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NON-TECHNICAL SUMMARY

One of the major areas of disagreement about regional trading arrangements
(RTAs) is whether they constitute stepping stones towards liberal muitilateral
trading arrangements or millstones around the neck of such progress. As
RTAs become more pervasive, i is also one of the most important questions
to he addressed. This paper offers a fairly comprehensive survey of what
economists have had to say about it, considering both theory and actual
experience, and concludes that, despite there having been over 60
contributions to the debate over the last six years, we are no nearer a
consensus, Given the importance of the fopic, however, and the passion
expended on it by advocates on each side of the issue, it seems useful for
non-combatants (both academics and policy-makers) to have a guide to the
debate.

The first issue is to decide exactly what is meant by ‘multilateralism’. For the
question addressed in this paper, multilateralism is best thought of as a
negative function of the degree of discnmination in trade policy and the
average height of protective barriers. Definitions depending on the pattern of
trade, the process of trade negotiations or economic welfare seem less useful.

The paper next offers a classification scheme for theoretical contributions on
the issue. The economic models used tend to be rather similar, so the
taxonomy depends on: {i) whether governments seek to maximize naticnal
economic welfare or some other political criterion; (i} whether RTAs are
always functionally identical (symmetric models} or not (asymmetric models},
and in the latter case whether the focus is on insiders, outsiders or both; (iii)
whether the interaction between countries is one-off or repeated; and (iv} how
ATAs determine thetr objectives once they have come intg existence.

The taxonomy permits the definition of five broad groups of articles according
to their principal foci in these dimensions.

1) Symmetric models are the earliest contributions. They basically consider the
static question of whether the world is better off with more or fewer RTAs
rather than the dynamic, stepping-stones question, The answer is that ‘it
depends’, but there 1s perhaps a presumption that if the RTAs are free trade
areas rather than customs untons, fewer, larger RTAs are better than more,
smaller ones.



2) Asymmetric models consider the incentives for countries to seek to create
or o join existing RTAs and, in the latter case, the incentives for existing
members to let them in. RTAs generally allow their members to gain at the
expense of non-members and so there 1s usually an incentive to close their
doors before everyone can ioin. |f the world breaks up into a few relatively
evenly balanced RTAs, however, they may have an incentive {o cooperate
and achieve global free trade.

3) Negotiated fariffs can sometimes be kept fairly low if countries interact
repeatedly with each other. This Is because each pariner can threaten not to
cooperate in the future if another member acts in an exploitative fashion In
the present. RTAs affect the returns both to cooperation and to exploitation
and the niet resuit on the RTA’s tariffs on the rest of the world can go either
way.

4) Pressure groups and voters mean that governments do not always aim to
maximize national welfare. One important result is that if polificians give
excess weight to sectoral producer interests there will be a tendency to get
inefficient RTAs and for the route to multilateral free trade to be blocked.
Producers like RTAs that emphasize trade diversion because, unlike the
case of trade creation, their gains m each other's markets come not at the
expense of local producers (who might therefore veto the RTA), but at the
expense of third-country producers {who do not nfluence the partners’
politics). Multitateralism removes trade diversion and hence dltimately may
not suit producers.

5) The mstitutions that RTAs use to determine their evolution and collective
trade policies can give the [atter a protectionist bias.

After examining the theoretical models, | tumn to actual experience. This 15 very
limited because relatively few RTAs have been sufficiently successful for long
enough to have observable effects. Clearly, one RTA s not sufficient o
destroy multifateralism ~ multilateralism has ncreased over the lifetime of the
EU. But can we say mare? There seem to be cases where RTA membership
has raised a country’s barriers to other countries (Germany) and cases where
it has lowered them (France). It has also frequently been argued that RTAs
have induced other countries to liberalize, specifically that EU creation or
enlargement has induced rounds of GATT negotiations. | am not sure that this
is true, but if it is, it is a dangerous argument for creating RTAs because it
requires that excluded countries decide to fold (negotiate) rather than fight
(retaliate) when they betieve they will be harmed by the KTA.



A second way that the possibility of creating RTAs could make the trade
system fragite is that RTAs encourage countries to find a way around (inside}
their pariners’ protection rather than resisting it. Worse, once a country looks
likely to impose barriers on its imports there are incentives for each of its
partners to try to be the first to create an RTA with it. One could interpret the
collapse of the trading system in the 1930s In this way. A more berugn view of
that period is that in the face of high tariffs generally, regionalism allowed
same liberalization. In these circumstances a country might be willing to strike
a bilateral deal in which the payoff to its own opening up is clearly identifiable
and specific to itself in terms of access to its partner's market, but would not
be willing to negotiate broader multilateral deals with their broader and much
less direct reciprocity. This view suggests that RTAs may have a constructive
role to play in openmg up very restrictive regimes.

The paper concludes with some comments on directions for future research
and a few tentative substantive conciusions. Among the fatter are that
regionalism may: help to liberalize very restrictive trade regimes; increase the
vulnerability of less restrictive ones to break down; and be more likely to be
harmful if governments are subject to sector-specific lobbying forces.



1. Introduction

The literature on “regronalism vs. multilateralism” is burgeoning as economists and a
few political scientists grappie with the question of whether regicnal integration
arrangements (R1As} are good or bad for the multilateral system as a whole. Are RIAs
“building blocks or stumbling blecks,” in Bhagwati’s (1991) memorable phrase, or stepping
stones towards multilateralism? As we worry about the ability of the WTO to maintain the
GATT’s unsteady yet distincl momentum towards liberalism. and as we contemplate the -
emerpence of world-scale RIAs--the Ei, NAFTA. FTAA, APEC and, possibly, TAFTA--
this question has never been more pressing.

“Regionalism vs. multifateralism” switches the focus of research from the immediate
consequences of regronalism for the economuc welfare of the mtegrating partners to the
question of whether 1t sets up forces which encourage or discourage evolution towards
globally freer trade. The answer is “we don't know yel.” One can build models that suggest
either conclusion but to date these are sufficiently abstract that they should be viewed as
parables mther than sources of testable predicuons.

Moreover, even if we had testable predictions we bave very litile evidence.
Arguably the European Union 15 the only RIA that is both big enough to affect the
multilateral system and fong-enough lived to have currently observable consequences. The
EU allews one convincingly 1o reject the hypothesis that one act of regionalism necessasily
leads to the collapse of the multilateral system. But 1s difficuit to go further: the ann-
monde to EU creation 15 unknown and one does not know to what extent the EU is special,
Thus any discussion of the evidence 15 necessarily judgmental. The majority view is, |
think, that the advent of the EU aided multilateratism. While 1 should iike to believe this--
especially pow that US commitment o multilateralista :s diluted by other “lateralisms™
(Summers. [991)~ more needs to be done before 1t can be considered proven beyond
reasonable doubt.

This paper has three substantive sections. Sect:on 2 tr1es 1o define some terms,
which tumns out to be mucl more complicated than [ expected: any reader who can define
multilaterafism simply can skip Section 2.1 and let me know his or her definition. [talso
proposes an orpanizational classification for models of “regronalism vs. multilateralism.”
Section 3 discusses these models under five headings and Section 4 discusses some
evidence. Section 3 offers some conclusions.

Survey articles are sometimes used to resolve 1ssues of intellectual precedence. |
have not sought to do this and would cautron against using the dates of the papers mcluded
here as a means of doing so. In a field basely five vears old. publication delays completely
distort the time picture.



2. Definitions and Classifications
2.1 Definitions

“Regionalism vs. Multilateralism” is a much discussed topic among trade
economists, but one which is surprismgly short on precise measures. [ shall define
“regionalism” loosely as any policy designed to reduce trade barriers between a subset of
countnies regardless of whether those countries are actually coatiguous or even close to each
other. I shall not define “multilateralism” precisely, however, because--to my surprise and
regret-- find that [ cannot easily do so.

Although multilateralism is a charactenstic of the world econorny or world economic
system, 1t must uitimately reside in the behavior of individual countries—the extent to which
they behave 1n a multilatera fashion. For any one country ! shall treat the latter as & positive
function of

(a) the degree to which discrimination 1s absent--perhaps the proportion of
trade partners that recerve identical treatment; and

(b) the extent to which the country’s trading regime approximates free trade.

Strictly speaking {a) would seem fo be a sufficient definition of multilateralism. However,
1t 15 neither very nteresting n the current context (any preferential trade arranpement with
relatively few members will worsen muitilateralism), ror, I infer from their writings, what
most commentators have in mind when they debate the effects of regionalism on
multilateralism. Criterion (b} attempis to add back the mussing dimension.

The werghts and funcuonal form with which the two catena enter the index of
individual multilateralism are left vague. 1f, starting from a umversal (mfin} tariff, a country
aBolished tariffs on one (small) partner, that would seem to decrease sis multilateralism, but
if it abolished them on all but one (smalf) partner that woutd seem to increase 1.’ Similariy 1
cannot pin down precisely how to combine countries into a smgle global index of
multilateralism. Thus we need to be cautious in companng different views of “regionalism
vs. multilateralism”--maybe thesr bottom lines differ.

[n assesstng regionalism we need also to recognize another complication. Shifting
one partner into an FTA has a direct impact on out measure of multilateralism, but, far rmore
importantiy, i also potentally mitiates a whele senes of accommodating adjustments, as the
imtegrating partners and countries 1n the rest of the world (RoW) adjust their policies to the
new circumstances. We must consider multilateralism at the end of this process not just at
the begmning. Mareover, 1 some circumstances the final outcome will not be determinate;
rather, regronalism mught affect the probabilities with which different sutcomes occur.
Severai of the models surveyed beiow examine whether regionalism makes it more or less

i . . .
Appendix 1 offers a littie more detail on such an mdex.
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likely that countries within and without the RIA can strike o deal o create or mamtain
worldwide free trade. Sueh models do not forecast particuizr outcomes but nonetheless
comment pertinently on the environment i which they might flourish.

The previous paragraph mentioned a “process.” Multilateralism 15 sometimes
referred to as a process whereby countries solve problems 1n an mteractive and cooperative
fashion {Yarbrough and Yarbrough, 1992). While such mnteracuons could clearly be affected
by regionalism, T do not use this definition here. it 15 a view far oo closely associated with
professional negotiators and intematiopal bureaucrats for my laste, and is far too vague on
the question of what purpose process serves if it is not to generate cutcomes.

Other commentators might focus entirely on the final outcome--the pattern of
international trade. 1f one could determuine the perfectly multijateral volume and pattern of
trade. one could then easily define the index of actual multilateralism by any of several
distance measures between actual and “perfect” trade. The problem is all too obvious,
fiowever: how do we deterrune perfectly multilateral trade? From a policy pomt of view |
shouid also be uncasy about a definition that focused or cutcemes rather than trade policy
mstruments, for such a definition might 1mpiy indifference between methods of achieving
particular trade patterns. | recogmize, however, that such unease should not influeace us too
much n the intellectual business of defining the phenomenon.

Finally, many econonusts explore the mnteractions between countries znd the effects
of regionalism on them by focusing on ceuntry welfare, and, usually, world welfare. These
contributions are not sirictly about regionalism versus multilateralism, for we surely cannot
define multitateralism i terms of increasing welfare—even if, slightly less indefensibly, we
sometimes equate them. Nonetheless. welfare is sufficiently basic to the busmess of
economics that I include this class of studies in this survey.

2.2 A classification

To try to orgamze the rapidly growing model-based literature on “regionalism vs.
multilateralism,” I have cisssified contributions according to four charactenstics of their
basic approach. These concer political ebjectives and organszation rather than cconomics
per se, for, in fact, most models adopt ene of two main representations of the economy: the
simple competitive homogeneous good model or the monopolistically competitve maodel.
In each there 1s usually a one-to-one correspondence between goods and geographical
entities—each entity having comparative advantage 1n one good—but 1n the latter several
entilles--say, provinces--accrete into one country. The {our characteristics are:

(A} Isthe obiective function (1) natonal economic welfare or (2) some other
criterion deriving from political considerations? Witlun the latter set, (2}, daes
the analysis explicitly treat (i) one country, (i) twe (i.e., the partners) or (iii)
three-plus (the partners and the RoW)?

(B} Is the modet (1) symmetric or {2} asymmetric, the former entailing that
the model deals only with circumstances in which all blocs are qualitatively



identical? Within the latter set, [ distingussh models wlhich consider (i} only the
megrating bloes, {ii} only the non-member countries (which are candidates for
accesston), ot (iii) both.

(CY s the interaction between countries (1) one-off or (2) repeated? The latter
15 operationalized (universally, I believe) in the form of irigger strategies.

(D) Is the aggreganion of preferences or behavior in the post-integration bloc
{1} implicit--by far the more corsunon assumption--or (2) explicit? While
dimensior (A5) considers the roles of groups and interests as they affect each of
the governments involved in the integration. this dimension {D5} explicitly
focuses on the interactions between pressure groups and between governments
within the bloc when 1t comes to making post-iniegration decisions.

it is not possible to find examples of work 1n each of the 64 boxes that this
classification defines. Equally, many authors offer exampies in several boxes, and in a
survey of this length one cannot enumerate all of these explicitly. Rather 1 locate studies
according to their princapal insights or those of the stream of literature to which they belong.
Section 3 1s based ioosely on the classificaticn. It starts with the concepiually simple
symmetric welfare-maximizing models (A, By, €|, D) and then moves on o asymmeitric
models (A, By, Ci, Dy). Sub-section 3.3 deals with models of negouated tariffs

(A;, B, or By, Cs, Dy) and 3.4 with modeis of political economy (A;). Finally, I consider
models of the institutsonal structure of policy-making within an integrated bloc (D,).

3. Models of Tariff Regimes
3.1 Symmetric models

While the consistency of regional trading arrangements with the multilateral trading
system had atiracted some debate previously and had, indeed. been modeled formally, the
subject took off with a semimnal articie by Paul Krugman {1991a}.? This considers a simple
model of integration and trade policy m which there are & identical countries and B identical
biocs. Each country produces one product; these are differentiated symmetrically from ail
others and &l consumers consume alf goods (Dixst & Stiglitz differentiation); there are no
transport costs, but each country fevies a tardff on imports from all non-partner countries.
When B=N each country s a bloc, but as B falls (with N/B taking mnteger values) the
coustries withun each bloc offer each other free market access and levy a common taniff on
all non-partners. Within ezch country some products are available tariff-free--domestic and
partner suppties--while aill others face an identical tariff, r. Tariffs are set to maximize bloc
welfare given the tariffs charged eisewhere in the world--a tradittonal Nash optimum tariff
game.

? Earlier conwribunions mclude Reizman (39851 and Kenran and Reizman (1996),



Krugman shows that as the number of blocs in the world decreases (that 1s, as
ntegration occurs) each bioc’s share in the other bloes’ corsumptlion nises, conferring more
market power on cach and raising the eptimum tariff. Integration creates trade diversion but
m this model it is exacerbated by raising the external tariff. Krugman (1993} shows that the
effect of the latter on ccononue welfare 15 relatively weak, however, and that even if it 1s
suppressed his main conclusion continues 1o hold. The tatter is that the pessimum number of
blocs m terms of welfare 1s very small--three for most of his examples.

Krugman {1993} disaggregates the causes of the welfare losses from regionalism and
finds that they owe far more to trade diversion than to mcreases in the opumum taniff. That
1s. the first-order impact of what countries do to themselves through regionalism matters
more than the second-order mteractions between countnies. Tlus 15 a useful lesson when
considering any trade policy. but #t is parucularly salutary lor cur discussion, renunding us
that multilaseralism is not the only dimension of relevance. Accerding to the smperfect
index developed above. rezionalism with a fixed externat tari{f may or may not harm
multifateralism ceterts paribus --see figure A.{--but the act of raising the external tagifl
certaunly does.

Krugman's work sumulated a storm of crivicism and extension. The most pressing
theoretical critieism was that s production structure contained no element of comparative
advantage, and that this led him 1© over-emphasize trade diversion. Srinivasan (1993) offers
one counter-example and Deardorff and Stern {1994} another; the latter have equal numbers
of two kinds of country 1n the world and show that blocs contamning equai numbers of each
1ype realize the full benefits of free trade regardless of theur external trade policies.  Thus
the latter become irrelevant.

A more sophisticated alternauve 15 to be found in Bond and Syropoules (1996a), who
intraduce comparative advantage 1n an elegant way, Each country has an equal endowment
of alf goods plus a supplementary amount {positive and negauve) of one of them; the refative
size of the supplement and the regular endowment represents the degree of comparative
advantage, Working with a lower elasticity of substitusion than Krugman, Bond and
Syropoulos find that optimum tariffs can fall as bloc size sncreases symmetneally. The
world welfare-minirmzing number of blocs 15 two if comparative advantage comprises
having more of one good than others. but may be three or even higher if it compnses baving
less of only one. Thus the Krugman resuit, and, sndeed. the effect of regionalism on
multilateralism, is obviously sensitive 1o 1ssues of comparative advantage.

Sinclair and Vines (1995} reproduce Bond and Syropouios’s result about the
possibility of a falling optimum tariff as the number of blocs decreases, but i slightly more
general circumstances—CES preferences (as i Krugman) rather than Cobb-Douglas, They
aiso relate 1t to another imporiant qualification. Krugman and most of his successors m this
literature consider the creauon of customs unions (CUs), which can increase tanffs above
pre-integration levels because, by coordinating several countnies” policies, they can exert
more market power than any individual country. If the integration takes the form of free
trade areas, however, countries retain controj of therr own 1arifis on the RoW and these will

w



fall as regionalism proceeds. As more and more partners recetve lariff-free access to one
country's market the smaller becomes the set of goods subject to the tariff and thus the more
distortionary the effect of a given 1agiff. Thus the mcentive arises to cut the tariff in order to
achieve better bafance in the compasition of imports--through what Sinclair and Vines call
the “optimal import-sourcing condition,”

The optimal import-soureing condition aiso helps 1o explain why the optimal tariff
for 2 CU smght fall as the union enlarges. If countries have rather ssmilar endowments,’
they trade rather small proportions of their output and income and hence have rather little
monopsory power over each ather. Thus the optimal import allocatron condition which
promotes equal tariffs acress partners (equal to zero if some tariffs are constrained by
regional arrangements) can overcome the increased monopsony power arising from larger
bloc s1ze which tends io raise the tariff on the RoW. Krugman has wholly different
endowments gcross countries and hence for him the monopsony effect always dommates.

An mmportant extension of Krugman's model 15 1o recognsze the role of transport
costs. Krugman was the first to do this, iz Krugman {1991b), but the 1ssue has beea most
thoroughly taken up by Frankei, Stein and Wei in a series of papers.” Krugman (1991b)
subdivided the world into continents and observed that if inter-continental trading costs were
infinite—thus precluding inter-continental trade--a series of regional blocs each covering one
continent would produce a {irst-best outcome equivalent to global free trade.” Krugman
mferred a notion of “natural bloes™ from this--blocs for wiich low trade costs made
regionalism a natural and beneficial policy.

Frankel, Stemn and Wei {1995, 1996) and Frankei {1996) £ill in the middle ground
between the two Krugman views by allowing transport costs to be finite but non-zero, As
might be expected they find that, as imter-continental transportation and business costs
increase relative to intra-continental ones, regionalism becomes a better policy 1n welfare
terms. For a particular parameter constellatron {three continents each with two countries,
tariffs of 30%, an elasticity of substitution betwesn varteties of {our, and zero intra-
continental trading costs) they find that if inter-continental costs absorb above 15% of the
gross value of an export, mtra-continental regionalism 1s wetfare-smproving. This result is
1rteresting, but not very robust. Frankel, Stein and Wei themselves guote contrary resuits
and Nitsch (1996a} shows that just rmsing mtra-continental costs to 3% in the case above,
means that regional blocs are welfare-improving for all values of inter-continental costs.
Inter-continental regionalism (i.e., blocs between countnies m different continents) 1s always
harmfui for Frankel Stewn and We, aithough as inter-continentai costs rise it becomes less so

“ Sinsciarr and Vines model the similarity somewhat differently from Boad and Syropoulos.
Et . . . - .
They refer to thewr discussion as “Krugman vs, Krugman.” my nonunanon for title of the year.

5 .

Deardorff and Stern (1994) effectively use the same approach but pairing countries by complementary
comparative advantage rather than transportation cosis. Arguably, however, thesr results gravitate away from
contzpental Blocs rather than towards them if comparative advantage varies more across continents than within
them.



because it affects less and less trade. This result has also been challenged by Nitseh (1996b)
who gives examples with relauvely low inter-contineatal transpert costs m which
“unnatural” integration domaates “patural” integratron!

Frankel et al atso consider preferential trading areas which merely reduce rather than
sbolish tariffs between partners. Preferential areas can always be constructed to be welfare
improving--zssentiaily because they ensure that the optimaf import-sourcing condition 15 not
too budiy violated. In this sense Frankel et al argue that bloc-formation 1s a steppiag stone
towards multilateral free trade, but stace there 15 no mechamsm through which the benign
path 15 ensured or even encouraged this does not scem a particuiarly powerful
charactenization to me. Merely referring 10 the welfare benefits is not sufficient, for one
could equally well refer to the (greater) nenefits of jumping strasght to free trade.* 1 shall not
pursue this (GATT-proscribed) analysis of preferenual trading blocs further. It seems 1o me
seriousiy fawed on the peliteal cconomy grounds that porenually it completely undenmines
the min clause (which could easily prevent multilateral progress towards liberalization) and
encolrages too much trade actvism.

A further wrnkie on the Frankel model is provided by Spillembergo and Stein
{1993) who introduce trade based on comparative advantage m addition to Krugman's and
Frankel's basic mtra-industry vanety. If inter-continental wrading costs are very low
Spillernbergo and Stewn replicate the results above--1.e., Krugman's (1991a) “anti-bloc”
result if variety effzets are strong, and welfare increasing with the size of blocs {and thus
their fewness) if these effects are weak. With moderate inter-continental costs, on the other
hand, Spillembergo and Stein replicate Frankel, Stewn and We, This model is the current
encompassing model for CUs--all the above discussion 1s. at least loosely speaking, a special
case of Spillembergo and Swein.

For compieteness | mention one final symmetric welfare-maximszing model which
suppests that reglonaiism can provide stepping stones to muitilateralism within a somewhat
unconventional framework. Collie {1993) considers countries each with a constant returns
1o scale sector and one differentiated good sector. The latter compete in a third market and
receive export subsidies as in the traditonal strategic trade policy story. Integration between
these countries allows--and encourages--better coordinauon of export subsidies and hence
reduces distortions and raises welfare. This effeet continues as bloc size grows untif all the
(producing) countries are integrated. This 15 not a parucularly persuasive model, however,
for the CRS sectors do not change their level of integration. export subsidies are not the
instrument of concern in regonalism and there 1s. wn this model, no incentive for any country
to josn a bloc. For these reasons, Collie’s 15 not a convincing refutation of the concerns that
regionalism undermines muitilateralism.

i Similar arguments surround the Kemp and Wan (1976) result that 3 custems unson can always find a
common external 1ariff that renders it welfare Improving and thus that umons can beneficially expand and
combine until they amve at global free tade, “Can,” but there 15 no analvsis of “do.” This 15 nol to criticize
Kemp and Wan; therr focus was not on stepping stones.



3.2 Asymmetric models

A feature of all the results discussed so far is that regionalism 1s always symmetric in
the sense that as bloc size ircreases countries recombine into groups of equal size. Thisisa
useful simplification for asking what are the effects of having bloc s1ze B, in the world
econcmy and how such effects compare with those of having bloc s1ze B, i an otherwise
identicat world. But there 18 no sense of evolution or expansion 1n such a static setup and
this severely limuts the light they can shed on the 1ssue of whether reglonalism mught lead to
multilateralism. [ turn now. therefore, to models i which blocs grow endogerousty and
thus which at some stage are asymmetric,

Bond and Syropoulos (1996a) make a start ia the required direction by aliowang therr
blocs to expand asymmetrically. Starting from a symmetnic equilibrium, they show that a
bloc would gain by admitung sew members drawn equally from each of the other biocs.
The terms of trade benefits of boosting demand for the bloc s comparative advantage goods
would outweigh the trade diversionary effects in this medel. even if the enlarged bloc did
not increase its tariff on other countries. Second, Bond and Syropoulos ask what bloc size
maximizes member countrics’ welfare given that other countries fevy optimum tariffs, The
answer 15 large but not the whole world, for the benefits depend on terms of trade gains
which are cbviousiy russing if the bloc contans all countries.

Frankel (1996) also sheds a littfe light on tlus 1ssue. [n a world of four continents the
countrres of which mitially practice mfn trade policy, he shows that a sequential Nash game
leads to regronalism and lower welfare for all. (This dees. of course, depend on parameter
values.) Specificaily, one continent (any one, since all are identical) can improve 1ts weifare
by creating an FTA, assurung that the other three keep their mfn taniffs. These three lose
because, even absent the bloc increasing is tariff, their terms of trade decline. From here a
second contient benefits wself by integrating, assurming unchanged policies eisewhere, and
thence the third and fourth continents. In the end all are worse off than under mfhn policies,
but none has the meentive to undo the regionalism. Whether the process then continues to
create two ter-continental blocs, however, Frankel does not say, but at least for a variety of
parameter vaiues this does not seem likely since mter-continental blocs have previously been
shows not to be desirable.

Very similar results were derved by Gote and Hamada (1994, 1993 using a
Krugman {1993}-type model with four countries.” They teo found a scenario in which one
regional blec begat another but iz which the two “superblocs™ then had an incentive to
combine e order to achieve global free trade. More sinisterly, however, they also showed
that once A and B had combined inte 2 bloc 1t wouid pay them to pre-empt C and D’s
combining similarly, by bringing one of the latier im0 their own bloc. Of course, this wouid
impose high costs on the country that was left ous, but unless the other three acqwesced this
couniry could do nothing about achieving freer rade. In detad this result just reflects an
overly powerful termminal condition te an ¥ country game--the last country s always

7 N .
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powerless. In more realiste circumstances the superbloe excludes more than one country
and these countries would then have an incentive lo create their own bloc. The insight that
tntegrators may veto indefinite bloc expansion 15 real enough, however.

Mordstrom {1995} discusses these 1ssues m a stightly more general framewosk,
although at the cost of having te simuiate his model rather than solve it analytically.
Nordstrom starts with a model very simitar to that of Franke! and his coliaborators--with
product differentsation and finite transport costs. He starts by considering just one bloc--a
customs unton (CU). Its creation and expansion harm excluded countries even at constant
external tariffs; but in mitgation, these countries can always raise their welfare above free
trade levels by joiming the bioc and “exploitmg™ further the remaming owtsiders. As
sugpested by Goto and Hamada and by Bond and Syropouios. however, this process does
not lead to the so-called global coalition (all countries within the CU), because existing
members will eventually lose from further growth as the set of outsiders to exploit declines.
Nordstrom suggests that after about half the countries are mside the CU, further growth will
be veloed from the inside.

Nordstrom observes that if the CU chooses an optimum tariff rather than a constant
one. 1t will increase 1ts @riff as it grows, hitting outsiders harder than in the previous
example. Then, i the absence of retaliation, the ophimum size of the unon s about 60% of
the world economy. But, of course, the excluded countries might retaliate agaast such
apgression. If they alter theiwr min 1ariffs so that they are pusishing each other as weli as the
CU. there 15 little they can do, but if they mamtam tariffs against each other and coordinate
therr punishment tariff against the CU they can exercise significant market power. Such
retaliation could reduce the CU's welfare bejow what it could achieve at a constant external
tariff fand no resalianon} if it 15 smaller than about 75% of countries.” A CU of more than
5% of countries would win the tari ff war even 1n the face of coordinated opposition.

Fhe implication of all this for “regionalism vs. multiiateralism” is ambiguous. The
assumed form of retaliation effectively transforms the excluded countnes into a second CU,
aibeit one with non-zero internal tariffs. This rarses the possibility that the two bioes could
gain jomtiy from cocperation. However, 1 this model there is no identified way out of their
prisoners dilemma: the 1ssue s not addressed. The threat of retaliation if the union rases
its tariffs does nothing to prevent the creation of the unton. 1t just lrats its behavior once
formed,

Nordstrom explores inter-bloc 1ssues more formally by breaking his world inte two
~continents"—A and B—and allowing blocs in each—very similar to the approach taken by
Frankel et al. Nordstrom finds that a CU on conunent A hurts all excluded countries, but
impinges much more heavity on those in A, which are the CU's “natural” trading partners,
than on those 1n B. The incentives are for both sets of counines to seek mtegration; as
previeusly, the CU in A may close its doors, but nothing can stap a CU forrng n 5.

H .
An alternative steategy would be for the unzon to reduce its tariff 1o kevp nen-member welfare constant--a so-
called Kemp-Wan reduction. The untor woukt prefer this (o trade war if it had below about 40%0 of countsies.




However, if there 15 the prospect that after the formztion of blocs on both continents an inter-
bioc negotiation will take place, the blocs seem likely to inciude ali the countries on their
conuinents m order to maximize their power i this second round. Then, provided the
contments are not of very disparate sizes, negonation of inter-bloc free trade would be
mutvally advantageous.

If one couples the previous paragraph with an argument thal countries operating
independently would not be able to negotiate glotal free trade. and if one 5 lucky with the
relative sizes, Nordstrom s results are very favorable to regionalism. Starting from mfn
tariffs a local CU forms; 1t 15 matched elsewhere 1n the world: both CUs expand to mncrease
their bargasning power and then ultimately they negotiate global free trade.

Clearly there are many ponts at which this rosy scenario could break down. One,
noted almost en passant by Perront and Whalley (1994), arises because one can interpret the
anxiety of small countries to joun large neighboring bloes as seeking insurance--a desire not
10 be left ssolated if global trade war breaks cut. Small countnies pay for the privilege of
belongmg to a bloc by cifering up thewr markets preferenualiv." Insurance premuia are higher
the more uncenain: the world and the cosis of errors are lower if one 15 insured: in other
words, the [arge powers may gain from sabre-rattling while small countries are deciding
whether to join them, and after they have joined. the small countries will be fess concermned
to preserve a global system than previcusly. Since sabre-rantling is effective only if there 13
some chance of violence. this makes the possibility of regionalism look quite hostile to
multilateralism.

Finally, again for completeness, I note an interesung model of a quite different nature
in which regionalism 1s bemgn and welfare increases monotonscally with bloc size. No
country has any special charactenistics, but the mode! 15 asvimmetric ia allowing for the
formation of any coalition to block global free trade. In Kowalezyk and Siostrom (1994)
couninies have monopolies i their own export goods and explont each other by charging
monopoly prices. The only policy vanables in use are import price ceilings, aithough
equivalent results would anse if import subsidies were used. [niegration entails agreeing to
use ceilings to force firms to price exports at marginal cost i partners’ markets--1.e.. it
entails moving from free trade to interveniton (). The details of preferences and cost
functions ensure that exciuded countries are quuite unaffected by such integration. In this
world identical or nearly identical countries that behaved ratonaily would find thewr way to
globai integration, If countries differed strongly, however, coalitions could arise that biock
this evolution, because they would find it more advantagecus to exploit certan other
countries. In these cases, however, a system of side payments could be devised to achieve
the first-best optimum. While Kowalczyk and Sjostrom’s model 15 very stylized, it does
suggest ihat reglonalism may not lead to multilateralism and that this may be because globaij
mnstitutzoral structure cannot support mechanmisms for side-payments,

9 . - .
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A significant criticism of the work surveyed so far 1s that tariffs and other forms of
protection are determined rot by optumal tariff considerations but rather by domestic
political processes mitigated by mnternational negatiation. This 15 true, but the simple
modets are still useful in iliusrating the spiliovers and interactions between countries and in
identifying threat points for various negotiating games. Moreover, the apparently related
criticism—that GATT s Article XXV prevents mtegratmg countries from raising their
tariffs--1s not particularty powerful. Article XXIV has been notable for its weak
enforcement so far; many trade policies have been unbound under the GATT and hence free
of constramt; there are several GATT-consistent policies of protection--e.g., antidumping;
and in & world of trend fiberalization, merely going more slowly then you otherwise would is
essentially a form of increased protection. For these reasons [ am not unhappy with models
that take seriously the threat that blocs could raise barriers. On the other hand, the
implications of strictly optimal tariffs (e.g.. indifference to changes n trade volumes) are
uncomforiable and generalizations would be welcome. The rest of thus part of the paper
therefore considers a broader set of models starting by recogruzing the importance of
negotations.

3.3 Negotiated tarifis

An carly and elegant step 1n the direction of incorporating trade agreements mto the
analysis of regionalism 1s Bond and Syropoulos (1996b). Using the same bastc model as
Bond and Syropoulos (1996a), they consider tnigger strategies such that initsally there 1s
\nter-hloc free trade supported by the threat of perpetual trade war if any party breaks the
agreement. They then ask what rate of discount just ieaves blocs indifferent between
defecting and continuimng to cooperate. (The discount rate 15 critical because the decision
alances current benefits to defection agamst future costs.) I the actual discount rate 1s
Jhove this value bloes defect from free trade; thus. if integration (moving from smaller to
larger blocs} reduces the critical discount rate. 11 makes cooperation igss likely to be
mamniained.

Two countervailing forces exist as we consider larger blocs: the ncentive to deviate
15 greater the farger are the blocs, but so too 15 the welfare loss in the resulting trade war.
Bond and Syropoulos find that the former effect dominates. making 2 more difficult to
mamntain free trade in a bloc-ridden world. They also find that for any given discount rate
the mmimum supportable cooperative tariff nses as bloc size increases. also suggesting that
mtepration creases the pressures for protectionism. Bagwell and Staiger {1993z, b} reach 2
similar conclusion m a somewhat susilar fashion, altheugh only 1n the context of a
temporary transition phase.

The discount rate 15 crucial to the assessment of tngger strategmes because it trades
off the immediate benefits of defection against the eventuai costs of trade war. This raises
the question of the time scale over which these games are played. In tesms of individual
sariffs and tariff wars—e.g.. the occasional EC-US spats such as the Chicken War and the
tussle over public procurement m early 1993—the peniod requured for retaliation 1s so short
that there are hardly pains 1o defection. Thus discipline scems virtually complete and the



model suggests that nothing much affects the coeperative cutceme. {This may change if
finite rather than infinite perieds of punishment were permitted, wheraupon the main
question wouid become what determines the pumshment period.) If, on the other hand, we
view this as a game i1n regimes, so that the GATT reunds represent the natural periodicity,
and policies such as Super 301, the zeal with which antidumping policies are applied and the
use of kealth and technical regulations become the weapons. the periods required to
recognize defection and retaliate become much more meamngful. | find the jatter
interpretation more plausible: namely that the imponant effect of integration s not on the
*acties” of trade policy, but on the “strategy;” in some sense it tends to reduce the mcentive
to take a world view, In tlus regard I find the EC’s concern with the volume of intra-EC
trade as an indicator of the suceess of iategration disturbing--see, for example. Jacquemin
and Sazpir (1988).

Campa and Sorenson (1996} apply the repeated game model of wrifi-setung o
something like Nordstrom s {19953} problem, and with sumilar results. In part they consider
a hegemon facing a compettive fringe of small counines. and conclude that if the latter
coordinate they mught offset the former’s market power and move the world towards freer
trade. Of course, if the {ex-} [ringe were too large 1t mught become hegemonic in which gase
it would dominate the ongmal one. In 2 second, symmetric, exercise they conclude that, as
the number of blacs falls, the probability of free trade falls {i.e., the critical discount rate
falis), but that equi-sized biocks are preferable (more likely 1o be liberal) than disparate-
s1zed ones.

In a specifically EU application Bond, Syropouios and Winters (1996) use the Bond
and Syropoulos framework to consider explicitly the deepening of an existing regional
arrangement. They consider a world of ¥ symmetric provinees spiit mitially into one large
couatry (the United States) and two smaller ones (France and Germany); the iatter have
already combined into a bioc (the EU) with a common external tariff that 1s the result of a
seli-sustaiming agreement between the EU and the Usnsted States. They then allow the latter
pasr to mntegrate more deeply by reducing trade rictions between them and ask whether tariff
cuts withir the anson affect the incentive-compatibility of agreements with the outside
country. It turns out that the Kemp-Wan tariff reducuon--the reduction in the umon's
external tariff that just leaves the outside country indifferent to the internal tasiff reduction--
1s 2 useful benchmark for this,

For the outside country, the reductton: 1n the umon's internal tariffs reduces the
atiractiveness of an initial trade agreement because 1ts trade with the union 15 reduced, The
Kemp-Wan reduction m the umon’s external tari{f. however. will just restore incentive
compatibility for the outside country because it restores to their initial levels both its welfare
under the agreement and its incentive to violate 1t. For the union, a Kemp-Wan adjustment
generates two conflicting forces. First, the initial trade agreement becomes more atiractive
10 unton members because the expanded volume of intra-unson trade raises the welfare of
member couniries at the iniual level of the external tariff. This suggests that the union could
“live with” a fower tariff on the outside country. On the other hand, deviating from the
agreement aiso becomes more attractive because the payofl to cheating aiso rises. This



suggests that the external tariff needs to rise in order to keep the union in the agreement. (A
higher tariff makes sticking to the agreement more attractive.) The first effect almost always
domunates the second. so that ircentive-compatibility 1s consistent with a fall in the umon’s
external tasiff

To be more precise. the two forces on the umon exactly offset each other if the share
of umon expenditure on union goods is mvanant with respect to the external tariff. In that
case, since the Kemp-Wan wriff reduction is incentive-compatible for both the union and the
ocutside country, internal liberatizatzon plus a Kemp-Wan reduction will generate a new
sustamnable agreement. OF course, many other agreements will also be sustainable, so there
1s no guarantee that the Kemp-Wan reduction in the external tariff will actually be chosen,
but at least for one simple representation of the negotiating process Bond, Syropoulos and
Winters show that it will be.

[f the share of umon expenditure on union goods rises as the external tarifT rises
(heursstically, if demand is elasue) the Kemp-Wan tariff reduction 15 not mcentive-
compatible for the umion: that 15, if the onginal agreement was Just sustmnable, internal
liberalization plus a Kemp-Wan reduction wilt leave the umon preferning to defect than to
cooperate. As a result, the unron. while likely to reduce its external tasiff somewhat, will not
be prepared to go as far as the Kemp-Wan reduction. Since the latter 15 necessary to keep
the outside country at 115 mitial level of welfare, the presumption 1s that, under these
circumstances, the outside country will suffer from the umien’s sternal liberatization. This
illustrates the dilemma of defining muitilateralism starkly. By reducing all tariffs in the
model we have presumably enhanced multilateralism, and vet the RoW-—the intended
beneficiary of multilateratism--suffers a decline 11z welfare.

Somewhat similarly to Bond, Syropouios and Winters, Bagweil and Staiger {1996}
analyze a three-country model in a repeated game context. They assume two countries are
patient (4 and B)--and hence are happy with low tarifl equilibria—while the third (C) 15 very
impatient. Under mén rules o and B offer C lower tariffs than it reciprocaies with because
they wish 1o have low tariffs on their mutual trade. Fow 1s this affected if they sign a free
trade agreement? Under such an eventuality the import sourcing condition suggests further
reducing A{'s and B's tari{fs on C. but, pushing in the opposite direclion, the same condition
sugpests that 4 and B are likely 1o tmpose less harsh punishment on Cif it defects, and A’s
and B's mutual tarifTs are no longer dependent on their tariff on C. The net effect is
ambiguous, but Bagwell and Staiger show that if € is very impatient and 4 and B very
pauent 1t could entail higher tariffs on C. This 1s more likely ifand A and B formaCU
rather than a free trade area because. being farger. a CU is less mterested in freer trade.

Bagwell and Starger's model is quite special because ot assumes that, out of three
goods, each country smports one from both pariners while exporting both others, one to each
pariner. Tts real significance, however, 15 to highlight the sensible proposition that if we ask
“how useful is regionalism™ part of the answer must be “that depends on how well the min
rule was doing initially.”



Bond and Syropoulos intreduce regional blocs exogenously—e.g., for political
reasons--and ask how they disturb an existing equilibrium. Ludema (1996) asks a more
sophisticated question: how does the possibility of creatng a regional bloc affect the
conduct of multilateral negotiations aimed at achieving free trade. He uses welfare-
maximizaion as his objecuve function and considers a three-country mulu-round two-step
negotiation. In each negotating round the first step 1s a multilateral offer and if this is
rejected a bilateral one may be made. [f this 1s rejecied a new round is mitiated. A very
strong assumpon 15 that international transfers of utifity are {easible. This guarantees that
negofiztions will always eventually end up with globai {ree wrade--the only efficient
selution--and because in these games (a) ttme is money {the discount rate 1s positive) and (b}
information is complete. they actually get there strmght away. Thus negotiation is only
about distribution--every offer 1s “globat free trade plus some vector of transfers.”

[r: this context Ludema does not fielp us much on “regionalism vs. multilateralism,”
except to the extent that lus results may condition attitudes towards whether to rewrite
Article XXIV to ban regional arrangements. Ludema considers two questions. First, how
would a pre-exssting regronal bioc affect a multiiateral negouanon. Ifit s an FTA, not very
much, because an FTA does not constram the pariners ' negotzations with outside countries.
[fit1s a CU, however, the effect 1s stronger because a CU preciudes :ndependent
negoitation. However, this effect is weakened if the partners are asymmetric because the
partners’ ideal policies vis-a-vis outsiders wouid differ. Ludema’s second question 1s how
the possibility of regronalism affects negotiations. if ondy P TAs are possible the muitilateral
outcome resembles that of three separaie bilateral negotiations. whereas if enly CUs are
permutted the first-mover advantage for the country that can first propese a CU allows 1tz
disproportiionate share of world income. In Ludema s mode! this 15 randomiy decided.

A model of negotiated taniffs in which the repeated game 1s only nmplicit 1s Bagwell
and Staiger's {1997} contribution te thus volume. This starts {rom the position that countries
gear trade policy to thesr own ends--be they political, economie. or whatever--and that trade
agreernents (and the GATT) exist to internafize the effects that A’s policy has on B
specifically to mternalize terms of trade effects. If mfn trade rules allow complete
internalization, then couniries can reach the efficiency fronuer (defined over their own
objectives, not the econonics community's) and regional arrangements have nothing to add.
If, on the other hand, mfn tariffs cannot yield efficiency or. say. they pose enforcement
probiems, regional arrangements may have a role to play. 1n these cases regronalism is
{potentially} optimal; there 1s no question of building blocs or stumbling blocs unless we
wish to challenge governments” objectives. Tlus brings us neatly to the next group of
modeis which recognize that goveraments are not aiways economic welfare maximizers.

3.4 Pressure groups and voters

i now move on to what maght {oosely be called politucal economy models of
mtegration--those 1 which governments are driven by economic considerations but not
merely the (unweighted} maximization of welfare/wtility. In tlus section we ake
governments’ objective functions as given and assume they are efficiently pursued. In the



rext we ask how the decision process itself--the institutions which determine government
behavior--affect the outcome. Many of the political ecenomy models have a lot in common
with the models [ have already surveyed, but [ collect them into one section because their
focus on pelitical economy 15 their main distingwshing characterstic.

Much of the political cconomy modeling derives from Grossman and Helpman
{1994, 1995)." They argued persuasively that lobbying influences goveruments less in
terms of determuning which of the two polar policy stances wins an election than m terms of
what policies an mcumbent or newly elected government will pursue--the market for
influence. In general consumers find it hard te organize a lobby and so lobbying 1s
domunated by producers, who orgamze along sectoral lines. This effectively gives profits
additional weight n the government’s cbjective function: they enter once in the traditional
calculus of surpluses (consumer, producer and government revenue), and again as the source
of lobbying funds which the government values in their own right. Thus moving mto the
reaims of political ecopomy effectively biases integration cutcomes towards what producers
desire.

Grossman and Helpman (1993 consider a negotiation bejween two governments that
have suddenly been offered the chance of concluding an free trade area (FTA). That 1s they
compare staying with mfn trade policy with creating mutual preferences. In certamn
circumstances they find that the latter is politically feasible. Le., raises government “welfare’
which depends on consumer and producer surpluses but with different weiphts. The FTA is
feasibie either if it enhances consumer welfare while producers are unable to lobby against
#. orif it enbances the profits of weli-organized producers who pass seme of the benefit onto
the government via lobbies. The latter possibility 1s malign for 1t makes likely precisely
those FTAs which generate most trade diversion. Trade creation 1s a mixed blessing for a
negotiating government: 1t generates surpluses for consumers at home and for exporters in
the partner couniry, but reduces them for domestic import-competing producers; trade
diversion, on the other hand, generates no such reduction 1n profits, and although 1t
correspondingly generaies no (or fewer) consumer gains that matters less to povernments., If
two such governments can swap trade diverting concessions, trade diversion i1s good politics
even if it1s bad economics. Grossman and Helpman do not consider whether their process
eontinues to create superblocs, although if it were dniven by diversion alone it would have to
stop before 1t achicved the global coalition. because the last step in that direction would have
only trade creation.

>

Krishaa (1994) has an clegant stripped-down three-country version of Grossman and
Helpman i which policy 15 determined solely by s effects on profits. He assumes
imperfectly competitive markeis that are segmented {rom cach other, He replicates the
Grossman-Hefpman result that, considering two of the countries, the more trade diverting an
FTA between them, the stronger its backing and hence the more fkely 1t 15 to come about.
He then shows that the backing for further multilateral liberalization with the third country 1s
reduced. Included in this 1s the possibility that muftilatera! liberalization that was feasible

10 See aiso Helpman (19%5) for a summary.



before the FTA would cease to be so afierwards--1.e., that. i the world attemnpted to achieve
the muitijaterai {ree trade 1t desired via regionalism, progress would stop at the miermediate
stage.

Very simply, let a sector’s profits be sy under mih tariffs, 5, under the FTA and w3
under global free trade. The gains from FTA (%, - m, ) may be sufficient to allow successful
lobbying for the FTA,; similarly, if it were the only option, the gams from globai
liberalization (my - =, ) mught ajso permit successfui lobbying; the gains from moving from
an FTA to free trade (7, - 74), however, may be msufficient o encourage [obbymg for that
step: they will certainly be smaller than (7; - m; ) because 7, >m, if the FTA was formed,
and they may actually be negative. Moreover, this “suspended liberalization” outcome s
more likely the more trade diverting was the mnitial FTA. Krishna shows that it may not
even be possible for producers 1 the outside country to bribe those 1n the partners to adopt
global free trade. This is because much of the benefit of the latter 1s “wasted” on consumers.

Krishna's ts a very simple model--which 1s one of its attractions--and clearly requires
some generalization. However, it is rather convincing that regionalism may hinder
multifateralism--“the good” prevenuing “the best™

The second extension of Grossman and Hefpman s Baldwin (1993). This modet of
“demino” regionalism has many couninies each with a constant returns to scale (CRS)
(numeratre) sector and a differentiated product sector with camtalists who receive the rent.
CGovernment objectives arc a convex combination of worker and capitalist welfare, the latter
being enhanced by thewr ability to lobby. Baldwin assumes that a bloc already exists and
that this situation is an equilibnum 1o the sense that countries on the outside wish to remain
so hecause the economic benefits of jomming do not outwesgh the nog-economic costs. He
then shocks this world by deepening integration within the bloc--"1992"--or by allowing one
country's desire for integration to increase--the United States in the 1980s. Each shock
would increase the incentives for new members to join--staring with those that were
previously just on the margn of joining--and as they do so the costs to others of remaming
outside grow. This 1n turn attracts others and so on.

Baldwin notes that the process of enfargement could stop as soon as ali remaining
non-members have high encugh objections to jeimng. 1t could also, of course, do so when
existing members shut the door. Baldwin deals, 1n fact, only with the demand for
membership. As a parable for the absorption of the EFTA countries into the EC following
*199271ts intended purpose--Baldwin's explanation s adnurable, but its generalization to
other accessions fooks jess secure--think, for example, of Poland, Cyprus and Turkey.

Given that deepemng integragion 15 bad for excluded countries--see above--Baldwin does not
actually need pelitical economy 1o generate his results, but 1t does help to explamn some of
the facts of political activity that surrounded the EFTA accession, Overall, however, the
implications of all this for multilateralism are quite unciear.

An early contribution to the theory of endogenous protection and integration is
Richardsen {1993, 1993). Like Baldwin, Richardson’s basic insight does not require a
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political ecoromy dimension--welfare maximization would suffice. Suppose one country
creates an FTA with 2 large partner (with a horizontal supply curve) and suppose that for
certain imported goods the FTA is trade diverting because py, < py (1+1) where pp 1s the
pariner’s price, py is the world price and ¢ the mfn tariff. Domestic firms and consumers
now face pp 1nstead of py (141), but the government loses tariff revenue. A rational
government would now reduce 15 min tardff to just below 1 . where py (147} = Pp. This
wolld leave domestic residents unaffected relative to the FTA but generate tariff revenue.
The mam constraint on this behavior 1s the reaction of the partner country which loses the
rents 1t expected under the FTA. But if it is farge and has other objectives in the integration,
1t mught acquiesce. A reservation to this elegant model is the extent to which tariff revenues
really motrvate trade policy--the prevalence of VERS casts some doubt on this.

Political economy considerations support the rationa outcome in Richardson’s
model. The mibal reduction i the domestic price would prebably reduce the size of the
lobby for tariffs on the gocds concerned,' and, besides, ne ane in the lobby has any interest
in whether they are hurt by partner imports rather than non-partner imports. Richardsen’s
results seem to requure that partaer and non-partner imports are perfect substitutes with
fixed prices. [f import supply curves slope upwards and/or the imports (and the home good)
are imperfect substitutes 1n demand, then free access for the partner could well increase the
demand for protection agatnst non-members and this may outweigh the government’s
revenue concerns. The necessary conditon for this to occur seems to be that imports are
drawn from both sources after integration.

Two contribations offer significant generalizatians of Richardson’s work. Cadot, de
Melo and Olarreaga (1996) have a three-country model with Grossman-Helpman lobbying
for influence by the fixed factors in each of the three industrees. They ask what A/B
ntegration does to protection against C's exports and focus carefully on different types of
integratien. They find that if 4 and B create an FTA without rules of ongin, protection s
likely to fall. essentially for the reasons ideatified by Richardson. if there are rules of ongin,
however, the protective effects of the FTA are more complex and it 15 possible that either A
or B will increase protection above cither of the pair’s pre-mtegration iariffs. Similar
outcomes are also possible under customs unsons. The reason 1s that i this model tariffs on
different goods are substitutes: if one 1s reduced {by FTA membership), others rise {on C).
This 1s because the disprotecied sector contracts, increasing the sizes and reducing the
lobbying costs of the other seciors.” Cadot, de Melo and Olarreapga do not consider how C
reacts 1o integration--1t always offers free trade--but the propensity of the bloc members to
raise their tariffs 15 likely to move us away from multilateralism.

The second generalization of Richardson 1s Levy (1996b--preliminary) who
considers many countries in a model that also includes lobbying for influence and negotiated
tariffs. He focuses on two major countries negotiating with each other and asks how this

' Ihis pownt 15 atso made by McCulfock and Petri (1984),

= Similar causal channels are Tound in Panagariva and Findiay (1994}



negoliation is affected if each acquires (exogenousiy) a fringe of FTA partners. Each country
has effective lobbying m one import-competing {“scasitive”’} sector; ¢xport mierests aim 1o
reduce the other country’s 1ariff in its “sensitive” sector by mducing reductions 1n therr own
country’s. The existence of the fringe affects the extent to which trade policy changes
transiate into increases ia profits 1n the major powers. For cxample, suppose A’s fringe can
supply A's export good along a fairly elastic supply curve. A now has less interest in
inducing B to reduce its tariff on these goods because part of the benefit spilis over onto A’s
{ringe’s suppliers so that s own producers get a smalier increase px'xcc:.'3 Levy shows
that considermg botk countries” fringes these effects could 2o m any direction, so that grving
major negotiating powers FTA fringes could either increase or reduce tariffs on their mutuai
trade. Thus if it 1s the major powers that determine the progress of muitinational
negotiations {e.g., the United States and EU in the Uruguay Round) Levy’'s model suggests
we cannot necessarily be sanguine about the EU association agreements, APEC and
NAFTA.

1 turn now to models with slightfy different pressure group technologies. Richardson
and Desruelie (1994) use a mode! with features of both Krishra's and Baldwin's to explain
the height of EC-countries™ tariffs before and afier mtegration: they have three countries and
an economic specification like Baldwin's except that they explicitly consider the distribution
of tariff revenues. In addition they allow both workers and caputalists (now a single group)
10 lobby. Richardson and Desruelle compare Nash tariffs before and after the creation of a
customs union, assuming that the partners of the latter are identical, ™ Integration does not
affect the relative weights of workers and caputalists m the formation of trade policy. The
partners both export the differentiated good to each other and the exciuded country, while
the fatter exports the CRS good.

It turns out that integration could push the external tariff (on smporis of the CRS
good) either way 1n Richardson and Desruelle’'s model. Generaily it will rase it: before
itegration each partner moderates s desire to tax the CRS good because doing so will
increase Its costs 1n the differentiated sector with a resultant foss of sales and rents to the
other partner. A customs union internalizes this spillover and hence allows a higher price.
The counter-exarple occurs when workers determine the tariff but recetve little of the
revenue. Before integration they drive the tartff very high beeause they have no interest m
the rents of the differentiated sector but do benefit from the Stolper-Samueison effect on real
wages. But this spilis over to the other partsess m terms of higher costs and pnices of
differentiated goods. Under the customs union this spitlover s recognized and the tariff on
the CRS good falls to the revenue-maximizing level. Overall, Richardson and Desruelle’s

P The analysss revolves around the efasticities with which the fringe demands and supplics sensitive producls,
not s excess supply per se. Presumably the later wouid eater the deciston 1o create the FTA i the first place.
The liak with Richardson {15931 1s best seen on the impart anajogue of the argument 1n the text. if the fringe
supply curve of the sensitive mport 1s perfectly elastsc, the lobbies n 1 fose alf interest s mamtanung a higher
post-tariff price on B.

" They stilt gan from ntegration because of the differentiated goods.



results seem to suggest that RIAs increase trade restriction, for the starting pont of thewr
counter-case--very high tariffs an the CRS good--does not accord very closely with reality.

Levy (1994) continues {impiicitly) with labor and caputal and explores the stepping
stones argument with a median voter model. He reaches sunilar conclusions to Krishna. The
median voter’s response to the offer of a trade policy change depends on his fabos-capital
ratio and the iabor-capital ratio of the trading blocs to which b belongs before and after the
change. An mportant restriction 15 that voters first consider autarky versus a bilateral deal
and then whatever they choose first versus multilateratism. This allows Levy to show that in
a simple Heckscher-Ohlin model one does not get stuck at the bilateral stage.

Suppose 4 and 4 consider forming a bloc and that e P < 1® where & 15 the
capital-labor ratio of country 1 and P that of 4 and B combined. The median voter in 4
will agree to the FTA if increasing his cconomy's # 1s beneficial to him and the median voter
in B will approve if be gams from a decrease. Suppose both approve and that we then pose
the second question which would produce a world economy with ratio 2O R > B voter
A will favor multilateratism. Voter B mught also if £ far exceeds #*® | but more likely he
will reject i, feaving the world stuck i bilateral mode. But voter A can foresee this and
would therefore veto bilateratism at the first stage relymg an the second ballot--which would
then become autarky vs. multilateralism—to achieve his goals. Essentially no two countries
that favored multilateralisim wmitially can create an FTA, so the world is safe!

Now Levy adds variety effects so that the median voter receives utility not just from
his real sncome but afso from increased vartety. This can cause a brezkdown at the
intermediate stage. Suppose the median voter is enly just n favor of multilateralism,
balancing increased vaniety against disadvantageous price/wage effects, 1fthe FTA offers
disproportionate gauns it could push the voter’s wiility above the muitilaterzl level. For
example, if 4 and B have identical capitai-fabor ratios £ = "% = B there are no pnice wage
effects but there are vaniety effects. These could leave the median voter petter off and
resisting the move to multifateralism, even though the latter would have been chosen relative
to autarky. It1s FTAs between symilar countries that pose the greatest threats to
multilateralism, those between dissimilar ones that pose the feast. This suggests that the
cument rash of North-South arrangements, such as NAFTA and the EU Assocration
Agreements, are not likety to be very harmiul. However, subsequent work--Levy {1996b},
see above--rebuts this presumption.

Frankel and Wet {1996) offer a counter-example to Levy's argument that bilateralisrn
can never increase support for multilateralism. They dosoma Ricardian wotld with costs
of adjustment for workers changing sectors. There are three countries (4, B and C each
with comparative advantage i one of three goods (a, # and ¢, respectively); n each of two
potentiai pariner countries (4 and B workers are spread over the three sectors such that
none has a majority. If workers focus on the costs of adjustment a majority in A wili oppose
multilateral liberalization {those i & and ¢), but favor bilaterai liberalization (those m a and
¢, who will benefit from the falling price of ), If the bilateral bloc 15 formed workers will



have to move--perhaps all b-workers move to a. Now there will be a majority in favor of
opemng up with C as well.

Frankel and Wei's argument relies either on workers not realizing that the
multilateral vote will follow the bilateral one (otherwise ¢ workers would oppose
bilateralism} or on voters believing that the following voting structure will be used
regardiess of outcomes: vote first on an A/8 bloc and then, whatever the outcome, vote on
epening up to C. In the latter case c-workers cannot avoid liberalization and 50 would go
along with the 4/B bloc. The fatter seems implausible 1o me. but not the former given the
uncertainties and glacial pace of trade diplomacy. It also seems fairly plausible that voters
do focus on adjustment costs. Almost any discussion of trade liberalization with policy-
makers takes about ten rmnutes to get around 10 unemployment. Thus contrary to Levy's
{1996a} comments on this paper, it seems to me a plausible counter-example, aibeit one
which s far from categorical, for the voting weights could easily generate alternative
outcomes.

General conclusions from the political economy literature are elusive. One such
conclusion is that the dominance of sector-based lobbies over economy-wide ones {factor-
based or consumer) makes trade diversion more attractive to policy-makers, for trade
diversion shifts rents and/or activity towards producers. While one cannot be categorical,
this tendency seems fikely to gravitate away from maultilateralism for trade diversion is
possibie only from preferential arrangements. The tendency 1 manifest first in the notion
that integration beyond & trade-defiecting FTA may induce higher tariffs on the rest of the
world, and, second, 1n the more interesting observation, that ene might get stopped on a
regionat stepping stone before achieving free trade. While there are counter-examples 1 find
the broad thrust of this argument convincing,

3.5 Institutional arrangements for regional blocs

The discussion in Section 3.4 presupposed that ali the features of a regional bloc are
fully determined at 1ts onset--smplicitly in the negotiation phase duning which national
governments, pressure groups and voter interests are identifiable and distinct. For FTAs this
seems a reasonable assumption, for, other than mamtaining mutual free trade, governments
are quite unconstramed by an FTA. Even for an FTA, however, 1t would be worth asking—
rather along the lines of Levy (1996b)--how the existence of an FTA conditions
governments’ reactions {o exogenous shocks. For example, if the price of a major
exporable falls will governments be more likely to resort {0 protection with or without an
FTA? Bhagwat and Panaganiya (1996) have suggested that being in NAFTA made the
Mexican government’s response to the 1994/5 crists less fiberal than if it had been
unencumbered: the previous mid-80s crisis eventually led to thorough-going liberalization
whereas the mid-90s crisis produced tariff increases on some non-NAFTA smports. Most
other commentators have argued that since the respense m the mid-80s was initiaily very
protecticnist, NAFTA appears to have constrained behavior to be moderately liberal. While
the literature surveyed so far sheds some light on these issues by asking whether an FTA



increases propensities to protectionise, i does not address 1t directly because i does not
really consider how FTA members take decistons.

[f consideration of this 1ssue is desirable for FTAs 1t 1s indispensable for customs
untons and deeper forms of integration. One nught determe the nitial commeoen external
tariff in the negotiation phase, but thereafter one needs mechamisms for deciding how to
change 1t either 1n multilateral negotiations or ad hoc via anti-dumping actions, ete. How
ong does this—how one aggregates preferences across members--is fikely to be very
important i determining the outcomes. This problem does not arise in models of welfare-
maxumizing governments where members are symmetne, for one maximizes the
representative country's welfare. Thus 1t 1s essentially a problem of asymmetry and politics.

One interesting aspect of joint decision-making concerns how formerly naticnal
lobbies interact to bring pressure to bear on the customs umon authorities. The only formal
anafyses of this question all suggest that mnteresi group pressure 1s diluted by the customs
umon, The essential point 1s that 1t costs more to lobby for a 1% increase in your taniff ma
customs umton than n a constutuent member country with the nght to set 1ts own tariffs:
there is more opposition to overcome (Panaganya and Findlay, 1994, de Melo, Panaganya
and Rodrik, 1993} or more representatives to influence (Richardson, 1994). Given the lower
returns jess lobbying occurs and the sum of the members™ lobbymg activity falls as a result
of integration. This can equivatently be viewed as a public good problem, for a common
extesnal tariff is a public good: the lobby from A does not wish to devote resources ta
iobbying for protection for producers in country 8. Whether the resulting tariff is lower than
that which wouid rule 1n all member countries in the absence of integration 15 unclear,
owever, and s0 one might be trading less protection m some members for more 1 others.
Whether this enhances multilateralism clearly depends on precisely how you trade off
breadth aganst depth i the external tariff.

All these models presuppose that {obbies i different member countries will oppose
each other, but 1t 15 also possible that some of them have their power enhanced through
wtegration (Winters, 1993). For example, anti-protectiomist forces maght also be diluted by
the free-riding problem. Alternatively each member state might initially start with a
lobbying game in which industry and agniculture more or less cancel each other out, but if
mtegration iets the agnculture lobbies cooperate {because they produce the same things)
while the indusiry lobbies compete (because they produce different things) the union may
end up with high agncultural protection. Overall, therefore. while dilution effects will
undoubtedly be present, it 15 not proven that they wilt always predominate.

I turn now to the organization of government. Gatsios and Karp (1991, 1993) show
that 1t might matter which member state “leads” negotiations with the rest of the worldon a
particular issue. In their model, if a more aggressive member determines the umoen’s
position, the union 1s able to extract a more favorable deal from RoW than if the “average”
member does 50. This 1s because the former 1s more credibie m 1ts threats to retaliate (with
the whole of the umon’s resources). In this model, “passive” members could benefit from
detegating power for certamn pelicies o aggressive ones. because, aithough for any given



RoW policy they would prefer a less aggressive unton stance, the RoW is so much more
accommodating under the delegation that they are better off overall. What about
multilateralism? That depends on whether a more aggresstve unton can achieve a more
liberal outcome with the RoW by virtue of its readiness to retaliate, or whether 1t actualiy
needs to use its muscle. Gatsios and Karp’s model deals with this essentially only by
assumplmrz.

The formal delegation of the power 1o setile negouating positions 15 of Himited
relevance i real customs untons, but mformal and partial delegation clearly exsts. It has
commaonly been observed (e.g., Winters, 1993) that the EU allows countries disproportionate
mnfluence over policy in areas m which they claim vital interests, allowing them, in extrers,
veto power. Given that for all the reasons noted above a country's “interest” in a sector 15
commonly correlated with that sector’s share of its GDP. 1t 15 easy to imagine this feature
enhancing further the interests of producers. What effect this has on the union's trade policy
depends on whether a sector's having a high share of a member's GDP reflects its
comparative advaatage or past policy distortions. If the former, one maght expect relatvely
liberal stances,'” whereas if the latter, protection will be more strongly favered. One
encouraging aspect of this 15 that since tategration will tend to relocate union production in a
sector towards relatively more efficient countries, over time this argument could lead to
reduction 1n protectionist pressure.

Winters (1994, 1995) considers the institutional bas:s of decision-making more
closely, and, m an EU context, observes several features that could Jead to protectionsst
biases in the aggregation of preferences. If the umon 15 essentially inter-governmental,
rather than democratic 1n 115 own right, policy will be made by groups of bureaucrats and,
eventually, mmisters representing their own governmenis. This can be protectiomst, first
Because, as Messerlin {1983} notes, the incentives for bureaucrats tend towards
protectiomsm, and, second. because as Scharpf (1988) notes. adding layers of inter-
governmental deciston-making tends to swing influence away from voters and towards
official preferences for admimstraiive convemence and a guret life. The secrecy that
surrcunds EU deliberations remferces these tendencies because it confuses public
perceptions of where the responsibility for trade policy outcomes actually lies.

Within the EU. trade policy 1s essenuially made by commttee—the so-called *113
Committee”--the members of which represent particular constituencies (couniries) and none
of whom 1s publicly accountable for the final outcorne. This gives nise to at least two
{related) failures of aggregation. First, the restaurant bill problem: suppose the benefits of a
policy on product j to a country 1 are proportionate to the latter's share of union output (x4
and the costs to 1ts share of GDP (g}, and suppose that each country has a veto, or at least
that consensus 15 valued very highly, If representatives sit down to decide a package of
policies on y=i....N products. each will press for inclusion of any good for which x; >a g,
where o> [ reflects the inefficiency of the conversion of cosis ito benefits. Since each 13

15 - .
Such a sector may prefer kigh EU protection. so that if can reap high rents onr EU sales, but at least it could
survive with lower protection.
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highly tikely to have some j for which this is true and, provided the percerved a 1s not too
large, the easiest package to construct will cover nearly aifl products even if, overall, each
country would prefer no change to the finai outcome,

The second failure 15 similar but operates m probability space—see Shepsle and
Weingast (1981), who chnstened the phenomenon “umiversalism,” Schattschaeider {(1935)
on the Smoot-Hawley tariff. and Winters (1994) on the EU. [magine that protecting
footwear 1s being discussed and that each of three member states 1s a producer of one type.

If any one type is protected. the government in whose country it is produced perceives
begnefits of ¢ (surplus to producers, political convemence etc.) and each member bears cost of
~{e+d)/3, where d (>0) 15 the deadweight cost of transferning ¢ through protection. Net costs
are zero if the measure 15 rejected. The 1ssue :s to be decided by simple majority, and each
member must decide how to vote; each accepts that if it votes against the measure, its type
of footwear will not be protected.

Table i reports the costs and benefits of the proposal passing according to whether a
member votes ‘forfin’ or ‘no/out.” It aiso reponts the probability of the proposal passing,
assuming that the other countnies vote randomly with probability one half each way. The

expected value of voting *for/in’ is 0.5*[c~2{c+d¥/3] + 0.25%[c—{c*+d)] ZO), while that of

votng ‘nofout” 15 —0.25%2(c+d)/3 (<0). Thus a government will vote ‘forfin’ if 4c>3d—i.e.,
if'its *benefits’ from the protection exceed the deadwerght loss by 25% or more—and even if
1t expects negative returmns to doing so!

A more sophisticated view of voting for trade pelicy i the EU is offered by Widgren
(199354, b) drawing on Hamilton (1991). Widgren notes that small countries have
disproportionate numbers of votes; he considers voting coalitions and calculates countries’
votiag power 1n terms of the frequency with which they rught command a pivotal position
i the EU’s qualified majonty voting system. He argues that if we contrast liberais (the
Netherlands, Luxembourg, Germany, Denmark, Belgiem and the United Kingdom ) with
protectiomsts (Spain, Portugal, Italy and France) with Ireland and Greece as uncertain, no
group has power in a deterministic sense (each has a blocking minority). The EFTA
enlargement does not change this and so changes to the status quo look unlikely. However,
aljowing for probabilistic voting, with the probabilities being the same for each member of
each group but varying by group, change 1s possible most probably in a protectionist
direction: the power of the two groups is roughly balanced over proposals covenng the
whole range of restrictiveness (as measured by the probability of recerving support from the
liberals}, but m the more protective range the protectiomsts appear to ruster rather greater
power and thus are more likely to get their way. Widgren's work clearly depends on
particular constitutional structure, but i illustrates how voting patterns may generate
aggrepation biases. Given that in the post-war penod liberalism has required positive action,
the EU system favonng the status quo is not particularly muktilateral.



Tabie | The unsversaiist argument: Costs and benefits for a single country if the measure passes

()

“Total number of countries votmg “for/in’ 2
Cost ~2(c+d)3 ~{ctd)

This country votes ‘in’
benefit v

o
probability of measure passing .3 2.25
This country votes ‘out’
probability of measure passing .25 0

4. What the Evidence Suggests

This section briefly surveys the evidence on “regronalism vs. multilateralism.”
Regrettably it seems to be as ambiguous as the theory, at least so far as issues of current
policy are concerned. As noted above, among current RIAs only the EU is large enough and
long-fived enough to have had identifiable consequences on the world trading system aself,
and it 1s more or iess impossible to sort out what is genenc and what specific among the
lessons 1t teaches. Perhaps the only unambiguous lesson 1s that the creation of one regional
blac does not necessarily [ead o the immediate break dows of the trading system.

Several fundamental problems confront the scholar m this area. Foremost 1s creating
an anti-monde--how can we know what member countries’ trade policy would have been
the absence of the RIA? Second, systems evolve over long periods of time; 3t 15 not
tnconcetvable that while post-war RIAs have been liberal so far, they are sowing the seeds of
destruction, for cxample by reducing the number of independent middle-sized states which
have an interest in mamtammg the world system. Third, as noted above, trade policy
responds to shocks from other areas: RIAs may be benign under one set of circumstances,
but not another. How, then, do we allocate responsibility over causes. Fourth, how do we
define and measure multilateralism? Fifih, the rhetoric required to achieve a political
objective does not necessarily refiect actual causes, Even if policy-makers say they are
responding to an mstance of regional mtegration—e.g., in rmsing a tasff or seeking a
muitilateral negotiation--how do we know this 1s the real cause?

One solution to these difficulties 1s to dispense with leoking at the evidence
altogether on the grounds that nothing concrete can emerge. 1 prefer an alternative view: as
long as we are frank about the degree of confidence we can have m vanous conclusions, 1t 15
better Lo consider actual cases than fo ignore them,



4.1 Members’ own trade policies

The evidence on whether the EU has led to higher or lower tariffs and non-tariff
barners for member states’ ron-partner trade continues to defy simpie conclusions,
Hufbauer (1990) argues that s created the conditions for France and Haly to contempiate
liberalization and that Germany would riot have proceeded without its continental partners.
Messerlin (1992} agrees that the EEC aided French liberalization indirectly by creating the
appropaiate macroeconomic environment. Pruna facte these views of France do seem
plausible, for she has always appeared a rejuctant {iberalizer. On the other hand, erises and
sudden perceptions that one 15 gettiag left behind can have dramatic effects; France's swatch
in the early 1980s from Kevnestan expansionism to fiscal orthodoxy arose precisely because
the former failed to work. A sumilar “road to Damascus” could also have affected a highly
proteciionist France in a more liberal continent--consider Mexico in the mid-1980s, for
example. Hufbauer, 1t seems to me, may weil be wrong about Germany: in each of the two
years prior 1o the creation of the EEC, Germany undertook tariff cuts of 23% (Irwin, 1995).
Thus not only did the tariff averaging attending the creation of the EEC raise German tariffs.
1t also possibly curtailed a liberalizing momesntum.

No-one, | suspect, would argue that the EU has set external tariffs above the jevels
that would otherwise have ruled in at feast one of its member countnes, but this 15 quite
different from arguing that it has not raised protection i some countries and Sectors--g.g.,
footwear m Germany. agniculture 1z the United Kingdom, and textiles and ciothing 1o
Sweden. The trade-off between the breadth and depth of protection is not weil defined and
so we cannod satisfactorily rule on whether these examples constitute increases or decreases
in multilateralism.

QOther recent evidence on countries’ own trade 15 equally muxed. Following NAFTA,
Canada reduced tariffs on {.500 tariff items (mostly inputs) to help her industry compete
with the United States where tariffs were lower (WTQ, 1995). This looks similar to
Richardson's tariff competition. On the other band Mexico increased taniffs on 500 items—
see above. In Mercosur, Argentina’s tariffs on capital goods’ imports will be raised to
Brazilian levels.

Going back further in hme, the 1960s RIAs in Latin America were inward-looking
and frequently maintained and even raised barniers agamst the RoW. The Central American
Common Market, for exampie, generated huge growth 1n intra-trade behind such barmers
(Mogues and Quintanillz, 1993). In all probability the import-substitution policy would have
been less broad and/or foundered sooner if it had been restricted to small countries operating
on an mfn basis. Even further back, in the 1930s, one also finds high externat tariffs and
burgeomng regionalism, but here the evidence 1s probably more favorable to regionalism-—
Oye (1992} and Irwin {1993}, Trade barriers were going up anyway and regional
arrangements probably served to reduce the coverage of the wicreases by exempting some
flows,
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4.2 Other countries’ policies

When one thinks of the effects of regionalism on the multilateral system one 15
obliged to deal with interactions between countnes. How does an RIA cause ather countries
to respond? WTO (1995) suggests three classes of response: to seek to Join an existing
group; 1o create a new group: and to seek multilateral liberalization.

The observation that regional arrangements have recently attracted new members 15
commonplace; one need not even list exampies. However, whether this is good or bad for
multilateralism ts moot, for we are clearly far away from achieving a global coalition.
Moreover, accrelion 1s not inevitable and irreversible. Countrres do leave groups—e.g., Chile
and Peru effectsvely left the Andean Paet, although adnuttedly after it had become rather
sigid. In both cases, multilateralism benefited from the defections.

The second opuon. of creating new R1As, also iooks popatar according 1o the
evidence. Regionalism has proceeded in waves--the 1960s and the iater 1980s and 1990s5—
and policy makers varously refer to demonstration effects, to the need to create their own
market areas in case other blocs turn snwards, and the desire to creaie bargaiming power.
Examples include the establishment of EFTA, and recent discussions surrounding AFTA
{Asean Free Trade Area) and the CBI (Cross-Border [nitiative n Africa). Agamn, of course,
it is moot whether this enhances or undermines multilateralism.

Finaily, most directly relevant and mest conienlicus, many CeMINERAtors argue that
excluded countries will seck multilateral liberalizations in response to R1As. This occurs
manly in the realms of super-power trade diplomacy, because only super-powers can
mampulate the multilaterai systern but even smaller powers may warm towards multilatera
talks if they percetve a fragmenting world economy. Arguments of this sort have been made
about each of the last four GATT Rounds as well 25 1n certain earlier instances.

Many commentators have argued that the creation of the EEC led directly to the
Dilion and Kennedy Rounds as the Umted States sought to mitigate the former’s trade
diversionary consequences—see, for example, Lawrence {1991}, Sapsr (1993) and WTO
{1993). [ have expressed some reservations about this linkage—Winters (1993, 1994). Ido
not deny some connection between these events, but l am stifl concerned that we have not
established a necessary link between them, that any such link was bemgn, or that it 1s
generalizable to other mstances of integration.

First, 1t seems implausible to argue that multilateral progress would have stopped had
the EEC not been created. After ail, the benefits of liberalization are not much affected by
other countries” regionalisin, 1t 15 just that, foliowmg the creation of an RIA, multilateral
liberalization may be necessary to avoid actual harm 1o excluded countries. The United
States still had considerable hegemenic power in the late 19505 and easly 19605 and so could
probably have genesated enough support for a Round whenever st wanted. It is not generaily
maintamed that the EEC made the Europeans more willing to negotiate. Thus overall, 1
suspect that, at most. we are tatking about the trming not the existence of the aext Round.



Second, the Administration played the EEC card hard in public and in Congress. But
whether they actually believed they had to respond to its creation and whetiter that creation
was the major factor behind the push for talks ss jess clear. Recent debate in the United
States about trade 15sues has sometimes demonstrated a disconnect between rhetoric and
economc reality and so the EEC could just have been a convement handle with which to
maneuver US domestic interests and the EC nations nto talks.

Third, since agricuiture played such an important and deficate role 1 1ts formation, 1t
1s not surprising that the EEC resisted that sector’s iciusion m the negotiations. But the fact
that it got away with this (because the Umited States refused the “montant de soutien™ offer)
reinforced agricultural protectionism throughous the world and made 1t doubly difficuit o
negotiate 1n future rounds. Future agneultural disarmament may have been easier in the
absence of the EEC.

Fourth, suppose 1t were true that the creation of the EEC forced the US Congress mnio
trade talks. That would be tantamount to the aggressive unilateralism that many currently
deplore in US trade policy. “The Six™ would have done something to harm their pariners, at
least 1n the partners’ eyes, and then mitigated it in return for concessions. This s a
dangerous game, even if a successful one, and might be piavable oniy a few times. Indeed,
if it were the case, 1t could explam why US policy has become more belligerent towards the
latest enlargement and towards “1992." However, n fact. the United States was generally
sympathetic towards EC integration and actually encouraged it by allowing the
Admanstration to offer deeper tariff cuts to a European Customs Unijon than 1o the separate
European nations--Jackson (1991).]6

it has also been argued--although less frequently--that regionalism was behind the
Tokyo Round. Winham (1986) reports both the first EEC enlargement (including free trade
with EFTA}Y and the restrictiveness of the CAP as factors in the US view. The former
abservation seems no more compeiling than those surrounding the creation of the EEC,
while the {atter 15 distinetly two-edged from our perspective; 1t requires, first, that the CAP
mduced negotiations and, second, that regienalism induced the CAP--r.e., that regionalism
mereased trade restrictions. Apam, for this to be advantageous i 1ts net effect on
muitilateralism reguires 2 negotiating mode! in which might and countervailing power are
the critical elements of liberalization, guite contrary to the hegemonic views of, say,
Keohane {1984}, [t has aiso been suggested to me that enlargement finally achieved a US
goal by bringing the four biggest economes of Europe into one bioc and that this required a
commensurate foreign policy response. Maybe, but why this response took the form of
pitiating a trade negotiation mn the face of European opposition is unclear,

Firally, consider the Uruguay Rouad. [1s mitation bas not been related to
regionalism, but its completion has. WTO (1995) says “there is little doubt that ... the

fe Mavbe this reflected US fears of the EEC--1.2., that it felt obliged 10 offer and 10 seek bigger ariff
reductions if the EEC compieted its miegration--but publishing the fact seems a clumsy negotiating ploy if that
were the case,



spread of regionalism [was aj mayor factor in eliciting the concessions reeded to conclude™
the Round. Franke (1996) reports Fred Bergsten’s conversation with German policy-
makers in which 1t was stated that the APEC meeting ta Vancouver was a major jolt to the
EU which prompted it to reach settiement in the Rouad. On the WTO's general assertion
there was a perception that the failure of the Round would lead 1o regional fragmentation,
and this certainly encouraged the spread of defensive regionalism. How much pressure this
put on the two major negotiatmg partics 15 not clear. however, for they would not have been
the principal casualties of fragmentation. Bergsten’s interlocutor seems to me {albest from
the outside) likely to have heen confusing rhetorzc and substance, The EU had set up the
conditions for scttiement 1 tie MacSharry farm reforms m 1991/2 and some msiders report
that as early as 1990 EU negotiators recognized that they would complete the Round as soon
as they had built an appropriate domestic coalition on agriculture, e.g., Hathaway and Ingeo
(1996).

A common theme runs through ail these accounts of regionalism and GATT
multilatera tounds: the threat af (or, worse, actual} violence and response. All the accounts
report countries runag back to the muktilateral system o counter the damage that other
countries’ REAs may do them. This may be an effective way forward but it clearly relies on
rather fine judgment by boti (ail) protagonists that folding 15 better than fighting. Perhaps if
regionalism has raised the average de facto level of multifateralism it has done so at the
expense of increasing the chances of catastrophe.

Eartier evidence on regionalism 15 somewhat more positsve, but mn different
circumstances. irwin (1993) reports how the Cobden-Chavalier Treaty spawned a rash of
mfn trade treaties and so created an era of significant tberalism {if not formal
multilateralismy). After about 1880, however, this began slowly to erode, not m a regienal
fashion but with min rates being ncreased. Nonetheless, the last quarter of the nineteenth .
century remamed a reasonably liberal period. In the mier-war penod the multilateral trading
system fell apart very rapidly following the smposition of the (mfh) Smoot-Hawley tariff,
Both Ove (1992) and Irwm (1993) argue that whercas muliilateral attempts to halt and
reverse the coliapse failed, regional attempts induced a measure of liberalism. Britam,
France and Germany sought to protect their export markeis by preferential arrangements,
and in so downg did violence 1o US exports. This in turn induced the United States to tum 10
bilateral approaches i the Reciprocal Trade Agreements Act of 1934.

[ draw two lessons from these historical analyses. First. regtonaiism/bilateralism,
which entails much more obvious pay-offs for exporters (internatization) than
multilateralism, can help 1o break down restrictsve regimes. Whether 1t can jead all the way
to muktilateral liberalism 1s not proves, but it clearly has the ability to start the process off.
This 15 consistent with tie cbservation that difficult ssues such as public procurement,
standards and services feature more strongly n regional than 1n multilateral arrangements.
The challenge for the policy-makers 15 to establish a means of switching to the multilateral
horse once the race has started.




Second, building on Oye’s analysis of “shiftable externalities,” potentially
regionalized systerns are likely to break down much more quickly than purely muitilateraf
ones—cf the {ate 1800s and the 1930s. Shiftable externalities are externalittes which an
action creates but whose incidence can be moved between other agen!s according to their
actions. Suppose I impost equally from five partners and want to cut my total imports by
20%. An min tarff increase nught cut those from A, B, C, D and E each by 20%. But
suppose A offers me 2 concession te exempt iselfl from the cut. The others now have to bear
a 25% cut if T am to make the same target. Now suppose B wants to negotiate. [t has to
offer a bigger concession because 1t has to claw back a bigger cut n exports. And so on.
There 15 a clear incentive for any supplier to strike an exclustonary deal and as quickly as
possible. The possibility of regionalism ncreases the speed of decay.

Perhaps the erucind guestion is “where is the world cconomy now?” Fairly closed, so
that regtonalism 5 necessary (efficient) to crack open widespread barriers, or fairly open, so
that the danger 15 that regicnalism could precipitate a collapse if someone made a wrong
call? Perhaps the answer differs by sector, so that while regtonal arrangements are important
n new 1ssues, they are a potentiaf danger 1n areas such as goods trade.

5. Finale

This section coliects together the principal lessons from this survey both 1n terms of
conciustons and directions for future research, Before doing so, however, 1t reports one final
contribution to the literature that I have been unable to fit into the schema above.,

5.1 Investment Not Trade

.Many commentators argue that the receat crop of North-South RIAs--e.g., NAFTA
and the Europe Agreements--have been aimed at locking i the scuthern partner’s economic
reforms and stimulating inflows of foreign direct investment (FDI). Ethier (1996) offers a
brilliaat formalization of these ideas. Brefly, developiag couninies start i autarchy, and as
the world grows and liberalizes they start to think about openiag up themsefves. If they
reform successfully and atiract an inflow of FDI. they gain a step increase n productivity.
Their problem 15 that if several of them reform simultaneously, nene can guarantee that 1t
wil} get the FDI--maybe the inflow will go to thewr nivals. Regionalism, by which an
industrial country offers a particular developing country small preferences on is exports,
overcomes this problem by ensurimg that the industrial country will invest in its partner
deveiopmg country rather than any other. (Since all industnal countries are assumed to be
identical, as are all developing countries, tie smaliest preference on return exports stermming
from an FDI flow s sufficient to create this Hnk.) Thus regionalism ensures the success of
reform, not only increasing the proportion of reforrung developing countries that succeed
but also encouraping more to try. This ts regionalism as coordination—it removes a source
of uncertainty and thus encourages reform and openness.

Ethier's paper is onginal and importast, but 1ts model 15 very special. In particulaz,

there are no conceivable costs to regionalism to the partners. and, because countries are
identical within their type-class, no dangers of inefficient regional arrangements growing up
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within the classes. Thus coerdination comes essentially for free. Additionally, smal
changes to the model would allow the same coordination o be achieved multilateraly. For
example, if cach developing country considers coming out of the closet of autarchy ata
unique time (because they all differ slightly from one another in dimenssons that affect the
aming of their reform decision), or if the supply of FDI for the industnal world is
suificiently large or the movements of factor prices in developing countries sufficiently
strong, every developmg country can be sure of getung some FDI if it opens up.
Nonetheless the focus on FDI rather thar trade ts a powerful attraction of this approach,
given the structure of and rhetorie surrounding current Northi-South regicnal arrangements.

5.2 Conciusions and Future Research

The 1ssue of “regionalism vs. multifateralism™ is new analvtically and deficient of
empirical evidence. [t1s hardly surprising, therefore that tlus survey should conclude with
mare statements about research strategy than about the world we live in. Indeed, as [ noted
above, the only categorical statement that can be made 1 the fast class is that ene incident of
regronalism 15 not sufficient to undermine a refatively multilateral system smmediately,

My mam conclusions from working on this fascinating titerature mclude:

s  Since we value “multilateralism.” we had better work oul what it means, and, if it means
different things to different people, ensure that we idenzify the sense n which we are
using the term when we do so.

« The symmetric models looking at the welfare effects of regionalism bave served their
purpose and probably offer rather little return to future research. Therr structure is not
plausible and their results seems very fragile with respect to assumed parameter values,
If completely new ways of thinking about regionalism emerge. 1t may be worti
expioring them in a symmetric framework as a way of clucidating their properties, but
this 15 not going to resolve the positive “stepping stones™ questien,

o Asymmetric modeis are more plausible, but it 15 1mportaat to model both the demand for
and supply of bloc membership.

o Maodels of negotiated trade policy alsa take a significant step towards realism. However.
it would be nice, in future, to try to move beyond the repeated game trigger strategies
approach to model a nicher set of objectives and disciplines. This, of course, 15 2
challenge not only to researchers on regionalism, but also to those working on the
trading system in general.

o  Sector-specific lobbies are a danger if regionalism is permetted. Trade diversion 15 good
politics even if it 15 bad cconomucs. | find quite convineing the view that multilateral
liberalism could stall because producers get most of what they seek from regional
arrangements.



The direct effect of regionalism on multilateralism 1s important, but possibly more so 15
the indirect effect 1t has by changing the ways n which (groups of) countries interact and
respond to shocks in the world economy. The way in which the existence of fiinges of
small partners affects relations between large players seems to a fruntful avenue, as does
the structure of post-integration mstitutions.

1t would be useful to embed the “regionalism vs. multilateralism™ question in &
framewaork of genera cconomic reform and/or economic growth to generate richer
menus of potential benefits and chains of causation.

Regionalism, by allowing stronger internalization of the gans from trade de-restriction,
seems likely to be abie to facilitate freer trade in highly restrictive circumstances or
seciors.

The possibility of regronatism probably increases the risks of catastrophe 1 the trade
svstern. The mcentives established by the insurance motive for joining regional
arrangentents and Oye’s analysis of “shiftable externalities™ both lead to such a
conclusion. So too does the view that regionalism is a means to bring trade pariners to
the muitifateral negotiating table, because 1t 1s essentially cocrerve. The latter may have
been an effective strategy, but 1t 15 risky,



Appendix 1: An Index of Multilateralism?
A country's multilateralism index is a positive function of
(a) the absence of discrimination i s trade policy
(b} the closeness s trade regime 15 overail to free trade.

Assume that only one commodity is traded in the world and that our country imperts 1t from
every ather country 1 an (N+/) country world. Assume also that iitially all partners face
the same (min) tariff at level ¢ and that no other distortions exist. Suppose now that the
country signs an FTA with some {n) partners. How do r and » enter the index of
muitifateraiism (M7

Figure A.§ plots contours of equat A in the space of the mfn tariff (r) and the number
of FTA partners (). Starting at. say. -, with a posituve 7, assume we sign an FTA with one
partner. This mncreases discrimination and so would require a decrease in f to keep M
constant; similarly if another partner entered the FTA, r would need to fall further. Thus the
180-A{ curve would include a point like B. Eventually, however, say, at C, enough countries
would be m the FTA that increasing # would. ceterty paribus, mcrease measured
multilateralism. allowing an mcrease i 1 along the 1se-A curve. Now imaging the far end of
the curve. When the final country gets mto the FTA. our country offers everyone free trade
and the mfn tariff can be infinity.

For any n, n countnes pay a tariff of zero, while (N-n) pay r. Since freer trade entails
higher multilateralism, if, say, m countries are “exceptional (m < NI2Y, M will be higher if
the majonily (N-m) pay zero than if the mmonty () does. Looked at alternatively, for many
values of the tariff {r}. a given level of multilateralism ( A1) conld anse with twao different
values of i, say #, and #s, 11, < ;. We require that sy < (N-n.), as 1n figure A.f. Figure Al
presents three such 1so-multilateratism foci, with the degree of multilateralism mcreasing the
closer the locus 15 to the x-axis. Ina the limit the locus for perfect multilateralism runs along
the x~axss and up the vertcal from V.

Clearly tlus index 15 guste complex and wili become even more $0 once we recognize
that more than two trade regimes mught exist (in this exampie partners pay either ¢ or 0) and
that regames will acwually vary across commodities. 1t becomes even worse ance we
recognize that we need to aggregate across cOUNITIes.

The conclusions of this appendix are twofold. First. we actually need to think what
we mean by multilateralism i we think we are worried about 1t. Second, 1 the meantime
our conclusions about regronalism vs. multilateralism will remain a little fuzzy.
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