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I.
Introduction

The trade agenda of Brazil became increasingly complex in the second half of the 1990s. A diverse set of external negotiations involving other member-states of the Latin American Integration Association (LAIA) as well as several developed countries was added to Mercosur’s already complex internal agenda.

In December 1994, the Free Trade Area of the Americas (FTAA) was launched as an initiative backed largely by the U.S., followed by the signature of an Interregional Cooperation Agreement in 1995 between Mercosur and the European Union, covering trade and economic cooperation. In both these processes, Mercosur acts as a single economic bloc, which has not been the case in negotiations with other LAIA members, such as the Andean Community nations and Mexico. 

In preferential trade negotiations with developed partners, Brazil’s prevailing approach has been shaped by caution or, more accurately, by a defensive stance. How can we explain this defensive stance, when contrasted with, for instance, Mexico’s active approach when discussing free trade agreements with its partners in North America in 1994, and recently with the European Union? 

A reason traditionally invoked to justify this stance points to the fact that Brazil is a global trader, maintaining strong trade relations with different regions of the world and hosting foreign direct investments originating in the U.S., the European Union, and Japan. The main policy implication of this type of international insertion would be to reduce Brazil’s interest in participating in trade negotiations that would impose preferences for trade with one region or another.

In the words of Abreu (1997), “for economies such as that of Brazil whose trade outside the hemisphere is very significant, it is not easy to demonstrate the advantages of a preferential trade zone such as the FTAA as compared to multilateral liberalization.” Furthermore, from this standpoint, the option for the FTAA would imply--in terms of the negotiation strategy--that Brazil “would give up the concessions that could be obtained from its trading partners outside the hemisphere through a multilateral negotiation.” 

This is a relevant argument, and there are certainly significant economic risks for Brazil associated with preferential liberalization initiatives involving its relations with the U.S. or the European Union. However, this does not fully explain the logic of Brazil´s negotiating position. Even if this based solely on an economic rationale, the assessment of the costs and benefits associated with different negotiating processes would require it to extend beyond the argument of “Brazil as a global trader,” which is based on aggregated data of bilateral trade and investments flows. We must consider other additional factors, including: the sectoral composition of bilateral trade and investment flows; the presence of intra-industry trade; the pre-existence of preferential agreements linking the potential partners to third party countries; and the trade barriers (both tariff and nontariff) that affect bilateral trade. These are just some of the factors to be taken into account when assessing the potential impacts of a preferential trade liberalization agreement and particularly when comparing the potential effects of different preferential arrangements. 

The core argument of this paper is that the negotiating position of Brazil, particularly in its talks with developed countries, is not based on a rational assessment of the costs and benefits associated with these negotiations from an economic standpoint. On one hand, Brazil’s position in its trade negotiations is certainly shaped by the interests and lobbying capacity of public and private players. However, it is also grounded on cost/benefit assessments based on implications for the nation’s foreign policy--and the paradigm shaping this policy--more than on economic or trade considerations or concerns.

This paper analyzes the factors shaping the negotiating position of Brazil both within Mercosur and in the foreign relations of this block. In line with the framework presented by Aggarwal and Espach in the introductory chapter, Brazil’s negotiating position is shaped by both economic and political factors, all packaged within a larger, specific concept of the need for greater insertion in the international system. This view is dominated by political or longer term strategic concerns. 

II. 
Brazil’s Preferential Trade Negotiations: Conditioning Factors and Rationale

Accounting for some two-thirds of the total GDP of Mercosur, Brazil’s economic performance, domestic policies, and negotiating stance within this bloc have marked effects on the overall development of the integration process, its methodology and its negotiating agenda. Brazil has also played the role of protagonist in Mercosur’s external relationships, with a strategy of assigning high priority to negotiations as a block particularly when the partner is a major player in international trade, such as the U.S. and the European Union.

Regarding Mercosur’s internal agenda, Brazil’s negotiating position is certainly one of the key factors shaping the block’s current profile, halfway between a free trade area and a customs union, with sparse institutionalization and weak tools for disciplining its member nations. At the level of its foreign relationships with more developed partners, the negotiating stance of Brazil is clearly defensive. This is especially evident within the FTAA, where the aggressively demanding approach of the U.S. buttresses Brazil's defensive concerns. 

What are the factors that shape this negotiating strategy, and what is the logic behind it? Two general considerations are important in answering these questions:

· The political economy of Brazil’s liberalization reforms, regarding trade policy and politics, has been marked by the supremacy of import-competing sectors over export sectors.

· The dominant paradigm of Brazilian foreign policy, now four decades old, is characterized by competition with the U.S. and the objective of developing the nation’s industrial capacity as a key condition for independent activities within the international system.

Concerning the political economy of the liberalization program, in late 1994 Brazil was completing a triple-pronged trade liberalization drive. At the regional level, Mercosur’s customs union was coming into effect. At the multilateral level, Brazil was prepared to sign the commitments at the completion of the Uruguay Round. Unilaterally, thanks to the foreign exchange policy of the Real Economic Stabilization Plan, the competitive impacts of the unilateral liberalization completed at the end of the previous year were reaching their full potential. Afterwards, beginning in 1995, the liberal guidelines of industrial and foreign trade policies in Brazil began to shift. At least two factors lie at the roots of this change:

· First, Mexico’s Tequila Crisis in late 1994 produced an import administration process based largely on tariffs. This was designed to avoid a sharp deterioration of Brazil’s trade balance, which slipped into the red in 1995 after over a decade of significant positive results. The deterioration of the trade balance could have undermined the stabilization strategy based on the nominal exchange rate. Common External Tariff (CET) rates moved--generally upwards--in order to discourage imports of durable and non-durable consumer goods.

· Second, as the exchange rate appreciated after the introduction of the stabilization program, the impacts of the reduction in the tariff protection introduced between 1990 and 1993 were magnified. Hence, less competitive industrial sectors were severely affected, prompting the reappearance of protectionist pressures from these sectors. Some segments (such as toys and clothing) benefited through the introduction of import quotas. The federal government implemented new trade protection mechanisms (anti-dumping rules and safeguards) in accordance with the Uruguay Round agreements.

Hence, the macro- and micro-economic impacts of the exchange rate appreciation and the rising doubts about the sustainability of Brazil’s stabilization strategy converged to make the Government gradually adopt new guidelines in the industrial and export-promotion policies. Fresh incentives were introduced to assist sectors that were being restructured and to attract producers capable of substituting imports (such as telecommunications equipment manufacturers). Regarding exports, government support was expanded through public financing and the phasing out of existing export taxes on semi-processed products, and an export credit insurance system was introduced.

These new trends confirm that, from 1995 onwards, a neo-activist stance took shape in the fields of foreign trade and industrial policy, one which extended beyond the emergency measures justified through the macro- or micro-economic conjunctural rationale. This shift set limits on the extent of Brazil’s liberalization in the fields of trade and industrial policy. Without a clear-cut reversal in the liberalization process, trade policy increasingly reflected the idea that the negative effects of trade liberalization were significant and had not yet been absorbed by industry. In addition, policymakers recognized sizeable risks in any new measure that could increase the openness of the domestic goods and services markets. 

With this change in orientation, policymakers came to agree that, once the unilateral tariff reduction schedule, the Mercosur transition period, and the multilateral negotiation cycle of the Uruguay Round were completed, Brazil should take time to “digest” this three-track liberalization movement, pruning from its external agenda any initiatives that might result in any additional commitments to further liberalization

The perception of the competitive fragility of Brazilian industry--and its consequent potential vulnerability--was extremely important to this strategic formulation. In addition, this perception was compatible with a policy agenda shaped mainly by the interests of the import-competing sectors. This hegemony of import-competing sectors in Brazil's trade policy was a distinctive trait of the transformation dynamics that swept through Brazil in the 1990s, when compared to the changes taking place in other major Latin American nations, such as Mexico and Argentina. In Brazil, the resistance that grew among entrepreneurial, trade union, bureaucratic, and corporate interests consolidated during the long and reasonably successful period of protectionist industrialization had marked effects on the implementation of market-based reforms. 

The main outcome, in terms of trade policies, of Brazil’s gradualist, negotiated style of liberalization, which was interrupted only during the thirty months of the Collor Administration, consisted of the survival, even after reforms, of protectionist structures and intersectorally discriminatory incentives. Both of these policy programs benefited these same import-competing sectors that had been privileged by industrial and export policies over earlier decades (auto-assembly, chemicals, electro-electronics and capital goods sectors).

 
This continuity was evident also in the area of foreign policy, despite major changes in the Brazilian economy. The globalist paradigm that dominated Brazil's foreign policy since the 1960s remained, and framed the political logic behind Brazil's participation in Mercosur, as well as in other preferential liberalization initiatives. 

What is this “globalist paradigm,” which has formed the cornerstone of Brazilian foreign policy for the past four decades? As expressed by Soares de Lima (1994), it is a perspective on Brazil’s position in international system that results from “combining (…) several different intellectual influences: a nationalist criticism of the pro-U.S. foreign policy matrix produced under the aegis of the Superior Institute of Brazilian Studies (ISEB - Instituto Superior de Estudos Brasileiros); the view of the Economic Commission for Latin America and the Caribbean (ECLAC) on center-periphery international dynamics; and the tradition of realistic thought in international relations, particularly the concept of the international system as anarchic.” According to this view, North-South polarization provides the rationale for Brazil’s foreign policy, which aims in part to create conditions for the implementation of an autonomous national industrial strategy. 

One of the main components of Brazil’s foreign policy paradigm is competition against the U.S., particularly within the Americas, with the objective to establish conditions favorable to the development of the nation’s industry.

Mercosur

From the beginning, the role of the federal government has been decisive in the design and implementation of Brazil's participation in Mercosur. Ultimately, the logic behind subregional integration was essentially political. What were Brazil’s motives? At the beginning of the integration process, dating back to the bilateral agreements with Argentina during the second half of the 1980s, this motivation related to the shift from a military to a civilian regime. The main motive of Brazil’s redefinition of its posture toward Argentina was to overcome the “previous ambivalences of the military governments.”

Regional integration represented Brazil's first reaction to the new challenges posed by globalization and the emergence of regional economic blocs. The changing international environment of the 1980s was perceived by Brazil as less permissive for state-led development strategies, which reduced the resources and leverage available to the country from strategic international relationships. The end of the Cold War and the simultaneous consolidation of globalization and regionalization during the late 1980s and early 1990s served only to strengthen these perceptions. 

These bilateral (with Argentina) and then regional projects were elements of a broad-ranging foreign policy strategy. The importance assigned to the regional project in Brazil was a function of the perception of Mercosur’s capacity to contribute to the general objectives of this national strategy. 

This capacity of Mercosur can be assessed in the light of two basic criteria: (i) the level of convergence (or divergence) between the policies that make up the national development projects of the member countries; and (ii) the level of convergence or divergence in the foreign policies of the member countries strictu sensu in relation to the rest of the world and, particularly, toward the U.S.

Brazil’s strategic approach to the Mercosur project combines this political logic of the trade block’s role within the nation’s larger objectives, with the prevailing perception of the economic incentives, which are viewed to be few, particularly due to the vast difference in size between Brazil and its partners. This explains the government’s lack of interest in proposals for deepening the Customs Union, or for those viewed as potentially reducing the margins of freedom of the federal and state governments in respect to developmental policies. This negotiating position of Brazil is certainly the main factor shaping the current profile of the Southern Cone Common Market, which is a flawed customs union endowed with weak institutions, mechanisms, and means for disciplining members who violate their commitments.

From the standpoint of the regional integration, it is important to note that the integration process, and Mercosur itself, had no major impacts on the design and implementation of Brazil’s national industrial development project. This has remained intact, and has been little affected by the elements of a parallel regional industrial project. To the contrary, in intra-block negotiations Brazil systematically expresses its affirmation of a national industrial development project under the logic of competition with its partners, and almost never approaches industrial development as a cooperative process among all members. 

Brazil and Mercosur negotiations with developed countries

 In terms of the Brazil’s trade negotiations with non-Mercosur countries, the convergence in Brazilian trade policy formulation between the foreign policy paradigm and the hegemony of the import-competing sectors in national and regional trade policy has the following implications. First, Brazil’s strategic priority is in the establishment of preferential links with the other countries in South America, as preferred to transregional arrangements.  Second, transregional agreements (with countries outside South America) do not, in principle, fit the core objectives of Brazil's foreign policy. 

Within this context, dominated by the politics of foreign policy rather than economic logic, an agreement with the U.Sx is by definition the less desirable option, particularly if it is viewed as a project urged on by the U.S. which threatens the survival of the regional political initiative backed by Brazil. Seen from Brasília, this risk concerns not only markets, but competition for political hegemony.


The FTAA is often seen as an economic project that will generate huge and long-lasting political consequences. Its implementation would permanently shift the balance of power within the hemisphere, and especially in South America. Moreover, as a former Brazilian ambassador puts it, “…it will expand and legitimate the U.S. preeminence in the Americas, favoring the emergence of an unipolar world. And even if other factors lead to the emergence of a multipolar world, [the FTAA] will place Latin America within the zone under the direct hegemony of the U.S., thus leaving [Latin American countries] scarce space for political manoevering.”
 

According to this view, an agreement with the European Union has political functionality, derived from the “threat” represented by the FTAA. From this standpoint, should this threat cease to exist, the political incentives behind an agreement with the European would fade.

It is interesting to note that, from the point of view of “national industrial strategy,” an agreement with the European Union should not suit Brazil’s interests. From this perspective, the talks with the European Union are basically a North-South bargaining game based on the hypothesis of a trade-off between opening up Europe’s agricultural market to exports from Mercosur and opening up the industrial markets of Mercosur countries to exports from Europe. Consequently, the interest shown by the Brazilian authorities in terms of the agreement with Europe is essentially explained through a foreign policy—i.e., political—rationale, strengthened by the fact that the European Union explicitly favors biregional negotiation between these two blocks (in contrast to the U.S. within the FTAA). This utility as a legitimate negotiating body gives Mercosur an important political role, particularly during recent times of crisis.

The dominant current outlook in Brazil on the two negotiation processes highlights the risks associated with them and downplays potential opportunities. From this standpoint, the potential costs of Brazil’s participation in the FTAA process and negotiations with the European Union are seen as essentially linked to transitional adjustments, particularly in the industrial sectors, and to the divergences among the priorities of the negotiating agendas of Brazil and its partners.

For Brazil, the risks of this divergence in negotiating priorities are mainly linked to the consolidation of arrangements in which the issues stressed by the more powerful countries are dealt with adequately. Brazil has less concern with those issues or interests that are of higher priority to countries with less negotiating clout. The best illustration of this problem are the obstacles to dealing with agricultural matters in both negotiating processes, but particularly in the talks with the European Union.

The core strategy of Brazil in both negotiations has been to protect its national production structure and regulatory regimes as much as possible from the potential adjustment costs triggered by liberalization and negotiation of trade disciplines. These objectives outweigh the role of these agreements as tools for attracting investments and generating new export flows. Consequently, assessments of these agreements in Brazil as a whole tend to be negative, except when one of the talks is perceived as a tool for neutralizing the other one or for increasing the bargaining power of Brazil and Mercosur. 

Regionalism and preferential arrangements: contrasting incentives

It is interesting to note that a project such as Mercosur, which represents Brazil’s first strategic reaction to the challenges of a globalized world, for the most part has emerged in the Brazilian view as a unitary project which excludes other insertion strategies, particularly when involving negotiations with developed partners, in an international setting that is not multilateral. 

How can this single-minded strategic vision be explained? First, the economic risks associated with the regional project are limited, from any standpoint, lightening concerns over the delicate competitive edge of Brazilian industry. The economies of Brazil's Mercosur partners are relatively modest, and intra-block competition has not prompted significant divestment in any Brazilian sector. Also, at the regulatory level, integration has barely touched the freedom enjoyed by Brazilian policymakers to deploy policy tools considered as domestic in the industrial area. Brazil has clearly emerged as the major beneficiary of regulatory competition to attract foreign investment within Mercosur. 

However, the dynamics unleashed by Mercosur and domestic reforms in member countries are leading towards the consolidation of Mercosur as a regional production hub for industrialized goods for the extended domestic market—which still enjoys a reasonable level of protection against imports—and also other South American markets. A number of factors lie at the root of this process, including the following: 

· The rise in intra-Mercosur trade, particularly in the traditionally import-competing industrial sectors. Brazil has experienced increasing specialization of exports of manufactured goods, especially in scale-intensive industries (including steel, petrochemicals, automobiles), and in sectors ranked as specialized suppliers (essentially mechanics and electrical materials). For some of these sectors, the functional aspect of exports within Mercosur is associated less with diversified and aggressive export strategies than with defensive or “ compensatory” strategies prompted by the loss of domestic market shares during the import liberalization period. Intra-Mercosur preferences allowed these sectors to benefit from privileged access to neighboring markets in order to offset domestic losses.

· The logic of growing market share guided much of the new foreign direct investment channeled to this bloc, as well as mergers and acquisitions involving companies in its member-nations.
 In addition to the trade agreements, joint ventures and other types of arrangements among companies created a private forum for dealing with structural and regulatory asymmetries among the member-states.
  The strategy of leading companies in various industrial sectors was to seize potential gains in scale allowed by the extension of the domestic market and by the maintenance of appreciable levels of tariff and occasionally nontariff protection against imports from outside this bloc. As Sanchez (1999) notes, “…increasing scales to the regional level lends support to regionalism (...) and may in no way be contradictory to claiming protection within the national market.” Within this context, “…a customs union would correspond to the firms’ interests in maximizing profits, through trade suppression and cost reduction combined with product differentiation.” 

The net outcome of this set of trends is the consolidation of Mercosur as an industrial pole, with Brazil as its hub, and the other countries in South America as potential additional spokes. In the Brazilian perspective, this gives regional integration functional importance as a tool of its industrial development strategy.

For Brazil, the assessment of the costs and benefits associated with Mercosur is quite favorable. The project has imposed negligible constraints on the national industrial development project, and Brazil has benefited greatly from the inflow of investments attracted to the extended market. There is one caveat, however, to this positive assessment: Mercosur has not managed to induce its members to line up automatically behind Brazil’s foreign policy, which was Brazil’s main political objective. However, despite the discrepancies among the foreign policies of Mercosur members, particularly between Brazil and Argentina, the consolidation of the FTAA negotiations confers a new type of political functionality (a defensive one, certainly) to this regional initiative. 

From the standpoint of the private sector, which has benefited from privileged access to an extended domestic market, extending the liberalization project to include other countries, particularly developed ones, is a threat to the market shares of leading companies in the regional market. In addition, it may undermine public and private trade management and regulatory mechanisms consolidated alongside the process of establishing the Customs Union. This threat of extending Mercosur market access to developed nations looms even larger if this agreement should imply any dilution of intra-Mercosur trade preferences, as well as among Mercosur nations and other LAIA economies, as would be the case if the FTAA comes into effect. From this standpoint, an agreement with the European Union is viewed in Brazil as less threatening than one within the FTAA.

III.
Conclusions

The logic behind the strategies of national and regional policymakers involved in current trade talks is based less on a “rational” assessment of the economic incentives and cost structure theoretically associated with preferential liberalization processes than on prevailing perceptions regarding the nature and content of national political prospects and objectives, as well as the utility of various trade arrangements for the accomplishment of these objectives. The case of Brazil illustrates this hypothesis.     

The functional value of the various preferential liberalization projects is assessed in Brazil in the light of their capacity to help strengthen the nation’s power--both political and economic (or, better put, “industrial” power)--in the field of international relations, and particularly its objective of boosting Brazil's negotiating clout vis-à-vis the U.S. within the hemisphere, and particularly in South America. 

The uniqueness of Brazil´s trade negotiations strategy does not lie in the fact that it is framed by a political vision. It can be argued that the subordination of trade policy to foreign policy occurs in several countries. Perhaps the distinctive feature of Brazil’s trade policy formulation is to be found in the “close subordination” pattern that relates trade policy to foreign policy, and the consequent hegemony of political motives over economic considerations when assessing actual and prospective trade negotiations.

Currently, efforts to reinvigorate the regional initiative have been stifled by the deepest crisis in Mercosur’s history, while Brazil faces the challenge of negotiating broad preferential liberalization programs with its main partners in the developed world. 

As we’ve seen, the Mercosur project, conceived in the early 1990s within a framework defined by the objectives of Brazil’s foreign policy, constituted the first strategic move by Brazilian diplomacy, in parallel with unilateral trade liberalization. This move was in response to a new, emerging international context perceived by Brazil to be less permissive toward development strategies, and one that reduced the power resources available to the country within the international system. Changes in this international environment could prompt, in the near future, the emergence of a second strategic drive in Brazil’s foreign policy. 

This second strategic move would reflect the need for Brazil to adapt its foreign policy to a new set of constraints, defined by the challenge of preferential trade negotiations with the U.S., Brazil’s main political competitor in hemisphere, and with the European Union, a powerful economic competitor. The major outcome of such a move would likely be the revision of the “close subordination” pattern that relates trade policy to foreign policy, making more room for economic and trade considerations in the assessment of preferential trade negotiations with developed countries. 

In this “second strategic move” scenario, Brazil’s negotiating stance within Mercosur would undergo a significant shift. In a situation where the centrifugal pressures on Mercosur—generated both by FTAA dynamics and the economic vulnerability of its members—are intensified, Brazil would show greater willingness to discuss within Mercosur an agenda that until now it had rejected. This could increase prospects for an enhanced regional dimension to Mercosur, a project which by now has been almost exclusively dominated by the logic of national interests and actors.

 
Under this scenario, which combines the deepening of regional integration in Mercosur and a new trade liberalization cycle, tied to the talks underway with the U.S. and the EU, the structure of protection and incentives that emerged from liberalization in the early 1990s would likely be redefined.Regarding the private sector, the most probable outcomes of such a scenario would be i) criticism from industrial sectors comforable in the actual situation and potentially threatened by further liberalization, and ii) the intensification of pressures urging the federal government to complete the cycle of reforms designed to reduce domestic production costs and lower export prices, mainly through tax reform. 

This scenario, however, is far from be becoming a reality. Recently the issue of FTAA negotiations seems to have become increasingly important to the country’s domestic policy agenda. During the presidential campaign of 2002, the debate on the FTAA gained momentum and the project of hemispheric integration was criticized by the main candidates. At the same time, candidates were not precise on their projetc for strengthening Mercosur,  raising doubts on their willingness and ability to deal with the deep crises of the regional integration project.

How is the political economy of Brazil´s trade negotiations likely to evolve in the coming years? Clearly the progress of negotiations with the EU and the FTAA seems to contribute to the emergence of a new liberalization cycle. However, the politicalization of domestic discussions on these talks will tend, at least initially, to strengthen the partisans of the hegemonic paradigm of foreign policy, as political debates will concentrate on highly sensitive issues like the risks associated with increased U.S. hegemony in the hemisphere or the asymmetry in the negotiations between Brazil and the developed countries.

To sum up, the foreign policy paradigm that provided the framework for Brazil´s trade policy over the last four decades underwent, in the 1990s, a period of revision, marked both by change and continuity. Economically and especially politically, Mercosur was the main component of the changes that resulted in Brazil’s trade policy. The severe crisis affecting Mercosur and its negotiations with the U.S. and the European Union currently represent a dramatic change from the environment of the 1990s. In response to this new environment, Brazil´s foreign policy will certainly change again. This could take the form either of a deepening of this revisionist movement, combining the strengthening of regional integration and preferential trade liberalization with developed partners.
 Or Brazil’s strategic vision could return, once again, to its focus on the principles and objectives of a “globalist paradigm,” meaning the preservation of the national industrial project and competition with the U.S.

The recently elected government in Brazil has revealed, in its firs movements, some preference for a strategy combining the revigoration of Mercosur – mainly through the strengthening of its political and institutional dimensions – the setting of trade and coopearion agreements with other South American countries and the negotiation of a bilateral trade agreement between Mercosur and the USA. 

While still only generically formulated, such a strategy seems fully compatible with the regional leader strategy type set out by Aggarwal and Espach in the introductory chapter: Mercosur and South America are given a prioritary status, both economically and politically, and a bilateral negotiation between Mercosur and the USA is perceived as a less risky initatitive, in political terms, than the FTAA. 
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