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1. Introduction
The growth of regional integration agreements (RIAs) has been one of the major developments in international trade in recent years. More than half of world trade now occurs within actual or prospective trading blocs. Together with the growth of RIAs, a large number of developing countries have reformed their trade regimes, either through unilateral trade liberalization (UTL), multilateral trade liberalization (MTL), through RIAs, or a combination of them. 

Recent RIAs tend to be more open than the old ones which were often designed to implement import-substitution strategies at the regional level. Another difference is that the old RIAs involving developing countries were of the South-South type while recent RIAs involve many North-South agreements, including NAFTA, the Canada-Chile, Chile-EU, Chile-US, EU-Mexico, EU-South Africa and Euro-Med FTAs, the Europe Agreements, and the EU-Turkey CU (Customs Union).     

This short piece examines the reform strategies from a development perspective, focusing on RIAs and their relationship to UTL and MTL. The analysis presented here is based in part on Schiff and Winters (2002a, 2003). 

2. Member Countries

2.1. Static Analysis

Forming a RIA by removing barriers to trade between members of the RIA but not on trade with third countries almost always increases trade between the members. The issue, however, is whether it “creates” trade by allowing cheaper products from other bloc members to substitute for more expensive domestic production (which is beneficial), or “diverts” trade by substituting intra-bloc imports for imports from outside the group. The latter can happen when ‘outside’ goods would be cheaper if all suppliers faced equal tariffs, but the fact that ‘inside’ goods no longer face tariffs gives them a competitive edge. In that case, the preference-granting country ends up paying more for the imports, the increase being financed by monies that were initially going to the government as tariff revenues and are now accruing to producers in the partner countries. Part of this extra cost is a simple transfer from the taxpayers in the importing partner to producers in the exporting partner, but because the real cost of imports has risen (the partner is less efficient than ‘outside’ producers), real resources are also wasted by trade diversion. When all the commodities covered by the RIA are considered together, if trade diversion predominates, the RIA can reduce the welfare of some or all of the member countries. Thus, whether RIAs are beneficial for the bloc as a whole is ambiguous. 

A South-South RIA among small economies that provides preferential access to its member states but keeps its external trade policy with respect to the ROW (rest of the world) unchanged is likely to lower welfare for the bloc as a whole (Panagariya, 1997;  World Bank, 2000; Schiff and Winters, 2003). Since it is likely that members of South-South RIAs continue to import from excluded countries after the formation of the RIA (as found by Amjadi and Winters, 1999, for MERCOSUR), prices cannot fall for homogeneous goods because domestic prices continue to be equal to world prices plus the tariff on imports from the ROW. And since prices are unchanged, output, consumption and imports are unchanged as well. Since total imports do not increase, there can be no trade creation. However, imports from other member countries increase at the expense of cheaper imports from excluded countries. This trade diversion lowers the welfare of the bloc as a whole.

Countries can benefit from trade not only under comparative advantage but also under economies of scale. A RIA can lead to both economies of scale and greater competition in the larger RIA market. This can take place in South-South RIAs as well, but is less likely for several reasons. First, similarities in production and trade patterns (e.g., commodity exports) among low-income countries makes it harder to exploit economies of scale. Second, in order to exploit economies of scale, specialization must be determined by market forces. However, governments, not markets, have typically determined what to produce where in South-South RIAs, and then have rarely implemented it. Third, benefits from RIAs in terms of larger markets are only likely to occur if ‘deep integration’
 takes place, and since the developed partner’s institutions are superior to those of the South, a North-South RIA is likely to provide more benefits from deep integration. Finally, if larger markets are needed to exploit economies of scale, there is no larger market than the world market.       

Liberalizing trade with the ROW can turn harmful RIAs into beneficial ones if liberalization is deep enough. Thus, the best way to insure that South-South RIAs are beneficial is for member countries to liberalize their trade regime with respect to the ROW. 

For individual member countries, what matters most is transfers. A member country is likely to lose if it imports more from its RIA partners than it exports to them, and if it has higher trade barriers than them. Other things equal, the loss is likely to be large for countries with large trade deficits with partner countries. In South-South RIAs, it is the less developed member that is likely to lose. One reason is that the more developed members usually have a trade surplus with the less developed one. The larger and more developed countries tend to produce protected manufactures which compete with imports from the ROW and which are exported to the poorer member countries. Once the RIA is formed, these manufactures are sold to the poorer countries free of tariffs. This results in a transfer of tariff revenues from the poorer to the more developed countries. This is equivalent to a worsening of (improvement in) the terms of trade for the poorer (more developed) member countries.

Consequently, not only is it likely that a South-South bloc as a whole will lose from forming a RIA but the poorer member countries will lose even more, while the more developed members are more likely to gain. A second reason for the asymmetric gains and losses is related to agglomeration effects, whereby industry tends to leave the smaller and poorer members and agglomerate in the more developed ones once trade barriers between them are removed. 

2.2. Tensions and Security
The asymmetric distribution of gains and losses from a RIA can result in tensions and even conflict between member countries (Schiff and Winters, 2003). This occurred in the 1960s when the East African Community broke down because of Tanzania and Uganda’s dissatisfaction with what they perceived to be an unfair distribution of revenues in favor of (the more developed) Kenya. The same occurred in the Central American Common Market in the 1960s, when Honduras left the RIA after the more developed El Salvador refused to renegotiate the distribution of revenues. And poorer regions have  seceded in part due to the unfavorable trade policy imposed on them by the dominant region (e.g., East Pakistan (later Bangladesh) seceded in the 1970s). 


What can be done to mitigate the losses for the poorer member countries? One way is to have a compensatory mechanism put in place as part of the RIA. This is the case for the UEMOA, where compensation is based on intra-bloc trade flows prevailing before the agreement was signed. This does help mitigate the problem but does not fully resolve it because intra-bloc trade tends to increase following the formation of the CU, and the related increase in the level of transfers is not compensated for. 

Another way to mitigate the problem is to lower the common external tariff (CET) because this reduces the size of intra-bloc transfers, whether positive or negative. Of course, the member country that obtains positive transfers from the CU may be unwilling to go along and lower the CET. That is where a FTA has a clear advantage because it enables each member country to liberalize its trade policy with the ROW unilaterally and thus reduce the size of the transfers it may be providing its partners. 

Assuming the economic effects are not too asymmetric or the asymmetry is satisfactorily dealt with, South-South RIAs may provide members with security benefits (Schiff and Winters 1998, 2003) as greater economic integration reduces the threat of conflict. Such considerations are said to have been present in the formation of various RIAs, including MERCOSUR and ASEAN. Another reason for forming an RIA is as protection against a perceived external threat, such as SADC (a RIA which started as SADCC, an agreement among the front-line states facing South Africa) and the GCC (an RIA among small Persian Gulf states in the face of the large neighbors of Iran and Iraq). 

2.3. Political Economy


The literature on the political economy aspects of RIAs is vast. Here, we only focus on one issue, the interaction between political economy forces on the one hand and trade creation and trade diversion on the other. Hirschman (1981) and Grossman and Helpman (1994) have shown that politically sustainable RIAs (i.e., those acceptable to interest groups) are likely to be trade diverting, not trade creating. The reason is simple. Trade creation occurs when domestic production is replaced by cheaper imports from partner countries. This is very damaging for the domestic producers and will thus be resisted by them (though it is beneficial for the economy as a whole since it reduces the output of inefficient industries). On the other hand, trade diversion means that imports from the ROW are replaced by imports from the partner country, and this is less damaging for the domestic industry. 

Consequently, resistance will be strongest against preferential liberalization that results in trade creation, and will result in requests for exceptions. This may result in an exchange of exceptions, where the weakest industries in the various countries are excepted from the preferential liberalization. This would be harmful for the member countries because preferential liberalization would mostly result in trade diversion. Thus, in negotiating a RIA, it is important to ensure that member countries do not trade exceptions but rather do the opposite and minimize the degree to which exceptions are being used. 




Though North-South RIAs are not necessarily preferable to UTL for the developing member country, they are likely to be preferable to South-South RIAs because of issues of policy credibility, governance and technology diffusion.      

2.4. Credibility and FDI


North-South integration may provide Southern partners with improved credibility with respect to their economic policies, and this may attract more FDI. Whalley (1996) argues that NAFTA had such an impact for Mexico. The same is likely to be true for the Central and Eastern European candidates for EU accession. Such benefits are unlikely to obtain in most South-South RIAs where none of the partners has much credibility. 


Even in a North-South RIA, a developing country is only likely to gain credibility  if the Northern partner is willing to impose sanctions whenever the Southern partner violates some aspect of the agreement (Schiff and Winters, 2003). In other words, the Southern partner must be sufficiently important for the Northern partner to invest resources in monitoring its behavior and in the process of imposing sanctions. This is clearly the case for Mexico because of immigration, drugs, and whose political and social stability matters greatly to the US. This is less likely to hold for small countries located far away from the EU.
 It is  more likely to hold for small countries such as Caribbean ones which are located close to the US and are a source of migration to the US. 

Another prerequisite for North-South RIAs to enhance the credibility of the Southern partner’s policies is that the partner already reformed its policies unilaterally. 
This can best be shown by comparing the case of Greece and Portugal following their accession to the EU. Greece did not experience rapid increases in inflows of FDI and growth while Portugal did. The reason is that Portugal took advantage of the new opportunities provided by accession to the EU to implement macroeconomic policy reforms while Greece did not. On the contrary, transfers from the EU enabled Greece to postpone needed reforms. As for Mexico, note that it had reformed many of its economic policies unilaterally and acceded to the WTO before NAFTA was formed, with NAFTA providing additional credibility gains.

2.5. Democracy and Governance 

Joining a RIA may provide a lock-in mechanism in terms of democracy and governance. For several reasons, this is more likely to occur in North-South than in South-South RIAs. First, political institutions are generally more advanced in Northern regions such as the US and Canada or the EU, and integrating with them is more likely to improve governance than integrating with a developing country. Second, developing countries typically trade more with large Northern regions than with other developing countries and thus have more to lose from retaliation by Northern partner countries. Third, the Northern member may only allow entry into the club if the political institutions have actually been reformed. An exception to this is MERCOSUR where large developing members played a role in deflecting a coup in Paraguay in 1996 and where democratic institutions are a condition of membership (Schiff and Winters, 1998).

2.6. Technology Diffusion and Growth


Rich countries are knowledge-rich and so are likely to provide far more access to technology than are poorer trading partners. Consequently, North-South RIAs are likely to be preferable to South-South RIAs from a dynamic viewpoint as well. For instance, Schiff, Wang and Olarreaga (2002) show that Southern countries’ productivity responds more strongly to North-South trade than to South-South trade. Another finding is that R&D-intensive industries in the South benefit mainly from trade with the North and low R&D-intensity industries benefit less and mainly from trade within the South. Thus, North-South RIAs tend to favor the development of R&D-intensive industries while South-South RIAs tend to favor the development of low R&D-intensity industries. Consequently, forming a South-South RIA may delay the transformation of member countries to a high-R&D economy by reducing technology spillovers from the North. 

2.7. Cooperation on Regional Public Goods

If countries deal with regional public goods individually, without internalizing the effect on other countries in the region, it may result in a “tragedy of the commons” or “prisoner’s dilemma” where everyone loses due to a lack of cooperation. Thus, regional cooperation on public goods—such as water basins (lakes, rivers), infrastructure (roads, railways, dams), the environment, hydroelectric and other sources of energy, fisheries, and more-- can generate large benefits. 

One question is whether a RIA is necessary or helpful for successful regional cooperation. The literature on this topic has not reached a consensus.  Schiff and Winters (2002b) conclude that, though a RIA may be helpful under the right circumstances, it is by no means necessary. RIAs can help foster an atmosphere of trust and a history of negotiation that can help negotiations on regional public goods by embedding them in a wider framework. On the other hand, RIAs can result in tensions among member countries when the distribution of gains and losses is asymmetric, and this can make it harder to reach a cooperative solution on regional public goods.    

3. Regionalism and Multilateralism
Discrimination against excluded countries can cause significant trade diversion   and harm excluded countries. And if large enough in the relevant market, trade blocs may worsen excluded countries’ terms of trade. For instance, Chang and Winters (2002) showed how prices of exports to Brazil by excluded countries fell after MERCOSUR was formed. Similarly, Gupta and Schiff (1997) showed that the price of Argentine cattle sold to Peru fell after Peru joined the Andean Pact. Large trade blocs may also have a negative impact on investment in excluded countries because investors who want to reach the large integrated market are likely to prefer investing in a member country than in an excluded one. This is one of the reasons why several EFTA countries joined the EU after the EC’s Single Market Program. Trade blocs harm non-members least if they are small, less trade diverting, liberalize their external trade, and boost global competition by increasing member efficiency and growth. 

The other major issue related to RIAs and the rest of the world is whether or not RIAs are stepping stones toward globally freer trade. Many arguments have been advanced for the benign view – e.g. that regionalism stimulates global trade negotiations, that it makes negotiations simpler, that ‘open-regionalism’ liberalizes trade
 or that blocs can advance further and faster than global negotiations.
 However, much of the evidence shows that advances in multilateral trade negotiations have led – not followed – the formation of trade blocs. Moreover, there are also strong analytical reasons to suggest that regionalism is more likely to undermine than support full free trade
, and may increase the chances of trade wars. Despite the large number of RIAs, most are too recent, too incomplete or too idiosyncratic to provide firm conclusions about the effects of regionalism on the world trading system.

Finally, on the WTO and regionalism, the WTO’s rules provide some discipline on the worst kind of trade blocs, but cannot prevent members from creating RIAs that harm themselves or others. Moreover, the rules do not fully apply to developing countries and are not enforced very actively anyway. Current rules should be clarified and enforced more vigorously, and more attention should be paid at assessing the economic effects rather than just the legal standing of proposed RIAs. 
International policy toward regionalism should aim to encourage RIAs to achieve trade creation and avoid trade diversion, both for the sake of members and to minimize harm to excluded countries; permit deep integration, including nation building, between members; support a liberalizing dynamic within member countries and in the world trading system as a whole; extend the disciplines of Articles XXIV of the GATT and V of the GATS to RIAs between developing countries and enforce these disciplines rigorously, especially those on coverage and depth of liberalization; and use the dispute settlement procedure to enforce the rights of third countries not to face increases in protection.

 4. Conclusion

The main conclusions obtained from the analysis are: 

i) South-South RIAs are likely to hurt the trade bloc as a whole, unless external barriers are significantly reduced; 

ii) The poorer members of South-South RIAs are likely to lose at the expense of the more developed ones, a problem that can be mitigated by reducing external trade barriers; 

iii) South-North RIAs are generally preferable to South-South ones, though not necessarily to UTL; 

iv) RIAs can improve security and governance if these are part of the initial motivations for forming or joining the RIA, but they can worsen security otherwise; 

v) Trade liberalization needs to tackle not only the standard barriers to trade (tariffs and quantitative restrictions), but also issues of trade facilitation (such as customs reform) and behind-the-border barriers (such as competition policy); 

vi) To maximize development gains, policies should be simple, transparent, and applied uniformly, with few or no exceptions. This will minimize corruption, lower the costs of doing business, and save on administrative resources—the scarcest resource in many developing countries;

vii) Developing countries can benefit from regional cooperation in regional public goods, though it is not clear that this requires discriminatory trade policy. As noted above, an exception may be in the area of security; 

viii) RIAs, especially large ones, tend to hurt excluded countries; 

ix) Whether regionalism is a stepping stone for multilateralism is unclear; 

x) What is permissible under the WTO should not be used as a basis to design a RIA; rather, a country deciding to form a RIA should design it with a view to maximize its development goals; 

xi) The disciplines of Articles XXIV of the GATT and V of the GATS should be extended to RIAs between developing countries and these disciplines should be enforced rigorously, especially those on coverage and depth of liberalization; also, the dispute settlement procedure should be used to enforce the rights of third countries not to face increases in protection; and 
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� If imported goods are heterogeneous, say because the quality of goods differs by country of origin, then the price of partner countries’ imports is likely to fall under competition, with an ambiguous impact on welfare. The lower price of partner imports results in an increase in imports (trade creation) and a triangle welfare gain, while the reduction in imports of substitutes from the ROW (trade diversion) results in a rectangle welfare loss (equal to the loss in tariff revenue), so that the net welfare effect is ambiguous. 


� By deep integration is meant measures beyond the border that increase the degree of competitiveness of each of the economies with respect to suppliers from the other members. This includes harmonization or mutual recognition of standards and regulations (e.g., of production, sanitary standards, etc.). 


� Note that outside South Africa and Nigeria, the average GDP of a Sub-Saharan African country is not much larger than 1% of Belgium’s GDP.


�Even though regionalism and non-discriminatory trade liberalization have proceeded together over the last decade, especially in Latin America, the little evidence we have suggests that multilateral opening has led the way, and trade blocs have followed. Many countries have reformed their trade well before they joined RIAs: Mexico, Argentina, Brazil, and Turkey are salient examples (Foroutan, 1998). Many African RIA members, and some in Latin America, have not reformed. And plenty of countries have reformed without joining RIAs: Chile (in the 1970s and 1980s), Korea, Indonesia.





� The perception that trade blocs make global liberalization easier to achieve because it reduces the number of negotiating parties is open to question because blocs may find it just as difficult to achieve internal agreement – while their size can make it easier for them to resist global pressures to liberalize. Recall the EU’s long obstinacy in opening up its agricultural sector.
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