéhe Brazilian import subdtition
program after World War Istimulated periods of high but unsustainable growth, OECD (2006). From
1988, the Government began a process of general economic refornrmauded major trade policy
liberalisation from around 1990. Successive governments have continued this policy stance in spite of the
fact that a number of external and internal economic shocks have delayed reform dividends in the form of
high sustained ecmmic growth. In short, Brazil has not had the spectacular economic growth record over
the last decade that has been seen in China andilrndispite of its policy reforms. In this sense the
Brazilian economyan be said to bia transition.However, pticy continuity over the last fifteen years has
had very good results in establishing macroeconomic and balance of payments stability coupled with
strong employment growth and an improving distribution of income.
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BRAZIL: SELECTED TRA DE ISSUES

Executive Summary

1.  The objective of this paper is totiaduce an initial broad set of Brazilian trade and trade related
issues for discussion within the OEGIMhancedengagementontext. Accordingly, the papdakes an
historical perspective as an aid to understanding some current trade policy settingslim Becbreadth

of the approach necessarily means that, in this initial trade paper, depth needs to bedsactifiee
interests of brevity.This approach seems to be appropriate within the OECD context of enhanced
engagement which is designed to staprocess of discussion with Brazilian authorities over the next few
years.

2. Brazil has faced a number of challenges over the last 60 years in its search for a high sustainable
rate of economic growth and a drarmatnprovement in its distribution of incom&he Brazilianimport
substitution program after World War 2 stimulated periods of high but unsustamabwth OECD
(2006).From 1988, the Government began a process of general economic reform that inclodechds

policy liberalization from around 1990. Successive governments have continued this policy stance in spite
of the fact that a number of external and internal economic shocks have delayed reform dividends in the
form of high sustained economic grtbw In short, Brazil has not had the spectacular economic growth
record over the last decade that has been seen in China and indpite of its policy reforms. In this

sense th@razilian economyan be said to bia transition.However, policy contiuity over the last fifteen

years has had very good results in establishing macroecoaanhisalance of paymengsability coupled

with strong employment growth and an improving distribution of income.

3. Brazil hasreinvigorated its trading relationship with world markets. Trade is now twice as important

as it was just a few years ago. In 1988 trade constituted 14% of GDP, it was 30% in 2006. Inflation has
been driven down taround3% while growth has recovereditte 45% range in recent years. Sucies
governments have succeeded in cultivating strong renewed hope for economic auetesents Forall
thesereasos Goldman Sdes nominated Brazil in its BrazRussialndiazChi na ( BRI C6s) gr
emergingnationsthatpromisedhigh sustained growth.

4, Thereis hard evidencé¢hat the distribution of income has begun to naresaa result of the tde
and industry policy liberal&ion programmesThis is becaus8razi 6 s economy is fortur
in such a way that the tradable industries with the strongest comparative advantages are also the sectors

that are intensive in their use of low wage workers.

5. One of the puzas of economic performance in Brazil since titaglereform process began in 4@

is the slow rate of trend GDP growth. Over the import substitution era 8®6fdeal GDP growth
averaged 5%. It has averaged 22 since 1989. It is possible that the ecmyois still in the process of
adjusting to the more open environment created by the reforms and that this period has been extended by
the economic shock#nother possibility is that research and development activity is too low in some
sectors of the econwy (aside from agriculture and aircraft) and that this is holding back productivity
growth.Gr avi ty model analysis conducted here shows t
to other emerging countries.

6. The economic reform programs have coincided recently with a marked rise in the relative prices of

natural resource based products. This factor coupled with the more open trading environment in Brazil has
led to some changes in the trade mix. Exportgiofigry sector goods have expanded to some extent at the

7
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expense of some ndood manufactures. However, the international competitiveness of selected
machinery and equipment manufactures remains strong (however, this may be due partly to continuing
high effective protection for the machinery and equipment industri€shntinued fast growth in emerging
economies will continue to provide with consumer benefits from lower priced imports and growing exports
for Brazil 6s competitive sectors.

7. There has also been some reorientation of Braz
the expense of lower export shares to the EU and to a greater extent, the US. Mercosur trading partners
continue to be very impontaexport earners for Brazil.

8. The competitiveness of China in selected manufactures and agricultural products is a timely
reminder that a country cannot have a comparative advantage in everything, by defmdtber words,

while Chinese exports of certain products are stimulating some resource reallocation in Brazilian
manufacturing, many areas of Brazilian strength in manufacturinginereasingi particularly in
machinery and equipment products. These latidustries have not only survived trade reforms and
international competition but have maintained their export performance. Their future competitiveness may
depend on removing residual protection.

9. There are a nundp of trade and trade related policy challenges facing Brazil and there are important
constraints on the tradable sector. First, infrastructural improvements have a high priority in terms of port
and airport systems and facilities (including roads). Secthedvalueadded taxation system continues to

be biased against exporters. Third, high payroll taxes tend to reduce firm competitiveness and
simultaneously reduce employment incentives.

10. The imbalances in interriahal capital markets are proving a major challenge for the tradable sector,
particularly for those industries that are on the cusp of having a comparative advantage. It is proving
difficult for such industries to hold resources in the volatile excharigeeravironment.

11. Brazil is amongst those countries with the most to gain from a successful DDA Round outcome
because it confronts the high remaining barriers to agricultural and food trade of the OECD countries.
Brazil has been prominent in these negotiations and has acted as a spokesman for developing country
interestsThese pressures provide a major challenge for Brazil in drawing out consensus approaches from
like-minded countries on the one hand and then magagiange within the WTO environment itself to

cope with the increased presence of emerging countries.

12. Onthe basis of recent empirical reseaBiazil hasa strong incentive to liberaéisfurtheri trade
reform in Brazil hasimproved the distribution of incomeproductivity has increased markedly across the
tradable sector anthany protected industries continue to be competitive internationallytnaoist reform
Remaining service sector protection needs atterdioah traditional exportereave much to gain from
liberalisation. All this can be achieved unilaterally. Hower, WTO multilateral liberal&gion would
involve larger benefits antbwer adjustment costs for BrazA successfuDoha Round otcome would
berefit Brazil in efficiency and distributional terms

13. Brazil also has challenges with respect to regional trade agreements, especially Mercosur. A great
deal of work will be required to develop a coherent sgtictioning arrangement. High on the list of

needed priorities will be policy changes to ensure Mercosur is outward looking and not trade diverting
economic termsParaguay and Urugudyave relatively small nefood manufacturing sectorahere

Mercosur hasstablished relatively high MFN dutie®nt he ot her hand, Mer cosur (
Argentina and Brazilaremorelikely to advocate protectionist developments in manufactwimgolitical

economy groundsHowever, & the empirical evidence is shimg for Brazil, a liberalization approach

appears to be the best wayctmmfrontthe globalizationchallengedacing the country



14. In spite & the unilateral trade liberabsion carried out to date, it is highlyi kel y
remaining trade barriers continue to constrain both economic efficiency in the economy and prevent the
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t hat

country achieving more equity gains for the poor. On lailnts, further trade liberaéion would be

beneficial
Basic Statistics of Brazil, 2005
Area (thousands sg. km) 8 515
Population
Total (million) 186.40
Inhabitants per sg. km 22
Net average annual increase over previous 10 years, (in %) 1.45
Indicators of living standards
Internet user per 1 000 inhabitants (2005) 195.0
Doctors, per 1 000 inhabitants (2004) 1.6
Infant mortality, per 1 000 live births (2005) 31.0
Employment
Total employment (thousand) (2004) 84 596
Gross Domestic Product (GDP) and Foreign Trade
GDP at current prices and current exchange rate (USD billion) 796.06
Per capita GDP at current prices and current exchange rate (USD) 4271
Exports of goods (USD billion) (2006) 138.0
Imports of goods (USD billion) (2006) 91.0
Source: OECD, ILO, WDI, ComTrade.
Macroeconomic Adjustment
2002 2003 2004 2005 2006 2007
GDP- annual growth rate 2.7 1.1 5.7 2.9 3.7 4.5P
Inflation (CPI) 12.5 9.3 7.6 5.7 3.1
Public Sector's Net Debt (% of GDP) 505 524 47 465 449
Stock market (IBOUESPA)
value listed US$ billion, Dec 171 Ees SRl 552 742
Trade Surplus (USS$ billion) 13.1 24.8 33.6 449 46.2 40°
Current account (% of GDP) -1.5 0.8 1.8 1.6 1.2 0.7
International Reserves (US$ billion) 38 49 59 54 86 136"
Source: IBGE, BCB and MDIC, elaborated by Ministry of Finance/SPE.
Exports and Imports
2002 2003 2004 2005 2006 2007
Exports, % change
Value 4 21 32 23 16 19
Price -5 5 11 12 12 11
Volume 9 16 19 9 3 7
Imports, % change
Value -15 2 30 17 24 26
Price -3 6 10 11 7 5
Volume -12 -4 18 5 16 20
Imports Capital Goods (US$ hillion) 12 10 12 15 19 21

Source: Ministry of Finance/SPE and BCB.

B
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Brazilian World View

15 Brazil 6s i iomppoogram of theb podt/orld War 2 period constrained trade at around
15% of GDP. However, over the last fifteen years, trade has accelerated from about 14% of GDP in 1988
to nearly 30% in 2005 (Figure 1). Brazil has rejoined the world trade environmémefive years to May

2007, the annual rate of growth of Brazilian exports has be&h ARerage worldexport growth was
85%forthe sameperiod Thi s tr ade i n dénydntoohe maimatnedmsof gBbalararket 6 s
developments followingt$ trade and macroecane reforms since the late 1980The following analysis
investigates these trends in the context of Brazilian trade related policy and global market developments.

Figure 1. Total trade as a percentage of GDP
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0
1960 1965 1970 1975 1980 1985 1990 1995 2000 2005

Source: WDI.

16. Brazil is a large country with a diversified set of resource endowments and an associated broad
production base. Brazil has a particular set of comparative advantage strengths in selected food an
agricultural products given its large agricultural land base over a wide range of climatic zones. Brazil is
also rich in mineral resources and it has developed a broabodmanufacturing base consistent with its
resource base and the size of its dsticemarket. This pattern presents Brazil with major international
trade policy challenges given the strong international protectionist bias against exports of food and
agricultural products, Table 1.

17. The economyhas had a long and varied association with international goods, foreign direct
investment and other financial markets. Government has supported these linkages through deep
involvement in international relations. In this sense Brazil is an advanced ecénoomgn international
relations perspective which gives the country a deep and broad historical plattivety participate in
international affairs on its own account andépresent developing country interests in the G4 and other
fora. For exampleBraziian patent lawdates from1809 (70 years before Germany) and Brazilian
Governments have participated in every international conference on intellectual property rights since that
time. Brazil was one of the 23 founding members of the GATT in 194as recently become involved in

the Export Credits Arrangement, Box 1.

1C
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18  The Brazilian economy is influenced by a wide range of world markets, institutions and global
policy settings. Some of the most importarftuences on the Brazilian economy are within the American
hemisphere, in Latin America and in South America. However, European, Middle Eastern, African and
Asian markets are also very important in terms of-tay trade, foreign investment opportunitiesd an
immigration.

Box 1. Export Credits

Brazil has emerged as one of the major providers of official export credits, in direct competition with
Members. According to available data, Brazil ranks in the top twelvedvpodviders of officially supported expo
credits for capital goods. Over the last few years Brazil has primarily supported aircraft, automotive, cong
work and industrial goods, in markets such as the United S&dathAmerica and_atin America

Like some other OECD countries, Brazil has been using two different institutions to support its exports
(credit insurer) and BNDES (direct financing). The provision by Brazil of officially supported export cred
regional aircraft has givense to a series of disputes with Canada in the WTO context. In the aftermath o
disputes, Brazil and Canada made their best efforts with a view to establishing a level playing field. In this
Brazil was invited to join the OECDased negotiains for new disciplines applicable to export credits in the air
sector These disciplines were finatid in July 2007 and Brazil is now a full Participant to that Aircraft Se
Understanding.

In a broader picture, the OECD Members who have expeditgprogrammes are committed to the rules set o
the Arrangement on Officially Supported Export Creditsphjective of these OECD Members is to widen the g
playing field to encompass emerging, and especially major, providers of export credits teomaintain thg
relevance and legitimacy of and compliance with the OEB@Bed rules. To that extent, Brazil (along with oth
such as China and India) has beerntéu/to participate in severakgort credits meetings as formed hocobservers
in order to familiarse themselves with the issues and working methods of these forums.

Table 1. Trade Restrictions faced by Exporters

Percent tariff equivalent

Agriculture Other All
and Food Manufactures Tradables

Brazil 45 8 16
Argentina 45 13 24
Canada 45 9 12
Australia 54 9 21
Mexico 25 7 8
Indonesia 36 12 14
China 27 6 6
Russia 49 8 10
United States 48 7 11
EU15 37 9 12

Source: World Bank (2006)

199 Brazil 6s two most i mportant trading partners
the complementarities that exist with respect to Brazilian export competencies and import requiiements (
terms of capital equipment, other technology and foreign savings). These relationships imply that Brazil
must place a high prioritgn multilateral trade liberalgion and the WTO. Given the global trade policy
bias reflected in the relative tariffs ifable 1, it is estimated that Brazil would be one of the largest
beneficiaries of free trade in food and aghural products, Tabl2.

11
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20. Brazil also has a very natural tendency to stimulate tradedavelopmenin its home base South

and Latin Americai because the continent would be more secure in geopolitical terms with faster
economic growth and an improved distribution of incomecordingly,Brazil puts significant weight on

the development of the MercosBTA. This arrangement has its own challenges of course. There is a
degree of similarity of comparative advantages and disadvantages within Latin America and Mercosur in
terms of market sophistication (level of development) and product mixes.

21. The growth of Chinéhas created important new opportunities for Brazil because there are strong
complementarities in comparative advantage between these two countries. The complementarities are
beginning to show up in higheelative prices for resourdeased products (v vis light manufactures)

and changing bilateral trade shares in Brazibwards China and away from the EU and US. The recent
increase in resourdeased product prices is not expected to be a permanenbwhiither the sheterm

effect of the increased demand for these products and the relatively slow supply response associated with
primary products.

22. Global business cycles impact predictably on Brazil and tdn@yyancy reflects itself in increased
Brazilian exports. Global recessions, like the one that occurred in 2001, can produce economic shocks in
Brazil that strain its ability to maintain domestic economic programs that are important for long term
growth,welfare and traderFigure 2

Figure 2. OECD real GDP and real world trade

Billions, constant 2000 USD

——OECD GDP —s=—\World trade of goods and services
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Table 2. Changes in Exports from Multilateral Free-Trade, Post Uruguay

USD 2001, bhillions

Agriculture Textiles Other
and food and clothing merchandise

China 7.7 36.7 7.8
Indonesia 1.1 3.2 -0.3
Other Southeast Asia 6.7 8.8 6.5
India 6.0 4.8 14.6
Other South Asia 1.3 4.2 1.3
Argentina 15 -0.2 1.4
Brazil 8.3 -0.6 -0.7
Other Latin America 5.6 3.9 4.9
All low and middle income 48.3 68.7 49.9
All high income countries a47.7 18.3 178.7
All countries 96.0 87.0 228.6

Source: Hertel and Keeney (2005, Table 7).

23. A wide range of commodity and product prices are of importance to Brazil on both the exportable
and importable sides. They include mineral products (iron and steel, alumieinendy products (oil, gas,
petroleum, electricity and biofuel), agricultural products (orange juice, poultry, soybean products, coffee,
sugar, maize and wheat) and other manufactured products (machinery and equipment, aircraft and motor
vehicles and IT prducts and services).

24. As a middle income country with longstanding investment opportunities, Brazil has traditionally
been a net foreign borrower. Accordingly, the international cost of capital is a constralomastic
investment when Brazil typically operates with a current account deficit. World financial mesdets
benignover the period from 2002 to 20@@&d the liquidity situatiomver that periodassisted Brazil in its

drive for sustainable macroeconorsiability. However, as recent events in global capital markets remind

us Brazilian institutions need to be very robust to cope with of global business cycles and financial market
volatility.

25.  Over the last ten yes, financial market behaviour in conjunction with macroeconomic policies in

the OECD and in other large@nomies have created destabilisexchange rate movements in response to
current account deficits and surpluses, Wade (2007). The problem hastquteBearil with economic

policy challengesn dealng with the associated volatility and risks. One highly visible element in this

global monetary environment concerns US and Chinese balance of payments policy. The US has continued
to run a large currentcaount deficit while a number of other countrigacluding China) have
accommaodated this stance by running large current account surpluses and associated increases in foreign
exchange reserves. This situation in recent years has tended to produceaali®iaeen a high US dollar

and a |l ow Chinese yuan. This has created pressure
with China.

Historical Impacts of Trade and Industry Policy in Brazil

26. Brazil has had a long and varied economic and trade history as part of the New World. Brazil
initially developed a strong comparative advantage in a range of products including rubber, cocoa, sugar,
coffee and beef. This advantage was (and still is) coupled wittmgarative disadvantage in nfod
manufactured products as a whole. In this structural economic environment, Brazil has tended to pursue
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varying degrees of import substitution policies with import tariffs, quantitative import restrictions and
selectedexport taxes protecting the néwod manufacturing sector and disadvantaging the export sector of
the economy (by the Lerner symmetry theahem

27. Brazil is the largest economy iro&th America with just over 1.5% evorld GDP and just under
3%of the worl ddéds popul ati on.

28. Brazil is richly endowed with natural resources including agricultural land, tropical forests, water
resources, hydro electric power and a range of mimieqadsits including oiind mineral ores. It has over

5 o0f the worl dodos agricultural l and (twice Argent.
sectao is relatively unsubsidesd and it has always had a strong comparative advantage. Thidtagricu
comparative advantage has broadened in recent decades to include soybeans, maize, oranges, poultry and
ethanol.

29.  For the first half of the Z0century, the general pattern of import restrictions followe®itazil was

very similar to that pursued by many high income countries. This is demonstrated in Figyre
comparing the average applied tariff in Brazil with the average applied tariff of the United States and
France (computed as total customs revenuigl@i by imports). Frands chaesen as a comparator because

it had the same relative siagricultural sector in the 1980

30. Much of the world economy was in a gloalion period from the mi@d80G until around 214.
Accordingly, the average tariffst the beginning of this graph (19@014) show the degree of import
substitution these countries imposed on their economies in this earlier globalisation period. In 1900, the
Brazilian tariff was almost the same ag S tariff and both were significantly higher than the French
tariff. After an initial rise, the Brazilian tariff then fell in tandem with the US tariff to the end of the
globalisation period in 1914 and they both corgishuo fall until the early 1920 During the turbulent
economic environment of the 1920the tariffs of Brazil, France and the US rose gradually culminating in
the tariff spikes just after the Great Depression. These tariff spikes were part of a general pattern of
(" beggar t hrade pokcy rgshdnsesito the) Great Depression. The US spike was caused by the
Hawley-Smoot tariff

Figure 3. Applied Tariff
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Source: Mitchell (2003) and World Bank (2006).

The Lerner symmetry theorem states that import taaiffsequivalent to export taxes when trade is balanced (and
vica versa).

14
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31. The tariffs of all three countries inediately began declining once the worse effects of the Great
Depression were over and they again continued to decline in tandem until after World War 2. At this point
the tariffs of the countries were very similar. However, the first Getulio Vargas Gosetnm Brazil
(193045) set the stage for the Brazilian Import Substitution (IS) program that would develop later. These
preWar developments anticipated the policy advanced by the UN Economic CentretifoAbeerica
(CEPAL) in the 1950s and 1960 the IS policy promoted by Raul Prebisch.

32.  An important part of these delopments in Brazil in the 1980vas the renunciation of the Madrid
Agreement on the International Registration of Trademarks (1891). From thisgop Brazil had a
standarddomestic IPR policyfor products produced in Brayind a developmental or IS approach to
international agreements in intellectual property rights (IPR). Brazil wanted to stimulate innovation
domestically without giving awasnonopoly rents to foreign companies exporting to Braizthe expense

of consumer economic welfare

33.  The formation of the GATT in 1947 ushered in a process that led to general reductions in import
protection fo nonfood manufactures in some countries. The results of these efforts do not appear in the
US serieaused in Figure 2 until the 1930French imprt protection rose in the 195®ut then declined as

the EU, along with the US and some other GATT memhaduglly reduced neagricultural protection.

34. The liberalisition of trade in nofiood manufactures in the GATT was led by founding members
who had a comparative advantage in these produdtse United Kingdom, Uited States, France,
Belgium, Luxembourg etc. The early GATT talks stepped away from promoting a more liberal trade policy
regime in the highly protected food and agricultural amsctHad they embraced liberali|on in food it

would have benefitted a Ig& proportion of the 23 founding GATT members. In this context then, it is
perhaps not surprising that nearly half the founding GATT members chose an alternate trade pdlicy path
import substitution, Anderson et al (2007). Brazil embarked olSigogran by raising its applied tariff

from less than 1% to over 304 in the late 1958

35. Brazilian industrial and trade policy has had strong dualistic elements reflecting structural challenges
that persist to the curreperiod. At its core this challenge over the last century has been to develop a broad
innovative culture in business that is capable of raising productivity in line with other countries and
capturinga level and distribution of living standards that thequctivity growth wouldsupply From the
developments of aviation §&tos Dumont) in the early 199®0 the present, Brazil has developed many
valuable ideas. However, aside from some notable exceptions in faagiitgusinesand aviation Brazil

has no been able to convert ideas irdsufficient number ofcompetitive firms to close the income gap
with the worl dés technol ogical |l eader s. I ndustrie
successful in international trade terms wherddrnpolicy has not discouraged exports. Industries that have
been less successful technologically have struggled to compete with international competition even when
trade policyhasprotecedtheir position.

36. Trade policy in Brazil has long been associated with a search for balanced development. The
objective has been to encourage productivity growth across a broad range of industries in the tradable and
nontradable sectors through technological improvements basea ltomegrown innovation platform.

This driver |lies behind Brazil s approach to inte
the import substitution strategy dug the period to the late 198@nd itlies behind the trade liberaditon

strategy of the last7lyears.

37 The changing impacts of Brazil s trade policy
set of tables. Prior to World War 2, the agricultural sectors of Brazil antté&naere the same relative
size, Table 3. By contrast, Brazilds industrial s

sector with the difference being made up by a much larger service sector in Brazil. The relative size of

1t
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B r a zndlistiad sector began to grow from 1940 even before the introduction of thetiifsh Industry
represented 28 of GDP by 195664. From the 193389 period, the agricultural sectors of Brazil and
France began to shrink but at a much faster pace indranc

38.  Over the recent import substitution period in Brazil (1:98), the Brazilian appd tariff fluctuated
around 2%0. The industrial sector (mainly manufacturing) expanidethis environment to reach %0of

GDP in the 1988. This was achieved at the expense of agriculture and the service sector, but mainly
agriculture. Resources tended to move to the more highly protected areas of manufacturing.

Table 3. Sectoral Composition of Brazil and France

As a percentage of GDP

Agriculture Industry Services
Brazil France Brazil France Brazil France

1920-24 24 13 63

1925-29 22 13 65

1930-34 24 13 63

1935-39 23 22 14 36 63 42
1940-44 21 18 61

1945-49 18 18 21 36 61 46
1950-54 16 13 23 48 61 39
1955-59 15 10 26 48 59 42
1960-64 13 8 29 48 58 44
1965-69 13 7 30 48 57 45
1970-74 11 6 33 38 55 56
1975-79 11 5 35 36 54 59
1980-84 10 4 40 32 50 64
1985-89 9 4 40 30 51 66
1990-94 7 2 34 28 59 69
1995-99 7 2 26 26 67 72
2000-04 8 2 32 24 61 74

Source: Michell (2003) and World Bank (2006).

39. By contrast, the relative size of the industrial sector in France was getting smaller, from its very
strong position (486) in the 19586.

40. The size of the Brazilian service sector went down over the IS period as resources were attracted
towards the industrial sector. In the period 1940 the French service sector finally exceedee t
Brazilian service sectom.he relative size of the service sector in Brazil continued to declinethmtiate

1980s.

41. It should be noted that there are a number of factors influencing the relative sizeseatabtors

over timei not justimport protectionof the tradable sectoln countries with large domestic markets, like
Brazil and France, income growth tends to favour growth in the service and manufacturing sectors at the
expense of the primary sectar { a E n g?e Thé sectokahshares are also affected by the growth rates

in trade of the exportable and importable products.

2 Engel 6s Law is that as consumers incomes rise they

and relatively more luxury goods.

1€



TAD/TC/WP(2007)18/FINAL

42. Brazilian exports of nofiood manufactured products grew even more rapidly thanelagve size

of the industrial sectamight suggestfrom their small base of 4% 196064 they grew tareach 56% of
merchandise exports by 199@, Table4. Imports of norfood (other) manufactures were more volatile
over thisperiod, falling to a lowof 36%o0f merchandise imports over the period 1830

Table 4. Sectoral Composition of Exports

As a percentage of merchandise exports

Agriculture Other Other
and Food primary manufactures

1960-64 88 8 4

1965-69 83 8 9

1970-74 69 10 20
1975-79 57 12 30
1980-84 45 15 39
1985-89 35 14 50
1990-94 30 14 56
1995-99 34 11 54
2000-04 32 13 54

Source: World Bank (2006).

43.  An indexof revealed comparative advantagelvantage (RCA) is a useful guide to sectoral trade
performance over the period of IS, Table 5. The RCA index for agriculture deteriorated fro89LE53)
reaching aindex low of 2.4 over the period 1988. This fall in revealedcomparative advantage is to be
expected given the export tax implicit in the import substitution programme. However, the payoff from
import substitution is a rising RCA index in the protected sector. As the estimates show, the degree of
compaative disadvantage of the némod manufacturing sector was reduced over this period as reflected

in the RCA index rising from 0.1 in 196 to 0.8 in 199®4. However, in spite of the heavy protection,

the sector never broke through the barrier of ufity)) which would have revealed a comparative
advantage in nefood manufacturing overall. It should be borne in mind that we are presenting RCA
indices here at a highly aggregated level. The aggregate sectors will include specific agricultural industries
in Brazil (like wheat) with a true comparative disadvantage and specifitondrmanufacturing industries
(biofuel and aircraft) with a true comparative advantage.

44. The positive side of the IS program was the adening and deepening of the rond
manufacturing sector. IS policies are one of the ways of mobilising resources for economic development.
Brazil developed a number of large manufacturing sectors over this period. They included, among others,
the manufature of machinery and equipment, antoamootive and aviation industrychemical
manufacturing and textiles, clothing and footwear manufacturing.

Revealed comparative advantagd inces ar e defined as the ratio of a
countrybés total exports, divided by the ratio of wo
the index ranges from 0O (strong revealed comparative disadvatbagelery large number. An index greater

than (less than) 1.0 indicates a comparative advantage (disadvantage) in that product, Balassa (1965). RCA
indices are very crude measures of true comparative advantage in some ways. RCA indices are not adjusted fo

a wide range of policy distortions that affect trade. The concept of true comparative advantage connotes a
degree of competitiveness with no industry or trade policy intervention.

17
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45,  The Other Primary sector (minerals, oil etc) did switch floemng a sector with a comparative
disadvantage in 19664 to asector with acomparative advantage in 1998 (RCA of 1.2). This was
achieved largely by mineral exploration aethted refining and processimyestments

Table 5. Revealed Sectoral Comparative Advantage

Agriculture Other Other

and Food primary manufactures
1960-64 3.0 0.7 0.1
1965-69 3.3 0.6 0.1
1970-74 31 0.7 0.3
1975-79 29 0.8 0.5
1980-84 2.7 0.9 0.6
1985-89 2.4 1.1 0.7
1990-94 2.4 1.2 0.8
1995-99 3.2 1.0 0.7
2000-04 3.6 11 0.7

Source: World Bank (2006).

46. The downward pressures put on the competitiveness of agriculture throughout the IS period are also
il lustrated i nadgomdwhatdedining $haredf worldagricuttusatlexports 2d8% in

196064 to 2.26%in 199094 (though with much volatility caused by global variations in climatic and
other factors). The other manufacturing sector {foanl), on the other hand, geaihworld market share

from 0.06% in 1964 to peak at 0.83% 198589. This is unsurprising given the subsidy equivalent
associated with the IS program.

Table 6. Share of World Exports

Percentages
Agriculture Other Other .
. Services
and Food primary manufactures

1960-64 2.63 0.59 0.06

1965-69 271 0.53 0.12

1970-74 3.03 0.69 0.3

1975-79 2.96 0.77 0.47 0.49
1980-84 3.16 1.01 0.73 0.47
1985-89 2.72 1.31 0.83 0.39
1990-94 2.26 1.13 0.72 0.41
1995-99 2.85 0.91 0.64 0.46
2000-04 3.41 1.06 0.67 0.57

Source: World Bank (2006).
Economic Reform and the Current Macroeconomic Environment

47. The Brazilian economy has been undergoing an extepdddd of macroeconomic stabdison

since 1988 extended in part because Brazil has baacted by a number of major external economic
shocks. The economy was also affected for a short period after the 2001 global recession by a severe
weakening in government cadénce that was quite destabiig.

48. There have been no major external or internal shocks over the last five years. Indeed, the recent oil

discoveries coupled with more general world resocbesed product price buoyancy has reinforced
political stability. In this environment it has beenspible for government to apply monetary and fiscal

18



disciplines to its antinflation program. Inflation hebeen brought down to around 3féal GDP growth
has averaged over 3fer annum and employment has been steadily rising. Foreign exclesegees

have been rebuilt (US46 billion in May 2007).

49,
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The shortterms costs of this type of program dmgh real interest rates ([0%) and associated

pressure for the exchange rate to appreciate. In recent monthsattitaB Real has been appreciating
against an admittedly weak US dollar. The high real interest rates adversely affect the competitiveness of

stren

e

exporting firms though the exchange rateods
Brazilian firms. The following table provides evidence on the degree of internationalization of-Brazil
based MNEOG6s using gTabl@e7al itative 7 point scal
Table 7. Brazilian Multinationals?®
Degree of
N° Company internacionalization VE /VT® AE/AT® Sector of activity Where active
(0 min - 7 max)
1 Gerdau 4.223 061 038  Iron and steel Factories in :_USA, Argentina, Chile, Colombia,
Canada, Spain and Uruguay
Construtora Norberto . . Projects in: North America, Europe, Africa, Middle East,
2 Oderbrecht 3.605 0.75 O CllCaTEEED Central America, Caribbean and South America
Operations in 16 countries: South Africa, Angola,
L Argentina, Australia, Chile, China, USA, France,
3 CVRD 3.512 077 0.02  Mining Gabon, India, Japan, Mozambique, Mongolia, Norway,
Peru and Switzerland
4 Petrobas 3.454 0.1 0.07 Petroleum and energy  Prospecting: Gulf of Mexico, Latin America, Africa
. Factories in Portugal, Argentina, Mexico, Colombia,
5 Marcopolo 3.129 0.55 0.46  Bus bodies South Africa and China
6 Sab6 2069 0.57 028 Autoparts Factorl_es in : Germany, Austria, Hungary, USA and
Argentina
gz;is;ztzora Andrade 2.944 0.38 0.20  Civil construction Projects in Europe, Asia, Portugal, Mexico and China
8 WEG 2.842 0.56 0.24  Electrical equipment Factories in Argentina, Portugal, Mexico and China
9 Embraer 2.838 0.92 0.01 Airplanes Factories: China. Exports to countries in five continents
10 Tigre 2263 018 013 Plastic pipes and Op_eratlons in Argentina, Bolivia, _Chl_le, Paraguqy,
connections China. Exports to over 35 countries in four continents
. Exports to over 60 countries in Latin America, Europe,
11 Sadia 2.064 0.49 0.00 Food Asia and the Middle East
12 Aracruz Celulose 2.035 0.96 0.00 Pulp Exports to Europe, North America and Asia
13 Escolas Fisk 1.996 0.12 0.00 Language teaching Ij:;:rf es in Argentina, Paraguay, USA, Angola and
14 Votorantim Cimentos 1.964 0.29 0.45 Cement Factories: seven in North America
15 Randon 1.939 0.16 0.01 s:]iliw;vrszr:;ansportauon Exports to over 100 countries in five continents
16 Klabin 1.898 0.27 0.00  Pulp and paper Exports to 54 countries in five continents
17 Votorantim Metais 1.759 0.44 0.08 Metais Exports to USA, Europe, China and South America
18 Perdigdo 1681 048 000 Food Expor_ts to Europe, Middle East, Asia and Latin
America
Outsourcing franchises in Argentina, Chile, Colombia
19 Datasul 1.629 0.01 0.03  Software and Mexico; also serving clients in Paraguay, Uruguay,
USA and Canada
20 Braskem 1.369 0.14 0.00 Petrochemicals Exports over 80 countries
Votorantim Celulose 1.328 0.38 0.00 Pulp and paper Exports to 55 countires on five continents
and Papel
22 Natura 1187 003 000 Cosmetics Sales: Mexico, Argentina, Chile, Peru, Colombia,
Venezuela and France
23 Petroflex 1.185 0.35 0.00 Petrochemicals Exporlts to 75 countires, North America, South
America, Europe and Asia
24 Eliane 0.698 035 010 Ceramic tiles Exports t_o 80 countries principally USA, France and
United Kingdom
a) Calculated by the Fundagdo Dom Cabral.
b) VE / VT = Foreign sales / Total sales.
c) AE / AT = Permanent productive assets outside Brazil (including shares under 100%) / Company's total assets.

Source: Fundac¢édo Dom Cabral.
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50. The distribution of income remains a major challenge for Brazik still has the most skewed
distribution in South America (and South America itself is amongst the worst in the world). The structural
problems in education, training and health will take many years @cowe. In the meantime,
Government has introduced a comprehensive social support safety net that is expected to buffer the worst
aspects of the distributional issues.

51. There are a number of macro issues that aresitly having specific negative effects on trade
performance. Brazil has a State administered value added tax (ICM) that is not operating efficiently in both
the export and import competing sectors. The Federal Government operates as a clearing theuse to
States for export credits due to exporting firms. Such credits are not always paid with exporters bearing the
additional burden. The ICM is also applied unevenly by some State Governments in attempts to attract new
industries, both domestic and forejgo their jurisdiction. Some States have offered nydéar ICM tax
holidays to particular firms and this has created

52. Brazil has a series of major issues with transpdrastructure affecting exportsparticularly bulk
agricultural exports. Industry groups are particularly concerned with roads and port facilities. In the San
Francisco valley in the Northeast, horticultural exporters have gone to the extent of buiflingta
international airfield to transport higher valued products to Europe and North America.

53. Industry groups are also concerned with the effect of payroll taxes on firm competiveness. These
taxes are also lilkg to be adversely affecting labour employment and labour informality which has been a
growing issue in Brazil until recently.

Table 8. Index of Business Restrictiveness, 2006

Rank out of 175 countries

Brazil China India Russia Indonesia S. Korea Germany

Doing business 121 93 134 96 135 23 21
Starting a business 115 128 88 33 161 116 66
Dealing with licenses 139 153 155 163 131 28 21
Employing workers 99 78 112 87 140 110 129
Registering property 124 21 110 44 120 67 42
Getting credit 83 101 65 159 83 21 3

Protecting investors 60 83 33 60 60 60 83
Paying taxes 151 168 158 98 133 48 73
Trading across borders 53 38 139 143 60 28 7

Enforcing contracts 120 63 173 25 145 17 29
Closing a business 135 75 133 81 136 11 28

Source: World Bank, Doing Business.

5. The World Bank index of business restrictiven
performance acr oss a nunbmanyofeich @it be eelevard forfns idtbei n g b L
tradable sector. Brazil does poorly compared to China and Russia and is about on a par with India on this
index.

Trade Liberalisation and Trade Performance
Trade Liberalisation
55. Thetradereformsafter 1990 included major reductions in trade barriers encompassing goods and

servicestariff and nontariff barriersand quantitative restrictionghe changes in tariffs are documented in
Table 9. Tariffs on agricultural and food produatdi from a simple @erage of 26% in 1990 to 10%
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2005. The simplenean tariff on noragricultural productdell to the same degree from 33% in 1990 to
13% in 2005. Themaximum tariff was halved to 55%nd the standard deviation on tariffs dropped to
around a third of theit990 levelsThe Brazilian reforms coupled trade reforms on goods with increased
completion in the service sector. Furthermore, service sector reform involves-goingnprocess of
relaxing the participation of foreign firms in these industries. Annexitlines the Official current (July
2007) restrictions on foreign participationa range of industries.

Table 9. Changes in Brazil's Tariff Structure

Agricultural and Food Products Non-Agricultural Products .
; ; . B Maximum
Slmple_ Weighted Std Dev. Slmple_ Weighted Std Dev. Rate
mean tariff Average mean tariff Average
1990 26.20 20.32 23.24 33.25 18.78 19.37 105
1991 20.31 19.74 21.00 26.91 16.12 16.72 85
1992 15.88 14.42 17.55 22.18 15.89 13.67 65
1993 10.44 7.91 6.56 14.65 13.81 8.50 40
1994 9.05 7.54 6.77 13.38 14.22 8.41 40
1995 9.86 10.86 5.45 13.61 13.00 7.05 33
1996 10.05 10.01 5.72 14.00 14.52 8.88 70
1997 10.06 9.90 5.55 13.67 14.67 7.88 63
1998 12.87 12.61 5.99 16.50 16.49 7.47 49
1999 12.91 12.73 5.99 16.27 14.09 7.07 35
2000 12.83 12.04 581 16.04 12.87 6.92 35
2001 12.52 11.38 6.22 14.50 10.50 7.16 55
2002 11.67 10.71 6.09 14.15 9.93 6.98 55
2003 11.68 9.81 6.10 13.78 9.39 6.83 55
2004 11.68 10.66 6.11 13.72 8.86 6.89 55
2005 10.26 10.11 5.79 12.73 8.38 6.93 55

Source: UN Trains.

56. The new tariff levels represent a large relative decline from those in place during the IS program in
Brazil but they still represent a significant cost to consumers and especially low income consumers. The
current tariffs also increase the cost of doingibess in terms of capital equipment costs and the cost of
imported components. As shown in Table 10, the applied tariffs on motor vehicles, metal products,
electronic equipment and other machinery and equipment are both a significant subsidy to the import
competing sector producing these goods in Brazil and a significant penalty for doing business in Brazil for
firms and consumers using these products.

Table 10. Brazil's Top 10 import Tariffs, 2005

Value of |% of total| Simple Average Weighted Average Std. Dev. | Maximum Domestic |International

imports imports | Applied  Bound | Applied  Bound ) ) peaks peaks
CRP - Chemical, rubber, plastic products 17 664 917 23,11 8,66 22,56 7,93 23,06 5,78 35 2 194
OME - Machinery and equipment n.e.c. 14 057 324 18,39 13,86 32,14 12,61 30,73 6,06 20 0 560
ELE - Electronic equipment 9 609 389 12,57 14 33,04 8,43 33,5 7,73 20 0 251
OlL - Oil 7 840 164 10,26 0 35 0 35 0 0 0 0
MVH - Motor vehicules and parts 4 740 882 6,20 25,34 32,26 19,79 32,44 10,51 35 52 108
P_C - Petroleum, coal products 3904 610 511 0,86 35 0,67 35 1,63 6 0 0
OTN - Transport equipment n.e.c. 2450 148 3,21 11,4 33,28 2,96 33,71 7,88 35 1 29
NFM - Metals n.e.c. 1867 679 2,44 7,23 31 6,45 21,35 4,46 18 0 1
COA - Coal 1563 779 2,05 0 25 0 16,61 0 0 0 0
FMP - Metal products 1366 708 1,79 15,9 33,91 15,81 33,5 3,07 20 0 188

Source: UN Trains.

57. In the long run, the greatest drawback associated with the current level of tariffs is the effect they

will have on the quality of Brazilian import competing goods and on the incentive to invest in R&D to
improe t hat quality. As Professor Samuelson pointe:
When the import competing sector is exposed to world class product competition in its home market at
world competitive prices, it has the maximum incentwematch or exceed that quality. Furthermore, in
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the absence of tariff protection, Brazil wildl at
strengths rather than attract foreign firms who are merely interested in jumping over tasiffornadcess
the large domestic market. The latter firms are also very likelytobelfoob sed i n t he sens:

not deeply integrate their activities in Brazil and leave Brazil if their tariff protection is reduced. There is
some evidence thatraimber of foreign firms who set up operations in Brazil during the IS era were of this
foot-loose type. As demonstrated in Table 11, in the fine chemical industry alone, 1451 industrial projects
were stopped or not continued in thecade following tradeleralisation. According to Professor Barbosa
(University of Rio de Janeiro), amy of the firms involved were foreign subsidiaries who did not deeply
integrate into the Brazil economy as the IS program intended them to.

Table 11. Foreign Firms leaving Brazil following Trade Liberalisation, Fine Chemicals

Projects chemical plants ceasing operations or not implemented in Brazil, 1989-1999

Intermediate . Agricultural Additives,
Pharmaceuticals . . Total
products chemicals aromati e
Operations stopped 241 407 73 375 1096
Projects not 208 110 10 27 355
implemented
Total 449 517 83 402 1451

Source: Denis Borges Barbosa Advogados.

58. Another aspect ofhe unilateral tariff liberalation is that it has left a large gap between applied

tariffs and tariffs bound at the end of the | ast
in the current BhaRoundwhich is naturally viewed very positively in Brazil. Howeverd p ol i cy s p a
held by any negotiating country has a negative connotation to negotiating partners because it signals a
reduced commitment to make large tradedfo r exampl e, t he presmagagse of

thata countryhas to make a very large tariff cut offer in order to provide even a small increase in market
access to demandeuRurthermorelarge bounehpplied gaps may be a signal to potential investors in the
export industryof a countrythatgovernment could contemplate large tariff increases in the future.

59. The new tariff structure in Brazil maintains its former progressive tariff structure with its highest
tariffs on consumer goods and its lowesifts on raw materials and intermediate goods, Table 12. This
structure, of course, tends to be less efficient than a uniform tariff because it misallocates resources further
towards selected inefficient import substitute enterprises.

Table 12. Simple Average Tariffs by Production Stage

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Raw materials 15.25 1043 755 595 534 649 6.66 6.62 9.37 9.37 9.31 8.88 8.08 805 8.05 6.65
Capital goods 35.38 28.71 24.69 18.89 18.70 16.44 16.30 15.59 18.25 17.55 16.90 11.90 14.07 13.92 13.90 13.21
Intermediate goods 26.38 21.00 17.19 11.83 10.01 11.08 11.04 11.02 13.98 13.97 13.92 13.36 12.30 11.90 11.77 10.66
Consumer goods 44.29 36.33 29.43 17.05 15.64 16.16 17.25 16.78 19.58 19.38 19.19 18.64 17.57 17.20 17.22 16.13
Source: UN Trains.

60. The IS program in Brazil protected import competing industries using a combination of tariffs and
guantitative restrictins. As we have just seen tariff protection also involved progression from raw material

up to consumer products. For these reasons, applied tariffs underestimate the protection offered industries.
A better guide to industry protectiamthis contexis the effective rate of protection (ERP), Table 13.

61.  Prior to the trade liberabgion progranin 1987 the most heavily protected industries in Brazil were

plastics, clothing, fabrics and footwear, rubber products elactronic and communications equipment
manufacturer$ all with 3 digit effective rates of protection. Motor vehicles and trartsgmuipment had
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an ERP over 100% 1990. In other words, the protective structure in 1987 increased value addeskin th
industries by more than 100@elative to value added at world prices). A number oépthdustries had
ERPG6s over 50%

Table 13. Effective Rates of Protection in Manufacturing

Percent
1987 1990 1997
Nonmetal mineral products 32 42 15
Metalworking 60 35 18
Machinery 19 41 14
Electronic and communications equipment 108 53 17
Transport eq. and motor vehicles 44 178 34
Paper and paper products 31 23 13
Rubber products 125 67 15
Chemicals 65 22 10
Pharmaceuticals 52 36 10
Perfumes, soap and candles 96 76 26
Plastic products 428 54 22
Textiles 53 50 22
Clothing, fabric products and footwear 241 65 23
Food 33 34 16
Beverages -8 93 20
Tobacco -5 3 11
Average 86 55 18
Standard deviation 106 39 6

Source: Ferreira and Rossi (2003).

62. By1997,ER6 s had been r educringisecocto ansaveradge bfd8haweryf act u
large reduction in its standard deviation. Six industries haBoER g r e a t%ewith thehranspor2 0
equipment and motor vehicle industry standing out with aR &R34%.

63. In the exportable segment of the tradable sector, industry protection is much lower. In facthe ER
in the agricultural ector is probably close to zero based on OECD estimates of the prodppertsu
estimatein agriculture, OECD (2005). Accarayly, while the trade liberal&ion program has resulted is a
substantial reduction in import protection, the economy still hasnaort substitution bias to a degree
reflected by the 1997 B® s i n manufacturing. I n ot her words,
some resources away from the export and other sectors that would be more efficiently employed in the
latter setors. In this environment, the Brazilian economy will not perform optimally and material living
standards (overall) are still lower than they could be. Furthermore, since the export sector employs
relatively more low wage workers than the import substisatctor, OECD (2005), the trade policy balance

still tends to compound the problems associated with the distribution of income (heavily skewed in favour
of higher income employees).

64. Manufacturing trade cruciallgepends on some backbone services, such as transgistics,
financial and telecom services. Efficiency gains in these sectors translate into higher competitiveness of
downstream (goods) industries, thus affecting the volume of goods trade.

65. Efficient transport services and infrastructure imply lower trade costs. Internet access and IT
technology might increase export performance by making it easier for enterprises to communicate with
foreign buyers, by impromg access and information on markets, or by allowing enterprises to bid for
contracts over the internet or to participate in business to business exchanges. This decline in trade costs
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has an impact on the volume of both exports and imports. In the skeaw, efficient telephone and
internet services lower communication costs which are important inputs into international transactions
involving movable goods. More specifically, theory suggests that communication networks such as internet
reduce sunk costsssociated with trade. Studies have found that since th&98idk, internet connectivity

has become increasingly important as an explanatory factor for bilateral merchandise trade flows in a
crosssection of countries.

66. The role of the financial sector in facilitating international exchange in goods (and services) is
twofold. Banks finance export activities through provision of appropriate lines of credit to the buyer or to
the seller. This is the more straightf@rd view. It is less straightforward to see that the financial sector
fosters the supply of exports by promoting specialization. Specialization in production requires transactions
and information. If the associated costs are low and the services prdwid&tancial institutions are
efficient, it is more likely that specialization will actually occur

67. In addition to the direct effects on export performance determined by reductions of trade costs, the
lowering of the servicedink costs can have significant impacts on the fragmentation of production
processes.

68. Trade restrictions in the service sectors in Brazil tend to be soambewgher than in OECD
countries but lower than for other emerging economies, Figurds ahd 6. These Figures provide
estimates bthe trade restrictiveness in figervice sectors in Brazil: banking, insurance, fixed and mobile
telecoms and the distriban sector. The trade restrictiveness indices (TRI) are made up of measures of
restrictions infour illustrative sectors

For banking and insurance, Modes 1 and 2 comprise restrictions arborder borrowing and lending,
restrictions on crosborder insurance transactions, establishment or residency/recognition requirements to
provide crossorder financial services, requirement to-amerate with local organisations, geographical
limitations, limitations related to the scope of business, authorisation requirements, restrictions on purchasing
financial services abroad. Mode 3 comprises foreign equity limits, limitations on the form of establishment,
including joint venture requirements, saneey and approval, limitations on the scope of business activities
and limitations concerning the expansion of banking and insurance outlets, and Mode 4 comprises limits on
the duration of stay, on number of work permits, issues related to licensingitecogaequirements and
limitations on the board of directors.
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Figure 4. Banking and insurance TRIs- Brazil and selected emerging economies
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Source: Calculations based on the methodology described in OECD TD/TC/WP(2007)6/REV1.
Figure 5. Telecom TRIs- Brazil and selected emerging economies
A. Fixed Telecom B. Mobile Telecom
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Figure 6. Distribution TRIs- Brazil and selected emerging economies
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Source: Calculations based on the methodology in OECD TD/TC/WP(2007)6/REV1.

69. Many of the restrictions that | ead to the TRI
result of Brazilian policy relatingot restrictions on foreign participation in selected product and factor
markets. A short summary of@irrent foreign ownership restrictions in Bragiprovided in Annex.

Current Trade Performance

70. The trade potiy liberalistion program had important effects on the sectoral structure of the
Brazilian economy and the compositiontcdde. Since the trade liberat®on program, the agricultural

sector has actually expanded gecentage point to 8% GDP (20002004), Table 3. Furthermore, the

food manufacturing sector (the largest component of the industrial sector) expanded alongside agriculture.
The trade liberaltion reduced the implicit export tax on the exportable sector and allowed it to better
compete foresources in the face of rising world prices for rescbesed products.

71.  The industrial sectahrank from 40% of GDP to 26%n the period 19989 as firms contracted or
stopped production of import competipgducts. The sector then proceeded to expand back 8o

the following period This may have involved an overshooting response and/or a reallocation of resources
within the industrial sector (towards food manufacturing, for example). The freeésoprces then
enabled theservices sectoto expandby over 10 percentagpoints from its lowpoint in the period
198084.

72. Food and agriculture exports exjpied from their low point of 30%n 1990694 to 34%n the
following period, Table 4. There was a relatively small contraction in expodthef manufacturegom
the earlier period. This demonstrates significant competitive strength in tHeatbmanufacturing sector.
On the import side, food and agricudilimports declined from around 13% merchandise trade in
199094 to 8%in 200004. The share of imports of other (rfwod) manufactured impts doubled from
their low of 36%in 198084 in part because firms had cheaper access to imported intermepaseand
capital equipment.

73. The RCA index for agriculture and food increased rather dramgtiéallowing the trade
liberalisation episode, Table 5. It rose from an index of 2.4 in £¥B% 3.6 in 200@4. The RCA index

for other manufacturing fell, as expected, but i
competitiveness of many Brazilian manufacturers and the remaining high protection for selected industries.
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74 Brazil 6s worl d mar kand food praduces roseocover Sigllowing trdde u r e
liberalisation, Table 6. The world market share of fioad manufacturers fell from their peak of (83
198589 to 0.67%in 200004. These pattas in Brazilian world trade shares and RCA, of course, are
simply reflecting the underlying true comparative advantag#seagectors following liberalgion.

75.  One final point on the liberattion episode comens the speed of sectoral adjustment. It is
reasonably clear from this data that adjustment takes some years to occur. Indeed, it is probably the case
that the Brazilian economy is still experiencing the redeployment of resources in 2007. In othetheords,

data to 2004 reveal some, but not all, reform dividends. Some of these later dividends will show up in the
more detailed and more 4p-date data that follows.

Figure 7. Imports and exports of goods and services as a percentage of GDP, 1970-2005

18
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16

Imports
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1970 1975 1980 1985 1990 1995 2000 2005
Source: WDI.

76. The annual OECD data on Brazilian imports and exports of all goods and services portrays the same
trends as before, Figure 7. Imnet@ly after the trade liberaliion program began, imports of goodsl an
services began to rise and rose steadily through 2002. Export growth took longer to consolidate but has
continued to rise through 2004.

77. Brazil s share of worl d tr ade pdriaandexpmmsiHgwa8e d t o
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Figure 8. Share of Brazil's goods and services in world total
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Services

78.

Brazilian exports and imports of services have both increased after the openifithe economy

after the 1986, Table 14. Brazilian service exports tend to be lower than for the world as a whole while
Brazilian imports tend to higher. This is consi
for foreign savings.

79.

Table 14. Services exports and imports in total trade, World and Brazil

Percentages
Brazil World
Exports  Imports Imports ~ Exports
1975 10.9 15.6 18.1 17.7
1980 7.9 16.3 18.2 16.9
1985 7.5 20.9 18.6 18.1
1990 10.7 25.0 20.0 19.9
1995 11.7 20.1 195 19.6
2000 14.7 22.0 18.8 19.5
2005 12.0 23.8 18.4 19.3

Source: WDI.

The Revealed Comparative Advantage (RCA) Ifidexicates that service exports in Brazil are

below the world averag&able15. The percenage of services in Brazilian exports increased in the 1990s

RCA indices of a service are defined as the ratio
exports, divided by the rati o rserviveexdorts. Thexvalie oftthis o f
index may range from zero to a very large number. If the index is greater than 1 this implies that the country is
relatively specialised in the service concerned and has a comparative advantage in such exportswimpare
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butthis development has partly reversed since 2D@8pite the decline, however, Brazil has maintained a
comparative advantage in services relatov€hina and Russiddowever,compared to the world average
and I ndi abds pseetorspatiaisatoh, Brazdiansarvices remainsiemdeveloped.

Table 15. Revealed comparative advantage indices in services, selected countries

1994 1997 2000 2002 2005
Brazil 0.492 0.514 0.761 0.668 0.615
China 0.685 0.602 0.564 0.532 0.456
India® 0.940 1.032 1.441 1.350 1.402
Russia 0.546 0.708 0.432 0.551 0.470

a) 2003 for India instead of 2005.
Source: IMF Balance of Payments (2007).

80. The breakdown by services sector in Table 16 revealsGtiar Servicedhave grown to be the
major services expbrsector, more than doubling their share of services trade since 1994. Within this
sector,Other business services, Governmant]Financial servicesre the biggest sutectorsExpansion

of these sulsectors, coupled witpreliminary diversification aimptsinto new service industrsein 2000,

has facilitated the growth of ti@ther Servicesector.The most recent data indicates tfaansportation
Servicesand Other Servicesexperienced a limited increase in 2005, contributingamooverall 286
increasein service exports.

the world average. A value less than 1 indicates a comparative disadvantage. An RCA index is in many ways a
crude measure of comparative advantage. For example, it does not take into consideration the presence of trade
barriers; and, since itisbmsd on BOP dat a, it does not give any
advantage in supplying services through commercial presence or the movement of individual service suppliers.
For telecoms Mode 1 includes restrictions on leased line or networlsimmwestrictions on connections of

leased lines and private networks to thablic switched telephone networfPSTN), restrictions on
international simple resale and IP telephony. Mode 2 includes restrictions on call back services. Mode 3
includes forayn equity limits, level of competition, including joint venture requirements, screening and
approval, limitations on business activities and licensing restrictions while Mode 4 includes limits on the
duration of stay, on number of work permits, issuestedlao licensing/recognition requirements and
limitations on the board of directors. In the distribution sector, Mode 1 includes restrictions on servicing the
market on a crosBorder basisife. establishment requirements). Mode 2 includes restrictionsoasumers
purchasing distribution services abroad. Mode 3 includes foreign equity limits, restrictions on commercial
land, restrictions on large scale stores, wholesale importing licensing, promotion of retail products, state
monopoliesi product exclusins and protection of intellectual property rights. Mode 4 includes limits on the
duration of stay, on number of work permits and licensing requirements on management.
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Table 16. Services trade composition

USD million and %

1990 1994 2000 2003 2004 2005
SERVICES -3761 -5 346 -7 162 -4 931 -4 677 -8 148
Total credit 3762 4 908 9 498 10 447 12 584 16 095
Transportation services, credit 35.8 44.8 14.8 17.4 19.6 19.8
Travel, credit 36.8 19.2 19.1 23.7 25.6 24.0
Other services, credit 27.4 35.9 66.1 58.8 54.8 56.2
Communications . .. 0.6 7.3 35 2.6
Construction . . 3.6 0.2 0.0 0.1
Insurance 11.2 8.6 5.0 2.0 15 1.5
Financial . . 6.0 5.9 6.1 5.6
Computer and information . . 0.5 0.5 0.8 1.0
Royalties and licence fees 1.2 1.1 2.0 1.8 1.7 1.1
Other business services 82.3 85.1 72.8 67.2 71.6 74.3
Personal, Cultural and recreational . . 1.0 0.9 0.7 0.6
Government, n.i.e. 54 52 8.6 14.3 14.1 13.2
Total debit -7523 -10254 -16660 -15378 -17260 -24243
Transportation services, debit 39.8 41.9 25.8 22.2 25.8 20.5
Travel, debit 20.0 21.0 23.4 14.7 16.6 19.5
Other services, debit 40.2 37.0 50.8 63.1 57.6 60.0
Communications . . 0.4 3.8 0.7 0.8
Construction . .. 0.0 0.0 0.0 0.0
Insurance 6.1 6.9 3.7 5.8 6.5 4.8
Financial . .. 7.9 7.7 5.0 5.1
Computer and information . . 13.5 10.9 12.9 11.8
Royalties and licence fees 1.8 6.3 16.7 12.7 12.0 9.7
Other business services 66.0 75.8 40.6 451 47.1 51.4
Personal, Cultural and recreational .. . 4.3 3.5 4.1 3.1
Government, n.i.e. 26.1 11.0 12.8 10.6 11.6 13.4

Source: IMF BOP (2007).

81. Servicesimports increased 40% betwe@004 and 2005 to approximatelySD24 billion As
Transportation Servicesas decreased, this growth in imports can be attributed to an incrdaagetand
Other ServicesOther business servicesidGovernmentre the two primary subectors to have grown in
2005.While Travelimports remained stable from 1994 to 200%ansportationdecreased by nearly 50%
andOther Servicegrew by approximately 50%.

82 fiQuadranto or fimatri x0 analysis reveaahceaniurt he
sectors with high growth potential. Theethodology employed in Figuresadd 10 assesses exports by
product group. The horizont al axis measures the
share in world trade by product categdrire verttal axismeasures the CAGR of world imports to reveal

the average world trade growth by product cat egc
illustrated by the size of balloon. This form of analysis is particularly valuable because itasditether

the sectorés performance was dynamic, stagnant or

83. Trade potential is highest for sectors located in therighg hand quadrant of the trade matrix,
indicating growing market share and growth in world imports. Conversely, sectors in the bottbamieft

guadrant have limited trade potential, challenged by declining market share and low world demand.
Sectors for whicteitherBr a zi | 6 s onwarldktede grewthasrdgnamic are depicted in the bottom
righthand quadrant (for déachievers in adversatdyd or
guadrant (for o6underachieversdé or Ol oser £scalem gr ow
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intensity and initial positioning, however, makes the trade potential of these product categories more
difficult to evaluate.

Figure 9. Brazil's export performance: trade in services, 2000-2004
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84. The trade in services matrix in Figure 9 reveals that Brazil has only developed service categories in
sectors with positive world trade growth. A nucleus of service categories has formed alongxite y
indicating growth in line with global tresdior many sectors. Howevérravel and Transport Othehave

been outpacing world trade growth, while tBther Servicesector has lagged behind world growth. The
matrix reveals different patterns for ti@®mmunications and Insuransectors, which arganing and

losing market share, respectively. Most service categories are floating near the average world trade growth
line. Due to the time period of available services data (relative to goods data), however, interpretation of
this matrix is limited.

85. Over the period to 2002, the Netherlands, Bermuda, Luxembourg and Canada increased their FDI

inflows to Brazil, Table 1. France maintained its FDI flowS inflows rose rapidly to 1999 but declined
significantly theeafter Spain was also a significant invesiioithe middle of the period from 1998 to 2001.
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Table 17. Top 10 sources of FDI inflows to Brazil

1996 1997 1998 1999 2000 2001 2002

Netherlands 526.8 1487.9 3365.0 2425 2228.0 1891.8 3372.5
us 19754 43823 46925 8087.6 5398.7 4464.9 2614.6
France 969.9 12353 18054 1982.1 1909.7 1912.8 1815.0
Cayman Islands 655.7 33829 1807.1 21145 2345 17551 1554.5
Bermuda 33.8 2411 536 2426 3154 606.9 1468.8
Portugal 202.7 681.0 1755.1 24094 2514.8 1692.3 1018.8
Luxembourg 290.7 57.7 1145 289.7 1027.2 284.7 1012.8
Canada 118.5 66.2 278.6 4454 1928 4411 989.3
Germany 2120 1959 4128 480.8 3746 10475 6283
Spain 586.6 545.8 5120.2 5702.2 95929 2766.6 586.9

Source: UNCTAD WIR.
Goods

86. The trade liberaliation process has changed the relative sizes of industrial sectors quite
significantly, Table 8. The oil industry has boomed with recent -gtiore discoveries as previously
discussed. Coupled with this growthaih extractionhas been a are than doubling of real value added in
petroleum manufacturing¢ke, petroleum, nuclear fuel and ethan@nufacturing). There has also been
significant expansion in value added in thetallic miningindustry.

87. Within manufacturing (transformation industries) there have been a number of growth poles. The
food and beveragedustry is by far the largest manufacturing sett@bsolute sizand it has grwn 10%

in real terms over the period 192604.There hadeen significant growth iwoodproducts pasic metals

other transport equipmerndrecyclingover the period. The largghemical,rubber and plastic products

have grown to about the same degrefvad and beverages

88. In the machinery and equipment categories there has been some expansion and some contraction.
Metal products has not changed while there have been modest increases in real value added (RVA) in
machinery and equipmentffice equipmeniprecision egipment vehicle manufacturing and a doubling of

RVA in other transporequipment. On the other handachinesandelectrical equipmentanufacture has
contracted, as hdarniture manufacture.
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Table 18. Real Value Added, by Industry

Index Numbers, 1996=100

1997 1998 1999 2000 2001 2002 2003 2004

All industry 100 97 105 112 116 117 116 125
Extractive Industries 102 115 141 139 152 166 163 193
Coal mining 126 121 113 141 108 111 101 135
Oil extraction 136 179 174 229 410 1153 1506 1680
Mining metallic minerals 106 123 163 158 175 183 175 215
Mining non-metallic minerals 91 93 95 96 98 97 92 96
Transformation Industries 100 96 104 111 115 116 115 123
Food and beverages 102 99 100 91 108 111 110 110
Tobacco products 94 83 99 81 92 91 75 83
Textiles 88 87 99 97 90 88 78 83
Clothing 91 91 89 85 85 76 69 70
Leather products 85 78 89 94 107 110 106 108
Wood products 102 96 132 120 131 149 172 190
Paper products 92 91 113 128 119 142 134 129
Printing and publishing 107 103 89 93 87 77 72 74
Coke, petroleum, nuclear fuel and ethanol 84 89 148 225 207 213 246 251
Chemical products 101 97 116 105 106 103 102 110
Rubber and plastic product manufacture 100 95 98 100 90 93 109 107
Non-metallic minerals 107 115 114 121 130 134 123 121
Basic metal manufacturing 108 100 117 132 132 152 158 215
Metal products excl. machinery and equipment 98 98 93 91 100 97 88 100
Machinery and equipment 102 91 89 87 101 105 97 107
Office equipment 110 109 162 251 315 172 144 120
Machines and electrical equipment 107 116 99 103 114 101 92 97
Electronic equipment 96 76 85 106 107 90 57 74
Precision equipment 97 99 103 114 107 110 93 106
Car, truck, bus manufacture incl. parts 106 95 78 94 92 101 108 118
Other transport equipment 125 134 184 205 281 287 238 287
Furniture and other manufacturing n.e.i. 99 102 98 106 100 97 86 87
Recycling 109 116 112 109 161 171 183 205

Source: Computed from IPEA T PIA.

89. Six case studies are presented in Annex 3. They illustrate some of the diversity of successful
Brazilian firms. The case studies focus oesearch and development efforts that have contributed to this
success.

90. The recent employment growth picture is generally expansive, T&lEmployment has grown
eight fold in oil extraction compared to a g&h fold increase in RVA. However, employment has shrunk
in coke, petroleum, nuclear fuel and ethanol manufacture. More generafiigyenent has increased in
mostotherindustriesdemonstrating increases in labour productivity almost across the boadmether the
industry was expanding or contracting in terms of RVA.
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Table 19. Employment by Industry

Index numbers, 1996=100

1997 1998 1999 2000 2001 2002 2003 2004

All Industry 97 95 97 103 106 108 116 124
Extractive Industries 94 90 94 99 100 105 110 121
Coal mining 100 97 94 117 108 104 96 125
Oil extraction 129 133 124 237 323 515 630 846
Mining metallic minerals 81 74 72 76 76 79 84 94
Mining non-metallic minerals 100 98 107 108 108 108 112 116
Transformation Industries 97 95 97 103 106 108 116 124
Food and beverages 98 99 99 104 110 112 123 135
Tobacco products 106 94 79 73 86 85 72 94
Textiles 87 87 88 95 97 96 99 107
Clothing 92 90 99 106 108 113 115 128
Leather products 90 88 102 118 128 132 149 161
Wood products 101 103 118 121 120 127 144 153
Paper products 94 90 92 91 96 104 105 106
Printing and publishing 101 101 101 101 103 97 101 103
Coke, petroleum, nuclear fuel and ethanol 85 58 54 48 48 50 60 66
Chemical products 100 96 101 106 106 104 113 117
Rubber and plastic product manufacture 102 99 103 114 111 110 130 130
Non-metallic minerals 104 106 110 117 114 115 115 121
Basic metal manufacturing 97 94 93 95 98 97 104 113
Metal products excl. machinery and equipment 101 100 99 107 111 115 114 126
Machinery and equipment 97 92 95 100 107 110 122 126
Office equipment 110 103 113 151 145 117 147 165
Machines and electrical equipment 97 98 93 103 107 106 107 114
Electronic equipment 91 79 83 96 88 85 76 91
Precision equipment 97 101 105 107 104 109 121 124
Car, truck, bus manufacture incl. parts 104 91 89 94 94 99 116 121
Other transport equipment 95 98 99 105 121 137 173 197
Furniture and other manufacturing n.e.i. 102 110 106 116 111 115 114 116
Recycling 114 112 136 173 231 278 394 472

Source: IPEAT PIA.

91. The productivity story is vg positive. The trade liberalison episode has resulted in an
acceleration in total factor productivity (TFP) over earlier periods (TableRurthermore, Ferreira and
Rossi (2003) have shown that the growth rate in TFP was related to the declinasimyifotection.
According to their estimates, the decline in nominal tariffs faced by an industry resulted ih28@ 8
increasen the growth rate of TFP {8%if effective rates of protection are used instead of nominal tariffs).
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Table 20. Growth in Total Factor Productivity

Annual percent

1985-90 1991-97 1994-97

Nonmetal mineral products -3.0 3.2 5.4
Metalworking -2.9 4.0 4.4
Machinery -2.1 3.4 0.6
Electronic and communications equipment -2.9 4.3 2.7
Transport eq. and motor vehicles -9.1 4.6 5.7
Paper and paper products -4.3 2.7 2.0
Rubber products -4.6 1.6 4.7
Chemicals -5.0 3.5 4.8
Pharmaceuticals -4.2 -1.3 -0.4
Perfumes, soap and candles -0.4 1.8 1.4
Plastic products -6.4 2.8 8.4
Textiles -5.7 3.6 15
Clothing, fabric products and footwear -5.3 0.7 3.0
Food -3.3 2.8 3.4
Beverages -1.1 2.7 2.1
Tobacco -1.1 1.8 3.5
Average -3.8 2.8 3.3

Source: Ferreira and Rossi (2003).

92. As the data in Table®show, some of the largest TFP gains, post libextidin, occurred in the
higher technology industries like machinery and equipment while labour intensive industries like clothing
captured smaller gains over the whole period 19Bbut with an increasing trend (1997%).

93. The distributimal effects of the trade policy reforms are arguably as important as the productivity
effects in the case of Brazil. The import protection structure during the IS period tended to benefit skilled
workers so that the trade reforms tended to benefit urdkilerkers and significantly reduced wage
inequality in the manufacturing sector, Ferreira, Leite and-Réai(2007). Adding to this, it has been
shown that the policy reforms in agriculture also improved the distribution of income because this sector
tendsto be relatively intensive in its employment of low income workers, OECD (2005).

94 I n this production environment, some significe
di scussed ear lbdde(merchdddisa rradd) éxportkaeeydivegsified across the primary and
manufacturing sectors. Agultural exports represented 9%f the total in 2006 with the food
manufactuing sector adding a further 1886 export value for a total of 27%-igure 10. @er primary

exports from tke mining industry contributed 7%, crude petroleum 5% with the remainingf@ifoa

diverse range of nefood manufactures.
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Figure 10. Brazil key merchandise exports, 2006
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95, More detailed tables of Brazilés main exports
by trading firm.

96. Brazil has a revealed comparative advantage in mining metal ores, agricultural préchatts,
products, tanning and leather and wood prodiuei§natural resourcbased products, Tabld .2t also has

a RCA in paper, nemetallic mineral products, basic metals and motor vehicles. Again, all these products
can be termed natural resouz@sedwith the exception of motor vehicles (which has the highest
remaining effective ratof protection, 34%mn 1997).

97. Inindustries where revealed comparative advantage is greater than one (advantage), the RCA index
hasbeen rising since 1991for agriculture, food products, wood products, smetallic mineral products

and motor vehicles. For the most part, these are the exportable industries that have performed best in the
recent world market environment. Other estpble industries including mining metallic ores, tanning and
leather, paper and basic metals have seen their RCA index fall over the period.

98. Where the RCA index is less than dneTable 22, the industries tend be import competing. In

this groupthe RCA index has been rising for oil extraction, publishing and printing, coke, refined
petroleum, nuclear fuel and ethanol, machinery and equipment nec. and electrical mathasare the
import competing induses that have performed best in the recent world market environment. The
remaining 12 industries have lost ground over the period as a whole, given recent world market conditions.
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Table 21. Revealed comparative advantages and growth rates

Annual average

1991 1996 2001 2006 growth rates
91-96 96-01  01-06
01 - Agriculture, hunting and related service activities 2.65 2.76 4.45 457 0.79  10.06 0.53
02 - Forestry, logging and related service activities 0.19 1.16 0.57 0.25| 43,57 -13.29 -15.07

05 - Fishing, operation of fish hatcheries and fish farms; service
activities incidental to fishing

10 - Mining of coal and lignite; extraction of peat 0.00 0.00 0.00 0.00 5.02 0.68 -29.89
_11 - ExtracUon of crude petrolegm and ngtural gas; service activities 000 001 022 087 31004 103.48 31.16
incidental to oil and gas extraction excluding surveying
12 - Mining of uranium and thorium ores . " " . . . "
13 - Mining of metal ores 13.59 13.97 14.30 10.20 0.55 0.48 -6.53

0.11 0.16 0.32 0.16 7.38 1481 -12.42

14 - Other mining and quarrying 152 0.62 0.98 1.08] -16.44 9.57 1.98
15 - Manufacture of food products and beverages 291 320 3.52 4.32 1.91 1.93 4.18
16 - Manufacture of tobacco products 1.09 247 0.16 0.30| 17.73 -42.06 12.93
17 - Manufacture of textiles 0.99 0.61 0.48 0.36 -9.38 -4.42 -5.81
18 - Manufacture of wearing apparel; dressing and dyeing of fur 0.32 0.16 0.14 0.08] -12.77 -2.91 -10.00

19 - Tanning and dressing of leather; manufacture of luggage,

handbags, saddlery, harness and footwear 457 307 332 245 -7.66 1.58 589

20 - Manufacture of wood and of products of wood and cork,

except furniture; manufacture of articles of straw and plaiting materials LR S e e DL

21 - Manufacture of paper and paper products 158 182 195 157 291 1.33 -4.15
22 - Publishing, printing and reproduction of recorded media 0.15 0.13 0.14 0.22 -3.73 2.35 8.98
23 - Manufacture of coke, refined petroleum products and nuclear fuel 0.02 0.08 0.02 0.71] 26.88 -22.79 102.91
24 - Manufacture of chemicals and chemical products 0.69 0.71 0.57 0.54 0.49 -4.42 -0.90
25 - Manufacture of rubber and plastics products 0.67 0.72 0.67 0.63 1.32 -1.40 -1.24
26 - Manufacture of other non-metallic mineral products 0.88 0.99 1.13 1.45 2.36 2.72 5.06
27 - Manufacture of basic metals 3.28 251 198 1.68 -5.25 -4.65 -3.20

28 - Manufacture of fabricated metal products, except machinery

. 0.59 0.59 0.54 0.46 0.12 -1.79 -3.21
and equipment

29 - Manufacture of machinery and equipment n.e.c. 0.54 0.65 0.60 0.70 3.79 -1.66 3.34
30 - Manufacture of office, accounting and computing machinery 0.18 0.14 0.12 0.07 -4.26 -4.08 -10.46
31 - Manufacture of electrical machinery and apparatus n.e.c. 0.39 042 041 0.44 1.50 -0.55 1.17

32 - Manufacture of radio, television and
communication equipment and apparatus
33 - Manufacture of medical, precision and optical instruments, watches

0.21 0.16 0.38 0.27 -495  18.90 -6.45

0.14 0.13 0.19 0.14 -1.77 8.92 -6.26

and clocks

34 - Manufacture of motor vehicles, trailers and semi-trailers 0.61 0.82 094 1.12 6.07 2.90 3.51
35 - Manufacture of other transport equipment 0.41 052 1.79 0.91 491 2824 -12.60
36 - Manufacture of furniture; manufacturing n.e.c. 0.33 040 0.44 0.36 3.78 1.96 -4.05

40 - Electricity, gas, steam and hot water supply
Source: UN ComTrade.

99. The s har e, soxdlledBighderhindlogysexports as @ercenage of manufactured exports

rose sharply in the 1990s, only to fall again between 2001 and 28bk (2). The latest data indicate that

this decline has recovered slightly in 2005. Me a
steady upward trend and Indiabds share hlhesedatamai ne
neal to be interpreted with considerable care because they refer to exports of final products that are
deemed to be high tech. Very often however, the design and manufacture of the high technology
components and parts did not originate in the country wheaé dssembly took place. This is especially

true of China which tends to import high technology parts and components from a range of OECD and
nonOECD countries, for final assembly and experparticularly machinery and equipment items
including electroris goods, Athukorala (2007Accor di ngl vy, Chinads net tr
components is thought to be strongly negative. I
technology components.
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Table 22. High-technology exports?®

As a percentage of manufactured exports

Brazil China India
1992 5.37 6.11 2.17
1993 4.14 6.84 2.46
1994 4.76 7.95 2.98
1995 4.85 10.04 4.31
1996 6.09 12.00 5.12
1997 7.32 12.68 4.77
1998 9.17 15.08 4.12
1999 12.97 16.76 4.26
2000 18.61 18.58 5.01
2001 19.12 20.57 5.39
2002 16.83 23.31 4.76
2003 11.96 27.10 4.75
2004 11.59 29.81 4.88
2005 12.85 30.60

a) High-technology exports are products with high R&D intensity, such as in aerospace, computers,
pharmaceuticals, scientific instruments, and electrical machinery (United Nations, COMTRADE database
definition).

Source: WDI.

100 As illustrated byhe trade in goods matrigxtraction of crude petroleurmind Manufacture of coke,

refined petroleum produci@re the highest performing product categorieigyre 11).Br azi | 6 s coke
refined petroleum sector has achieved significant growth relative to other Brazilian export sectors and has
profited from an increase in world imports. This rise is predominantly accredited to the recent discovery
and growingexploitation of deepwater petroleum fields off the coast of Brazil. Brazil became self
sufficient in oil in 2006. Petrobas, Brazil 6s nat
of this nev resource in order to capitadion the global risin demand for oil. The Brazilian government

has also promoted grakvin the oil sector by privaiisg Petrobas in 1995 (the government remaining the
majority shareholder) and by creating the National Petroleum Agency in 1997 to facilitate foreign and
domestic private investment. While the leteym future of Brazil's refined petroleum sector is optimistic,

it is stildl uncertain due to the indefinite siz
technological advancements to successfully dgvine industry.
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Figure 11. Brazil's export performance: trade in goods (1996-2005). Fig. 11A Below
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101 Figure 11.A focuses more closely on product categories near the origie gfeiph, revealing that
sectors likeChemicalsand Textilesare losing market shar@ransport,Radio, Motor Vehiclesand Food
and Beverage productsppear to be performing welh the transportequipment industry, Embraer, the

main aircraft producer iBr azi | , has grown to be one of Thehe wo

companyébés privatisation initiative in 1994 has be

competitiveness of this industry for BraZllhe motor vehicleind st r yés di ver si ficati
economic car modelsay have facilitated the country's success as a globalupesdf automobiles and

parts but the high remaining protection of the industry raises some doubts about the extent of its long term
competitiveness.

102 Brazil 6s agriculture sector $Sogbeans in gartiowai, arg enyv

evoking a strong reaction from environmentalists because of the extémssedestruction involvd in
soybean produain. In response to European and Japanese demmfandNon-GeneticallyModified
Organisms, Brazilian regulation has been created to promotetraditional production methodmnd to
restrict crop plantings in the Amazon region

103 The market distribution of Brazilian exports has changed in recent years in the face of rising world
price relatives for resourdeased productsshifting away from OECD markets towards China. Exports to
OECD countriesiave fallen from 64% of merchandise exports in 2000 to 51% in 2006. In fact, exports to

most of Brazilds top buyers have fallen (Figure
destinations, but have decreased exports by 2% and 9%, reslyedthis decline can be attributed to the
increased ability of Brazil 6s p r ritages rfoflowirg etrade o r

liberalisation and therecent changes in the prices mFsource products relative to manufactures.
Furthermore, he strong growth in petroleum exploitation and exports had added to the export strength of
the primary sector and altered the bilateral direction of trade.

104. Since 20@Q, China,the Latin America Integration Assiation (LAIA), Africa andArgentinaare the

only regionsof the Top 10 Destinations to have grown as export destinations for Brazil. The increase in
exports to China correspontisthe rising prominence of China in global trade. Export growtrgentina

and the LAIlAreflects the increase in regional trade for Latin American countries.

105 Brazilian imports from China have tripled (to 9%) over the recent period,-2002, Figure 13.
Asia, Africa and the LAIA havelso increased. Imports from the US and the EU have fallen to 16% and
22% respectively.

106. In this environment it is easy to see why Brazilian foreign policy has tended to embrace new

groupings in India, China and Ada. SouthRSouth trade looks increasiggmportant for both imports and
exports.
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Figure 12. Top 10 merchandise exports destinations for Brazil, 2002 and 2006-2007

Source: Ministry of Finance.

Figure 13. Top 10 merchandise imports origins for Brazil, 2002 and 2006-2007

Source: Ministry of Finance.

107. Table B reveals that Brazil has increased market share in all of its key markets sincéingeed,

the annual growth rate figures indicate that Brazil has wiohed and exceeded market share levels from
1990 in all key markets except Japan and the United States. The decline in trade with Japan is not
surprising considering the dramatic rise in bilateral trade between Japan and China since 2000.

108 Numerous studies have shown that regional trade agreements, like the Mercosur Common Market,
do not provide the same policy space for Brazil because the lack of global national treatment causes
significant trade diversion effext Some of these costs are lower in the current environment because
certain key leakages are occurring in the administration of Merdosiue absence of a tariff revenue
sharing agreement and the frequent-poltection of the external tariff by Paraguaypd Uruguay. A

choice needs to be made with respect to these i$seitser dispense with the external tariff amehce
removetrade diversioreffects {is a visfree trade)or tighten the existing structure of the agreement and
suffer the correspondindfieiency and equity losses.
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