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The following symbols have been used throughout this paper:
to indicate that data are not available;

— 1o indicate that the figure is zero or less than half the final digit shown, or that the item
does not exist;

- between years or months (e.g.. 1991-92 or January-June) to indicate the vears or
months covered, including the beginning and ending years or months:

/' between years (e.g., 1991/92) to indicate a crop or fiscal (financial) year.
“Billion™ means a thousand million.
Minor discrepancies between constituent figures and totals are due to rounding.

The term “country,” as used in this paper, does not in all cases refer to a territorial entity
that is a state as understood by international law and practice. The term also covers some
territorial entities that are not states, but for which statistical data are maintained and
provided internationally on a separate and independent basis.
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Preface

Regional trade arrangements have recently attracted growing interest, as existing
schemes are either being extended or revived and new groupings are being formed.
This study reviews recent initiatives and the experience with regional integration in
industrial and developing countries and discusses the implications of the recent
expansion of the trend for the multilateral trading system. Developments up to the
end of 1991 have been included, prior to the scheduled conclusion of the Uruguay
Round.

The study was prepared by the Trade and Payments Division of the Exchange
and Trade Relations Department of the International Monetary Fund. The main
authors are Augusto de la Torre and Margaret R. Kelly, with contributions from
Bernhard Fritz-Krockow and Miranda Xafa. The authors are indebted to a number
of colleagues, both in the Fund and in other national and international agencies, for
their willingness to exchange views and provide information. The authors are grate-
ful to Joslin Landell-Mills for her assistance in preparing the Occasional Paper
from an earlier longer manuscript: to the editor, David M. Cheney. of the External
Relations Department; to Peter Uimonen and Christine Horbinger for research
assistance; and to Marcela Toso and Elizabeth Mack for keyboarding. The authors
alone are responsible for the study: their opinions do not necessarily reflect the
views of the Fund.
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I Introduction

egional integration is not new. It has been a
Rconlinuing part of the post-World War Il trade
landscape. Recently, however, it has attracted in-
creased interest. Existing arrangements have been,
or are being, extended in their membership and
deepened in their coverage: old arrangements are
being revived; and new regional groupings are being
formed. The three distinctive features of this trend
are: the “conversion” of the United States to the
regional approach: the emergence of regional ar-
rangements among industrial and developing coun-
tries; and an apparent move away from inward-
oriented toward more outward-oriented arrange-
ments among developing countries, particularly in
the Western Hemisphere. In developing countries,
these developments are being accompanied in many
cases by unilateral trade liberalization.

The renewed interest in regionalism, particularly
in view of the difficulties in concluding the Uruguay
Round of multilateral trade negotiations, has cre-
ated a concern that the world trade system may
gravitate toward regional trade blocs aligned around
the European Community (EC), the United States,
and Japan (“the triad™). From a global perspective,
these developments are of vital importance for the
rest of the world. The two major regional groups in
Europe (the EC and the European Free Trade As-
sociation (EFTA)) and in North America (Canada,
Mexico, and the United States) each account for
roughly 30 percent of world GDP. Between them,
they account for approximately 65 percent of world
imports and nearly 50 percent of developing country
exports. Japan and the dynamic Asian economies
account for about 16 percent of world GDP. Al-
though Japan is the only industrial country not a
member of a regional arrangement—and preferen-
tial trading arrangements have been less important
in Asia than in Europe and North America—during
the 1980s intraregional trade grew at a faster pace in
Asia than in the EC and North America.

To provide a background against which to exam-
ine the renewed interest in regional integration, this
paper reviews the theoretical issues related to re-
gional integration and discusses the new initiatives.
[t considers the experience with regional integration

among industrial and developing countries before
examining its implications for the multilateral trade
system. The discussion focuses mainly on regional
arrangements based on two-way trade preferences;
one-way trade preferences granted by industrial
countries to developing countries (for example. un-
der the Generalized System of Preferences (GSP))
are not covered. Likewise, the paper does not dis-
cuss arrangements that focus primarily on the eco-
nomic cooperation aspects of regional integration
rather than on trade liberalization; nor does it dis-
cuss the extent to which regional arrangements
achieve noneconomic objectives.

The recent surge in regional trade initiatives
seems set to increase. While the renewed interest
since the mid-1980s has been attributed, in part. to
the increasingly cumbersome nature of multilateral
trade negotiations, it is questionable whether the
prospective proliferation of arrangements—which
involves overlapping country membership, poten-
tially inconsistent rules, and increased scope for
conflict—is the most efficient way to move toward
free trade on a global basis. Indeed. beyond a cer-
tain threshold an undue emphasis on regionalism
would undercut the multilateral trade system and
render it inoperative. The limits on the liberaliza-
tion that regional arrangements can deliver in
trade-sensitive sectors where protection is most in-
grained raises further doubts about this approach.

Clearly. the risk of the world trade system grav-
itating toward preferential trading blocs aligned
around the triad will increase if the Uruguay
Round fails to be effective. Such developments, if
accompanied by a “fortress mentality” that leads to
an increase in protection, would undermine world
welfare. The key element that could reduce this
danger is the extent to which the world economy
has become integrated through trade and through
the globalization of investment and production.

The implications of protectionist trade blocs are
examined in Stoeckel, Pearce, and Banks (1990).!

"The assumptions and structure underlying the model used in
this study are discussed in Kelly, and others (IMF, forthcoming):
compared with some other models. the estimated effects in this
study of changes in trade policy are relatively high.
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This study demonstrates that the adoption of a
“fortress™ trade policy stance by either the EC or
North America would have large negative effects
on world GDP, on most countries, and on all re-
gions, including the region that increases protec-
tion.2 Such losses would increase if either trade
bloc retaliated by increasing its own trade barriers
in an attempt to defend itself. The study also dem-
onstrates that trade liberalization is in the interests
of both the EC and North America regardless of
what the other does. Not surprisingly, the greatest
gains would be achieved if all regions liberalized
their trade policies multilaterally.

Since regional arrangements seem likely to be-
come an increasingly important feature of the in-
ternational trade system, they should be structured
to minimize potential losses, while maximizing po-
tential gains to both members and nonmembers.
Theoretical and empirical considerations suggest
that for this to occur, it is crucial that regional trad-
ing arrangements: (1) maintain an outward orienta-
tion: and (2) entail across-the-board intraregional
liberalization. These two conditions broadly corre-
spond to the provisions of Article XXIV of the
General Agreement on Tariffs and Trade (GATT)
(see Chapter VI). The potential costs of regional
integration could be further reduced if members of
such arrangements agreed not only not to increase.
but also to reduce trade barriers against nonmem-
bers. Clearly, a successful conclusion to the Uru-
guay Round would be the best way to ensure an
outward orientation of emerging and existing re-
gional arrangements and, thus, their compatibility
with the multilateral trade system. Some have also
suggested (Bhagwati, 1990b) that preferential trad-

2For example, if “EC 1992 is accompanied by an increase in
external trade barriers (defined as a compromise between the
community-wide average protection level for each group of
manufactures and the policies of the most restrictive EC mem-
ber), world GDP (in 1988) would decline by $108 billion, with
declines in the EC, North America, and the Asia-Pacific area
amounting to $52 billion (more than 1 percent), $40 billion
(0.7 percent), and $16 billion (0.4 percent), respectively.

I INTRODUCTION

ing arrangements should be open to new members
to help convert these arrangements into building—
rather than stumbling—blocks toward multilateral
liberalization.

A separate issue relates to the form of preferen-
tial arrangement that is chosen. An outward orien-
tation may be easier to achieve in free trade areas
than in customs unions, since the former are less
likely to constrain individual members to harmo-
nize existing distortions or keep them from imple-
menting unilateral reductions in trade barriers. If,
however, members of a union agree to reduce their
external trade barriers, a customs union could offer
the advantage that the gains for members and non-
members are likely to be higher the greater the
integration among members.

The potential for regional integration among
groups of countries to expand intraregional trade
and thereby increase welfare depends on the eco-
nomic characteristics and initial conditions in the
countries involved. A number of considerations
suggest that the potential for intraregional trade to
expand is likely to be less for arrangements among
developing countries than among industrial coun-
tries. In particular, developing countries are best
able to exploit gains from trade based on dif-
ferences in resource endowments and productive
structures—a strategy best pursued in the context
of unilateral and multilateral liberalization. This is
not to suggest that there is no potential for an in-
crease in intraregional trade among developing
countries. As for industrial countries, this potential
may be increased if, in addition to maintaining an
outward orientation, developing countries involved
in regional integration implement other measures
to reduce market segmentation and establish the
required infrastructure. Moreover, as industrializa-
tion and per capita incomes increase, so will oppor-
tunities for intra-industry trade. An open multi-
lateral trade system, however, is the best way to
ensure an expansion in economically beneficial
trade among developing countries and to ensure
these countries’ access to industrial country mar-
kets in a nondiscriminatory manner.
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Il Economic Costs and Benefits of
Regional Integration

n assessment of the economic costs and bene-

fits of regional integration depends on the
yardstick against which these are judged.® The-
oretical arguments and historical experience sug-
gest that nondiscriminatory free trade is the “first
best” policy option, both from global and individ-
ual country perspectives. This chapter identifies the
economic benefits and costs of regional trading ar-
rangements relative to the status quo, that is, rela-
tive to a policy of maintaining unchanged levels of
protection.* There are two types of gains and
losses: static—those stemming from a once-and-for-
all reallocation of an existing stock of capital. labor,
and other resources; and dynamic—those associ-
ated with the effects of regional economic integra-
tion on productive capacity and potential output
(dynamic perspective). For simplicity. the discus-
sion in this chapter focuses, unless otherwise spec-
ified, on the benefits and costs of customs unions—
which entail liberalization of intraregional trade
coupled with a common external trade policy vis-
a-vis the outside world.

Static Effects on Members

The static effects of a customs union depend on
the relative size of gains owing to trade creation
and losses from trade diversion (and suppression).”

3Xafa (forthcoming) provides a comprehensive survey of the
theoretical literature on economic integration, including the
possible implications of the “new trade theory.” Gunter (1989)
and El-Agraa (1988) provide other surveys.

4Other policy counterfactuals against which the benefits and
costs of regional trading arrangements may be measured include
unilateral liberalization—opening up of one’s market to interna-
tional trade without discriminating between trading partners and
irrespective of their actions—and multilateral liberalization—
reciprocal trade concessions among contracting parties to the
GATT. Theoretical arguments and historical experience suggest
that nondiscriminatory free trade is the “first best™ policy, both
from a global and individual country perspective. The greater
benefits of nondiscriminatory free trade, relative to regionalism,
would not have to be foregone, however, if regionalism is condu-
cive to, and supportive of, multilateral liberalization.

5The economic analysis of customs unions in terms of their
trade-creation and trade-diversion effects dates back to the pi-
oneering work of Viner (1950), Meade (1955), and Lipsey (1957).

Trade creation occurs when a member replaces
goods produced domestically at a relatively high
cost before the union with goods imported from
another member at a relatively lower cost. Trade
diversion—or suppression—arises when low-cost
goods previously imported from the outside world
are replaced by higher-cost imports from other
members, or where external protection after the
union is raised by higher-cost domestic production
(trade suppression). Whether one outweighs the
other is essentially an empirical question,

On the supply side, gains from trade creation
most frequently occur as resources previously en-
gaged in costly production for the home market are
reallocated to producing exports that enjoy prefer-
ential access to other members’ markets (intra-
union or internal trade creation). Gains may also
arise by stimulating the production of exports for
the outside world (extra-union or external trade
creation). On the demand side, consumers gain
from trade creation because of lower prices and a
greater variety of goods and services. Losses from
trade diversion accrue to consumers as imports are
now purchased from suppliers within the union
that are less efficient than suppliers outside the
union. The higher cost of these goods offsets the
lower internal market prices attributable to lower
intra-union trade barriers. From the point of view
of the member country, this trade diversion means
that tariff revenues for the government (or quota
rents to importers) are now paid implicitly as a sub-
sidy production in other member countries. (The
losses associated with diverting trade from more
efficient suppliers outside the union may, however,
be offset to some extent by improved efficiency in
production in a member country, resulting from the
availability of duty-free imports of intermediate in-
puts from other member countries.)

Trade diversion may also affect the terms of
trade in favor of members of unions whose trade
constitutes a large share of world trade. By buying
fewer imports from—and selling fewer exports
to—nonmembers, a large union would, other
things being equal, lead to lower world prices for
its imports and higher world prices for its exports.

©lnternational Monetary Fund. Not for Redistribution



Il COSTS AND BENEFITS OF INTEGRATION

The terms of trade will not necessarily improve for
each member; whether they do or not depends on
the structure of trade and demand and supply
elasticities.

Some gains from a customs union would also
arise from cost savings from lower trade costs. In
this case, members would capture the natural rents
from being able to export to other members at
lower transport costs than for exports to the rest of
the world.

An additional source of static gains for exporters
in the union are the rents from preferential market
access (Wonnacott and Wonnacott, 1981). While
exporters from the outside world sell their products
to the union at the international market price, ex-
porters from within the union can charge the price
in effect in the market of the member country, that
is, the world price plus the external tariff or the
markup made possible by nontariff barriers. Of
course, the counterpart to this rent is, for the im-
porting member country, trade diversion and a loss
of tariff revenue (or of importers’ quota rents).®
But the exporting country would realize a net gain,
provided that the exporter’s rent is greater than the
dead-weight loss associated with expanding pro-
duction of exports to the union at a marginal cost
higher than world market prices.

In contrast with a customs union, a free trade
area does not commit members to a common exter-
nal trade policy and thus allows them to minimize
trade-diversion effects. By lowering tariffs uni-
laterally, a member of a free trade area can switch
imports back to more efficient suppliers; this action
would, however, simultaneously undercut the value
of its trade concessions (and thus of available
rents) to other members. Rules of origin (typically
based on national value-added requirements) are
generally established in free trade areas to prevent
“trade deflection,” whereby goods originating in
nonmember countries are transshipped from the
member with lowest external protection to mem-
bers with higher levels of external protection. In
contrast with free trade areas. customs unions ap-
pear to be more conducive to higher degrees of
economic integration among members, especially
when endowed with supranational structures for
common decision making.

Transitional adjustment costs would be incurred
as the economies in the union move from one equi-
librium position to another. These costs may be
substantial in the short run, with transitional wel-

“From the point of view of the union as a whole, there are no
net gains from rents associated with preferential access, except
if such access allows union firms to realize efficiency gains from
economies of scale that would not be captured otherwise (see
next section on dynamic effects of customs unions).

fare losses reflecting temporary labor unemploy-
ment and idle capacity during a period when
firms—faced with competition from other regional
suppliers—go out of business, while resources are
reallocated to better uses only sluggishly. Clearly,
such transitional losses would be less the greater
the degree of labor and capital mobility within and
among the members of the regional group.

The net static effects of a customs union on
members’ welfare depend on the relative impor-
tance of the elements discussed. If the focus is only
on trade-creation and diversion effects, some key
parameters that would maximize net gains may be
identified a priori. Trade diversion would be mini-
mized where initial protection is either very high or
very low. Initially very high or prohibitive import
barriers ensure diversion of few or no imports. Ini-
tially very low protection levels ensure that imports
from within the union would only be marginally
more costly than those from outside the region
they displace. (Initially very low protection may
also imply small gains from trade creation.) Diver-
sion is also minimized if regional partners are im-
portant trading partners with each other prior to
forming a preferential trading arrangement. Trade
creation is greater the more responsive supply and
demand conditions are in member countries to
changes in prices induced by intra-union liberaliza-
tion. This responsiveness would be positively re-
lated to the degree of flexibility in labor and capital
markets, with the stage of development of se-
curities markets of particular importance in allow-
ing structural adjustment through, among other
things, mergers and acquisitions.

Net gains will also be affected if members have a
societal preference for industry; Cooper and Mas-
sell (1965) suggest that certain countries are willing
to accept a degree of inefficiency associated with
industrial protection. Under these circumstances, a
customs union could serve to raise members’ wel-
fare by reducing excessive costs of inefficient indus-
trial production while at the same time respecting
the constraint of maintaining a desired level of in-
dustrial activity. This assumes. however, consider-
able room for industrial complementarity and for
economies of scale within the union: it also assumes
significant flexibility among member countries to
reconfigure their industrial structure by “swap-
ping” industries and specializing in lines that mini-
mize costs. One conclusion from the Cooper-
Massell model is that welfare might be raised even
if trade diversion and suppression outweigh inter-
nal and external trade creation. Trade diversion
and trade suppression would be a signal of success
if a regional trading arrangement is established
mainly to promote import-substituting industrializ-
ation through wider—but still protected—markets.

©lnternational Monetary Fund. Not for Redistribution



These welfare gains, however, would evaporate
over the medium to long run to the extent that
accumulated inefficiencies render import substitu-
tion nonviable as a development model.

The concepts of trade creation and diversion
continue to underpin the theory on customs unions.
However, as these concepts emphasize the welfare
of—and trade between—geographically defined
nation states, their relevance is increasingly under-
mined by the globalization of investment and pro-
duction. For example, the gains from trade creation
would also accrue to firms of nonmember countries
with a physical presence (branches or subsidiaries)
in the region or with other forms of linkage to firms
in the region (licensing agreements, cross-share-
holding arrangements, strategic alliances, and so
on). By the same token, the losses from trade di-
version may also affect firms owned by the resi-
dents of the region located in nonmember coun-
tries, or firms located in the region but with strong
linkages to firms in nonmember countries.

In principle, there are two different—but not
incompatible—scenarios under which trade crea-
tion might be maximized. First, trade—pre-
dominantly inter-industry trade—may expand on
the basis of differences in resource endowments
(and thus in productive structures) across mem-
bers, that is, through specialization guided by com-
parative advantage. Alternatively, where produc-
tion structures and factor endowments are similar,
trade creation based on an expansion of intra-
industry trade, product differentiation, and econo-
mies of scale is most likely among countries with:
(1) similar factor endowments and production
structures; (2) overlapping demand structures and
relatively high per capita incomes: and (3) a rela-
tively large combined market size. In either case,
the potential for trade diversion is less where coun-
tries are important trading partners prior to imple-
menting regional integration schemes.

Dynamic Effects on Members

Regional integration arrangements may lead not
only to a one-time increase in income owing to
static efficiency gains, but also to a sustained in-
crease in the rate of growth of income. These dy-
namic effects may arise through a number of chan-
nels, including economies of scale: spillover effects
(such as transfers of know-how from producer to
user industries): increased competition; an im-
proved investment climate: and a stepped-up pace
of technological change. (Another aspect of dy-
namic gains from trade integration is related to
consumption smoothing. Unrestricted access to
world markets enhances the ability of agents to
smooth consumption during business cycles.)

Clearly, the potential dynamic gains for members
from a regional arrangement would be greater to
the extent that the arrangement goes beyond the
reduction in tariff barriers toward higher degrees
of integration in other areas, including the removal
of remaining obstacles to the free circulation of
goods and services, free factor mobility, and the
harmonization of macroeconomic and other rele-
vant policies.

While economies of scale may also be considered
a static gain—by assuming unchanged stocks of
capital, labor, and technology—their potential for
generating dynamic gains bears emphasizing.
Economies of scale are made possible by larger re-
gional markets. Gains from scale economies inter-
nal to the firm would come through lower costs and
increased productivity, as companies previously
operating at below minimum efficiency can now
expand output and move down their cost curves (in
static models) and their learning curves (in dy-
namic models). Larger regional markets may also
widen opportunities to achieve economy-wide or
industry-wide economies of scale, which are based
on such externalities as spillover effects (for exam-
ple, transfers of know-how from producer to user
industries) and may be strongest in high-tech sec-
tors. Regional cooperation and market broadening
through regional integration could also help secure
scale economies in infrastructure—such as trans-
portation and communications networks—and in
research and development.

Economies of scale and spillover effects may
provide a rationale for regional trading arrange-
ments based on temporarily high external barriers.
By allowing firms to move down their cost curves,
temporary protection would serve as a springboard
for subsequent export expansion.” The argument
hinges on regional markets being fairly large. But
even then it is doubtful that a policy of “import
protection for export promotion™ would lead to
sustainable gains. For one thing, trade policy in-
struments could not be shown to be optimal inter-
vention tools in this context. For another, the pol-
icy carries serious risks. Under strong lobbying
from vested interests. this policy could easily be
turned into a defense of “sunset industries.” thus
postponing gains from needed structural adjust-
ment. Also, monopolistic firms nurtured by the ini-
tial protection may subsequently offer formidable
resistance to the lowering of regional external bar-
riers. Moreover, protection in a large regional bloc,

7This is Krugman's (1984} “import protection as export pro-
motion” argument applied to regional integration. Studies by
Baldwin and Krugman (1986) and Venables and Smith (1986)
suggest that this type of effect has been important for certain
industries in industrial countries with large domestic markets.
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Il COSTS AND BENEFITS OF INTEGRATION

even if temporary, would be likely to elicit retalia-
tory protection elsewhere. On balance, it would
seem that outward-oriented regional trading
groups would be much better suited than inward-
oriented ones to generate sustained gains from
economies of scale and spillover effects.
Significant dynamic gains may also stem from in-
creased competition spurred by regional liberaliza-
tion. Competition strengthens the reliability of rel-
ative prices as indicators of relative scarcities,
which leads to more efficient and transparent mar-
kets and forces improvements in resource alloca-
tion. Even in the context of the oligopolistic and
monopolistic market structures that tend to be as-
sociated with product differentiation and econo-
mies of scale, intensified competition within larger
markets would limit social costs associated with
collusion and other abuses of market power. Com-
petition would also spur corporate restructuring
and industry rationalization, as well as moderniza-
tion through the adoption of superior technologies.
By providing larger markets through “binding”
plurinational commitments, regional integration
arrangements are likely to improve the investment
climate. The attractiveness of investment in the re-
gion would increase for investors in member as
well as nonmember countries, the latter also possi-
bly reflecting defensive moves to avoid the adverse
effects of trade diversion. Larger regional markets
would increase investment opportunities in various
ways, including by raising the profitability of
innovation—as the fixed costs of research and de-
velopment would be spread over a larger market—
and facilitating the exploitation of economies of
scale and scope. Also, the processes of corporate
restructuring, rationalization, modernization, and
technological change spurred by competition
would further raise the level and efficiency of in-
vestment. Moreover, binding commitments sup-
ported by increasingly harmonized policies and
regulations within the region would lead to re-
duced uncertainty; this would reduce the risk pre-
mia demanded by investors, lowering the value of

postponing investment decisions, enlarging plan-
ning horizons, and so on.

Effects on Nonmembers

Regional groups, especially those that account
for a sizable share of world trade, can have signifi-
cant effects on nonmembers. The net impact is an
empirical question and depends on net static and
dynamic effects of trade creation and diversion. On
the one hand, a large regional group may divert
substantial amounts of trade from suppliers outside
the region, shifting terms of trade against nonmem-
bers, and possibly driving producers in nonmember
countries out of markets where they may have a
clear comparative advantage. Furthermore, if the
union’s external barriers are high, or if there is a
perceived high risk that a “fortress mentality” may
develop within the union, foreign direct investment
that otherwise would have gone to nonmembers
may now flow to the union. This latter adverse
effect on nonmembers would be accentuated, with
an erosion of confidence in the future viability of
multilateralism.

On the other hand, nonmembers may reap gains
to the extent that the discrimination inherent in the
regional group is low (that is, there are minimal
external barriers to trade and investment) and
progressively reduced by liberalization. Through
economies of scale and efficiency gains induced by
intensified competition, a large union may be able
to export at lower cost; this would imply a favor-
able move in the terms of trade for nonmembers,
offsetting to an extent the deterioration in terms of
trade that nonmembers may experience as a result
of trade diversion. Other channels for these gains
to nonmembers include, among other things, the
spillover effects of increased demand for outside
imports by the regional grouping and the reduced
cost of access to a large market no longer seg-
mented by differential regulations, technical stan-
dards, and customs formalities.
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1 Recent Initiatives

here is great potential for increases in the

number of regional integration arrangements
in Europe, the Western Hemisphere, Africa, Asia-
Pacific, and the Middle East—and in their overlap
in terms of membership. (Tables 1-4 list existing as
well as prospective arrangements.)

In Europe. the completion of the single market
program (“EC 1992") is scheduled for the end of
1992 (Table 1). The EC and the European Free
Trade Association (EFTA) aim to form a Euro-
pean Economic Area (EEA) covering 19 countries
and 380 million people, which will extend the
provisions of EC 1992 to EFTA countries. The EC
may also negotiate a similar agreement with Israel.
Partly because the EEA will involve some loss of
sovereignty for EFTA members without offering
all of the advantages of the single market, Austria
and Sweden have applied to become full members
of the EC and other EFTA members may follow.®
The EC and the Gulf Cooperation Council (GCC)
are also discussing formation of a free trade area.

The Czech and Slovak Federal Republic, Hun-
gary, and Poland have concluded Association
Agreements with the EC, which, among other
things, will involve free trade agreements between
each of the countries and the EC. Further agree-
ments are in prospect between the EC and other
East European countries and the former Baltic re-
publics of the Soviet Union.? Finally, the EFTA is
negotiating free trade agreements with three East
European countries (Czechoslovakia, Hungary,
and Poland), and with Israel.

In the Western Hemisphere, recent initiatives in-
volve North, Central, and South America, as well
as the Caribbean (Table 2). In North America, the
United States, Canada, and Mexico are negotiating
to form a North American Free Trade Zone
(NAFTA). The Enterprise for the Americas Initia-
tive (EAI). which U.S. President George Bush
launched in June 1990, envisages an eventual move

#Cyprus and Turkey have also applied for EC membership.
“The former German Democratic Republic became a mem-
ber of the EC as a result of German unification.

to free trade in the hemisphere.!9 As an intermedi-
ate step, separate free trade areas between the
United States on the one hand, and groups of coun-
tries and possibly single countries on the other ap-
pear likely. To date, 29 countries (including Bolivia
and Mexico, which signed agreements prior to the
EAI) have signed framework agreements with the
United States.'! To negotiate free trade agree-
ments with the United States, countries in the re-
gion need to meet certain criteria.!> Most countries
in Latin America and the Caribbean are currently
showing a renewed interest in regional integration.
This is partly a response to the U.S. Enterprise for
the Americas,!? but it may also be a defensive reac-
tion to EC 1992 and to the failure to conclude the
Uruguay Round on schedule.

In Central America, in June 1990, members of the
Central American Common Market (CACM) re-
newed their efforts to implement a free trade agree-
ment by 1992 and, in December 1990, these coun-
tries began drafting a framework agreement for the
establishment of a regional common market. In
July 1991, the timetable for liberalizing trade among
CACM members was formally approved.'* Panama

WThe Enterprise for the Americas Initiative (EAI) aims to
promote economic cooperation with Latin American nations in
trade, investment, and debt relief.

""Formal negotiations are unlikely to begin until after the
NAFTA negotiations are agreed.

12These criteria require that countries: eliminate tariff and non-
tariff barriers on trade between the negotiating parties according
to a specified schedule; provide market access for trade in ser-
vices; provide standards for treatment of investment, including
the elimination of local content and performance requirements;
take measures to protect intellectual property rights; and restrain
government activities such as subsidies, state trading, and the use
of foreign exchange restrictions and controls.

3Under the EAI the United States has encouraged Latin
American countries to integrate among themselves before seek-
ing to form free trade areas with the United States.

14This involves a phased elimination of duties on intra-area
trade for most agricultural products by December 31, 1991, with
most remaining duties on agricultural products to be phased out
by June 1992. Effective December 31, 1992, maximum tariffs on
most nonagricultural products are to be reduced to 20 percent;
these products will have a minimum tariff of 5 percent with
intermediate tariff rates of 10 and 15 percent.
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“ Table |. Regional Trade Arrangements in Europe

Existing Arrangements Prospective arrangements

EC? EFTA? EC- EC- EC- EC- EC- EC- EC- EFTA- [EEAS EC- EC- EC- EC- EC- EFTA- EFTA- EC-

Austria  Finland Iceland MNorway Sweden Switzerland Israel Turkey* Israel® Bulgaria” Czechoslovakia® Hungary® Poland® East Europe® Israel'® GCC!!

Founded: 1957 1960 1972-73 1972-73 1972-73 |972-73 1972-73 1972-73 1976
Objective:! CM FTA  FTA FTA FTA FTA FTA FTA FTA cu FTA FTA FTA FTA FTA FTA  FTA

‘Western Eurcope
Belgium
Denmark
France
Greece
Ireland
Iealy
Luxembourg .
Netherlands
Portugal
Spain
United Kingdom
Germany
Austria
Finland
Iceland
MNorway
Sweden
Switzerland
Turkey »

Eastern Europe
Bulgaria .

Czechoslovakia . .
Hungary . .
Poland . .
Romania
Yugoslavia
Israel . . .
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'FTA: free wrade area; CU: customs union; CM: common market.

* Years of accession to the EC: Denmark, Irefand, and the United Kingdom (1973); Greece (981); and Portugal and Spain (1986).Austria and Sweden currently have membership pending. The single market
program (EC 1991) is to be completed by the end of 1992,

Fintand was an associate member undl its accession in 1986. Liechtenstein became a full EFTA member in 1991.

4The agreement was signed October 1991 and will enter into effect in April 1992,

5The European Economic Area (EEA) is currendy being negotiated.

&The EC may negotiate an agreement with Israel similar to the agreement it is negotiating with EFTA countries to form an EEA

TBulgaria has requested preliminary discussions toward negotiation of an association agreement involving establishment of a free trade area.

BAssociation agreements, including the establishment of free trade areas berween each of the countries and the EC, are being negotiated.

#The countries concerned have agreed to examine conditions for gradual establishment of free wade areas.

"OCurrentdy being negotiated.

" Gulf Cooperation Council (GCC) members include Bahrain, Kuwait. Oman, Qatar, Saudi Arabia, and the United Arab Emirates.
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Existing Arrangements

Prospective arrangements

US-Canada US-fsrael CACM?

El Sahvador-

Guatemala®

CARICOM®  OECS®

LAFTA/
LALA

MERCOSUR?

Argentina-
Brazill

Andean
Pact®

Chile-
Mexico-

MNAFTA EAl (US)*

Mexico- Chile- Colombia-  Venezuela-
Central  Colombia-  Mexico- Cenral
America'®  Venervela Veneruel''! America'?

RIO
Group

Founded
Objective:?

1988
FTA

1989
FTA,

1961
FTA

1991
FTA

1973
cu

1991
cu

1960/80
FTA

1991
FTA

1990
FTA

1969
FTA

1991
FTA

1991

FTA FTA

Canada .
Mexico
United States . .

Belize
Costa Rica
El Salvador
Guatemala
Haonduras
Nicaragua
Panama'?

Antigua & Bermuda
The Bahamas
Barbados
Domanica
Grenada

Jarmaica
Monserrat

Se Kitts & MNevis
St. Lucia

5L Vincent
Trinidad & Tobago

Argenting
Baodivia
Brazil
Chile
Colomibia
Ecuador
Guyana
Paraguay
Peru
Uruguay
Venezuvela

Israel 0

Canbbean

South America

Other Countres

EEE N I L

R I R )

® % 5 = =5 ®
s % 5 8 8 ®

'Does not include unilateral trade preferences and exclusive countries with no arrangements.

FTA: free trade arex CL: customs union.

IRevived in 199 aams 1o establish a common marker by 1991

‘Effective in Ccrober 1991

SAims to achieve a common external wanff by 1994,

“Organization of East Caribbean Startes.
TAims o establish a common market by 1995,

SEfforts are under way to revive AP and create a common market by 1994,
¥The Enterprise for the Americas Initiative aims 1o achieve hemisphere free trade zone. As of Ocrober 1991, the United States had signed framework agreements with 19 countries including the 13 CARICOM countries, the 4 MERCOSUR
countries, Chile. Colombia, Costa Rica, Ecuadon. B Sahvador, Honduras, Panama, Perw, Micaragua. and Venezuela
0These countries aim to form a Cenural American/Mexican free trade zone by 1996
'Signature of the trade and investment agreement occurred in 1991, and tritateral limited free trade is expected by end-1993.
"IThe agreement aims to phase out tarifs on trade in the area
"IPanama participates in summits but is not ready to participate fully in regional integration
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11l RECENT INITIATIVES

participated in the July 1991 discussions as a full
member of the CACM for the first time. In Jan-
uary 1991, Mexico and the Central American coun-
tries agreed to establish a free trade area by 1996.
In September 1991, Chile and Mexico signed a free
trade agreement.!> Venezuela has also signed a
trade agreement with Central American countries
(see below).

In South America, the Latin American Integra-
tion Association (LAIA) announced new tariff re-
ductions and trade liberalization measures in 1990.
At its December 1989 summit, the Andean Group,
a subgroup of the LAIA, targeted 1995 for the es-
tablishment of a free trade area, and 1997 for the
establishment of a common market. At its Novem-
ber 1991 summit these deadlines were subse-
quently accelerated to 1992 and 1993, respectively.
In July 1990, Argentina and Brazil agreed to estab-
lish a bilateral common market by the end of 1994,
In March 1991, Argentina. Brazil. Paraguay, and
Uruguay agreed to form a common market (MER-
COSUR)'@ by 1995. These countries aim to share a
common external tariff; to coordinate fiscal. for-
eign exchange, and customs policies; and to permit
free movement of goods, services, capital, and la-
bor throughout the region. (Bolivia and Chile may
also join this group.) In December 1989, the Rio
Group agreed to eliminate nontariff barriers to re-
ciprocal trade and to improve the regional tariff
preference system. In 1991, Colombia, Mexico, and
Venezuela signed an agreement on trade and in-
vestment involving trilateral trade liberalization by
the end of 1993. In January 1991, Venezuela signed
an agreement with Central American countries to
create a free trade area by 1996.

5The agreement between Chile and Mexico involves the
phased elimination of tariffs on 90 percent of goods traded by
1995; the phased elimination of tariffs on petrochemicals, syn-
thetic textiles, glass, meat, poultry, eggs. tobacco, and some tim-
ber products by 1998; the reduction of tariffs for motor vehicles
from 1996; the creation of a list of exceptions, involving 46
Chilean products (including agricultural products receiving sub-
sidies, such as sugar and wheat, as well as grapes and apples)
and 59 Mexican products (including oil and oil derivatives); the
immediate abolition of all nontariff barriers; the establishment
of an “open skies” and “open seas” policy for the transport of
goods and passengers; the introduction of new rules to avoid
double taxation and to harmonize investment rules; and a safe-
guards provision allowing each country to increase tariffs tem-
porarily for balance of payments reasons.

16These countries signed an EAI framework agreement with
the United States in June 1991—the first such multilaterally
negotiated agreement.

In the Caribbean area., the Caribbean Com-
munity (CARICOM) members, at their 1990 sum-
mit, outlined a new schedule for phasing in the
common external tariff, beginning in January 1991
(this date has since been postponed), with comple-
tion targeted for January 1994, The summit also
targeted July 1991 for the removal of remaining
trade barriers. The seven members of the Organi-
zation of East Caribbean States (OECS), a sub-
group of CARICOM, are undertaking subregional
implementation of CARICOM'’s common external
tariff ahead of schedule; in early 1991, they agreed
to implement a phased removal of quantitative re-
strictions on all intraregional imports.!?

In Africa, although no new arrangements are
being formed, efforts continue to complete the
Lagos Plan of Action. The Lagos Plan is intended
to provide a unifying framework for existing ar-
rangements and to create a common market in sub-
Saharan Africa (Table 3).

In Asia and the Pacific, a number of proposals
have been advanced to increase regional coopera-
tion and, in some cases, to liberalize regional trade
(Table 4). Following the suspension of the Uruguay
Round negotiations in December 1990, Malaysia
proposed an East Asian Economic Grouping
(EAEG) to represent the views of Asian countries
in multilateral negotiations.'® The potential role
that such a group might play has been evolving; at
the recent meeting of the Association of South
East Asian Nations (ASEAN). the name of the
EAEG was changed to the East Asia Economic
Caucus (EAEC), with its role defined as that of a
“consultative” forum on global trade issues. Sev-
eral other initiatives have been advanced within
the ASEAN. For example. proposals by Thailand
to create an ASEAN Free Trade Area (AFTA)
within 15 years, and by Indonesia for common
effective preferential tariffs on selected products,
have been endorsed by ASEAN Ministers.!?

No new arrangements are currently envisaged in
the Middle East area (Table 4).

170f the seven OECS members, only Dominica and St. Vin-
cent have implemented the common external tariff; other mem-
bers have experienced some reluctance to move ahead with full
implementation of the agreement.

"8This is similar to the role envisaged for the Asian-Pacific
Economic (APEC) Forum. which also includes Australia, Can-
ada. New Zealand, Japan, and the United States.

“The AFTA and the CEPT mechanism were endorsed by an
ASEAN summit meeting in January 1992, Other proposals dis-
cussed by the ASEAN have not been formally adopted.
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Recent Initiatives

CEAO? CEPGL ECOWAS MRU2 PTA? SACU UDEAC* Lagos Plan of Action

Founded: 1972 1976 1975 1973 1981 1969 1964 1980
Objective:' FTA FTA FTA cu FTA Ccu FTA EU
Angola . .
Benin . . .
Botswana . . .
Burkina Faso . . .
Burundi . . ”
Cameroon . ®
C.AR. . .
Chad . .
Comoros . .
Congo . .
Cote d'lvoire . . .
Dijibouti . .
Equatorial Guinea . .
Ethiopia . B
Gabon . . .
Gambia, The . °
Ghana . °
Guinea . . .
Guinea-Bissau - .
Kenya . .
Lesotho . . °
Liberia . . B
Madagascar . .
Malawi . °
Mali . . .
Mauritania . . .
Mauritius . .
Mozambique . .
Namibia . .
Niger . . .
Nigeria . -
Rwanda . . .
Senegal . ° .
Seychelles .
Sierra Leone . . .
Somalia . .
South Africa . .
Sudan . .
Swaziland . . .
Tanzania . .
Togo . .
Uganda . .
Zaire . .
Zambia . .
Zimbabwe . .

'FTA: free trade area; CU: customs union; EU: economic union.
In effect since 1974.
In effect since 1984.
4In effect since 1966.
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RECENT INITIATIVES

Table 4. Regional Trade Arrangements in Asia-Pacific and the Middle East

Existing Arrangements

Prospective Arrangements

ANZCERTA ASEAN
Founded: 1983 1967
Objective:! FTA FTA

ACM!
1964
cu

ECO?
1985

GCC
1981
cu

AFTA? EAECH*S APEC*

Australia .
Brunei .
China
Hong Kong
Indonesia .
Japan
Korea, Republic of
Malaysia .
New Zealand .
Philippines .
Singapore L
Taiwan Province of China
Thailand .
Middle East

Bahrain

Ypt
Islamic Republic of Iran
Iraq
Jordan
Kuwait
Libya
Oman
Qatar
Saudi Arabia
Syria
United Arab Emirates
Yemen

Other Countries

Canada
Mauritania
Pakistan
Turkey
United States

'FTA: free trade area; CU: customs union.

2The purpose of this group is bilateral trade promotion and cooperation in industrial planning.

¥Thailand proposal endorsed by ASEAN Ministers in 1991,
4This grouping was initially proposed by Malaysia in 1990.

SRegional grouping to represent members' views in multilateral negotiating fora.
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IV Experience with Regional Integration:
Industrial Countries

R egional arrangements among the industrial
countries generally aim to improve the welfare
of participating countries by reducing or eliminat-
ing restrictions impeding closer integration of
members’ national markets. The arrangements un-
der review have varied in terms of the model of
integration adopted. their intermediate objectives,
the integration instruments used, and the scope and
depth of integration sought. (See Box 1 for infor-
mation on the arrangements reviewed, and the Ap-
pendix for their membership.)

Differences among arrangements have existed at
one point in time, and also within and among ar-
rangements over time. Regional integration ar-
rangements have been modified in response to ex-
perience, and to changes in the global economic
environment and in the economic policy orienta-
tions of participant countries. These arrangements
have covered trade in goods and. more recently,
services. The treatment of “sensitive™ sectors such
as agriculture, where protection is relatively high,
has differed between free trade areas and customs
unions; in the former they are either not covered or
subject to longer phase-in periods, while in the lat-
ter these sectors have been subject to common pol-
icies that have resulted in the harmonization of dis-
tortions. As tariffs and other border measures have
been reduced—both multilaterally and within re-
gional arrangements—increased attention has been
given within regional arrangements among indus-
trial countries to other policies that impede access
to markets; these include subsidies, standards,
customs procedures, government procurement, in-
vestment, and competition laws. Intra-area factor
mobility has also been included, but commitments
on capital mobility have generally exceeded those
on labor mobility.

With regard to the models of economic integra-
tion, the EC from the outset emphasized the com-
mon market model, with the 1957 Treaty of Rome
calling for the eventual achievement of unre-
stricted movement among members of goods, ser-
vices, labor, and capital—the “four freedoms”—as
well as the adoption of common commercial pol-
icies vis-a-vis the rest of the world. More recently,

with the increased harmonization of policies, the
EC has taken important steps in the direction of an
economic union. Further policy harmonization is
envisaged under the announced plans to establish a
monetary union. By contrast, the other cases under
review (Australia-New Zealand Closer Economic
Relations Trade Agreement (ANZCERTA),
United States-Canada, and the EFTA) are free
trade areas (FTAs), involving liberalization within
the region without requiring a common commer-
cial policy vis-a-vis nonmembers.

The instruments and institutional arrangements
for integration have varied according to the model
of integration. Within the EC, there is significant
sharing of sovereignty among members through
the establishment of a body of community law as
well as supranational institutions and mechanisms
for common decision making and enforcement.
The EC’s integration instruments have therefore
emphasized common policies and coordination of
national policies. Under the EC 1992 single market
program, for example, the removal of remaining
barriers to free circulation of goods, services, capi-
tal, and people procedurally involves the “trans-
position™ into national legislation of “directives”™
proposed by the Commission—the EC’s admin-
istrative and technical body—and adopted by the
EC Council. By contrast, the FTAs under review
are not supported by significant supranational in-
stitutions or elaborate mechanisms for common de-
cision making, although in all cases special institu-
tional arrangements for dispute settlement and for
ongoing consultations on matters of common inter-
est have been established.

The coverage of regional arrangements among
industrial countries has been fairly broadly based:
in most cases trade in both goods and services and
investment issues have been covered. In the goods
markets, the arrangements have called for an
across-the-board removal of conventional barriers
to trade (tariffs and quantitative restrictions),
within specified time periods and, by and large, in
an automatic manner. “Sensitive” sectors—those
enjoying significant protection and needing consid-
erable structural adjustment—have been handled
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Box |. Selected Regional Trade Arrangements in Industrial Countries'

Name

Objective/Instrument

Implementation Record

GDP and Extraregional Imports?

U.5.-Canada Free Trade
Agreement

Signed: January 1, 1988
Effective: January 1, 1989

Population: 275 million
GDP: $6 rrillion

Removal of all tariffs and most

QRs, January 1989 - January 1999.

Liberalization of trade in services,
government procurement and
investment.

Tariff reductions ahead of schedule.

US-Canada: 1989
GDP

European Community (EC-92)
Single Evropean Act
Effective: July 1, 1987

Population 326 million

Free movement of goods, services,
factors of production by 1992.

1968 removal of tariffs, QRs ahead
of schedule; common external tariff
ahead of schedule. New members
acted on schedule. EC-92 on sched-
ule so far,

GDP $6 trillion

ANZCERTA Elimination of all tariffs by

Signed: 1983 January 1, 1988, all QRs by July 1,

Effective: 1983 1995. Elimination of all direct ex-
port subsidies and incentives by

Modified: 1988 1987.

Population: 20 million
GDP: $340 billion

Elimination of all QRs by July 1,
1990. Liberalization of trade in
services.

Broadly on schedule.

ANZCERTA i T
2% ﬂ,‘ijfEi_RM

European Free Trade Association

(EFTA)
Formed: 1960

Population 32 million
GDP: 842 billion

Eliminate all tariffs on manufac-
tures by mid-1967.

On schedule.

Note: QRs = quantitative restrictions,
'See Appendix for membership,

2Data from World Bank, World Development Report, 1991: and IMF, Direction of Trade Statistics.
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somewhat differently by FTAs and by the EC. Un-
der FTAs, nontariff barriers on sensitive sectors
(for example, agriculture, textiles and clothing,
leather products, and steel) have often not been
removed, while tariffs have been subject to reduc-
tions over relatively longer time periods. (In the
case of the United States-Canada FTA, “cultural”
industries have been excluded because they are
considered sensitive by Canada.) In the EC, by
contrast, sensitive sectors have tended to be subject
to common policies, which have harmonized distor-
tions, although efforts have recently been inten-
sified to reform and liberalize these policies.

Agriculture is a prominent example of a sensitive
sector that illustrates the differences in treatment
between FTAs and the EC. The EFTA has not
included agricultural products in its intra-area lib-
eralization program, as this sector is heavily pro-
tected and subsidized at the national level by many
EFTA countries. Although the United States-
Canada FTA calls for the eventual reduction to
zero of all tariffs on agricultural goods and for the
elimination of a few nontariff barriers (for exam-
ple, voluntary export restraint arrangements
(VERSs) on meat products), it does not cover the
major protective farm policies in these countries. In
the case of the ANZCERTA, agriculture is already
substantially liberalized inside the FTA and also
vis-a-vis the rest of the world, although a few areas
of agriculture remain protected in Australia. By
contrast, the EC has from the outset maintained a
highly controlled common market for agricultural
products under its Common Agricultural Policy
(CAP), which includes a system of support prices,
variable levies on imports, and subsidies for ex-
ports to compensate for differences between sup-
port prices and world market prices. (Other sensi-
tive sectors subject to common policies in the EC
include coal, steel, and shipbuilding.)

With most tariffs reduced to relatively low levels
in industrial countries and conventional quantita-
tive restrictions on manufactures eliminated in
most industrial countries through successive
rounds of GATT negotiations, other government-
induced impediments to the integration of national
markets—including those associated with different
levels of subsidies, cumbersome customs for-
malities, technical and regulatory standards, and
national preferences in government procurement
practices—have become binding. Regional integra-
tion arrangements among industrial countries have
increasingly incorporated provisions to reduce all
or some of these barriers. In the area of subsidies,
the ANZCERTA has gone the farthest among
FTAs: effective July 1990 all subsidies and bounties
on intra-area exports were eliminated. The EC, un-
der its single market program, has stepped up

efforts to reduce distortions in trade and invest-
ment arising from different subsidy practices across
members by tightening the enforcement of its com-
petition policy (Xafa and Kronenberg, forthcom-
ing). The United States-Canada FTA includes a
commitment to phase out subsidies affecting bilat-
eral trade in the automotive sector; however, this
FTA could not resolve any other key subsidy issue
“because the political costs of removing the [sub-
sidy] programs far outweighed the concessions that
could be offered by the other country”™ (Schott,
1988, p. 31).

The areas of standards, customs formalities, and
government procurement have received increasing
attention in regional arrangements among indus-
trial countries. Over half of all directives proposed
in the context of EC 1992 concern technical and
regulatory standards (OECD, 1990). The EC’s gen-
eral approach in this area has been to set “mini-
mum” community-wide standards where necessary
and to apply the principle of mutual recognition of
national standards in the rest of the cases. As part
of the program to create a European Economic
Area, the EFTA and EC aim to harmonize tech-
nical standards through the European Committee
for Standardization (CEN), the Committee for
Electro-Technical Standardization (CENELEC),
the European Telecommunications and Standard-
ization Institute (ETSI). and through an organ-
ization for testing and certification (The European
Organization for Testing and Certification,
EOTC). The ANZCERTA includes explicit com-
mitments to harmonize standards and other regula-
tions that may impede trade. The United States-
Canada FTA has no provisions in this area, al-
though future negotiations are envisaged on tech-
nical standards, including testing and certification
requirements. With regard to customs formalities,
the EC as part of the single market program aims
to abolish all such formalities, while the
ANZCERTA includes commitments to harmonize
customs processing procedures. All regional ar-
rangements under review contain provisions Lo re-
duce discrimination in government procurement
for member countries.

Recent regional arrangements among industrial
countries have covered services and investment,
areas hitherto not covered by GATT disciplines.
Among FTAs, the United States-Canada agree-
ment broke new ground by establishing firm con-
tractual bilateral obligations to “level the playing
field"” in services, although the FTA was “better on
rule making than on liberalization: almost all exist-
ing restrictions [were| grandfathered” (Schott,
1988, p. 31). The United States-Canada FTA in-
cludes a positive list of services to be liberalized,
notably financial services (where the right of estab-
lishment for members’ financial institutions and the
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IV INTEGRATION IN INDUSTRIAL COUNTRIES

elimination of certain Canadian restrictions to ac-
cess are considered particularly important), but
also in computer-based services, tourism, architec-
ture, and professional labor services. In the invest-
ment area, the FTA commits Canada and the
United States to extend national treatment to each
other in most cases. The ANZCERTA broke new
ground by establishing a negative list of services
specifically excluded by each member country;2?
capital movements between the two member coun-
tries are already relatively free. Both free trade in
services and free movement of capital are key fea-
tures of the single market program; directives have
already been implemented covering air and road
transport, telecommunications, audiovisual works,
and financial services (OECD, 1990).

The EC has from the beginning been covered by
a community-wide pro-competition policy, which is
embedded in Articles 85-94 of the Treaty of Rome.
Its enforcement has been significantly tightened
under EC 1992 and a new Merger Control Regula-
tion gives the Community authority to scrutinize all
mergers and acquisitions that meet certain thresh-
old requirements. Among FTAs, the ANZCERTA
is unique in having incorporated (during the 1988
review of the agreement) a commitment to make
business laws and regulatory practices of the two
members compatible. This was facilitated by strong
similarities in competition policies and legal sys-
tems, and by the high degree of pre-existing harmo-
nization in areas such as restrictive business prac-
tices, intellectual property laws, and consumer
affairs (OECD. 1990). Consistent with this agree-
ment, the competition policies of each country ap-
ply to trans-Tasman trade rather than antidumping
laws (but not countervailing laws). By contrast, in
the absence of a commitment to harmonize compe-
tition policies, Canada and the United States con-
tinue to apply existing antidumping and counter-
vailing laws to trade within the FTA. The FTA,
however, established special procedures to deal
with bilateral disputes arising in connection with
antidumping and countervailing duty cases.

As noted above, FTAs among industrial coun-
tries have increasingly included undertakings to

20Upon adopting the 1988 Services Protocol. New Zealand's
exemptions included international aviation. telecommunica-
tions, shipping. stevedoring, and postal services. Australia’s
exemptions included certain banking areas, airport services,
construction, domestic and international aviation, telecom-
munications, coastal shipping, broadcasting and television, engi-
neering and general consultancy, health insurance, and postal
services (OECD, 1990). The review of the Services Protocol at
the end of 1990 resulted in Australia eliminating the exemptions
on construction, engineering, and general consultancy. New
Zealand eliminated its inscriptions on stevedoring and
telecommunications.

maintain and improve intra-area capital mobility,
particularly through mutual concessions on finan-
cial services and investment. In this regard, FTAs
have approached the philosophy of common mar-
kets. FTAs have not yet included, however, signifi-
cant provisions to allow broad based intra-area la-
bor mobility—a key feature of the EC common
market. Nonetheless, in the case of the United
States-Canada FTA. the provisions to liberalize
trade in professional labor services implied a relax-
ation of temporary entry restrictions for profes-
sionals. Moreover, the ANZCERTA was signed
against the background of relatively free labor mo-
bility between the two partner countries (OECD,
1990). Provisions allowing free labor mobility
within EFTA countries only exist within the Nordic
countries (Abrams. and others, 1990).

Implementation Record

Regional integration agreements among indus-
trial countries have been implemented on schedule
and often ahead of schedule. The EC, for example,
formally removed intra-union tariff and quota re-
strictions and established the common external tar-
iff by July 1968, one and a half years ahead of the
original deadline. Members that joined the EC sub-
sequently (Denmark, Ireland, and the United
Kingdom in 1973; Greece in 1981; and Portugal and
Spain in 1986) have also adopted the common ex-
ternal tariff and removed tariffs and quota restric-
tions on intra-union trade in line with mutually
agreed schedules. The EFTA also removed bar-
riers to intra-area trade in manufactures in keeping
with the original six and a half year timetable. A
series of bilateral trade agreements between EFTA
countries and the EC—most completed by 1973—
have converted nearly all of Western Europe into
an effective free trade area for most manufactured
products.

The record of successful implementation by the
EC of the Treaty of Rome during the 1960s and
1970s must be qualified. As was increasingly real-
ized in the 1970s and 1980s, the formal removal of
tariffs and conventional quota restrictions on intra-
EC trade did not lead in all cases to the intended
“free circulation” of goods. With intra-EC free
trade established as a legal requirement in the
Treaty of Rome, barriers to the free circulation of
goods tended to involve less visible restrictions, in-
cluding those associated with different subsidy
practices among members and discriminatory pub-
lic procurement practices, as well as those resting in
the “nooks and crannies of administrative arrange-
ments” (Holmes and Shepherd, 1983). Similarly.
the formal adoption by the late 1960s of a common
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external tariff vis-a-vis the rest of the world did not
effectively harmonize external protection for EC
member countries. The degree of trade openness
has continued to vary substantially among mem-
bers owing to a significant number of sector-
specific bilateral restraint arrangements maintained
at the national level, including those maintained
under Article 115 of the Treaty of Rome.2! These
restrictions—which typically have taken the form
of “voluntary” export restraint arrangements
(VERs). and “voluntary™ undertakings by foreign
suppliers to maintain a minimum price—have
mainly affected such sensitive areas as agriculture,
textiles and clothing, automobiles, and consumer
electronics. In this regard, the EC has operated
during most of its existence as an imperfect free
trade area more than as a common market (EIl-
Agraa, 1988). The single market program aims to
remove the remaining obstacles to a truly unified
EC market.

The implementation of more recent regional ini-
tiatives (ANZCERTA, EC 1992, and the United
States-Canada FTA) has been broadly on schedule.
In the case of the ANZCERTA, all tariffs, quan-
titative restrictions, and export subsidies on trans-
Tasman trade in goods were fully phased out as of
July 1990, five years ahead of the original deadline.
In the case of the United States-Canada FTA,
there have been two accelerated reductions in tar-
iffs. In the case of EC 1992, about 70 percent of the
282 proposals submitted by the EC Commission
had been approved by the EC Council by
mid-1991. The transposition of EC directives ap-
proved by the EC Council into the national legisla-
tion of member countries has been slower than ini-
tially expected. There are, however, indications
that the pace of transposition has been accelerat-
ing: as of mid-1991, about 70 percent of all ap-
proved directives had been transposed into na-
tional legislation. A few major difficulties remain in
completing the single market program, including in
the area of free movement of people (particularly
nonprofessional workers and refugees), the harmo-
nization of indirect taxation, and the treatment af-
ter 1992 of imports in some sensitive sectors cur-
rently subject to national restrictions.?? In the case
of Japanese vehicle imports. national restrictions

21 Article 115 empowers the Commission to authorize mem-
ber countries to apply protective measures against imports from
third countries if such imports threaten domestic production of
the product concerned and cause injury. These authorizations
temporarily restrict free circulation of goods within the
Community.

Z2National restrictions must be eliminated or replaced by EC-
wide restrictions because the Commission signaled its intention
not to give approval to member states’ requests for Article 115
exemptions after 1992

previously applied by four member countries will
be converted into an EC-wide restriction.??

Effects of Arrangements

Regional trading arrangements among industrial
countries have undoubtedly been more successful
than arrangements among developing countries in
liberalizing intra-area trade, particularly in man-
ufactures (see next section and Charts 1 and 2).

In sharp contrast to developing country cases
(see next section), regional trading arrangements in
the industrial world have typically involved coun-
tries that were previously highly integrated through
trade. With the exception of the ANZCERTA. the
regional arrangements under review have been es-
tablished among countries that have previously
been each other’s major trading partners (Table 5).

The more recent regional initiatives among in-
dustrial countries—namely, EC 1992 and the
United States-Canada FT A—have not existed long
enough to determine their relative effects on intra-
regional and extraregional trade. In the cases of the
EC and EFTA, which have been in effect for more
than 30 years, the importance of intraregional trade
increased substantially in the first 10-15 years fol-
lowing the establishment of these arrangements
but tended to level off or even decrease in subse-
quent years. In the case of the ANZCERTA, which
has been in effect for less than ten years. the rela-
tive importance of intra-area trade has not in-
creased significantly (Tables 5 and 6).

Chart 1 shows the rapid growth, particularly in
intraregional trade, within the EC during the first
two phases. Trade flows after the creation of the
EFTA show relatively fast growth during the first
decade, with stabilization at a lower rate after the
United Kingdom joined the EC. Furthermore,
EFTA exports to both the EFTA and EC have not
increased relative to total exports. The trade open-
ness ratios show, however, that international trade
activities have gained importance in EFTA econo-
mies. For the ANZCERTA, while it is difficult to
separate the impact of the trade agreements from
those of privatization, deregulation. and unilateral
trade liberalization. trade statistics show an accel-
eration of intra-area trade after the ANZCERTA
signing, following the leveling off of intratrade in
the latter years of the previous trade agreement.
Between 1980 and 1990, intraregional trade as a
percent of total trade increased to 7.4 percent from
6.4 percent. At the same time, Australia’s tradi-
tional trade surplus with New Zealand remained

23IMF (forthcoming) discusses the difficulties raised by the
agreement on Japanese vehicles from the point of view of trade
and competition policies.
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IV INTEGRATION IN INDUSTRIAL COUNTRIES

Chart |. Trade Developments in Industrial Country Regional Arrangements

(As a percent of regional GDP)
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Sources: World Bank, World Development Report, 1991; and IMF , Direction of Trade Statistics.
IThe figures for 1960 are for the original six members, with a GDP of $190 billion. Figures for 1990 are for the EC 12, with a GDF of $6 trillion

broadly unchanged in nominal terms. Although the
trade openness of both countries decreased, this
was due primarily to a substantial unit price de-
crease in both imports and exports. In fact, import
volumes in New Zealand expanded considerably in
the wake of the trade liberalization measures.

A number of elements explain relatively success-
ful implementation and the greater impact of ar-
rangements on trade within the industrial group.
First, trade liberalization within industrial country
regional arrangements has involved mainly intra-
industry trade specialization (that is, trade in dif-
ferentiated manufactures): such trade can be
achieved without major shifts in factor proportions
and entails relatively lower transitional adjustment
costs, particularly in terms of labor dislocation.?#

MKrugman's (1981) model demonstrates that gains from
trade are spread more evenly between capital and labor where
similarity in factor proportions, and thus intra-industry trade,
dominates. Ex post econometric evidence of links between
intra-industry trade and regional integration in the EC and/or

Second, while structural adjustment costs attribut-
able to resource shifts in line with inter-industry
specialization have been incurred in certain areas
(particularly with intra-area liberalization among
the more developed and less developed regions of
the EC). these have been easier to sustain in the
presence of fairly steady growth—partly reflecting
the dynamic effects of regional integration. In the
case of the EC, localized structural adjustment
costs have been partly alleviated by a system of
compensatory transfers—the so-called “structural
funds.”25 Third, as noted earlier. structural adjust-

EFTA is found, among other things, in Havrylyshyn and Civan
(1983), Balassa (1986), and Balassa and Bauwens (1987 and
1988). Greenaway (1989) discusses the general issue of the con-
nection between regional trading arrangements and intra-
industry trade.

#3Gordon (1991, p. 22) argues that. for all their problems, EC
transfers via structural funds appear to have been “carefully
targeted toward meeting their objectives [of] . . . assisting less
developed and declining regions and removing structural
rigidities from labor markets.”
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Chart 2. Trade Developments in Developing Country Regional Arrangements
(As a percent of regional GDP)
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Table 5. Selected Industrial Country Regional Arrangements: Intraregional Exports

(In percent of region’s total exports)

1960 1970 1975

1980 1985 1986 1987 1988 1989 1990

ANZCERTA 5.7 6.1 6.2
EC-6 345 489 o
EC-10 51.1 50.1
EC-12 P 288 o]
EFTA 21.1 28.0 35.2
United States-Canada 26.5 328 30.6

Memorandum items

Total exports/world exports

ANZCERTA 24 2.1 1.7
EC-6 249 305 GER
EC-10 R 39.0 359
EC-12 s s e
EFTA 16.7 149 6.3
United States-Canada 21.9 205 16.8

Extraregional exports/
world exports

ANZCERTA 23 1.9 1.6
EC-6 16.3 15.6 -
EC-10 s 19.1 17.9
EC-12 oTe 553 % e
EFTA 13.2 10.8 4.1
United States-Canada 16.1 13.8 1.6

64 70 69 78 76 78 76
S35 OS2l ...
: b iw 545 56.7 585 59.6 598 60.4
126 312 302 300 297 295 282
25 380 367 374 348 338 340

4 16 14 14 15 16 15
M9 339 ... .
36 397 407 395 W0 414

61 63 66 68 66 64 68
1S.1 167 1S3 149 162 167 158
13 14 13 13 14 15 13
62 162 ... ... ... ...
162 172 169 160 157  le4

; 44 46 48 46 45 49
I 104 97 93 106 110 105

Sources: IMF. Direction of Trade; International Financial Statistics; World Economic Outlook; and IMF staff estimates.

ment in key sensitive sectors has been postponed
because these sectors have not been covered by
FTAs or because distortions have been harmo-
nized under common policies within the EC (for
example, the CAP) and in some cases within the
context of broader multilateral agreements (for ex-
ample, the Multifibre Arrangement or MFA).
By definition, regional trading arrangements
provide preferential treatment for members and in-
evitably entail some discrimination against non-
members. Discrimination in industrial-country ar-
rangements has been contained in the past in
several ways, including the fact that they have
mainly affected trade in manufactures on which
members generally maintained low levels of pro-
tection vis-a-vis nonmembers. In some cases, re-
strictions against nonmembers were also reduced
as regional arrangements were implemented (the
EC, for example, reduced restrictions on manufac-
tured products in the context of multilateral trade
negotiations, and Australia and New Zealand have
reduced restrictions on agricultural and manufac-
tured products, as well as on services on a uni-
lateral basis). In other cases, restrictions against

third countries were relatively low at the time that
the arrangements were formed (as were those on
manufactured products covered by the United
States-Canada FTA). Trade diversion in some cases
was also limited by the similar economic structures
of the countries forming the agreement (United
States-Canada FTA). In addition, with the excep-
tion of the ANZCERTA, regional arrangements
among industrial countries have involved countries
that were important trading partners prior to form-
ing a preferential trading arrangement.

This said, however, some arrangements that lib-
eralized intraregional trade maintained high pro-
tection—and thereby, significant discrimination—
vis-a-vis nonmembers. The extent and nature of
discrimination against nonmembers has varied
among regional arrangements. Here, the stance of
policies in the EC and in the United States-Canada
FTA are globally significant given their importance
in world trade. Even if these arrangements increase
global welfare, they involve large negative effects
for countries whose production and exports are
concentrated in sectors where discrimination has
increased or remains high.
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Bilateral liberalization under the ANZCERTA
has not led to notable discrimination against non-
members, even though the previously relatively
minor importance of intra-area trade in the
ANZCERTA'’s total trade (see below) might, in
principle, have accentuated this risk. The absence
of sizable discrimination reflects the fact that both
Australia and New Zealand have been aggressively
pursuing unilateral. nondiscriminatory trade
liberalization—on goods and services, particularly
financial services—simultaneously with the imple-
mentation of the ANZCERTA (OECD, 1990).
Areas where discrimination is a concern include
textiles and apparel, footwear, motor vehicles,
and—in Australia—a few agricultural subsectors.
Some quota restrictions and relatively high tariffs
remain in these areas against third parties, even
though tariffs and quota restrictions have already
been fully phased out on virtually all trans-Tasman
trade. The degree of discrimination in these cases,
however, is being progressively reduced as Aus-
tralia and New Zealand continue to implement
their unilateral trade liberalization programs,
which seek to eliminate all remaining quota restric-
tions and reduce all tariffs to low and fairly uniform
levels. Other discriminatory elements in the
ANZCERTA include mutual preferences in public
procurement practices not extended to nonmem-
bers. and in rules of origin. The latter are biased in
favor of sourcing within the area, as products eligi-
ble for free trade within the region must have at
least 50 percent of their value attributable to raw
materials or value added from within the
ANZCERTA. The discriminatory elements in the
ANZCERTA are globally insignificant since this
FTA accounts for only a minor share of world
trade (about 1.5 percent in 1990).

The extent of discrimination against nonmem-
bers of the United States-Canada FTA has been
mitigated to a degree by the substantial integration
of trade between the two countries prior to enter-
ing into the FTA (Chart 1); by relatively low aver-
age tariff rates on manufactures vis-a-vis
nonmembers—although rates are somewhat higher
in Canada than in the United States: and by the
high proportion of bilateral trade already subject to
zero tariffs prior to the agreement. The similar eco-
nomic structures of the two countries also limit the
scope for trade diversion while expanding scope for
trade creation via intra-industry competition. (In
the area of financial services, the FTA allows U.S.
financial institutions a degree of preferential access
to Canada. The ongoing liberalization and the
opening up of the Canadian financial sector sug-
gests, however, that this preferential access is un-
likely to endure.) For example, in 1988, about
70 percent of U.S. exports to Canada, and nearly

Effects of Arrangements

Table 6. Selected Industrial Country
Regional Arrangements: Changes in
Trade to GDP Ratios

Intra-
Total  regional  External
ANZCERTA  1980-90 -2.4 02 =26
EC-6 1960-70 1.6 101 1.5
EC-10 1970-85 12,0 68 52
EC-12 1985-90 5.1 02 4.9
EFTA 1960-70 26 32 0.6
1970-75 84 4.6 38
1975-85 10.7 1.3 9.4
US.-Canada  1985-90 2.1 03 1.9

Sources: IMF, Direction of Trade; International Financial Stotistics;
World Economic Outlook; and IMF saff estimates.

80 percent of Canadian exports to the United
States, entered the other country duty free: at the
same time, Canada purchased nearly one fourth of
U.S. exports and the United States was the destina-
tion of over three fifths of Canadian exports. How-
ever, some discrimination will persist as high tariffs
or nontariff barriers remain for nonmembers for
some products on which tariffs and nontariff mea-
sures on intra-area trade will be removed within
ten years. These include textiles and clothing, foot-
wear, some chemicals, soft plywood and furniture,
steel, tires, and a few subsectors in agriculture and
energy (OECD, 1990). Developing countries with a
comparative advantage in these products would be
most affected by this trade diversion. A multi-
lateral agreement in the Uruguay Round to phase
out the MFA and reduce tariff peaks on textiles
and footwear would reduce the scope for trade di-
version in these sectors. Discrimination against
nonmembers is also likely to result from rules of
origin, which are biased in favor of intra-area
sourcing, and public procurement practices—which
include bilateral concessions that go beyond the
GATT Procurement Code—to which both coun-
tries are signatories.

In contrast to FTAs, the EC common market has
by definition sought to maintain common trade
policies vis-a-vis nonmembers. This approach has
been a two-edged sword with regard to discrimina-
tion, depending on whether the creation of com-
mon external barriers—or their extension (o new
members—has resulted in higher or lower external
protection. On balance, discrimination against
third parties has been tempered by the reduction of
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the common external tariff to low levels on most
manufactures through successive rounds of GATT
negotiations. A low common external tariff has in-
fluenced members that joined the EC after its
foundation—particularly ~Greece, Spain, and
Portugal—to liberalize in areas where these new
members’ prior protection exceeded the common
external tariff. (For instance, Spain’s average tariff
on most-favored-nation (MFN) trade fell to 5 per-
cent from about 13 percent as a result of joining the
EC and adopting the EC’s common external tariff.)

Some areas (for example, agriculture, coal and
steel, shipbuilding, and textiles and apparel) have
enjoyed high levels of protection for decades, and
maintenance of a common EC commercial policy
vis-a-vis nonmembers appears to have raised aver-
age effective protection in those sectors for some
EC members above levels in the absence of the
common market.2® This problem is most pro-
nounced in the case of the CAP, which has intro-
duced substantial discrimination against nonmem-
bers in virtually the entire range of agricultural
tradable products. In this regard, the EC differs
from FTAs (other than the ANZCERTA), as the
latter cover few agricultural subsectors. Protection
and subsidization of farm products is high in many
industrial countries participating in FTAs. By ex-
cluding agricultural products from intra-area liber-
alization, the FT As neither help reduce this protec-
tion nor add to discrimination against non-
members. The CAP sets intra-EC agricultural
prices far above world prices, and generates struc-
tural oversupply—reflected in high stockbuilding
and heavy subsidization of exports—and thus tends
to depress world prices and to drive efficient pro-
ducers out of business.2? In the absence of a sub-
stantial reform of the CAP, discrimination against
third countries in agriculture may widen to the ex-
tent that new members with relatively lower pro-
tection in this area are admitted to the EC. Spain

26Strictly speaking, textiles and apparel are not subject to an
EC common policy to the same extent as agriculture, coal and
steel, and shipbuilding. However, many import quotas on fex-
tiles and apparel under the MFA are negotiated for the EC as a
whole and these seem appreciably higher than intra-EC barriers
affecting this sector. Intra-EC trade in textiles, however. con-
tinues to be hampered by technical regulations and a complex
scheme to distribute EC-wide quotas among members.

2TThe conditions of access to EC agricultural and other con-
trolled markets have varied significantly for nonmembers be-
cause of a complex hierarchy of preferential arrangements
maintained by the EC. These arrangements include FTAs with
individual EFTA countries; trade and cooperation agreements
with certain Mediterranean, African, Caribbean, and Pacific
States (ACP). and Eastern European countries; and the EC's
generalized system of preferences, which is granted unilaterally
to developing countries. The reduction of discrimination against
non-EC members participating in these preferential arrange-
ments is, of course, at the expense of other non-EC countries.

and Portugal had to raise their external protection
on agricultural products significantly when they
joined the EC and embraced the CAP in 1986.28 A
similar situation may arise in the case of Sweden,
which has recently applied for EC membership and
currently plans to reduce protection substantially
for agriculture over a three-year period that began
at the end of 1991. The CAP is costly not only for
foreign suppliers, but also for EC consumers, and it
results in losses in productive efficiency within the
EC owing to the misallocation of resources.

In addition to the areas mentioned above, there
are concerns that other elements of the single mar-
ket program may discriminate against nonmem-
bers. These concerns are related to public procure-
ment policies, the possibility that “reciprocal
treatment” may be demanded from third countries
whose firms seek access to the EC internal market,
and the possible conversion of some national trade
restrictions into EC-wide restrictions.

The extent of future discrimination would be af-
fected by a number of factors. First, discrimination
in regional arrangements in industrial countries
tends to be concentrated in such sensitive areas as
agriculture and textiles, currently subject to multi-
lateral negotiations (see Chapter VI). A successful
completion of the Uruguay Round could reduce
discrimination against third countries associated
with these arrangements and help ensure that they
serve as building—rather than stumbling—blocks
to global trade liberalization.

Second, the adverse static effects on nonmember
countries attributable to trade diversion may be
offset by dynamic gains generated by regional ar-
rangements. As discussed in Chapter II, to the ex-
tent that these arrangements maintain an open ex-
ternal trade regime, nonmember countries may
benefit from increased demand by member coun-
tries for outside imports; lower-cost exports orig-
inating in the regional grouping (achieved, for in-
stance, through the exploitation of economies of
scale); and access to a large regional market no
longer segmented by administrative, technical, or
regulatory barriers to trade. These benefits to non-
members may, however, be dampened to the ex-
tent that regional groups achieve higher growth
on the basis of “defensive” foreign direct
investment—that is, investment diverted to mem-
ber countries to enable foreign firms to “jump” ex-
isting trade barriers and hedge against the per-
ceived risk that a regional grouping may adopt a

28For instance, tariffs on corn and sorghum went from about
20 percent to a tariff-equivalent of over 100 percent when Spain
joined the EC (Callahan, 1989). As discussed in Callahan
(1989), however, the lowering of Spain’s tariffs on manufactures
to match the common external tariff of the EC was more impor-
tant to nonmembers as a whole, and more than offset the ad-
verse discriminatory effect of higher protection on agriculture.
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“fortress mentality.” (Such investment might be
considered a “second best” solution, in that it re-
sults in a different pattern of investment than
would occur in the absence of trade barriers.)

Third, the globalization of investment and pro-
duction partially undermines the validity of basing
the above analysis of discrimination on nation
states as the main trading units. Foreign firms that
have internationalized their operations and are al-
ready located within the geographic boundaries of
the regional group may gain from discrimination.
Profit repatriation and other less tangible returns
(such as learning by doing in managerial and tech-
nical areas, market knowledge, and so on) could
reduce, and perhaps reverse, the adverse effects of
discrimination against third countries to which
these firms belong. Lipsey (1990) and Peck (1989)
have argued that non-EC multinational firms long
since established in the EC have greater experience
than many EC firms in treating the EC as a single
market and are, therefore, relatively well posi-
tioned to take advantage of the unified market. A
corollary is that third countries in the developing
world that are not well integrated into the global-
ization process—Ilargely as a result of their own do-
mestic policies—stand to gain significantly less than
other nonmembers from regional arrangements
among industrial countries.

Quantifying Net Gains

Numerous studies have attempted to quantify
the net gains and losses of regional integration ar-
rangements among industrial countries. The impact
of regional arrangements on third countries de-
pends on whether trade diversion is outweighed by
trade creation owing to both static and dynamic
effects. This section summarizes the results of some
such studies. It covers studies of arrangements
where sufficient historical evidence provides the
basis for an ex post analysis (the EC, EFTA, and
ANZCERTA), and a number of studies on the
prospective impact of the EC 1992 program and
the United States-Canada FTA.

Ex Post Studies

Ex post studies have tended to focus on the static
trade-diversion and trade-creation effects of re-
gional trading arrangements. They have concluded
that trade diversion exceeds trade creation for the
EC and EFTA, with the reverse true for the
ANZCERTA.

With regard to the EC, El-Agraa (1985a, 1985b,
and 1988) argues that trade diversion exceeded
trade creation in the first 10-15 years after the EC’s
establishment and that trade diversion was largely

concentrated in agriculture, where—as noted
earlier—highly distortive protection was harmo-
nized under the CAP. Petith (1977) concludes that
the formation of the EC led to an improvement in
its terms of trade vis-a-vis the outside world—
partly because of the lack of retaliation by the lat-
ter. Furthermore, until the mid-1980s, researchers
found no significant evidence that the formation of
the EC had led to higher-than-otherwise foreign
direct investment, except perhaps from Japan (see
Mayes, 1985; and El-Agraa, 1988).

A number of studies have attempted to measure
the impact of the EFTA agreement on its member
countries. Studies undertaken in the early 1970s
focused on trade-creation and trade-diversion
effects during the EFTA’s first decade (EFTA, 1969,
p. 24; Robertson, 1970, p. 91) and estimated trade
creation to be higher than trade diversion (about
$0.5-$2.0 billion, compared with $0.4-$0.9 billion
in 1967). Later studies focusing on the period after
the tariff cuts and the removal of quantitative re-
strictions did not find significant trade creation or
diversion in EFTA countries. They showed, how-
ever, some trade diversion from trading regions
outside the EC and EFTA (Utne, 1984; and EFTA,
1980).

Studies of the ANZCERTA show ambiguous re-
sults. Banks (1990), in a study of the effects on the
Australian manufacturing sector, found the 1983
agreement provided more trade creation than
trade diversion in Australia. The study also at-
tempted to quantify the gains from increased spe-
cialization and economies of scale in both coun-
tries; it found that these sources of trade gains, as
well as those provided by trade creation, were sub-
stantially higher for New Zealand than for Aus-
tralia. Crocombe (1991), by contrast, focusing on
the competitiveness of the New Zealand economy
and based on a microeconomic approach, found
few advantages of intra-area trade liberalization
for the New Zealand economy.

Prospective Studies

In the case of EC 1992, the “Cecchini Report™
(Cecchini, 1988) concludes that the single market
program would lead to a once-off increase in the
EC’s real income of between 2.5 and 6.5 percent by
improving resource allocation. Peck (1989) argues
that the Cecchini Report overestimates the once-
off gain from improved microeconomic efficiency
by a factor of 2 to 3, partly on the grounds that it is
doubtful that the single market program will be
implemented in full. Baldwin (1989), by contrast,
suggests that the Cecchini Report significantly un-
derestimates the economic benefits because it ig-
nores the indirect dynamic effects of EC 1992 over
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the medium and long run. He estimates that the
direct efficiency gain of the single market adds 0.9-
2.8 percentage points to Cecchini’s growth range in
the medium term. The 1991 United Nations Con-
ference on Trade and Development (UNCTAD)
Trade and Development Report considers some of
the spillover effects of EC 1992. Using a figure of
5 percent (in the middle of the Cecchini range) for
EC income growth, UNCTAD estimates that this
enhanced income could lead to $10 billion (7 per-
cent of base-year exports) in increased exports
from the developing countries to the EC.

Empirical estimates of the real income gains
from trade within the United States-Canada FTA
are highly sensitive to the underlying model used,
whether macroeconomic or computable general
equilibrium (CGE). Macroeconomic models typ-
ically allow for unemployment in factor markets
and focus on the short- and medium-term impact of
the FTA on such variables as output, investment,
unemployment. and the trade balance. By contrast,
CGE models usually assume full employment and
allow for a detailed specification of complex micro-
economic behavioral relationships and intersec-
toral and inter-country interactions. While macro-
econometric models estimate the parameters, CGE
models borrow the parameters from other studies
or simply chose them on the basis of educated
guesses. The numerical results of CGE models
should be seen as simulations—rather than as
forecasts—consistent with a given set of parametric
and theoretical specifications.

Studies of the United States-Canada FTA based
on macroeconomic models predict real income
gains for Canada.?? Studies based on computable
general equilibrium models provide conflicting re-
sults and are highly sensitive to theoretical specifi-
cations (particularly market structure and pricing

*Macroeconomic studies include Canada, Department of Fi-
nance (1988); and Magun, and others (1988). General equi-
librium models include Hamilton and Whalley (1985), Brown
and Stern (1989), Andersson (1990), Harris and Cox (1985), and
Wigle (1988).
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behavior) and elasticity and scale parameters.
Some models that assume constant returns to scale
and other studies reach the opposite conclusion,
although the size of the gains and losses are rela-
tively small. Studies incorporating increasing re-
turns to scale tend to suggest larger gains for Can-
ada, but within a wide range (1-9 percent of real
income). The inconclusive results regarding the im-
pact of the United States-Canada FTA on eco-
nomic growth in the two countries implies that its
likely impact on third countries is also inconclusive.
To the extent that real income gains in both coun-
tries result from free trade, an increase in the de-
mand for imports from the rest of the world can be
expected, which would offset at least part of any
losses incurred by third countries owing to trade
diversion resulting from relative price changes.

Although there is yet no general theory on imper-
fect competition and the dynamic effects of liberal-
ization are still poorly understood, scholars in-
creasingly agree that economies of scale and
investment effects are key to understanding and as-
sessing the impact of the United States-Canada FTA
and the EC 1992 single market program. This view
appears to be corroborated by available data on in-
vestment and corporate restructuring. For instance.
according to Howell and Cozzini (1990), interna-
tional merger and acquisition activity targeting
Western Europe rose sharply from $9 billion in
1986, to $31 billion in 1988, and to $52 billion in
1989. Most of this activity came from Western Euro-
pean countries themselves, as intra-European cross-
border merger and acquisition deals increased from
$5 billion in 1986 to $22 billion in 1988, and to nearly
$28 billion in 1989. In the case of North America,
international merger and acquisition deals targeting
this area also increased markedly, from $29 billion in
1986, to $68 billion in 1988, before declining to
$60 billion in 1989. The intra-North America com-
ponent, although relatively less important than in
the European case, has been significant: cross-
border merger and acquisition activity within North
America doubled from $5 billion in 1986 to about
$10 billion annually in 1988-89.
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V Experience with Regional Integration:
Developing Countries

egional integration schemes have featured

highly in the policy agenda of developing
country governments during the past three de-
cades, although the strength of the commitment to
such arrangements has fluctuated considerably.
Developing countries have typically considered re-
gional integration efforts to be, at a minimum, con-
ducive to economic development and political sta-
bility in the region as well as to the bargaining
position of developing countries in multilateral
forums. At times and in some cases, regional inte-
gration has been considered essential for self-
sustaining growth and development. Views on the
role that regional integration might play in de-
velopment have evolved in line with changing his-
torical circumstances and economic and political
philosophies.

The great variety of regional integration ar-
rangements among developing countries defies
easy generalization. Box 2 provides general infor-
mation and Table 7 more detail on the specific ob-
jectives of existing regional groupings, particularly
those emphasizing preferential (reciprocal) trading
arrangements, in the form of free trade areas or
customs unions. (See also Appendix for the mem-
bership of these groups.)

A  movement toward regional integration
schemes in Latin America began in the 1950s, lead-
ing to the establishment of the Latin American
Free Trade Association (LAFTA) and the Central
American Common Market (CACM), both in
1960. Although stimulated in part by regional ar-
rangements formed in Europe during the 1950s, the
Latin American cases were based on an entirely
different rationale. Reflecting the predominant
economic philosophy of the times—promoted
largely by the Economic Commission for Latin
America (ECLA)—intraregional trade liberaliza-
tion was seen mainly as a means to overcome the
limits imposed by small domestic markets on an
import-substitution development strategy. The ex-
pectation was that larger regional markets would
engender economies of scale and provide firms
with a “training ground™ to gain the competitive-
ness needed for later success in world markets

(Morawetz, 1974). This view permeated the design
and choice of integration instruments in Latin
American arrangements, most notably the CACM
and the Andean Pact but also the Caribbean Com-
munity (CARICOM), where explicit means were
devised to allocate import-substituting industries
among members while attempting to ensure “bal-
anced” industrial development. Interest in regional
integration declined somewhat from the mid-1970s
to the mid-1980s, against a background of disap-
pointing results in the major Latin American group
(the LAFTA) and the emergence of the debt crises
in the 1980s. Under the current revival of regional-
ism on the continent (see Chapter III), the previous
emphasis on import substitution appears to be giv-
ing way to a more outward-oriented and market-
based approach, both in new regional arrange-
ments and in old arrangements being revived.
The historical roots of regional integration
schemes in sub-Saharan Africa may be traced to
decolonization. Regional integration has been seen
as a key means for cooperation in the midst of the
often centrifugal forces stemming from the com-
plex process of nation building. Against the back-
ground of fragile economic units, all regional inte-
gration arrangements in sub-Saharan Africa have
emphasized collective economic self-reliance and
security, with intraregional trade liberalization con-
sidered a key mechanism for achieving shared aspi-
rations for growth and development. Sub-Saharan
Africa has the largest number of regional group-
ings in the world, with considerable overlapping
membership. It also has the largest number of inef-
fective or dormant arrangements. The Lagos Plan
of Action, launched by the Organization of African
Unity in 1980, provided a unifying framework for
these arrangements. This plan envisages separate
but convergent efforts toward integration in the
three sub-Saharan African subregions: West Af-
rica, East and Southern Africa, and Central Africa.
The main arrangement in the first subregion is the
Economic Community of West African States
(ECOWAS)—established in 1975—which encom-
passes and broadens the memberships of the Eco-
nomic Community of West Africa (CEAQO) and
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Box 2. Selected Regional Trade Arrangements in Developing Countries'

Name

Objective/Instrument

Implementation Record

GDP and Extraregional Imports?

Central American Common
Market (CACM)

Signed: 1960
Effective: June 1961
Revised: June 1991

Population: 25 million
GDP: $25 billion

Customs union and joint industrial
planning.

Elimination of tariffs,

QRs within region.

Adoption of Common External
Tariff (CET).

Initially on schedule; most restric-
tions lifted by early 1970s, but re-
introduced 1980s. CET not effective
in all members.

CACM: 1989

ballion dolfars billion dolfars

Word
3,000

Andean Pact (AP)
Signed: 1969

Population: 88 million
GDP: $140 billion

Customs union and joint industrial

planning.

CET by end-1980,

Modified: 1988

Revived: 1989

Establish FTA by 1992,

common market by 1993, phase out
exceptions by 1995.

Harmonize macroeconomic policies.

Postponed several times.

Andean Pact: 1989
billion dollars

Latin American Integration
Association (LAFTA/LAIA)
LAFTA signed: 1960

Effective: 1961
Replaced by LAIA: 1980

Population: 375 million
GDP: $1,024 billion

Free trade association and industrial
planning; common lists of products
to be implemented by 1972
Facilitation of bilateral cooperation.

Partial implementation in 1960s.
Common lists not liberalizated on
schedule.

140 *-"d“'m
LAFTA/LAIA: 1989
GDP Imports
blfion dollars billion dolfars

Economic Community of West
African States (ECOWAS)
Founded: 1975

Population 180 million
GDP: 380 billion

Free trade area and customs union,
development and policy
harmonization.

Original targets for liberalization
and CET by 1990. New target to
eliminate NTBs by 1995.

Enhance labor and capital mobility.
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Preferential Trade Area for Eastern Free trade area: harmonization of  Some progress on tariffs. AR

and Southern Africa (PTA) policies. Elimination of tariffs on all bilion dary bificn dollars
Founded: 1981 goods traded in the PTA by 2000; Wodd o
Effective: 1984 reduction of NTBs. - 3,000
Population: 220 million
GDP: $70 billion
PTA
70 PTA
10
Southern African Development 1. Reduce economic dependence Successful in achieving 2 and 3. @,5 i ‘m.,m
Coordination Conference (SADCC) (on South Africa); 2. foster cooper- billion dollars ballion, doitars
Founded: 1980 ation for balanced growth; and Mt .
3. coordinate and secure external 3 37,000
Population: 79 million support.
GDP: 325 billion
SADCC
25 SADLE

Association of South East Asian Regional industrial cooperation; free FTA repeatedly postponed; indus-
Nations (ASEAN) trade area (trade policy subordinate trial cooperation scarcely
Founded: 1967 to regional import substitution). implemented.

Population: 310 million
GDP: 8240 billion

Gulf Cooperation Council (GCC) Political coordination and customs 1982 — Virtual elimination of

Founded: 1981 union; harmonization of policies. customs tariffs.
CET and Customs Union originally
Population: 22 million by 1986, now by March 1993, 1983 — Unification of tariff sched-
GDP: $155 billion ules, liberalization of trade in
services.

18ee Appendix for membership.
2Data from World Bank, World Development Report, 1991; and IMF, Direction of Trade Statistics.
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V INTEGRATION IN DEVELOPING COUNTRIES

Andean

CACM ASEAN LAFTA/LAIA Pact ECOWAS PTA GCC
Tariff elimination o o o o o o o
Nontariff elimination o o o o o
Positive list o o o
Negative list o
Rules of origin o o o o
Common external tariff o -] o o
Specified timetable for liberalization o o o o o
Free trade in services o
Free movement of labor o o
Free movement of capital o o
Promotion of industrialization o o o o o o o
Compensation fund o
Promotion of other trade objectives o o o o o
Accompanying payments arrangement o o o

the Manu River Union (MRU). The Preferential
Trade Area (PTA), in operation since 1984, was
established for Eastern and Southern Africa. With
regard to Central Africa, the Economic Com-
munity of Central African States (CEEAC) has
been under negotiation for some time: it would en-
compass and broaden the memberships of existing
arrangements in the subregion, namely, the
Customs and Economic Union of Central Africa
(UDEAC) and the Economic Community of the
Great Lakes Countries (CEPGL). Approaches to
regional economic cooperation not emphasizing
preferential trading agreements have also emerged,
illustrated in particular by the Southern African
Development Coordination Conference (SADCC),
established in 1980. The SADCC is excluded from
this analysis, since it did not aim to increase intra-
regional trade; however, it made significant progress
in other areas (sce Box 3).

Broadly speaking, the enthusiasm for regional
integration arrangements in Asia and the Middle
East has not been to date as pronounced as in sub-
Saharan Africa and Latin America. Sharp ideologi-
cal differences. political instability, frequent mili-
tary hostilities, and substantial economic hetero-
geneity (in terms of market size, resource
endowments, and per capita income level) among
countries explain why regional integration schemes
involving intraregional trade liberalization have
not been numerous in these areas (Langhammer
and Hiemenz, 1990). The same reasons, however,
seem to have favored a variety of political and eco-
nomic cooperation agreements. For example, the
success of the Association for South East Asian

Nations (ASEAN), established in 1964, stems not
from intraregional trade but mainly from it having
become an effective interlocutor for cooperation in
economic matters and foreign affairs with OECD
countries. Ambitious plans for integration con-
tained in the design of the Arab Common Market
(ACM) and the Maghreb Customs Union, both es-
tablished in the 1960s, have remained largely unim-
plemented. By contrast, cooperation efforts have
achieved considerable success in a number of cases,
including., among other things, an earlier agree-
ment on Regional Cooperation for Development
among the Islamic Republic of Iran, Pakistan, and
Turkey—replaced in 1985 by the Economic Coop-
eration Organization (ECO)—and the Gulf Coop-
eration Council (GCC), established in 1981.

Intraregional Trade

The following analysis is based on regional ar-
rangements in which intraregional trade liberaliza-
tion had been expected to play a central role. (The
assessment does not focus on noneconomic objec-
tives of regional integration arrangements. Nor
does it apply to agreements geared exclusively to-
ward economic cooperation or to the economic co-
operation aspects of integration arrangements.) In
general, regional arrangements among developing
countries have not led to a large or sustained rise in
intraregional trade (Tables 8 and 9, and Chart 2),
but they have been more successful in other areas
of economic cooperation. Further scope may there-
fore exist for enhancing such cooperation in the
joint production of “software” public goods, such
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Intraregional Trade

Box 3. Southern African Development Coordination Conference (SADCC)

This paper focuses on regional arrangements aimed
mainly at trade liberalization. Trade liberalization is
not a major goal of the Southern African Development
Coordination Conference (SADCC), and its strong
performance has, therefore, not been discussed. Its
effectiveness as a regional organization may, however,
have lessons for others, while its focus on establishing
cooperation in other areas has been important in facili-
tating trade (Chart 2).

The SADCC, founded in 1980, comprises ten mem-
ber states.! Its main objectives are o reduce economic
dependence, particularly on South Africa. foster coop-
eration among members on projects to promote a bal-
anced regional development, and coordinate and se-
cure support from “cooperating partners” (that is,
foreign donors).2 The SADCC’s pragmatic approach
emphasizes flexible and feasible cooperation on specific
projects rather than detailed and highly formalized
multicountry agreements. The SADCC does envisage
expanding trade among members, but mainly along the
narrow lines of production covered by SADCC-
sponsored industrial programs. Although more re-
cently, the SADCC has shown interest in liberalizing
internal trade, it continues to adhere to the motto: “let
production push trade rather than trade pull

Consistent with its pragmatic approach, the SADCC
has a small secretariat (in Gaborone, Botswana), which
performs limited coordination, conducts research on
regional issues, and takes the lead in certain regional
policy discussions. The main responsibility for coordi-
nating sectoral programs is assigned to individual mem-
bers (for example, food security to Zimbabwe, and en-
ergy conservation and development to Angola).
SADCC policy is set annually at a summit meeting of
heads of state, where priorities are established and de-
cisions on which projects to include as official SADCC
projects are made. Decisions on individual sectors are
made by the relevant ministries. Eligible projects must
have substantial regional content. The annual Con-
sultative Conference, which includes open meetings
with “cooperating partners” (that is, foreign donors), is
equally important because it provides funding to
SADCC projects.

The SADCC as a whole is relatively small in eco-
nomic size. Its GDP of about $25 billion compares to
that of Chile or Morocco, while its population of 79
million is comparable to that of Mexico, yielding a low
per capita income (about $315). A number of SADCC
countries, however, are relatively rich in such mineral

!Angola, Botswana, Lesotho, Malawi. Mozambique,
Namibia (joined in 1990), Swaziland, Tanzania, Zambia, and
Zimbabwe.

2All SADCC members are eligible for membership in the
Preferential Trade Area for Eastern and Southern Africa
(PTA) and eight SADCC members (Angola, Lesotho, Ma-
lawi, Mozambique, Swaziland, Tanzania, Zambia, and Zim-
babwe) have joined it. Four SADCC members (Botswana,
Lesotho, Namibia, and Swaziland) belong with South Africa
to the Southern African Customs Union (SACU).

resources as copper, cobalt, chrome, diamonds, gold,
silver, and uranium. Nearly all members are heavily
dependent on South Africa, which supplies about one
third of SADCC imports. Intra-Conference trade has
remained below 5 percent of total SADCC trade since
the 1970s (Chart 2), and nearly half involves semi-
manufactured and manufactured goods, compared to
10 percent for total SADCC trade, which suggests
some potential for regional trade creation. However,
about 80 percent of intra-Conference trade is ac-
counted for by Zimbabwe, which is the most indus-
trialized member of the SADCC, deriving about
30 percent of its GDP from manufacturing. Six of the
ten member countries are landlocked. T rt and
communication neiworks—particularly rail links to
Mozambique ports—have been often and severely dis-
rupted by guerilla attacks, causing certain landlocked
members to shift to substantially longer and costlier
routes to South African ports.

The SADCC has been rather successful in achieving
some of its objectives, although its economic depen-
dence on South Africa has not been appreciably re-
duced. The SADCC's focus on specific projects has
helped mobilize foreign donor support and the delega-
tion of responsibilities has enhanced efficiency in pro-
ject implementation. Attention has appropriately cen-
tered on projects with substantial positive externalities
for the region, with transport and communications at
the top of the SADCC priority list during most of the
1980s. Despite military activity around transport cor-
ridors, by 1990 60 percent of transit traffic from the six
landlocked states moved through SADCC ports, com-
pared with only 20 percent in 1980, and national power
grids in six member states had been interconnected.
Progress was also made in the 1980s in other priority
areas, particularly food security. By the late 1980s, the
SADCC could point to visible achievements: firms
were increasingly shipping and receiving cargo through
ports and railways improved under SADCC auspices
(which was particularly beneficial for landlocked coun-
tries); air links had also improved, including coopera-
tion between national carriers; the intra-Conference
share in the SADCC total international telecom-
munication traffic had risen to about 15 percent (com-
pared to 8 percent in 1980), and new crop strains from
the SADCC research center were being used. In terms
of value, transport and communications accounted for
over 75 percent of SADCC-sponsored projects fol-
lowed by food and agriculture (12 percent), and energy
(8 percent). Mining, industry and trade, manpower, and
tourism accounted for the remainder (Hanlon, 1989).

This has entailed a shift in favor of what the SADCC
calls the “enterprise sector” (private firms and parasta-
tals), including through greater efforts at cooperating
with the private sector and improving the environment
for foreign and domestic investment in regional indus-
trial enterprises. The SADCC has also stepped up
efforts to improve the investment climate and to ad-
dress the problem of human resource development, es-
pecially the shortage of well trained manpower and low
productivity.
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V INTEGRATION IN DEVELOPING COUNTRIES

1960 1970 1975 1980 1985 1986 1987 1988 1989 1990
Andean Pact 0.7 20 37 38 34 32 4.1 48 48 46
ASEAN 44 207 159 169 184 16.5 17.6 17.5 17.8 186
CACM 7.0 25.7 233 24.1 147 102 134 134 14.4 148
CEAO 6.3 1.6 9.4 82 83 87 10.2 108 3
CPGL 0.4 03 0.l 08 0.6 05 07 0.5 06
ECOWAS 3.0 42 35 53 6.7 6.4 78 78 6.0
GCC a3 30 26 28 4.6 5.1 5.0 5.3 5.5 44
LAFTA/LAIA 79 99 136 13.7 83 108 9.9 10.2 108 106
MRU 02 04 08 04 03 0.3 03 03 0.3
PTA 84 9.4 89 70 74 8.7 83 78 85
SADCC . 24 23 27 24 28 32 37 7 39
UDEAC IS5 5.0 27 1.7 2.1 33 36 43 4.7 46
Memorandum items
Total exports/world
exports
Andean Pact 29 1.6 1.6 1.6 1.2 1.0 08 08 09 09
ASEAN 26 2.1 26 37 39 34 35 39 42 43
CACM 04 0.4 03 03 0.2 02 0.2 0.1 0.1 0.1
CEAO 0.3 02 0.2 0.3 02 0.2 02 0.2 02
CPGL 0.3 0.l 0.l 0.l ol - 0.1 - —
ECOWAS 1.0 1.4 1.7 1.1 0.6 0.6 0.5 0.5 0.6
GCC 5 5 1.7 6.0 8.6 34 25 2.5 22 24 27
LAFTA/LAIA 6.0 44 35 42 4.7 35 34 35 35 34
MRU 0.1 0.1 — — 0.1 — — — —
PTA 11 0.6 0.4 0.3 03 03 03 0.3 02
SADCC s b 03 0.2 0.2 0.1 0.1 0.1 0.1 0.1 0.1
UDEAC 03 0.2 02 0.2 02 0.1 0.1 0.1 0.1 0.1
Extraregional exports/
world exports
Andean Pact 28 1.6 1.5 1.5 1.2 1.0 0.7 07 08 08
ASEAN 25 1.7 22 3.1 3.2 28 29 32 34 35
CACM 0.3 03 0.2 0.2 02 02 0.1 0.1 0.1 0.1
CEAO 03 0.2 02 0.2 02 0.2 02 ol 0.1
CPGL 03 0.1 0.1 0.1 0.1 - 0.1 — -
ECOWAS 1.0 1.3 1.7 1.0 0.6 0.6 0.5 05 06
GCC ——_ 1.7 59 84 33 24 24 2.1 2.3 25
LAFTA/LAIA 55 4.0 3 36 43 3.1 3.1 31 32 30
MRU 0.1 0.1 — — 0.1 — — — —
PTA 1.0 05 04 03 03 0.3 0.3 0.2 0.2
SADCC 03 02 0.1 0.1 0.1 0.1 0.1 0.1 0.1
UDEAC — 0.1 02 02 02 0.1 0.1 0.1 0.1 0.1

Sources: IMF, Direction of Trade; International Financial Statistics; World Economic Outlook; and IMF staff estimates.

as education and training; research and develop-
ment, particularly in agriculture; joint management
and control facilities; and coordination of invest-
ment incentives.

The performance of regional integration ar-
rangements may be assessed by comparing actual
results to initial objectives. Two measures of per-
formance are useful in this regard. The first exam-
ines whether the arrangements have succeeded in

achieving their fundamental goal of raising intra-
regional trade. The second looks at the extent to
which the arrangements have succeeded in imple-
menting initially agreed liberalization timetables.
Given that an increase in the share of intraregional
trade is not, in itself, an indication of welfare gains
for member countries (trade-diversion effects may
predominate), an alternative approach would be to
assess, ex post, the net gains associated with the
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Intraregional Trade

Table 9. Selected Developing Country Regional Arrangements:

Changes in Trade to GDP Ratios

Intra-
Tol External Regional
Andean Pact 1970-80 9.7 88 09
1980-85 -11.0 -105 04
1985-90 32 29 0.3
ASEAN 1960-70 9.4 36 58
1970-80 276 236 4.0
1980-90 23.9 19.3 45
CACM 1960-70 9.7 85 1.2
1970-80 10.3 0.7 9.6
1980-90 -10.6 6.1 —44
CEAO 197080 9.5 20 74
1980-90 -12.9 — -129
CPGL 1975-90 04 02 03
ECOWAS 1975-80 2.1 -_— 2.1
1980-85 -12.2 0.1 -123
GCC 1980-90 -15.6 1.0 -166
LAFTA/LAIA 1960-70 =33 — -34
1970-80 42 09 32
1980-90 -2.5 -0.4 -2.1
MRU 1970-80 13.1 02 128
1980-90 -27.4 0.2 =272
PTA 1980-85 -9.8 0.9 -89
1985-90 122 09 1.3
SADCC 1980-85 -19.1 0.4 -18.7
1985-90 29.6 1.4 282
UDEAC 1965-75 -0.3 1.0 -1.3
1975-90 -12.7 0.1 -126

Sources: IMF. Direction of Trade; International Financial Statistics; World Economic Qutlook: and IMF staff estimates.

arrangements, in terms of static trade-creation
versus trade-diversion effects and in terms of dy-
namic effects on growth and development. The lat-
ter assessment is inherently difficult because it pre-
supposes an ability to guess correctly what would
have happened in the absence of the regional inte-
gration and under alternative policy scenarios.
The main exception to the general rule that the
formation of these arrangements did not increase
trade among members is the CACM during its first
decade of existence; its share of intraregional ex-
ports rose sharply between 1960 and 1970 but stag-
nated in the 1970s and declined in the 1980s
(Table 8). The LAFTA also experienced an appre-
ciable increase in intraregional exports during
1960-80. In the case of the ASEAN, while the
share of intraregional trade is not insignificant

(18.6 percent in 1990), it declined in the 1970s and
has remained fairly stable since then. Moreover,
the ASEAN’s relatively high share of intraregional
trade can be explained by transshipment trade. The
remaining arrangements that have operated for
over a decade have recorded only small increases,
at best, in the share of intraregional trade, which in
many cases has been subject to fluctuations and
reversals.

The relative importance of intraregional trade
remains low for most groupings, although the vari-
ance is significant. In 1990, the share of intrare-
gional exports ranged from a high of 18.6 percent
in the case of the ASEAN, to regional groups in
Africa with shares typically below 5 percent. The
share of intraregional trade in developing country
regional groupings is not any greater—and, in most
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V INTEGRATION IN DEVELOPING COUNTRIES

cases, considerably less—than the share of South-
South trade in the total trade of the South, even
after excluding trade of the oil exporting develop-
ing countries and of the dynamic Asian economies:
South-South trade excluding the major oil export-
ers and the four most dynamic Asian economies—
Hong Kong, Korea. Singapore, and Taiwan
Province of China—was about 17 percent in 1988~
90. (Including the oil exporting developing coun-
tries and the four most dynamic Asian economies,
the 1988-90 share of South-South trade in the total
trade of the South was about 34 percent.)

Total trade shares may not, however, always be
the best measure of the importance of intraregional
trade. For example, in the Andean Pact, where
large oil exports heavily influence aggregate statis-
tics. non-oil intraregional trade more than tripled
to 10 percent during the 1970s—the first decade of
the Andean Pact—with most of the increase ac-
counted for by manufactured exports (although a
narrow range). Similarly, the bulk of the higher
share of intraregional trade in the LAFTA during
1960-80 was due to increased manufactured ex-
ports. Despite its weak implementation, it appears
that the LAFTA did provide a wider market for
the expansion of manufactured exports within the
region and contributed to general export diver-
sification, particularly for Argentina, Brazil, and
Mexico. In a number of sub-Saharan African
groups, the low shares of intraregional trade con-
ceal the fact that such trade is important (ranging
between 10-50 percent) for some of the individual
countries in regional groups, particularly those that
are landlocked. Such considerations do not appre-
ciably alter the basic conclusion, however, that re-
gional arrangements have fallen short of their goal
of fostering substantial intraregional trade,

Implementation Record

The failure of regional integration schemes to
increase trade among members was due partly to
structural elements limiting the scope for potential
gains, and partly to the low degree of implementa-
tion. Implementation delays generally reflected a
basic incompatibility between the inward-oriented
development strategies of most members and re-
gional liberalization. While there are differences
among developing country arrangements, signifi-
cant difficulties have generally been encountered in
implementing trade and other integration mea-
sures on schedule. This has been particularly evi-
dent in four areas: the removal of barriers to intra-
regional trade, an important target in all
arrangements; the establishment of a common ex-
ternal tariff; the implementation of nonmarket
mechanisms to allocate new industries among par-

ticipating countries; and the removal of constraints
on intra-area factor mobility (particularly on labor
mobility). (The last three were operational targets
in only a subset of arrangements.)

In most cases, initial deadlines for the removal of
barriers to intraregional trade were postponed,.
often several times. Normally a reduction in quan-
titative restrictions and import tariffs was contem-
plated. In a number of cases (for example. the
LAFTA/LAIA and PTA), delays in liberalizing in-
traregional trade reflected a lack of automaticity in
implementation timetables, with reciprocal tariff
reductions made subject to periodic negotiating
rounds and consensus, either on a product-by-
product basis or on a request-and-offer basis. In
addition, in many cases (for example. the ASEAN,
Andean Pact, CEAO, LAFTA/LAIA. and PTA).
reductions in trade barriers were not based on
across-the-board reductions in tariff and nontariff
barriers but on a system of positive “lists,” that
gave participating countries considerable latitude
to exclude sensitive products from the set of items
subject to reciprocal trade concessions, and biased
the selection of products in favor of those with lim-
ited potential for intraregional trade. In a number
of cases (for example, the ASEAN, ECOWAS,
and PTA) that aimed to create a free trade area—
permanently or as a precursor to a customs
union—the coverage of intra-area trade liberaliza-
tion was also limited by fairly restrictive rules of
origin; these narrowed the range of goods eligible
for tariff preferences on the basis of value-added
criteria, and in some cases (for example, the
ECOWAS and PTA) also on the basis of enter-
prise ownership criteria.

The degree of implementation of intraregional
liberalization programs also varied widely. Imple-
mentation was fairly successful in the CACM,
which broadly adhered to the original liberalization
timetable, and maintained a substantially unre-
stricted  intraregional  trading  environment
throughout most of the 1960s and 1970s; this record
was subsequently undermined, however, par-
ticularly by nontariff barriers, in the face of recur-
rent balance of payments crises during the 1980s.
The GCC also appears to have removed tariff bar-
riers to intra-area trade broadly on schedule, al-
though with special reservations granted to Oman.
Al the other extreme are some sub-Saharan Afri-
can groupings (for example., the ECOWAS and
UDEAC), that are characterized by an almost
complete nonimplementation of intra-area liberal-
ization. In most other cases, implementation has
been partial, and initial liberalization has often
been followed by impasses. delays, and sometimes
reversals—the latter frequently taking the form of
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erosion of previously granted trade preferences be-
cause of exchange and trade restrictions introduced
in response to balance of payments difficulties.

Where the establishment of a customs union has
been an operaticnal target (and not only a state-
ment of intent), the implementation of a common
external tariff has proven elusive. The initial dead-
lines were in most cases not met. The extent of
partial implementation has varied, however, among
cases. For example, the CACM agreed in principle
to a common external tariff but the common tariff
was rendered largely ineffective—mainly because
of exemptions from external tariffs granted by
some member countries for “necessary” imports
from outside the region—over most of the period
since the CACM was formed. The GCC adopted a
minimum common external tariff in principle—
albeit with some delays—but exceptions have been
applied for certain members, significant variations
among countries remain, and noncompliance has
persisted in some areas—particularly concerning
luxury items. In most other cases, nonimplementa-
tion of the envisaged common external tariff has
been the rule.

The implementation of nonmarket mechanisms
to allocate new manufacturing industries among
members3” has also fallen substantially short of ini-
tial targets. For instance, the Andean Pact had
originally intended to include in its Sectoral Pro-
grams of Industrial Development (PSDIs) about
one third of all manufactured items in the tariff
code: in the event, only 4 PSDIs were approved
and most were only partially implemented. In the
case of the ASEAN, only 2 out of the originally
envisaged 5 ASEAN Industrial Projects (AIPs)—
and only 1 out of the originally proposed 32
ASEAN industrial complementation projects
(AICs)—were implemented. In the CACM, only 2
firms were created under the Regime for Central
American Integration Industries, and the scheme
became inoperative in the late 1960s. In the MRU,
no “union industry™ has gone beyond feasibility
status.

The ECOWAS, CEAO, and the GCC are
among the few regional groups that have included
operational commitments to allow freer intra-
union factor (labor) mobility. The implementation
record in these cases is mixed. The ECOWAS
signed a protocol on labor mobility in 1979, but it
has not been implemented. The GCC took action

30Nonmarket mechanisms to allocate manufacturing indus-
tries must be distinguished from regional cooperation on in-
frastructure projects of mutual advantage. In the latter case,
successes in regional cooperation are not difficult to find, as
illustrated, for instance, by the experience of SADCC (see
Box 3).

to permit skilled professionals in member countries
to register and practice in any other member coun-
try of their choice. The CEAO adopted and imple-
mented a community convention recognizing the
right of residence of migrant workers within the
region.

Factors Influencing Low
Implementation

Implementation problems do not, however, fully
explain the failure of developing country regional
integration schemes to raise intraregional trade in
line with initial expectations. For one thing, the
share of intraregional trade increased in some
cases, as has been noted, even as the implementa-
tion of the regional liberalization program came to
a standstill. For another, the implementation prob-
lems themselves need to be explained. The explan-
ation seems to lie in a number of political and
structural features—an incompatibility between
members’ national pursuit of inward-oriented de-
velopment policies and the goal of intraregional
trade liberalization, combined with strong vested
interests in import-competing industries and a
weakening external environment.

The deterioration in the external environment in
the 1970s—and particularly in the early 1980s—
exposed the underlying weaknesses of import-
substituting development strategies and further
reduced the scope for trade liberalization. Funda-
mental questions about the role of integration were
underscored by other considerations, including dif-
ferences in economic philosophies and strategies
among members of some regional arrangements
(such as the ASEAN): the role of powerful vested
interests in highly protected sectors; constraints im-
posed on liberalization in many cases by inap-
propriate macroeconomic policies; and political
problems that sometimes led to military conflict. At
the operational level, these economic and political
elements led to implementation delays because the
underlying lack of commitment was not offset by a
strict timetable for reforms. The timetables lacked
automaticity, included “positive™ lists rather than
across-the-board liberalization of tariff and non-
tariff barriers, and entailed restrictive rules of
origin. This made it easier for members to back-
track in the face of balance of payments difficulties
or not to implement reforms owing to the lack of
supporting policies. In the case of arrangements
that aimed to allocate industries among members,
their failure to do so reflected administrative prob-
lems and conflicts of interest arising from the diffi-
culty of determining industrial location in the ab-
sence of market criteria and clear comparative
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advantages. In addition, while many arrangements
were ostensibly modeled on the EC, most lacked
the necessary institutional mechanisms to achieve
their objectives; this was evident in inconsistencies
between national legislation and integration com-
mitments, the absence of strong enforcement
mechanisms and ineffective dispute settlement pro-
cedures, and lack of compensation mechanisms to
address distributional concerns. (The latter was im-
portant in schemes that grouped members with
widely differing stages of development.)

An inward orientation tended to lead to high
levels of effective protection in the form of tariff
structures characterized by high and highly dis-
persed rates and complex systems of nontariff bar-
riers. Firms established behind such high protective
walls have often enjoyed strong lobbying power.
Most developing country governments signing re-
gional integration pacts during the 1960s, 1970s,
and 1980s typically did not intend to alter funda-
mentally their inward-oriented policies; on the con-
trary, they often saw regional integration as an ex-
tension of import-substituting industrialization, as
a means to enlarge the markets for their protected
firms. In the absence of a wholehearted commit-
ment to shift toward outward-oriented policies,
governments were unwilling to sacrifice the de-
mands of their influential national import-
competing sectors to the goal of free trade within
regional groupings. The political economy of ves-
ted interests in import-competing sectors, as noted
above, in turn limited the scope for governments to
shift the orientation of their policies.

Under these circumstances, governments en-
gaged in regional integration schemes often pre-
ferred to avoid automaticity in the implementation
of intraregional liberalization programs and time-
tables. The tendency in many regional arrange-
ments was rather to choose an implementation ap-
proach based on negotiation and consensus, often
on a product-by-product basis, which in most cases
led to negotiating fatigue and excessive selectivity
of offers. The “lists™ of products eligible for trade
preferences within the region were relatively easy
to construct as long as the products in question
were subject to trade within the region prior to the
arrangement or were not produced in the region at
all. However, heavy resistance and negotiating im-
passes tended to be encountered when it came to
the “hard core” products of highly protected firms.
The significant differences in efficiency of import-
competing industries across member countries only
worsened this problem. Even in the case of the
ASEAN, differences in economic philosophies and
strategies among members constituted a major
stumbling block to intraregional trade liber-
alization—with Singapore, at one extreme, pur-

suing a decidedly outward-oriented strategy, and
Indonesia, at the other, espousing import-
substituting industrialization.

Implementation difficulties in intraregional liber-
alization did not, therefore, stem from inward ori-
entation in economic policies alone, but rather
from the combination of these policies with strong
vested interests in import-competing industries.
Thus, as Edwards and Savastano (1989) note, the
relative success of the regional liberalization pro-
cess in the CACM was made possible by the ini-
tially weak position of import-competing sectors in
member countries, even if the CACM itself was
seen as—and in fact became—a means to foster
import-substitution industrialization within the re-
gion. By contrast, powerful vested interests in
highly protected import-competing sectors existed
before the establishment of the LAFTA: these ex-
plain to a significant extent the major impasses in
the liberalization program that relied on a product-
by-product negotiation of reciprocal trade conces-
sions, rather than on a more automatic process.

Developing country regional groups typically did
not, therefore, intend to implement a “classical”
model of integration involving an across-the-board
removal of barriers to intraregional trade followed
by market-based resource reallocation. Instead,
many regional pacts tended to engage in limited
and highly selective intraregional trade conces-
sions, so as to maintain protection for many exist-
ing industries. Moreover, in a number of cases, re-
gional pacts also set up mechanisms to allocate—
on a nonmarket basis and often through
negotiation—new industries among member coun-
tries. The failure to implement these latter mecha-
nisms reflected not only huge administrative prob-
lems (as in the case of the Andean Pact, which also
faced severe geographical limits on integration) but
also, and perhaps more fundamentally, sharp con-
flicts of interests arising from the inherent indeter-
minacy of industrial location in the absence of mar-
ket criteria and clear comparative advantage.

The scope for liberalization within regional
groups was in many developing country cases con-
strained by inappropriate macroeconomic policies.
Against a background of external and internal
imbalances—often reflecting expansionary fiscal
and monetary policies—country authorities unwill-
ing to allow a substantial devaluation of their over-
valued currencies also tended to resist meaningful
reductions in trade barriers. This resistance re-
flected an unwillingness to release foreign ex-
change reserves and fiscal revenues from import
tariffs. In part, the adoption of realistic exchange
rates was resisted because of concerns regarding
the potentially contractionary short-term effects of
devaluation, particularly where import-substitution
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policies had led to a heavy reliance of manufactur-
ing output on artificially cheap imports of inter-
mediate and capital goods. Thus, import substitu-
tion tended not only to be inconsistent with
far-reaching intraregional liberalization, it also in-
troduced structural rigidities in macroeconomic
management. These conditions could be sustained
only to the extent that commodity export prices
remained buoyant and no major constraints arose
in terms of access to foreign capital inflows.

The CACM in the early 1980s provides an exam-
ple of a successfully implemented regional arrange-
ment with a relatively high level of intraregional
trade (in a developing country context) that was
undermined by unsupportive national policies.
While political and military conflicts in the area
contributed to the decline of intraregional trade in
the 1980s, the main reasons for this development
were economic. With the onset of the debt crisis in
the 1980s, external imbalances gave rise to severe
foreign exchange shortages: these were initially ad-
dressed through the imposition of trade and ex-
change restrictions, including on intraregional
trade. Inadequate macroeconomic policies contrib-
uted to higher inflation rates in all member coun-
tries, while official exchange rates remained pegged
or closely linked to the U.S. dollar. The resulting
overvaluation of the CACM currencies was wors-
ened by the concurrent appreciation of the dollar
relative to other major currencies. The competi-
tiveness of CACM exports consequently declined,
which reduced recorded intra-area trade. At the
same time, cross-country differences in the degree
of overvaluation gave rise to informal border trade
as imports from third countries were channeled
through the countries with the most overvalued
currencies.

Commodity price shocks in the 1970s and the
broader and deeper deterioration of the external
environment in the early 1980s (including those
owing to terms-of-trade losses, sharp increases in
real international interest rates, and a severe cur-
tailment of access to foreign credit), exposed the
underlying weakness of macroeconomic policies
under import-substituting development strategies
and further reduced the scope for trade liberaliza-
tion within regional arrangements. Although de-
veloping countries pursuing export-oriented indus-
trialization were generally better able to adjust to
the difficult external environment, those emphasiz-
ing import substitution encountered relatively
more severe constraints on their ability to imple-
ment appropriate adjustment policies. As a result,
liberalization in many regional groups tended to be
reversed, particularly in the early 1980s, as country
authorities, faced with mounting macroeconomic
imbalances, reintroduced or increased nontariff

barriers and exchange restrictions, including on in-
traregional trade.

With chronic shortages of foreign exchange, the
functioning of some clearing and payments systems
attached to regional integration arrangements also
tended to falter. This often reflected an accumula-
tion of arrears and the growing unwillingness of net
creditor partners to maintain large amounts of non-
convertible currencies in their asset portfolios. The
existence of monetary unions in some of the Afri-
can regional groups, although ensuring the convert-
ibility of the common currency (through the
willingness of a major industrial country to defend
the peg), could not prevent inappropriate fiscal pol-
icies from causing inflation. The resulting over-
valuation of these unions’ common currency, in
turn, reduced the scope for intraregional trade.

Political and institutional factors also con-
strained integration. Implementation of integration
schemes requires a degree of shared sovereignty—
reflected in binding commitments and possibly in a
body of community law and supranational
institutions—commensurate with the degree of in-
tegration sought. Many of the regional integration
arrangements among developing countries, al-
though ostensibly modeled on the EC, were unable
to endow their integration agreements with the in-
stitutional effectiveness needed to achieve their
often ambitious objectives. This has been evi-
denced by, among other things, inconsistencies be-
tween national legislation and integration commit-
ments, the absence of strong enforcement
mechanisms, and ineffective dispute settlement
procedures. The difficulties encountered in subor-
dinating nationalistic goals to supranational struc-
tures were in a number of cases compounded by
contradicting political philosophies among mem-
bers of the same regional group; political instability
in national systems (for example, frequent changes
of government and military coups); and at times
also bilateral (military) border conflicts within
regions.

In many cases, important distributional ques-
tions were not addressed. Issues of uneven distribu-
tion of the benefits and costs of integration have
been high on the agendas of regional integration
arrangements among developing countries. Such
concerns have focused not only on the potentially
uneven distribution of short-run costs of economic
dislocation (transitional unemployment and idle
capacity) and losses of fiscal revenues, but also on
economic polarization over the medium lerm—
that is, the possibility that the dynamics of integra-
tion would favor development in the more de-
veloped member countries. Regional arrangements
among developing countries have attempted to ad-
dress these concerns in several ways, including
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special treatment for lesser developed member
countries (for example, through relatively less de-
manding liberalization schedules and special access
to regional credit facilities); *balanced growth” cri-
teria in the allocation of new industries among
members; and explicit compensation funds. How-
ever, compensation funds intended under several
arrangements were never established—owing to
design problems and budgetary constraints in
member countries. And other mechanisms tended
to be perceived as insufficient by the smaller, less
developed members. As a result, distributional
concerns added to the resistance against deeper
and broader liberalization within regional groups.

The ECOWAS’ failure to enhance intra-
Community trade, for example, partly reflected the
economic diversity of members. (The ECOWAS
includes Cote d’Ivoire, with a per capita income of
$770. and Burkina Faso, with a per capita income
of $210.) Less developed partners tended to resist a
faster reduction of intra-Community tariff and
nontariff barriers. They feared that large revenue
losses and the transitional costs of economic re-
structuring would be insufficiently compensated by
access to the Community’s compensation fund. Ini-
tial deadlines for even minor liberalization
measures—such as a freeze on all intra-Community
tariffs and initial moves toward selective, modest
tariff cuts—were therefore repeatedly postponed.
This contrasts with the experience of regional
groups in industrial countries—particularly the
EC—where “structural funds,” although limited,
have been carefully targeted to assist depressed re-
gions and remove structural rigidities in labor mar-
kets, thus facilitating adjustment following liberal-
ization (Gordon, 1991).

Even if intraregional trade liberalization pro-
grams had been successfully implemented, some
structural elements would still have limited the
scope for potential gains. A first constraint has
been the point of departure of regional trading ar-
rangements among developing countries. Typically
the trade systems of member countries were
characterized by high and highly dispersed effec-
tive protection, with little intraregional trade oc-
curring prior to integration. This contrasts with the
starting position of regional arrangements among
industrial countries, where the countries involved
tended to be each other’s best customers. A
second—and fundamental—constraint has been
that regional pacts among developing countries
with similar factor endowments have offered, by
their nature, limited scope for trade creation along
the lines of comparative advantage (for which dif-
ferent factor proportions in technology are key); at
the same time. their small markets and low per
capita incomes have not been conducive to signifi-

cant trade based on scale economies and product
differentiation. Finally, underdeveloped capital
markets, barriers to entry, differential tax and reg-
ulatory environments among member countries,
and restrictions on intraregional factor mobility
have seriously constrained the capacity to reallo-
cate resources and rationalize production in re-
sponse to the removal of barriers to intraregional
trade.

Quantifying Net Gains

A number of studies have attempted to estimate
the net static gains and losses of developing coun-
try regional arrangements. These produce mixed
results for Latin American arrangements, while
studies of sub-Saharan African regional arrange-
ments generally indicate that they resulted in negli-
gible trade diversion. The results have been highly
sensitive to, among other things, the choice of time
period and the technique used to determine the
path for trade and other economic variables that
would have obtained in the absence of the arrange-
ment. The results of a sample of these studies are
given below.3!

Studies of the CACM—the most intensively ex-
amined developing country regional group—have
shown inconclusive results. Wilford (1970) and
Aitken and Lowry (1973). focusing on the eleven-
to twelve-year period ending in 1967, concluded
that trade creation predominated in the years fol-
lowing the formation of the union. Willmore
(1976), on the other hand, using 1958-68 data and a
more disaggregated approach, found that the
CACM had predominantly trade-diversion effects
in nondurable consumer goods but led to signifi-
cant external trade creation in intermediate goods,
while results for durable goods were inconclusive.
Cline (1978) expanded the measurement of net
static gains for the CACM beyond trade creation
and diversion to include the effects of extraregional
trade creation, trade suppression (replacement of
imports by domestic production), increases in do-
mestic production at wage rates above the social
opportunity cost of labor, economies of scale, for-
eign exchange savings. and industry intermediate-
input effects (reflecting output and import require-
ments via input-output relationships). According to
Cline, although trade diversion exceeded trade
creation in the CACM, the effects of the other fac-
tors more than compensated for this, leading to
substantial net static gains—albeit unequally dis-

HEI-Agraa (1989, Chapter 15) discusses some of the ap-
proaches used in measuring the effects of economic integration
among developing countries.
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tributed among member countries—on the order
of 2 percent of the region’s 1972 GDP.*2

With regard to the LAFTA, George and others
(1977), using 1952-69 data, and Langhammer and
Spinanger (1984) using 1962-79 data, conclude that
trade diversion accounted for most of the expan-
sion of intraregional trade in the LAFTA. By con-
trast, Aitken and Lowry (1973), focusing on the
1955-67 period, find no evidence of significant
trade diversion.

In the case of the Andean Pact, Khazeh and
Clark (1990), using 1968-77 data. estimate static
gains to be sizable—about 9 percent of the region’s
1977 GDP—in part because of substantial extra-
regional trade creation. (Khazeh and Clark’s re-
sults are, however, difficult to accept at face value.
The measured gains appear disproportionate, ex-
ceeding most estimates of static gains for the EC:
they also incorporate a substantial upward bias by
using the counterfactual, which assumed that the
trade of Andean Pact countries would have un-
folded, in the absence of the arrangement. in step
with the trade of certain comparator countries.)

As regards sub-Saharan African groups, Lang-
hammer (1978) found that the CEAO led to neglig-
ible trade creation and that extraregional imports
were replaced more by domestic production (trade
suppression) than by intraregional imports (trade
diversion). A World Bank (1989a) study suggests
that negligible trade creation has been the rule,
rather than the exception, in the case of sub-
Saharan Africa. as indicated by only marginal in-
creases in the ratio of intraregional trade to GDP
during 1965-83. Most of these groups displayed a
significant increase in the ratio of extraregional
trade to GDP over the same period, but this can
hardly be attributed to the regional integration
schemes themselves, especially since most have not
been implemented to an appreciable extent. These
conclusions are corroborated in Table 9, which de-
composes the changes in the trade openness ratio
(trade to GDP) over relevant periods into intra-
regional and extraregional trade components—that
is, crude measures of trade creation and trade di-
version, respectively.

Few studies have attempted to quantify the trade
impact of the trade liberalization measures under-
taken by the GCC. Cain and Al-Badri (1989) have
identified the industries responsible for the relative

R2Cline’s conclusion, however, hinges largely on the sizable
measured “gains” from foreign exchange savings, which are
based on a rather questionable method (Bulmer-Thomas. 1988).
According to this method, trade suppression and diversion eval-
uated at the shadow exchange rate are deemed to constitute a
gross saving of foreign exchange. Net savings are then arrived at
by subtracting the domestic resources used, but these are valued
at the official or market (rather than shadow) exchange rate.

increase in intra-area trade as those of textiles,
nonmetallic products, and other manufacturing.
Metwally and Daghistani (1987) attribute the
weakness of the industrial base in these countries,
and therefore marginal intraregional trade. to the
oil boom experienced by GCC members since
1973, which has transformed these economies into
major importers.

Reflecting the inherent methodological diffi-
culties involved, few studies have attempted to
quantify. ex post, the dynamic gains or losses of
regional integration arrangements among develop-
ing countries. One of the few studies available is of
the CACM (Cline, 1978): it attempted to gauge the
impact of integration on structural change—
assuming that this would raise welfare of risk-
averse nations—and on foreign capital inflows. The
study concludes that these types of dynamic effects
in the CACM led to additional gains, equivalent to
about 1 percent of the region’s 1972 GDP.

Contrary to the expectations of many developing
countries, empirical studies typically have found
that regional arrangements have not yielded signifi-
cant economies of scale (see Carnoy, 1970, for
Latin America: and Pearson and Ingram, 1980, for
Ghana and Céte d'lvoire). In the case of the
CACM, while Cline (1978) estimates positive gains
from economies of scale, Willmore (1979) finds
that the common market has tended to support
oligopolistic behavior (for example, market sharing
arrangements) more than specialization and econo-
mies of scale.

Views on the Role of
Regional Integration

The past experience with regional integration ar-
rangements among developing countries raises
questions about the future role of these in develop-
ing country trade policies. These questions are all
the more relevant in view of the recent resurgence
of interest in regionalism.

Views among economists on this matter vary
widely. Some authors focusing on Latin America—
for example, Dornbusch (1989)—argue that, given
the often prohibitive protection systems and the
political resistance to a substantial dismantling of
these systems, intraregional liberalization behind
(presumably transitory) high external barriers of-
fers little risk of trade diversion and potentially
substantial gains; these gains include those derived
from industrial complementarity, economies of
scale, rents associated with preferential market ac-
cess, greater product variety for consumers, and
competition-induced improvements in efficiency.

The above reasoning is based, in part, on consid-
erations of political feasibility and seems to assume
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that political resistance to far-reaching unilateral
liberalization would be significantly greater than to
more limited liberalization within regional groups.
Intraregional liberalization is, furthermore, as-
sumed to be easier to “sell” domestically in view of
the reciprocal nature of regional trade concessions.
Experience suggests, however, that the political re-
sistance to liberalization is not necessarily a contin-
uous, upward sloping function of the degree of lib-
eralization; rather, there appears to be a
“threshold™ to resistance, associated with shifts in
economic philosophies. Thus, as long as policies
have been firmly committed to protecting import-
substituting industries, little progress has been
made toward meaningful intraregional liberaliza-
tion, reciprocity in regional trade concessions not-
withstanding. By contrast, once sufficient political
consensus has been mobilized in favor of a shift in
policies toward outward orientation and greater re-
liance on market forces, developing countries have
tended to opt for comprehensive trade reforms on
a unilateral basis, regardless of the actions of re-
gional and nonregional trading partners.

Intraregional liberalization behind (temporarily)
high external barriers is often also proposed as a
means to provide a “training ground” for firms to
gain experience and reap economies of scale, be-
fore they are exposed to import competition or are
ready to move toward export markets outside the
region. Experience suggests, however, that this ap-
proach has inherent dangers. First, most regional
groups among developing countries are not likely
to offer sufficient market size for exploiting econo-
mies of scale. High protection against third coun-
tries in these cases would tend to foster excess ca-
pacity and inefficient and monopolistic market
structures, in which rents would not constitute a net
income gain for society—but mainly a transfer of
income from consumers to firms and a net loss of
welfare relative to free trade. This would tend to
create vested interests that would resist subsequent
liberalization, thereby perpetuating high external
barriers initially envisaged as transitory.

Second, even where economies of scale might be
reaped through regional pacts—and, thus, where
rents might represent a net increase in member
countries’ income that could not be obtained with-
out temporary protection of regional markets—the
prolonged maintenance of high external barriers
would tend to lead to excessive entry, as new firms
try to capture monopoly rents. This would in turn
drive incumbent firms up their average cost curves,
with excess profits eventually absorbed by reduced
efficiency owing to operation at below the optimal
scale (Eastman and Stykolt, 1962; and Horstmann
and Markusen, 1986). A frequently cited example
in this connection is the automobile industry in

Latin America, where—perhaps with the exception
of Brazil—most plants have average production
runs well below what is generally considered to be
the minimum efficient scale (Rodrik, 1988).33 Thus,
to realize the gains from economies of scale, exter-
nal protection would have to be lifted relatively
soon—not an easy thing to do. In sum, as Krugman
(1989, p. 359) notes, protectionism has extra costs
when domestic market structures are concentrated
and “import substituting industrialization looks
even worse in the new theory [which models trade
under imperfect competition and economies of
scale] than in standard theory [based on models
that assume perfect competition and constant re-
turns to scale].”34

In contrast to Dornbusch, other authors contend
that the case for preferential trading agreements
among developing countries is not convincing. This
view is based partly on their disappointing past ex-
perience, including the fact that no developing
country case can be cited where a regional integra-
tion scheme was. in itself, a significant contributor
to development (Langhammer and Hiemenz,
1990). More fundamentally, it is argued that there
is a “fallacy of transposition” in the expectation
that the success of regional integration among in-
dustrial countries could be replicated in arrange-
ments among developing countries. In particular,
many developing country regional groupings in-
clude members with small markets, low per capita
incomes, and similar factor endowments—leading
to similar productive structures. The similarity of
economies in these cases does not serve as a basis
for trade expansion based on intra-industry special-
ization and product differentiation—which con-
trasts with industrial country cases, where intra-
industry trade expansion is made possible by large
markets, product differentiation, and high per cap-
ita incomes. Developing countries would thus be
better off exploiting gains from trade based on dif-
ferences in resource endowment and productive
structure—seizing comparative advantages dynam-
ically at every point in time as they build their hu-
man, capital, and technological stocks. This strat-
egy would be best pursued in the context of

Bn the Andean Pact, excessive entry in the automobile in-
dustry was administratively decided from the outset, as various
types of models were allocated via political negotiation among
member countries, in the context of implementing the Pact's
joint industrial planning program.

#Rodrik (1988) similarly argues that import-substitution pol-
icies in developing countries “look doubly bad™ in the presence
of imperfect competition and increasing returns to scale. He
concludes (p. 132) that “the levels of protection observed in the
manufacturing sectors of most developing countries vastly ex-
ceed any that could be justified by the presence of imperfect
competition.”
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unilateral and multilateral liberalization (Greena-
way and Milner, 1990).

While the above conclusion is compelling, it
tends to discount excessively the potential for in-
traregional trade and thus needs qualification. As
Greenaway and Milner (1990) note, similarities
among developing countries should not be exag-
gerated. Some regional groups display differences
in per capita incomes—although typically within
relatively low levels—and in productive structures
among members, suggesting the existence of com-
plementarities and the potential for a degree of in-
traregional trade expansion based on inter-industry
specialization (and perhaps even intra-industry
specialization in the larger groups).?> Even in sub-
Saharan Africa, where per capita incomes and mar-
ket sizes are lowest among developing countries,
the World Bank (1989b) estimates that some
$4-5 billion of this region’s imports from the rest of
the world could be potentially supplied by other
sub-Saharan African countries already exporting
similar products to the rest of the world. Should
this potential be realized, the share of intraregional
trade in sub-Saharan Africa would treble to 18 per-
cent. Although subject to qualification, this result
could be seen as evidence of the possibility of effi-
cient trade switching, provided that countries are
willing to remove barriers to trade on a fairly com-
prehensive basis—which has not been the case to
date. The thrust of this argument would apply, a
fortiori, to regional trading arrangements among
middle-income developing countries.

Regardless of the economic case for regional
trading arrangements among developing countries,
these arrangements can be expected to continue to
be a feature of the international trading system—
indeed, they may become increasingly important
given the perceived noneconomic benefits and
other factors discussed earlier. Hence, it is impor-
tant to identify conditions under which the poten-
tial gains of such arrangements can be maximized
while the losses—to members and nonmembers—
are minimized. The review of experience suggests
that the potential gains of regional arrangements
can be maximized if at least two key conditions are
met’ (1) maintenance of an outward orientation;
and (2) provision for across-the-board intrare-
gional liberalization with automatic timetabling.
These two conditions broadly correspond to the

Ex post econometric evidence of a possible link between
the CACM and/or LAFTA and intra-industry trade is found in
Balassa (1979). Havrylyshyn and Civan (1983), Balassa (1986).
and Balassa and Bauwens (1987 and 1988). As Greenaway
(1989, p. 35) notes, however, “all of this documentary work
suffers from the classic antimonde problem. Would the growth
in [intra-industry trade| have been as rapid in the absence of
integration?”

provisos in Article XXIV of the GATT (see Chap-
ter IV).

Outward orientation in development strategies
would be reflected, among other things, in rela-
tively low and uniform levels of protection vis-a-vis
third countries and in open and transparent foreign
direct investment regimes. These conditions are
crucial not only for minimizing the trade-diversion
effects of regional trade preferences, but also for
ensuring that developing countries are part of the
process of globalization of investment and produc-
tion, the main channel of access to technology
transfer. The process of dynamically seizing com-
parative advantages in a multilateral context would
allow developing countries to achieve stronger
growth while diversifying their productive struc-
tures. As per capita incomes and capital stocks rise,
so would the opportunities for trade expansion
based on similarities among developing countries.
South-South trade is more likely to grow if de-
veloping countries are integrated into the multi-
lateral system of trade and investment than if they
are not (Greenaway and Milner, 1990).

The need to achieve outward orientation in de-
veloping country regional arrangements would ap-
pear to favor free trade areas rather than customs
unions, particularly where little shared sovereignty
through supranational structures for common deci-
sion making is envisaged. A free trade area allows
importing member countries to avoid undue costs
from trade diversion by unilaterally reducing trade
barriers, thus shifting the source of supply back to
lower-cost outside producers. Also. member coun-
tries already maintaining more liberal trading re-
gimes or wishing to liberalize their trade policies
would not be constrained by free trade areas. Un-
der a customs union, protectionist pressures could
end up forcing the more liberal members of the
union to adopt higher levels of external protection
vis-a-vis nonmembers. Free trade agreements
would, by contrast, allow the more liberal members
to proceed unilaterally with the ongoing non-
discriminatory removal of trade barriers; this
would, in turn, impose a salutary—and non-
coercive—liberalizing pressure on external trade
policies of the rest of the members.

Experiences with regional trading arrangements
among developing countries clearly illustrate the
drawbacks of undue selectivity in trade concessions
and nonautomatic timetables. These features have
generally reflected deep-seated unwillingness to
liberalize intraregional trade in a meaningful way.
They have also tended to bias the negotiations in
favor of trade concessions on products not yet pro-
duced in the region—thereby widening the scope
for trade diversion or suppression, especially where
external tariffs are high—or on products already
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traded relatively freely within the region—thus
adding little trade-creation potential. An approach
to regional integration based on automatic time-
tabling and—as required by Article XXIV of the
GATT—an across-the-board reduction of trade
barriers would help avoid these drawbacks. It
would ensure participation in regional trading
agreements only where the liberalization commit-
ment is serious. It would therefore also enhance the
probability that such arrangements would be out-
ward oriented. thus reducing the risk that they
might be used as a substitute for—or an excuse for
not engaging in—nondiscriminatory liberalization.

The full benefits from trade liberalization in de-
veloping countries will not be reaped, however, un-
less industrial countries remove their high protec-
tive barriers on products where developing
countries possess clear comparative advantages—
for example, agricultural products, textiles and
clothing, and leather products. As emphasized ecar-
lier, the Uruguay Round of GATT negotiations of-
fers the best forum for developing countries to se-
cure from industrial countries the removal of these
barriers.

Finally, economic cooperation is also relevant.
While the experience with the trade liberalization
aspects of regional integration arrangements has
been disappointing, considerable success with eco-
nomic cooperation has been achieved in a number
of such arrangements. Potentially vast mutual gains
may be secured through regional economic cooper-
ation among developing countries in areas where
significant externalities and public goods exist and,
therefore, where market mechanisms tend to fail.
As Langhammer and Hiemenz (1990) note, experi-
ence indicates that success in economic coopera-
tion among developing countries is likely to be
greater where the joint production of “software”
public goods (for example, education and training;
research and development, particularly on agricul-
ture: joint management and control facilities: coor-
dination of investment incentives: and so on) is
given sufficient weight in comparison to the joint
production of “hardware™ public goods (for exam-
ple, infrastructure). This type of economic cooper-
ation has the advantage of minimizing the risk of
“white elephants™ and their associated—often
unsurmountable—management difficulties.
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VI Implications of Regional Integration for
the Multilateral System

egional trading arrangements—bilateral as
well as plurilateral—have been a fairly con-
stant feature of the world trading system. The re-
cent trend toward regionalism. however, may be
qualitatively different from past efforts and may
carry greater risks of becoming a substitute for,

rather than a’complement to, multilateralism. Ap-

art from the potentially distorting effects of these
arrangements on the allocation of world resources
(see Chapter II), a number of important elements
unique to current regionalism seem to pose a
greater threat to multilateralism.

Regional arrangements in industrial countries
have not appeared—until now—to have been
obstacles to efforts to achieve multilateral liberal-
ization; trade barriers against third countries have
been low and trade diversion has generally been
minimized. Moreover, in some cases it has been
easier to negotiate regional, rather than multi-
lateral, liberalization. For the current trend to con-
tinue to support multilateralism three conditions
are necessary: (1) steady progress with multilateral
liberalization; (2) an outward orientation in re-
gional arrangements: and (3) across-the-board in-
traregional liberalization. These conditions have
implications for the form of arrangement chosen,
and its membership. Outward orientation, for in-
stance, may be easier to achieve in a free trading
area rather than a customs union because it is less
restrictive. Similarly, developing countries are
likely to exploit gains from trade more readily in
arrangements with industrial countries on the basis
of differences in resources and productive capacity.

Finally, the globalization of investment and pro-
duction is likely to lessen the risk of regional ar-
rangements becoming closed blocs. Global
investment—carried on by multinational enter-
prises with global, rather than national,
strategies—has exposed the limitations of na-
tionally based policies; it increasingly confronts
governments with the need to liberalize and har-
monize policies, standards, and regulations with
other countries, including in—but not limited to—
trade and trade-related areas. Harmonization and
liberalization in response to the challenges posed

by globalization is in some instances being con-
ducted in the context of regional arrangements. In-
creasingly, however, globalization calls for multi-
lateral solutions.

Aspects of the New Trend

The first unique aspect of the renewed interest in
regionalism is that it has taken place in a weaken-
ing multilateral trading system. Substantial diffi-
culties were encountered in launching the Uruguay
Round in 1986: it took four years of arduous
work—from 1982 to 1986—to break the resistance
to a new Round. And progress in completing the
Round has been slow. The GATT’s inability to
curb rising protectionist pressures since the end of
the Tokyo Round has created frustration with the
slowness of the GATT process and raised concerns
about its effectiveness and its ability to adapt to the
emerging trade issues of the 1990s (which include
problems posed by high-technology industries and
by firms engaged in trade and investment in goods
and services on a global scale). Thus, doubts have
arisen about the political will of the major players
to strengthen the GATT’s credibility through the
Uruguay Round. In this context, regionalism has
been advocated as an alternative to multilateral-
ism; indeed, regional approaches to liberalization
might be seen as a response to the regional and
global integration of investment and production
with which an unwieldy and slow multilateral ap-
proach has been unable to keep pace.

The second novel element is that far-reaching
and successful regional initiatives by major indus-
trial countries have created the perception that
preferential trading arrangements are here to stay.
In part, this reflects the demonstration effects of
the extraordinary, albeit fortuitous, conjunction of
EC 1992 and the United States-Canada FTA. Some
have interpreted this conjunction of events as a
confirmation of a trend toward a fragmentation of
the multilateral trading order into a tripolar system
of trade blocs—centered around the United States,
the EC, and Japan (although the latter does not
form part of a trade bloc). The accord between the
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EC and EFTA to form a European Economic Area
(EEA) and the prospect of a North American Free
Trade Area (NAFTA)—involving Canada, Mex-
ico, and the United States—have heightened this
perception.

The above concerns have been reinforced by the
shift in the trade policy stance of the United
States—the main architect of the GATT system—
from a virtually one-track approach emphasizing
nondiscrimination to a multitrack approach en-
compassing unilateralism, regionalism, and multi-
lateralism.?¢ To be sure, the United States has
sought to use regional initiatives as complements to
multilateralism, both substantively (for example, to
build useful precedents for broader liberalization
in areas not yet covered by the GATT) and tac-
tically (for example, to goad other countries into
participating more seriously in the Uruguay Round
(Schott, 1989)). However, this has been accom-
panied by the perception that, if GATT negotia-
tions fail, the United States would be prepared to
use bilateral or plurilateral arrangements as an al-
ternative course of action.?” In all, there is an in-
creased concern that the big players in the multi-
lateral trading system may be giving greater
priority to regionalism in their trade policy agendas
at the expense of multilateralism.

Finally, the recent trend toward regionalism in-
volves preferential trading arrangements among in-
dustrial and developing countries involving re-
ciprocal trade concessions. (Reciprocity in
concessions has, of course, been a standard feature

%During most of the post-World War 11 era the United States
took on the leadership role in building the GATT-based trading
order, typically remaining suspicious of regionalism (Bhagwati,
1990a). A key exception was its support for the EC in 1958—
largely because of political and military considerations (Patter-
son, 1966). Until the mid-1980s, the United States had not made
use of Article XXIV of the GATT—which sets out provisions
under which preferential trading arrangements involving GATT
members may qualify for a derogation of the most-favored-
nation (MFN) obligation (see below). Since 1985, beginning
with its free trade agreement with Israel, the United States has
been participating in reciprocal and preferential trading ar-
rangements. A discussion of the relevance of, and reasons for,
the U.S. “conversion to Article XXIV" is found, among other
things, in Bhagwati (1990a) and Schott (1989).

For instance, George Schultz, former U.S. Secretary of
State, noted in a speech in 1985 that *. . . bilateral arrangements
... can strengthen the multilateral system. Our hope . . . is that
the example of greater liberalization [under these
arrangements|—and the recognition that the United States can
pursue another course—will motivate a larger group of nations
to tackle the job of expanding trade on a global basis.” (Quoted
in Patterson, 1989; emphasis added.) A similar point has been
made by James Baker III, former U.S. Treasury Secretary
(Baker, 1988): “If possible, we hope . . . liberalization will occur
in the Uruguay Round. If not, we might be willing to explore a
‘market liberalization club’ approach, through minilateral ar-
rangements or a series of bilateral arrangements” (emphasis
added).

of the numerous regional arrangements among de-
veloping countries.) This is illustrated by the ongo-
ing United States’ Enterprise for the Americas Ini-
tiative (EAI) and the negotiations between
Canada, Mexico, and the United States on a
NAFTA, as well as the association agreements be-
tween the EC and Czechoslovakia, Hungary, and
Poland. Previous arrangements with developing
countries generally took the form of one-way trade
preferences granted by industrial countries in favor
of selected developing countries (examples include
the U.S. Caribbean Basin Initiative and EC prefer-
ences extended to certain developing countries un-
der the Lomé Convention).?s

Clearly, the main intention of industrial coun-
tries in offering opportunities for (reciprocal) pref-
erential trading arrangements to developing coun-
tries has been to encourage further economic and
political reform, particularly at a time when bud-
getary constraints in industrial countries have
placed limits on foreign aid. Nonetheless, there is a
risk that developing countries may interpret such
moves as a further sign that the major players have
doubts about the viability of the GATT and are
offering preferential trading arrangements as an al-
ternative. Such an interpretation may in turn in-
duce developing countries to divert scarce re-
sources away [rom multilateral negotiations so as
to concentrate efforts on securing a place in the
queue for preferential trading arrangements with
the major players.

While the above concerns may be overblown,
they raise the important question of whether the
recent revival of regionalism is likely to retard,
rather than promote, multilateralism. This issue is
addressed below by examining the compatibility of
regional arrangements with the GATT and by
focusing on some of the risks and limitations of
regionalism.

Compatibility of Regional
Arrangements with the GATT

The principle of nondiscrimination is a cor-
nerstone of the GATT. It is embedded in Article 1,

3The proliferation of preferential arrangements built by the
EC after 1958 with its former colonies and Mediterranean
neighbors was subject to strong criticism, led by the United
States, in the GATT, and resulted in a standoff in the early
1970s. The reciprocal nature of such arrangements was a key
point of contention because the EC was perceived as using these
arrangements to secure preferential access to developing coun-
try markets. According to Luyten (1989), the impasse was bro-
ken through an informal understanding (the “Casey-Soames un-
derstanding™) through which the EC obtained “armistice™ on
the legal issue in the GATT by committing itself not to insist on
reverse trade preferences from developing countries.
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which commits the contracting parties to grant
most-favored-nation (MFN) treatment with respect
to trade concessions to all other GATT members.
Regional trading arrangements (bilateral or plu-
rilateral) are, by definition, discriminatory: trade
concessions are granted only to members whose
preferential access to other members’ markets may
enable them to displace exporters from nonmem-
ber countries.

Although discrimination in regional arrange-
ments runs counter to the principle of non-
discrimination, the GATT permits regional ar-
rangements under certain conditions. The
architects of the GATT recognized that such ar-
rangements could provide a complementary, prac-
tical route to universal free trade—where politics
permitted a faster and deeper degree of liberaliza-
tion. Thus, Article XXIV of the GATT permits de-
partures from the MFN obligation for preferential
trading arrangements (free trade areas, customs
unions, or interim arrangements leading to either
of the former) provided that: (1) other GATT
members are notified of the details: (2) such ar-
rangements do not raise trade barriers on the
whole against other Contracting Parties to the
GATT: and (3) such arrangements cover “substan-
tially all trade™ between partners and commit them
to reduce barriers to intraregional trade, possibly
by means of a schedule and within a “reasonable
length of time.” (As indicated below, less strict
conditions apply to developing countries.) The first
condition was intended to enable other GATT
members to scrutinize such arrangements to ensure
their consistency with Article XXIV. The second
condition sought to minimize the adverse effects of
trade diversion on third countries and on members
of preferential trading arrangements. The third
condition, as further explained below, aimed to
limit the number of preferential arrangements.

At first glance, the third condition appears some-
what paradoxical, especially considering Meade’s
(1955) conclusion that, other things being equal, a
movement in the direction of 100 percent tariff cuts
within a union would be associated with an in-
crease in the probability of losses from trade diver-
sion. This condition was central in the view of the
GATT architects, however, in that it aimed at limit-
ing the number of preferential trading arrange-
ments to those where the intensity of the political
commitment was commensurate with the liberal-
ization and structural adjustment effort required
(Bhagwati, 1990a). The underlying intent was to
minimize the risk of the world trading system frag-
menting into the discriminatory and sectoral bilat-
eral arrangements that dominated the 1930s. At the
same time, the “substantially-all-trade™ clause rec-
ognized that full integration of trade among mem-

bers of a preferential trading arrangement would
create “an important element of single-national
[sic] characteristics among [these members] . . . the
resulting quasi-national status following from such
integration in trade [would legitimate] the excep-
tion to MFN obligation towards other GATT mem-
bers” (Bhagwati, 1990a, p. 1308). The latter argu-
ment takes on more force with higher degrees of
economic and political integration among mem-
bers: after all, each nation state is a customs union,
and no one would consider the removal of barriers
among states and provinces of a nation state as a
threat to multilateralism.

The implementation of the provisions of Arti-
cle XXIV was further weakened by the 1979 En-
abling Clause. Under this clause, arrangements
that are exclusively among developing countries
can bypass Article XXIV altogether, unless the ar-
rangements contemplate the selective removal of
nontariff barriers, in which case approval by other
GATT members is required. The Enabling Clause
is thus substantially less demanding than Arti-
cle XXIV in terms of notification and consultation,
substantially-all-trade requirements, ex ante and ex
post protection vis-a-vis third countries, and the
timeframe for implementation of intraregional
trade liberalization.

In practice, the provisions of Article XXIV have
not been strictly observed partly because of ambi-
guities in the language that have permitted dif-
ferent interpretations. The notification and exam-
ination of the European Community was an
important watershed for the subsequent fate of Ar-
ticle XXIV. For political reasons, GATT Contract-
ing Parties decided not to issue a formal ruling on
whether the Treaty of Rome was compatible with
GATT provisions (Patterson, 1966; and Patterson,
1989). A precedent for inaction was thus set and
has not subsequently been reversed (Schott, 1989).
Of the 70 regional trading arrangements (including
amendments to existing arrangements) notified
during 1948-90 and examined by GATT working
parties, only 4 were deemed by consensus to be
compatible with Article XXIV.39 No arrangement,
however, has been formally declared to be incom-
patible with Article XXIV.

With most GATT members involved in some
form of preferential trading arrangement, members
have tended to refrain from forcefully criticizing
preferential trading arrangements involving other
GATT members, particularly since the United

3The four cases are: (1) the South Africa-Rhodesia Customs
Union (1948); (2) the Nicaragua-El Salvador Free Trade Agree-
ment (1951); (3) Nicaragua’s participation in the Central Ameri-
can Common Market (1958); and (4) the Caribbean Common
Market (1973).
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States—previously the major critic of discrimina-
tory arrangements—has become a user of Arti-
cle XXIV.

The concerns with the lax implementation of Ar-
ticle XXIV are nevertheless not trivial. As stated in
a report commissioned by the GATT (Leutwiler,
and others, 1985: p. 41): *. . . exceptions and ambi-
guities have been permitted . . . [which] have set a
dangerous precedent for further special deals, frag-
mentation of the trading system, and damage to the
trade interest of non-participants.” And a former
Deputy Director General of the GATT has la-
mented that “of all GATT articles, [Article XXIV]
is one of the most abused, and those abuses are
among the least noted” (Patterson. 1989, p. 36).

Notwithstanding the lax implementation of Arti-
cle XXIV, there is broad agreement that these ar-
rangements have not, in themselves, hindered multi-
lateral liberalization, at least until now. Part of the
reason is the maintenance of low trade barriers vis-
a-vis third countries in most areas of trade (see
Chapter 1V). Through successive rounds of GATT
negotiations, industrial countries have eliminated
formal quantitative restrictions on most manufac-
tured goods and drastically reduced import tariffs.
Moreover, unilateral liberalization by some coun-
tries participating in regional arrangements have
helped minimize trade diversion that might other-
wise have occurred. The obvious exception to these
developments is the EC’s adoption of the Common
Agricultural Policy (CAP), which has sheltered the
agricultural sector and stifled the views of the more
liberal EC members that could have, in the absence
of the CAP, joined forces with the advocates of lib-
eralization. Regional arrangements cannot justifi-
ably be blamed for the proliferation over the past
fifteen years of nontariff measures (such as volun-
tary export restraint arrangements, countervailing
and antidumping measures, and orderly market ar-
rangements). These reflect a resistance in industrial
countries to structural adjustment required by
changes in comparative advantage and have not been
confined to members of regional arrangements.

In addition, liberalization under regional ar-
rangements can serve as a useful precedent that
could be subsequently multilateralized through
GATT negotiations. In effect, regional negotiations
may be less hampered than GATT negotiations by
problems of “free riding” (members enjoying MFN
benefits while escaping obligations), “foot drag-
ging” (members taking advantage of consensus
rules to block progress until their demands are
met), and “convoy effects” (the least willing par-
ticipant determining the pace of negotiations).
This, together with similarity in economic philoso-
phies and a high degree of pre-existing integration,
may allow certain countries to liberalize faster and

more deeply within regional groups than
multilaterally—including in areas previously not
subject to GATT rules and disciplines. This has
been illustrated, for example, by the liberalization
of services and investment under the United
States-Canada FTA, and by the liberalization of
capital and financial services in the context of EC
1992. As noted below, however, there are limits to
regional liberalization in those areas where protec-
tion is most ingrained.

The multilateralization of liberalization gains un-
der regional arrangements presupposes, of course,
that a credible and well functioning multilateral
system is in place. Thus, steady progress with multi-
lateral liberalization is essential to subsume prefer-
ential trading arrangements into a broader and
more open trading system; to hold in check—and
indeed to erode—the inherent discrimination of
such arrangements; to convert their regionally cir-
cumscribed liberalization into building blocks for
freer trade on a global basis: and to prevent region-
alism from fragmenting the world trade system.

Risks and Limitations of Regionalism

As suggested above, concerns that the recent re-
vival of regionalism may undermine the GATT-
based trading system are related to a perception
that the major players in the system may have
shifted their priorities away from multilateralism.
At one extreme, pessimistic scenarios based on a
faltering of the Uruguay Round envisage a frag-
mentation of the trading system into large blocs
with a “fortress mentality” and a proliferation of
bilateral and minilateral preferential trading ar-
rangements. Absent the restraint of multilateral
disciplines, regionalism could, in effect, become di-
visive. Nevertheless, a more widely held view in
recent years has been that a vigorous pursuit of
regionalism, including by the major players, is con-
sistent with a strengthened multilateral trading sys-
tem. Undue emphasis on regionalism, however,
would necessarily undercut multilateralism and
render it inoperative; proponents of this view tend
to overestimate the virtues of regionalism and un-
derestimate its risks.4¢

The risks of regionalism include the possible di-
version of scarce skills from multilateral to regional
negotiations, the increased potential for friction
among regional groups, and possible adverse effects
on countries excluded from such arrangements.

Regional and multilateral negotiations are time-
consuming and skill-intensive; they both compete

40Schott (1989) discusses the weaknesses in arguments ad-
vanced by the proponents of regionalism.
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for scarce—and often the same—human and ad-
ministrative resources. The obvious concern is that
the current proliferation of regional trading ar-
rangements that have high priority in governments’
agendas may be diverting these scarce resources
away from multilateral negotiations, precisely
when concentrated negotiating energy and political
commitment are required to complete the Uruguay
Round successfully. Diversion of resources may oc-
cur even where governments would rather focus on
multilateral talks, if they feel a need for defensive
actions in response to moves toward regionalism by
other trading partners.

An excessive number of preferential trading ar-
rangements would lead to significant frictions, po-
litical pressures, and practical problems. Each new
arrangement would inevitably undermine the value
of the preferential access granted to some countries
under existing arrangements, and lead to increased
tension.?! The trade-diversion effects of regional
arrangements may also lead nonparticipants to re-
taliate with preferential arrangements of their own,
possibly triggering a damaging chain reaction. A
proliferation of preferential trading arrangements
would give rise to a host of technical problems,
including mismatches in the phasing of tariff reduc-
tions under overlapping arrangements, inconsis-
tency of rulings under different dispute settlement
mechanisms, and confusion and conflicts in imple-
menting and enforcing different rules of origin un-
der separate FTAs. As Schott (1989) suggests, ne-
gotiation and maintenance of the GATT system
appears “simple and straightforward compared
with the maze of problems” that would result from
an expanding network of preferential trading ar-
rangements. These problems would be reduced,
however, if preferential trading arrangements were
open to new members, as this would help to con-
vert these arrangements into building—rather than
stumbling—blocks to universal liberalization
(Bhagwati, 1990b).42

Smaller countries would be the most hurt by a
drift toward regionalism that undermines the prin-
ciple of MFN nondiscrimination. As Bhagwati
(1990a, p. 1304) puts it, the GATT system is in-
tended, among other things, to shield “the weak
against the strong who would otherwise, in bilateral

41Schott (1989) notes that this type of problem has already
occurred in the case of the United States-Israel FTA, with Israel
considering that Canada obtained better terms in its FTA with
the United States, particularly regarding the provisions on trade
in services and the dispute settlement mechanism.

*2Schott (1989, p. 23) notes in this connection that the U.S.
Congress has not favored open-ended FTAs, “because of the
uncertainty about which countries would join and thus what the
anticipated adjustment pressures and trade effects would be. In
fact, under U.S. law only self-contained FTAs may qualify for
‘fast-track’ implementing provisions.”

Risks and Limitations of Regionalism

one-to-one confrontations, have an advantage con-
strained only by altruism and conscience.” An open
multilateral trading system is particularly impor-
tant to developing countries undertaking structural
adjustment programs including the liberalization of
their exchange, trade, and foreign direct invest-
ment regimes. Partly reflecting the high stakes they
have in a strong system of multilateral disciplines,
developing countries have been engaged in the
Uruguay Round much more intensively than in
previous GATT rounds, including through their
participation in coalitions (for example, the Cairns
Group of agricultural exporting countries and the
de la Paix Group of middle-sized countries) that
have served as catalysts for compromise proposals.

In view of the importance of the multilateral sys-
tem for developing countries, it is not clear why
they are interested in forming preferential and re-
ciprocal trading arrangements with industrial coun-
tries. Several reasons have been advanced to ex-
plain this interest. First, these types of ar-
rangements may have important elements of eco-
nomic and political cooperation and may extend to
areas (for example, foreign direct investment) hith-
erto not covered by the GATT. Second. for de-
veloping countries that have already liberalized
trade substantially on a unilateral basis, these ar-
rangements might serve to “lock in™ liberalization
and protect it from domestic protectionist pres-
sures at home. (Of course, this objective can also
be achieved by “binding™ such liberalization in the
GATT.) Third, developing countries might enter
these arrangements defensively to hedge against
the risk of rising protectionism in industrial coun-
tries. In this context, the reciprocity of trade prefer-
ences is puzzling. Industrial countries with whom
developing countries might wish to enter into pref-
erential trading arrangements are likely to account
for a major share of the latter’s trade, which im-
plies that an FTA that is comprehensive (as re-
quired by Article XXIV of GATT) would be tanta-
mount, from the developing country point of view,
to broadly based unilateral liberalization. In these
circumstances, there would seem no reason for a
developing country to circumscribe its reciprocal
concessions by making them available only to the
industrial partner in the FTA, rather than extend-
ing them on an MFN basis. As Fritsch (1989,
p. 343) succinctly puts it:

.. on the one hand, if [developing countries] tend
to favor the maintenance of a restrictive trade re-
gime, the proposal of an FTA [with a major indus-
trialized trading partner| is by definition a non-
starter, whereas on the other hand, if they are
willing to liberalize, they should in fact do so on an
MFN basis to avoid the negative trade diversion
effects of the formation of an FTA.
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As noted earlier, regional arrangements can
forge—and have forged—Iiberalization in areas
not yet covered by the GATT. It is doubtful, how-
ever, that these arrangements can deliver, on their
own, substantial trade reform in areas where pro-
tectionism has proven to be most resilient. The lat-
ter include agriculture—which is subject to heavy
protection and subsidization in most industrial
countries, including in the EC, EFTA, Japan, and
the United States—and textiles and apparel, where
a highly restrictive regime of bilateral quotas under
the Multifibre Arrangement (MFA) has been in
effect for more than twenty five vears. Regional
arrangements involving industrial countries have
done nothing to dislodge protection in these fields.

By contrast, it is widely believed that the Uruguay
Round offers the best avenue—perhaps the only
one—for achieving meaningful liberalization in
these areas. This reflects the fact that the GATT
forum—unlike negotiations toward regional
arrangements—allows for “overall reciprocity” (Pat-
terson, 1989), where the give-and-take in negotia-
tions and trade-offs are not limited to country-by-
country or sector-by-sector concessions. The success

of the Uruguay Round hinges. to a significant ex-
tent, on whether a bargain can be struck in which
industrial countries accept substantial liberalization
in such key fields as agriculture and textiles in return
for liberalization by developing countries in the
“new” areas of services, investment, and intellectual
property (Schott, 1990; Bhagwati, 1990b).

Finally, the ongoing process of globalization of
investment and production is likely to lessen the
risks of regionalism. The globalization process—
carried on by multinational enterprises with global,
rather than national, strategies—has exposed the
limitations of nationally based policies and in-
creasingly confronts governments with the need to
liberalize and harmonize policies. standards, and
regulations with other countries, including in—but
not limited to—trade and trade-related areas. Har-
monization and liberalization in response to the
challenges posed by globalization is in some in-
stances being conducted in the context of regional
arrangements. Increasingly, however, the process
of globalization calls for multilateral solutions; this
fact will likely limit the risk that regional arrange-
ments will turn into closed blocs.
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Appendix

Membership of Selected Regional Trade Arrangements

Africa
CEAD Communaute Economique de |'Afrique de I'Ouest
Members (7): Benin, Burkina Faso, Cote d'lvoire, Mali, Mauritania, Niger, and Senegal
CEPGL Communaute Economique des Pays des Grands Lacs
Members (3): Burundi, Rwanda, and Zaire
ECOWAS Economic Community of West African States
Members (16):  Benin, Burkina Faso, Cape Verde, Cote d'lvoire, The Gambia, Ghana, Guinea, Guinea-Bissau, Liberia, Mali, Mauritania, Niger, Migeria,
Senegal, Sierra Leone, and Togo
(Integrates the members of the CEAO and MRU, and Gabon, The Gambia, Ghana, Guinea-Bissau, Nigeria, and Togo.)
IoC Indian Ocean Commission
Members (5): Comoros, France, Madagascar, Mauritius, and Seychelles
MRU Mano River Union
Members (3): Guinea (1980), Liberia, and Sierra Leone
PTA Preferential Trade Area for Eastern and Southern Africa
Members (18): Angola, Burundi, Comoros, Djibouti, Ethiopia, Kenya, Lesotho, Malawi, Mauritius, Mozambique, Rwanda, Somalia, Sudan, Swaziland,
Tanzania, Uganda, Zambia, and Zimbabwe
SACU Southern African Customs Union
Members (4): Botswana, Lesotho, South Africa, and Swaziland
SADCC Southern African Development Coordination Conference
Members (10):  Angola, Botswana, Lesotho, Malawi, Mozambique, Namibia (1990), Swaziland, Tanzania, Zambia, and Zimbabwe
UDEAC Union Douaniere et Economique de I'Afrique Centrale

Members (6): Cameroon, Central African Republic, Congo, Gabon, Chad, and Equatorial Guinea

Asia and the Pacific

ANZCERTA Australia-New Zealand Closer Economic Relations Trade Agreement
Members (2): Australia and New Zealand
ASEAN Association of South East Asian Nations
Members (5): Brunei, Indonesia. Malaysia, the Philippines. Singapore, and Thailand
Europe
BENELUX Belgium-Netherlands-Luxembourg Economic Union
Members (3): Belgium, the MNetherlands, and Luxembourg
EC The European Communities

Members (12):  Belgium, Denmark (1973), France, Germany, Greece (1981), Ireland (1973), lraly, Luxembourg, the Netherlands, Portugal (1986), Spain
(1986), and the United Kingdom (1973)

EFTA European Free Trade Association
Members (7): Awstria, Finland (1961), lceland (1970), Liechtenstein (1991), Norway, Sweden, and Switzerland

Middle East

ACM The Arab Common Market
Members (7): Egypt, Iraq, Jordan, Libya, Mauritania, Syria, and Yemen

ECO Economic Cooperation Organization (formerly the Regional Cooperation for Development)
Members (3): Islamic Republic of Iran, Pakistan, and Turkey

GCC Cooperation Council for the Arab States of the Gulf; also known as Gulf Cooperation Council

Members (6): Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab Emirates

Western Hemisphere

ANDEAN PACT Andean Subregional Integration Agreement

Members (5): Bolivia, Ecuador, Colombia, Peru, and Venezuela (Chile withdrew in 1976)
CACM Central American Common Market

Members (5): Costa Rica (1962), El Salvador, Guatemala, Honduras, and Micaragua
CARICOM Caribbean Community

Members (13):  Antigua and Barbuda, Bahamas (1983), Barbados, Belize (1974), Dominica (1974), Grenada (1974), Guyana, Jamaica, Montserrat (1974),
St. Kitts and Nevis, St. Lucia (1974), St. Vincent and the Grenadines (1974), and Trinidad and Tobago

LAFTA/LAIA Latin American Integration Association
Members (11): Mexico and all South American countries, except Guyana, French Guiana, and Suriname

US-CANADAFTA  United States-Canada Free Trade Agreement
Members (2): The United States and Canada

U.S.-ISRAEL United States-lsrael Free Trade Area Agreement
Members (2): The United States and Israel
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Table 2. Regional Trade Arrangements in the Western Hemisphere!

Existing Arrangements Prospective arrangements

Mexico- Chile- Colombia-  Venerwel-
Bl Salvador- LAFTA/ Argentina- Andean Chile- Central  Colombia-  Mexico- Cenural RIO
US-Canada US-lsrael  CACM? Guatermala® CARICOMS OECS*  LAIA  MERCOSUR”  Brazil Pzct®  Mexico- MAFTA  EAI (US)® America'® Venezuela Veremela!! America'!  Group

Founded: 1988 1989 1961 1991 1973 1991 196080 k]l 1990 1969 1991 1991
Objective? FTA FTa cu FTA cu cu FTA FTa FTA FTA  FTA FTA FTA

North Americo
Canada - R
Mexico . - . . . -
United States - - . .

Central Amenca
Behize . .
Costa Rica
El Salvador
Guatermala
Honduras
Micaragua
Panama

Antigua & Berrmuda
The Bahamas
Barbados
Dominica
Grenada

Jarmaica
Monserrat

St Kitts & Mews
St Lucia

St Wincent
Trinidad & Tobago

s 8 s = 8 8 = 8 8
- s = = -

Scuth America
Argenting
Bofvia
Brazil
Chile
Colombia
Ecuador
Guyana .
Paraguay
Peru
Uruguay
Veneruely

® % 8 &8 8 5 % s 8 o8 .

Other Countives
Israel .

"Does now inclede umilateral wrade preferences and exclusive countries with no arrangements

IFTA: free trade area; CUC customs union

'Rewrved i | 990: aims 1o establish a common market by 1992

*Efficcuve in October 1991

SAums 1o achiewe a common external tanff by 1994

*Organizaton of East Caribbean States

TAims to establish a common marker by 1995

BEHorts are under way to revive AP and create 3 comman market by 1994

¥The Enterprise for the Americas Initiative aims to achieve hemisphere free trade zone. As of October 1991, the United States had signed framework agreements with 29 countries includmng the 13 CARICOM countries, the 4 MERCOSUR
countries. Chile, Colombea, Costa Rica. Ecuador Bl Salvador. Honduras, Panama, Pery, Micaragua. and Venezuela.

""These countries aim to form a Central Amencan/Mexican free trade zone by 1996

!"Sagnature of the trade and mwvestment agreement ocourred in 1991, and trilateral linuted free wade is expected by end- 1993

'*The agreement aims to phase out wnffs on trade i the area

uoisiaa paysiqgnd ayl jo g aded sadedea aded siy) :wnpuadiiion)
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