ISEN 0265-8003

THE CAUSES OF REGIONALISM

Richard E Baldwin

Discussion Paper No. 1599
March 1997

Centre for Economic Policy Research
25-28 Old Burlington Street
London W1X 1LB
Tel: (44 171} 878 2900
Fax: {44 171) 878 2999
Email: cepr@cepr.org

This Discussion Paper 1s sssued under the auspices of the Centre’'s research
programime in International Trade, Any opimuons expressed here are those
ot the author and not those of the Cenire tor Economic Policy Research.
Research disseminated by CEPR may inciude views on policy, but the
Centre itself takes no institutionai poticy positions.

The Centre lor Economic Policy Research was eslablished n 1983 as a
private educationa! charity, to promote independent analysis and public
discussion of open economies and the relations among them. it s pluralist
and non-partisan, bringing economic research to bear on the analysis ot
medium- and long-run policy questiens. institutional (core} finance tor the
Centre has been provided through major grants from the Economic and
Social Research Councll, under which an ESRC Resource Centre operates
within CEPR; the Esmee Farbairn Charitable Trust; and the Bank of
England. These organizations do not give prior review to the Cenire’s
publications, nor do they necessarily endorse the views expressed therein,

These Discussion Papers often represent preliminary or incompiste work,
circulated to encourage discussion and commeni. Citation and use of such a
paper should take account of #s provisional character.

Copynght: Richard E Baldwin



CEPR Discussion Paper No. 1599

March 1997
ABSTRACT

The Causes of Regionalism*

The traditional explanation of resurgence regionalism nations rests on two
pillars. Regionalism is: {i) due to frustration with the WTO process (thought fo
be too cumbersome for today's trade issues); and (i} due to the United States’
conversion trom devoted muiltilateralist to ardent regionalist. This paper argues
that the traditional explanation is inconsistent with the tacts ot North American
and European regionalism. it also presents an alternative explanation based
on a domino theory of regionalism. Namely, diosyncratic shocks that deepen
or widen regional integration trigger a multiplier or domino effect producing
membership requests from countries that were previously happy 1o be non-
members.

JEL Classification: FO1
Keywords: regionalism, preterential trade arrangements, world trade system

Richard E Baldwmn

Graduate Institute of International Studies
11a Avenue de la Paix

CH~1202 Geneva

SWITZERLAND

Tel: (41 22) 734 3643/8950

Fax: (41 22) 733 3049

Emalil; baldwin@hei.unige.ch

*This paper is produced as part of a CEPR research programme on
Globalization and Regionalism: Policy-making in a Less National World,
supported by a grant from the Ford Foundation {no. 920-1265-1). The author
thanks Robert Baldwin, André Sapir and Thor Gylfason for comments. ideas in
this paper were explored in a preliminary torm in Baldwin (1893, 1995s,
1995h).

Submitted 12 February 1997



NON-TECHNICAL SUMMARY

In the past ten years regional trade liberalization has sprinted ahead. This
paper takes up the question: ‘What caused this rash of regionalism?" Perhaps
the most widely-heard answer o this question focuses on two assertions (see,
tor example, Bhagwati (1993} and Krugman {1993)).

Assertion No. 1: Frustration-with-GATT / Regionalism-is-Easier

The first is that regional integration has prospered because it s easier,
politically, than multilateralism since multilateral trade negotiations have
become too cumbersome to deal with today's complex trade issues. Four
common reasons are listed by Krugman. (i} The nsing number ot participants
changes the nature of strategic bargairing in GATT Rounds. (i) Modern trade
barriers are much more varied and much less transparent than the tariffs and
quotas considered in the early GATT Rounds. {ili) The reduced economic
dominance ot the United States makes the system harder to run. {iv) Socio-
politice-economic and institutional differences between Atlantic economies and
Asia (Japan in particular) make it much easier tor the latter to get away with
nan-compliance, so Atlantic economies preter regionalism.

Much of the first assertion’s plausibility stems trom events of the early 1990s.
The Uruguay Round lurched from one crisis to ancther, yet Europe and North
America signed regional schemes at a furious pace. From the perspective ot
the late-1980s, however, this regionalism-is-easter assertion 1s hard to justify.
One cannot claim that regional integration schemes encountered less political
resistance than the Uruguay Round in North America or Europe. In Canada,
the bilateral Free Trade Arrangsment (FTA) with the United States was the
key (highly divisive) issue 1n a national parfiamentary election, while the
Uruguay Round enjoyed broad support. In the United States, the North-
American Free Trade Agreement (NAFTA} faced much more opposition than
the Uruguay Round (witness the 1992 Presidential election debate). In
Europe, one cannot say whether regional or multilateral liberalizations were
politically easier. Some regional nitiative (e.g. EC92) caused iiitle political
problems, while the Uruguay Round's impact on the CAP brought the
Eurogpean Union to the brink. The Maastricht Treaty, on the other hand,
created enormous political problems as evidenced by the near-miss in the
French reterendum and the Danish rejection.



To sum up, it is tactually incorrect to say that politicians preter regicnal
liberalization to muitilateral liberalization because regional mitiatives are less
difficult politically.

There is certainly some truth to the second reason why regional liberalization
might be easier. Many contemporary trade issues are much more complicated
than those dealt with in early GATT Rounds. However, the ‘trade 1ssues are
to0 complex tor multilateral talks’ assertion has little relevance to the many
shallow regional frade arrangements that constitute much of the recent
resurgence of regonalism. Shallow arrangements (essentially all non-
European integration schemes) are concermned mainly with old-tashioned
GATT issues like tariffs and quotas. Indeed, the Uruguay Round results went
turther down the liberalization road than most regional integration agreements
in a number of areas such as services, investment, intellectual propery rights,
agriculture, clothing and textiles, and government procurement.

The notion that regional deals are easter is clearly relevant to the recent deep
integration schemes in Europe. There is no way, for instance, that multilateral
agreement could be reached on issues such as a common competition policy,
a common external tariff and a common anti-dumping regime {to say nothing
of a common monetary policy). While the assertion helps explain why the EU
fimits deep integration to similar countries, it does not mean that Europe
turned to regionalism as an alternative to multilateralism, European integration
is driven by forces that have little or nothing to do with how well the
GATT/WTO 1s working.

A common variant on the first asseriion is that regionalism spread due to
trustration with the Uruguay Round talks. Here again the facts just do not fit.
Consider the US-Canada FTA. The political decisions to start negotiations
were taken m the year betore the Uruguay Round was launched. It would take
a very compiicated story {o assert that sluggish progress on the Uruguay
Round in the late 1980s prompted Reagan and Mulroney to seek an FTA in
1985, NAFTA talks did stari after the Uruguay Round became bogged down,
but the motives tor the triggering event — the US-Mexico FTA — had virtually
nothing to do with glohal trade. It was pursued on both sides of the Rio Grande
as a means of locking in pro-market retorms in Mexico.

It is even more tar-fetched to propose that European frustration with the GATT
triggered the EU's Single European Act {which kicked off the recent deepening
and widening of the EU). Who could believe that EU governments endorsed
Jacques Delors’ proposal tor completing the internal market because they
were unsatisfied with the Uruguay Round'’s progress or the GATT system in



general? In any case, the Single Market programme was a done deal long
betore frustration with the Uruguay Round emerged.

To sum up, the frustration-with-GATT/Regionalism-is-easier argument is not
applicable to the major regional initiatives in the world, namely those in Europe
and North America. Europe and North America together account tor two-thirds
ot the world’s trade, and these are the nations that have always been the
driving torces of multilateral liberalization. We should conclude, thereiore, that
the first assertion does not apply to the bulk of regionalism observed in recent
years. Quite simply, assertion No. 1 is factually incorrect.

Assertion No. 2: US-Conversion

The second assertion I1s that the conversion of the United States trom a strong
backer ot multilateralism to an avid participant in regional schemes has been a
driving torce.

This claim 15 based on two misguided readings of recent history. First, the
ciaim that the United States recently converted to regionalism is talse. The
United States’ proclivity tor regional integration was shown in 1965 with the
US-Canada Auto Pact. This continued in the 1970s; for example, in 1974 the
US Congress {not known for giving up power frivolously) granted the President
authority to negoliate a bilateral FTA with Canada (see Section 612 of the
Trade Act ot 1874). It continued in the 1980s with the US-Canada FTA and it
continued in the 1980s with the US-Mexico FTA and NAFTA.

Second, the United States did not initiate the recent regionalism mn North
America — Canada and Mexico did. Hufbauer, Schott and Clark (1994) make
this point at iength. Whalley (1993} is more terse: 'It was Canada who initiated
negotiations on CUSTA, Mexico on NAFTA'.

Moreover, when it comes to other regional arrangements in the Western
Hemisphere (the Enterprise for the Americas Initiative, WHFTA, etc.}, the US-
attitude-as-driving-force assertion ts an unsatistactory combination of tautology
and ethnocentricity. Plainly, the United States’ willingness to engage in
regional liberalization schemes 1s a necessary condition for regionalism In
North Amenca. The remarkable point, however, is not the United States’
willingness to lower its tariffs against Latin American exports; the United
States already negotiated away most of its swallow trade barriers
muitilaterally. The remarkable point 1s the new-tound willingness ot Latin
Amercans and Canadians 1o lower therr trade barriers. It seems rather
ethnocentric to suggest that the United States purported conversion trom



muliilateralist to regionalist was the main reason that non-US Americans have
recently embraced free trade.

Even if one could find an historian to assert that the United States was the
initiator of spreading West Hemisphere regionalism, it is impossible to argue
that resurgent European regionalism had anything to do with US affitudes.
Anynne who tollows European politics knows that the attitude of the US on
trade had almost nothing to do with recent economic integration, even though
Europeans do worry about US attitudes when it comes to deeper toreign and
detence policy integration. Be that as it may, the timing of the US-leadership
assertion 1s wrong. The resurgence ot regionalism in Europe and the United
States started at approximately the same time {with the 1985 White Paper in
Europe, and the US-Canada FTA in North Amernica), suggesting that the
second part of the standard explanation aiso has littlle explanatory power when
it comes 1o the deep integration initiatives in Europe.

In shor, the standard explanation is appealing at first glance and it has won
over many adherents, especially in the United States. It 1= not, however,
consistent with the tacis.

An Alternative Explanation: The Domino Theory of Regionalism

Consider a very different explanation. Baldwin {1993, 1885) presents a
political equilibrium model where an diosyncratic shock, such as deeper
integration of an existing regional bloc, can trngger membership requesis from
countries that were previously happy to be non-members. The basic logic is
simple. The stance ot a country’s government concerning membership 1s the
result ot a political equilibrium that balances anti-membership and pro-
membership forces. Among the pro-integration torces are firms that export to
the regional bloc. Since closer integration within a bloc Is detrimental to the
profits ot non-member firms, closer integration will stimulate the exporters to
engage in greater pro-integration political activity.

If the government was previously close to indifferent (politically) to
membership, the exira activity may tilt the balance and cause the country to
join the bloc. If the bloc enlarges, the cost to the non-members increases since
they now tace the disadvantage in an even larger market. This second round
effect brings torth more pro-integration political activity m non-members and
thus may lead to turther enlargement of the bloc.

The idiosyncratic event in the Western Hemisphere was the US-Mexico FTA.
which was itself motivated by the unilateral reforms undertaken by Mexico in
the 1980s. The idiosyncratic event in Europe was the completion of the Single



Market. Agam the timing and motives for this suggest that this regional
initiative was in no way a substitute tor multilateral liberalization, nor did it have
anything to do with the United States’ attitude towards the GATT system. Both

evenis triggered a domino effect which explains what caused recent
regionalism.
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1. Introduction

The past decade has seen regional trade liberalization spreading like
wildfire. For instance. while the Uruguay Round drapged on between its
1986 agenda-setiing meetmg and s 1994 conclusion. the European Union:
{1) preatly deepened regional econome and politicat imtepration with its
ECY92 programme and the Maastricht Treaty, (2) extended the single market
o EFTA via the European Economic Area agreement. (3) accepted five new
members. {4) signed bilateral integration agreements that o far bevond
duty-free trade with ten Central and Eastern European nations, and (3)
signed a senes of more Hmiued free trade agreements with several former
Soviet Republics. nifer alia.

During the same period the United States sigred a hilateral free trade
agreement with Canada. and then - with Mexico and Canada - formed the
North American Free Trade Agreement. In addition to the Curopean and
North Amertcan reglonal arrangements. dozens of other regional
arrangements exist.  These. however. are Jess significant from a giobal

perspective.” Some - sueh as most trade arrangements among less

' thank Robert Baldwm, Andre Sapir and Thor Gylfason for
comments. Ideas in this paper were explored v a prelinunary form in
Baldwin (1993, 19952, 1995b). The Ford Foundation's MIRAGE project
provided finane:al support.

“As if January 1993, the WTO had been notified of 98 preferential trade
agreements as required by Arucie 24 and 11 developing country
arrangements under the 1979 Enabling Clause. 77 of the 98 agreements
Articic 24 agreements mvolve European couniries and ali but 9 of the 33



deveioped countnies - function poorly.” Others - such as the Australia-New
Zealand arrangement - cover only a tny fraction of world trade.

Finalty. the last ten years has seen 2 rash of proposals for new regronal
agreements alf over the world.  Most notable being calls tor (and modest
progress towards) Asta-Pacific free wade. calls for a Western Hemusphenie
free trade area, and the recentdy proposed transatianue frec trade area,

Clearly, remionalism 1s guaniezatively 1mportant.  European and North
Amencan regional arrangements directly govern more than 40% of werld
trade. Preferenual arrangements also affect irade with third countnes. so 1t
15 worth roting that Europe accoums for half of world trade and North
Amernca for a sixth. Thus even without counting the many small and/or ili-
functioning arrangements, two-thirds of worid trade 15 conducted with
countnes that have well-funcuoning preferential trade arrangements with
their largest trade partners.”

The magmtude and rapid spread of regionalism rauses an obvious
question: “Is spreading regtonalism good or bad? There are really to parts
1o this guestion:

(1} Do the existing remonal arrangement smprove living standards i

the member and nonmember countries?

(2) Does the spread of regtonalism threaten the world trading system

and muhilateral trade liberalization?

agreements notified since 1990 mvolve Central and Eastern European
eountries. De Torre and Kelly (1993) lists 17 nonNAFTA PTAs in the
Western Hermisphere, eigit in Afiica and eight in Asia-Pacific and the
Middle East.

“De Torre and Kelly (1992) and Schott (1989) analyze the reasons why
South-Scuth preferential trade arrangements are typaically plagued by a low
rate of implementation.

"WTO (1995) ponts out that nearly all WTO members (Japan and Hong
Kong are exceptions) are parties to at least one regional arrangement.
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Economists who are familiar with the empirical literature on actual regional
arrangements fargely agree on the answer to the first question. When i
comes to the major regional mitiatives 1n Europe and North Amenca,
almost all empineal studies find 0 modest positive impact on member
nations and a inconsequent:al impact on nonmembers.” Evidence on smalier
regional arrangements 1s quite scarce.  Nonetheless. there 1s very listle
evidence showing that any weil-functioning regional trade arrangement has
actually lowered the living standards of member or sonmember nations.

Economusis are net umited in their answer 1o the second gueshion (see
Winters (1996) for mstance for a summary of the debate).

Seme economists are happy with trade liberalizanon whatever form 1t
takes and view regionalism as having a iargely bengn effeet on the
multilateral trading system {eg Summers 1991). The balance of history 1s
on this side. For instance. the nations dnving muliilateral liberalization
during the past 4 decades - the EUL the US and Canada - have atso eagerly
pursued regonal Hberatization since the 1965 US-Canada Auto Pact and the
1958 Treaty of Rome. 1n {act many scholars {see Kenen 1989 p. 220} take
1t as read that formauon of the EEC induced the US to push for multiiaterat
liberalization m via Kennedy Round. Thus one could argue that
regionalism has promoted multilateral liberalization.

Others worry that spreading regionalism fundamemally threatens the
WTO-centred worid trading system. The nisks usually identified with this

threat include heightening the prospect of inter-bloc trade war, enhancement

*For instance. Whalley (1993 1 334) states "Because the direct effects
on trade and mvestment flows from these arrangements seems small. the
impacts of discriminatory reductions m formal trade barners. and hence
concern over classical trade diversion, seem refatively minor.” Yeats (1996)
finds trade volume changes that sugpest welfare losses i Mecosur, however
trade volume changes are not a sufficient conditicn for weifare changes
excepl under extreme assumptions as Baldwin and Venables (1993) show.

-
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of the ability of hegemomic powers 10 mmpose ther wills on weaker
countries and dampening of large countries' enthustasm for further
multifateral liberalizaton. Note that the debate ms on reglonalism’s future
impact see there is little 1o suggest that remonalism has hereto harmed the
plobal trading svstem. For mstance. despute resurgent regionatism, the
Uruguay Round (the most complex and ambitious muhtitateral wade
negotzation 1 world history) was compieted and the WTO was founded.
Moreover. the finai push came from the US and Europe who had just
completed or were 1 the midst of regronal liberalizations.

‘This paper addresses the causes of resurgent regionalism and thereby
mms to make a contribution to the second guestion.

Logically. there 1s a sunple connecuon between regionalism and the
future of the world trading system. Regonalism's impact depends on how 1
affects governments' fature policy choices. Because there 15 no widely
aceepled positive modet of overnment policy choice - especially one that
considers the dynamics of how endogenous trade policies change -
theoreticat 1nvestigations inevitably mvolve speculation based on ilb-defined
premises, or precise analysis based on simplistic models that have not been
iested emperically.  An alterative route - the one ndopted in this paper - 15
to try to first understand the causes of the regionalism that we have already
observed. That 1s the anm of this paper.

The pian of the paper follows the advice of Shertock Helmes in the
Hounds of Baskerville. Holmes tells Waison: “It 15 a capital mistake to
theorize before one has ail the facts. Inevitably one twists the facts to fit
the theory, rather than the theory to fit the facts.” Following this advice,
the next section, section 2, sels the stage with the examnation of the facts
of tecent regronalism,  This ciudes a discussion of tae two types of recemt

regional inttiatives {deep and shailow integration artangements), the size of



various regional arrangements, and the tming and motives behind European
and North Amenican regionalism. Section 3 describes and critiques the
standard explanation of spreading regionalism. Section 4 argues that an
alternate explanation, the domino theory of regionalism. better fits the facts
of recent repionzlism. Section 5 contains a summary and coacluding

remarks,

2. Recent Regionalism: The Facts

2.1 Two Tvpes of Recent Regionalism: Deep and Shallow Anungements

International micgration agreements are contracts that restrict the ability
of nutional governments to set policy unilaterally. Shallow integration
schemes deal pnmarily with siatutory border measures. ep tarift and
quantitative restrictions.  Deep imegrations involve restrictions that go far
beyond this. affecting policies that are considered purely national concerns
in mMost nations.

Deep Itegration Schemes The EU's common market and the £EC92
programme are archetypical deep integration agreements. The common
market provide for free labour mobility 1 addition 1o duty-free trade in all
goods  EC92 deepened this 1o include, miter afin, free movement of captal
and senviges as well as providing muual recognition {with munmimum
harmontzauon) of product standards and industrial regulation. harmonization
of VAT rates. strengthenmng of a commeon competition policy and
restrctions on state aids (subsidies). and puaranieed rights of establistiment

for EU-based firms. Except for the Austrabia-New Zealand Closer

Lh



Ecoronuc Relauons Trade Agreement (ANZCERTA). all deep integration
schemes are i Europe. In particular, s addition to the ELL the European
Economic Area (EEA) agreement exiends single market aceess 1o three
members of EFTA (Norway. lceland and Liechiensiein). and the so-called
Europe Agreements commit {0 Central and Eastern European countries 10
approxemating thewr economuc policies. laws and pracuces to EU standards,

It 15 important o note that West-European deep integration mitiatives
{EC92, Maastricht, and EEA) did not expand regional integration.  They
merely deepened exssting schemes. Before the EC92. West European
regional ntegration was marked by two-coneeniric circles. The outer eircie.
which encompassed ali EU and EFTA members. was a 'virtual' {ree trade
area for mndustnial goods. The confiuence of the Treaty of Reme, the
Stockholm Convension (EFTA’s founding document) and bilmeral EU-EFTA
free trade agreements ensured duty-free treatment for ndustnal trade
between every pai of these countnies. The mner circle consisied of the
EU's commen market. EC%2 and the European Econonuc Area agreemen:
(EEA) deepened the extent of integration n both the inner and owter crreles.
The 1986 EU enlarpement brought one new country {Spain) into the sysiem
and moved another (Portugal} from the outer to the nner circie. The 1993
EU enlarpement switched three countries (Ausiria, Finland and Sweden)
from the culer cirele (o the mner circle.

Shallow Regional Integrations  Most of the other recent regional
schemes - such as the US8-Canada FTA, the US-Israet FTA, the North
American FTA (NAFTA), Mecosur, andg the revivals of oid regional
schemes i Latin Amenican and Africa - involve fairly shaliow integranon
phased in over forg periods.

The US-Canada FTA, which directly covers only 6% of world trade,

will have eliminated alf tariffs on most mdustrial trade between the two



nations by 1998, 1t also relaxed some restrictions on governament
procurement and cross-border direct invesiments,  Service trade 18 not
substantially liberalized since most exisung restnictions were 'grandfathered'.
Interesungly, many of the most difficult issues addressed in the Uruguay
Round proved mssurmountable 1n the bilateral FTA talks and were therefore
dropped. Hufbauer. Schont and Clark (1994). for instance. state that
“various stucking pomts remained unresolved. most notably in subsidies,
government procurement. energy seclor mvestment, transport services, and
ntellectuat property rights.” The agreement has not changed US-Canada
trade flows dramatically since bilateral trade was already quite free. Prior
to the FTA, the average Canadian artt on US geods was 1% with 80% of
bilateral trade already duty-itee”

NAFTA covers only 1% more of world trade than does the US-Canads
FTA. This arrangement provides for elimauon of most wariffs and many
nontarlfT barriers with Mexico over 2 10 1o 15 vear peniod {US-Canadian
liberatization 1s stili governed by therr bilateral FTA). NAFTA liberalizes
many ivestment flow restrictions among is three members.  This nvolved
Canada, and especially Mexico. liberalizing their anu-forewen eapuial policies
tthe US had very few restriction to besun with),  In parucaiar, NAFTA
COMmIMHES ils members to granting national treatment to NAFTA-based
mvestors (with some excepts notably in the energy sector). In all. the
invesiment component of NAFTA goes bevond those agreed n the Uruguay
Round. The wrilateral arrangement also parually liberalizes trade 1in finaneial
and telecommunieations services,  1n contrast to deep miegration schemes,
NAFTA does not. mer alier: {1) guarantee the free mobility of labour or
capital. (2) rule out the use of dumping. countervailing duties and other

mstraments of contmpent protection. {3) provide mutual recognition of

“Whalley (1993 p 335).



health, safety and product standards. mdusinial regulation. (4) guarantee
rights of establishment. nor (3} provide for common surveitlance and
enforcement of state aids or compenition (Le. anti-trust) policy.
Furthesmore, NAFTA 15 not a customs umen so compiicated rules-of-ongm
are wmposed.  Krueger {1993) argues that the NAFTA rules-of-ongm have

been used as protectiomst devices.

2.2 The Size of Remonal Integrition Armngements

Size s the second pomt of fact. In terms of the velume of trade
affected, West European schemes donunate all others. Table 1 shows that
the sbout a third of world merchandise exports take place within the
European Economic Area (EEA). This figure 15 almost five umes larger
than the next biggest arrangement. NAFTA.? All of the other successiul
regronal mitiatives are uny. De Melo and Panagariya (1993) considered ali
regtonal integration arrangements n the world (well over one hundred n
aumber) and defined as successful only those for which intra-arrangement
trade was at east 4 percent of the members' total exports on a sustained
bases. As they point out, this is a very pernussive defimtion of successful.
Table i shows that none of the other arrangements covers even as mch as
¢ percent of world trade. Several of them cover less than one tenth of |
percent of world irade.

The matr pomat 15 that 1n terms of the volume of world trade covered.
the European and North American regional integration schemes are really

the only important ones. Wolf (1994 p. 13) sums up the siuation concisely:

"Under NAFTA., tariffs and other border measures are 10 be phased out
between 1994 and 2009, so 1t s hard to know how much trade 1t will cover.
The figure 1n the table shows the sum of exports between Canada, Mexico
and the US m 1990,



Table 11 Size of Vanous Regional Integration Schemes

1990 data Intra-regiona
Intra-regional exXports as
exports share world
($ biliions} exports

West Europe free trade zone 1128.5 33.9%

(EU+EFTA)

of which: 821.8 24.7%

EUIZ

NAFTA 237.9 7.1%

ANZCERTA 3.8 0.1%

ASEAN 26 0.8%

Andean Pact HE G.0%

CACM 0.5 0.0%

LAFTA 12.0 0.4%

ECOWAS 1.2 0.0%

PTA 0.6 0.0%

Sources: IMF Direcuon of Trade Yearbook 1992, EFTA Trade 1994,
and De Mclo and Panaganiya {1993) for smaller arrangements.

Note: 0.0% indicates less than one tenth of one percent,

ANZCERTA 15 the Australia-New Zealand arrangement, ASEAN is the
South-cast Asian arrangement. the Andean Pact is an FTA among
South American nations. CACM is the Caribbean common market,
LAFTA 15 the Latn Amenca FTA, ECOWAS 15 the West Alfrican
arrangement and PTA s the Castern and Southern African preferential
trading area. Many of the last six srrangements cover substantially less
than all commodities. so the fgures 1n the table are overestimates of

the trade affected directiv.

"By now. no fewer than 85 regional trade arrangements are @

exislence, 28 of which have been set up since 1992 (see GATT.

1993¢c). Yet the world has only two significant trade blocs. defined

as zones of preferential trade, One s western Eurepe and the second

1s norihh Amenica. The North Ameneasn Free Trade Agreement does



not create much change e the "bloc” that existed beforchand. the
Unisted States nself. The addition of Canada. whose gross domesuc
product 15 only % per cent of that ol the United States, and Mexico.
whose GDP s only 3 per cent. will make litle difterence to the rest
of the world. Meanwhile. Asia 18 not a bloe ang shows littic sign of

beconung one."

2.3 The Tiouns and Motivation of Restonal Armanpements

The facts about the uming and motives behind spreading regionalism are

absolutely entical. We focus on North American and European regionalism.

23,1 North American Regronalism

On the US side. mterest i a [ree trade agreement started with the 1963
US-Canada Auto Pact. This interest continued in the 1970s. For example.
Secuon 612 of the Trade Act of 1674 granted the US Presidem authonty to
negouate a free rade agreement with Canada,  interestngly. this came soon
after an ambitious agenda had been agreed for a new multilateral trade
negotiations, the Tokyvo Round, and comcided with the first EU eniarsement
{then called the EEC). Also mn the Trade Agreements Act of 1979, seenon
1104, Congress anthonized a study of the possibility of reglonat uade
arrangements m MNorth America. Moreover, during his 1980 Presidennal
campaign Ronald Reagan espoused a North Amencan [ree trade.

This manifest US interest in broad regionalism was regected by both
Canada and Mexico until the mid-1980s, although Canada did liberatized
merchandise irade with the US. The 1965 US-Canada Auto Pact, for

mstance, eliminated tariffs on bilateral trade 1 cars and parts, and GATT

*See Hufbaver, Schott and Clark (1994) pp 97-101 for more detail.
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Rounds lowered tari{Ts more generally. Despite this, a free trade agreement
with the US has long been a bére norr in Canadizn politics, given Canadian
fears of fearing economic domination by s much iarger neighbowr. in foct,
Canada systemaucally mnplemented policies aimed ot thwarting US
mvolvement 1 Canadian sndustry, notural resources and media. This fear
of US domination 1s even more deeply-rooted mn the Mexican pelitical
scene. Uantil the debt 1980s crisis forced a radicsd wurn around, Mexican
trade poliey was fiemly based on the idea of import substitution,  This
mvoived very high ariffs and severe restnctions on inward foreign direct
vestment. aimed de focio at US multinationals,

US-Canada FTA4  Canada provided the spark for the US-Canada FTA
in September 1985 when Prime Mimster Mulroney proposed a bilateral
FTA." Reagan formally announced his mtention to negouate this FTA
December 1985 and the US Congress granted [ast-irack negouating
authonty i Aprif 1986, Despite the high degree of economic and
mstuutional similarsty between the two economies, the success of the 1963
bilaterai Auto Pact. and the fact that US and Canadian formal trade barmers
were already quite low, the US-Canada talks proved quite difficult’® The
final agreement came inte foree only i January 1989,

US-Mexico FT4  Mexico was the driving force behind the US-Mexico
FTA. which as later trilateralized into the Norih American FTA"

Until the 1980s, Mexico pursued highly protectiomst, anti-foreign direct

*According to Schout (1988 p. 11). the germ of this insiative was &
March 1985 summit meeting between President Reagan and Pnme Mimster
Mulroney. According 1o Hulbauer. Schott and Clark (1994). the change m
Canadian attiudes was encourage by their 1983 and 1985 natonai
commuissions, whieh strongly endorsed a bilnteral FTA with the US.

¥See Bello and Winham {1992) for a history of the negotiztions.

"0n this assertion see. for instance. Hubauer. Schott and Clark (1994
p.100Y and Whatley (1993 p.369).
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vestment policies. The Mexican debt cnisis of the early 1980s lead to &
volie-face. which exiended to the adoption of liberal trade policies.
Mextco's new found liberalism was pot first directed towards remonal
integration.  Starting 1 19835, Mexico unitaterally cut 1ts taritfs on an MIFN
basis and phased ot most nontariff barriers such as s restrictive smport
Heensing regeme. Mexico Jomned the GATT in 1986 and locked in many
reforms with three bilatera apreements with the US and Canada.”

GATT membership provided some assurances that Mexico's trade
Hberalization would remarm i place. For instance tarift bindings enforced
by the possibility of trade pariners' retaliation would make st hard 1o
completely undo the liberalizaton. However. the market-onented Mexican
policy-elite soupht greater "irreversibility'. Since the US has the economie
and political sirength 1o hold Mexico to 1ts promises. a bilaterat FTA with
the US was an obvious "commitment technology”

In June 1990, Mexican President Salinas proposed an FTA with the US.
According to Whailey {1993). Mexican objectves were to smprove and
leck-1i access to the 1S market (recall that Mexico was uniiaterally
removing us owa tariffs) and to lock-n its domestic econome reforms with
an amm of auracting foreign direct nvestment. US President Bush rapidly
agreed 1o the bilateral.

The US mouves for this mitiative had linile to do with the US's desire to
liberatize trade. 1n 1990 US exports to Mexico accounted for only 7.2% of
1ts total exports, 5o 11 seems highly unlikely that the US viewed this

politically exacting, yet commercially unimportant sstiative as a substitute

“Undersianding on Supsidies and Countervailing Duties 1985,
Framework of Prnciples and Procedures for Consultations Regarding Trade
and Investment. 1987, and Understanding Regarding Trade and Investment
Facilitaion Tatks 1989. Ten agreements were signed with Canada ux March
1990.
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the giobal trade liberalization and the Uruguay Round. The chiel US aim
was 10 foster stability 1n Mexico by boosung growth and locking n 1ts
unijateral pro-markei reforms,

NAFTA  The push for merging of the US-Mexico FTA wlks into the
trilateral NAFTA talks came entirely from Canada.  In particubar. Canada
was concerned that the US-Mexico FTA would fead 10 harmful suppiy-
switching (trade diversion to use an mmprecise term, see Box 1) especialiy
automotive parts, As Schett and Hufhauer (1992 p.63) and  Hufbauer and
Schott (1992, p.24) pomnt out. the US-Mexice and Enterprise for the
Americas Insative "eonfronted Canada with the cholee of cither jommng the
"hub” {1.e. engaging trilateral negotiations) or beconung Just a “spoke” in
the US FTA system.” Consequently. just 18 months after the US-Canada
deal (which lead to a nauon-wide political fight). Canada requesied that the
biluteral UiS-Mexice talks be broadened nio a wilateral negotialion.

After Canada provided assurances 1o the US that i1 would not hinder
complenon of a US-Mexico accord. the Presiden: Bush US and Mexsco
agreed 1o o trilateral negolahion.  Announcement of the tatke came from
President Bush m February 1991, US fast track authonity was granted in
May and negotauons began m June 1991, NAFTA was signed

December 1992 with enter mto force n January 1994.7°

Box_i: Trde Creation and Diversion: Ouidated Coneepts

For a compenzive economy. riff liberalization has 1wo welfare effects.™

“See Hutbauer and Schott {1992, 1993) and especially Hufbaser. Schott
and Clark (1994) for a more detailed chronology.

HSee Kowalezvk (1990) or Collier (1979) for cricism of the Vinerian
termunology.



The first stems from trade volume changes; When a good's domestie price
exceeds 11s border price (ke price paid to foreigners), increasing inporis lowers
the cost of consumption and thus smses national welfare, The second stems
from border prices {i.e. trade price) changes. When a country 15 a net smporter
of a good. a drop i the horder price 15 beneficial (domestic producers lose less
than domeste consumers gain), while the opposue holds when the country 1 a
net exporter,

A nation that Jomns a preferential trade area {PTA} lowers s tarifls on a
discrmymatory basis.  Typically. the nation sees a shift mos volume-of-trade
patern, ve. "supply-switching” fron: suppliers outside the PTA 10 a PTA-based
suppliers. A border price ehange typieally accompanes the quantity changes:
IF imporis came from the Iowest cost supplier prior to preferential liberalization,
any switching from nen-PTA suppliers to PTA suppliers teads to raise the
average tmport price paid and this tends to Tower welfare.

sacob Viner, the first modern

economest 1o describe the supply-

Figure 1
switehing ard border price effects,
-
gave them a jomt name - trade oo
diverston.  While st 15 a shame
. aler
that Viner gave a smgle aame 1o ot
A € i) pu
the trade volume aad wade prce ¥ T
T e
impiicatons  of  discrimsnasory i,

liberalization, 1 55 understandable.
Viner wrote at & tune when tariffs were still the main barrers to trade. and if
tariffs are the onbv barniers being liberatized, the two effects go hand in hand.
In modern umes. however, fariffs are much less unporan i developed
countries. WTO (1993 p.2) states that 43% of developed countries’ industrial
irade from MFN oriins wilt be duty-free when the Uruguay Round results are
smplemented. The average tariff will be 6.6% on the remawmder.

The necessity of distnmushing between supply-switching and the trade price
3 | £ Pply B



effects shows up clearly when coasidermg deep imterration schemes that lower
"fricional’ barriers rather than tariffs {frictonal barssers, or technieal barriers 1o
trade mhibit imports without generating trade rents such as tasiff revenue - un-
harmonized product standards are o wood example). The pom: can be made 1n
the classic rade-diversion diagram {tuure 1), The smafl home counatry can buy
from A (low cost supplier) or B. but mstially applies un MFN fricironal barsier
(whose tarff equivalens is T). so 1t buys all from A. ‘Fhe effective border price
1 p*+T. Now home removal of the barrer an mports from B endy leads to
supply swiching from A to B: This supplyv-swiching (what might be called
trade diversion) mnproves home welfare anambiguously since 1t lowers the

border price 1o p*  (The gam equals arens A+R+C+Dy

Followny the US-Canada FTA and {especiatly) the US-Mexico FTA.

many smaller regronal stiatives were launched. re-launched or serlousiy
discussed 10 Latn Amenca. For mstance. Chile. Brazil, Argentina. Uruguay
and Paraguay. formally or informally approached the US 1o begin bilateral
FTA talks. Moreover. mierest i President Bush's Enterprise for the
Amerscas Ingtiative boomed in 1991 with 26 countries signing so-called
Framework Agreements. These facilitate discussion of means 1o eliminate
mmpediments 1o trade and investment, Effectuvely. the Framework
Agreements comrl countries fo making unilateral concessions on
irvestment restnictions 1o the US i exchange for the promise of closer US

trade ard investment relations leading eveptually o an FTA Y

2.2.7 European Remonalism

“See Chapter 7 of the CEA (1991).



European imtegration has 2 fong history. but recent European regronilism
was sparked by the Single Market programme.™ In 1985 Jacques Delors
took office with the mtention of rekindling European miegraion. His
strategy was to embark on 1 massive liberaiization that would turn the
common market o a singie market. The first formal step towards the
Single Market programme was a June 1983 White Paper by Lord Cockficld.
This listed 282 meastres necessary to complete the single market. The
treaty wmplementing these measures (along with many other changes) - the
Single European Act - was stgned 1m February 1986 by EU heads of
government. In the same vear Spain and Poriugal acceded 1o the EU after
six vears of membership negotiatlons,

The Single Markel programme harmed the compentiveness of EFTA-
pased firms by lowermg the costs of ther EU-based nvals. as Krugman
(1984) pownts out. The Vinertan term ‘trade diversion' mught be used 10
deseribe this. but the considerauons of imperfeet competition make st 4
much more complicated cffect. CEPR (1992) calis 1t the strategic
disadvantage of nonmembpership. Whatever 1t 1s called. EFTA governments
decided that they must react.”

The idea of countermg the threat (to EFTAns from EC92) with a new
plurilateral agreement was first suggested ai a meetng of EFTA and EU
memsters 1n Luxembourg in 1984, even pefore the White Paper was
published. This produced the so-called Luxembourg Declaration. This
regtonial mlegrahon. HOWeVer. proved enormously difficult. eg gven more

dilficult than the Uraguay Round. From the Luxemboury Declarnuon o

1Gee Wallace (1994) for the history. CEPR (1992 chapter 1) for the
role of ECO2.

1 Anderson and Blackurst (1993 p.2) aiso explamn the revival of
European n terms of these forces.
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entry-uto-foree, the EEA took 10 years - 2 vears more than the Uruguay
Round.

The mirnsic difficulties of agreemng to such deep economic ntegrabion
without politicat mtegranon. and the EU's preoscupation with the Single
European Act ane the Maastneht Treaty ted 10 long delays. fndeed very
lttle was done until January 989 when Jacques Delors proposed the
European Eeonomic Area agreement (intially cafled the Furopean
Economic Space agreement). Talks on the EEA began miormally i 1989,
contimnng more formally m 1990 and 1991 The first version of the EEA.
signed m 1991, was rejected by the European Court of Justice as
\nconsistent with EU law. Negouauons were reconvened and the second
version of the FEA was signed 2 May 1992 in Oporto. Portugal. This was
acceptable to the European Court. however. Swiss volers rejected Woin a
December 1992 referendum. Since the EEA formally included ajl EFTAns.
tiis required a techmend rewnting of the agreement. More umportant, Sinee
the EEA obliged the EFTAns 10 make financal ransfers o poor EU
regions. the withdrawal of Swrzerland atso forced a renegotiation of the
size of these transfers. The [inal version of the EEA was signed m 1993,
with implementation starting tn January 1994,

EU's Fourth Enlargement  The depth of EC92 mtegration made 1t
difficult for the EU to extend the Singie Market to nenmermbers. 1o
partscular, EC92 constraing many ¢conomic policies that are not traditionally
viewed as trade poliey, [t requires supranational surveiliance ad
enforcerment of compeution policy {antitrust policy). state aids to mdustry.
national public procurement policies, and the behaviour of stte owned
monopoties. The member siates of the EU can accept this sort of
supranational control by the European Commuission since the Commission

sself is controlled by nauonal political leaders via the Counei of Mimsters,
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Since nonmember governments cannot vote or attend the Council of
Minister meetings. the EEA agreement involved regulztion without
representation’ for the EFTA side.

This so-calied influence deficit made the EEA o relatively unpalatable
means of offsetling potennial discrimination from ECY2. As it turned ouL
virtually none of the EFTA governments were willing to live with the EEA.
Ever before the final version was adopted. all the EFTAns {except teeland
and Licchtensten. which have 2 combined population of 0.3 mitlien) had
applied for full EU membership, Obviously. the end of the East-West
corflict in Europe was also entical to this membership drive n tha: it
removed traditional resistance 1o the EU. Applications were recerved from
Austnia (July 1989), Sweden (July 1991), Finland (March 1992).
Switzerland (May 1992) and Norway (November 1992}, For these
countries. the EEA was viewed as a transitional arFangement. net a long
term solunon. Note that the EU froze the Swiss application m response io
the negative outcome of their BEA referendum.  Aceession talks for the four
EFTAns. were concluded in 1994 with entry 10 occur in 1995 subject to
nanonal referendums.  Austnan, Finmsh and Swedish voters responded
positively 1n 1994, Nerwegian voters said no.

The collapse of Commusism also opened the Central and Eastern
European ecuntries (CEEC). The EU and EFTA (separately) signed
bilateral free trade agreements with 10 of these countries in the carly
19905.% Since nearly all industeral trade in West Europe 15 duty free and
West Europe 15 the dommant market for the exports of Central and Eastern
European mations, these bilateral free trade agreements were essential 1o

levelling the playing field for CEEC exporters, Most CEECs have applied

®Poland. Hungary, the Czech Republic. the Stovaik Repubtic, Bulgari.
Romania. Estona, Latvia. Lithuania and Slovenia have signed agreements.
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or plan 1 apply to become full EU members and the EU Heads of State
have agreed that they will eventuaily be adnutted. The EU's agreements
with the CEECs are far more than free trade agreements. In partcutar. the
commut the CEECs to approximaton of EU faws and economic policies

such as competition policy and siaw aids.

3. The Standard Explanation of Regionalism’s Resuigence

The standard explanaion of the recent spread of regional liberalization
focuses on two assertions.™

Assertion #1: Frustration-with-GATT / Regionalism-is-easter
According to this part of the standard explanation. regional integration has
prospered as 2n alternative to multilateralism because regionzl fiberalisation
is easier than multilateral liberalization. Krugman (1993 p. 73) phrases this
asserlion as a senes ol guestions:

"So we reed o ask why such blocs are m fact emerging. This

comes down to asking wiy natrons may {eel that they are able to

negoliate more at a reglonal than at & global levet. Or o put 1t more

pessimistieally, what are the probiems of the GATT that fead

countries 1o turn 1o their neighbourhood insiead 2
Krugman goes on to list four reasons why regionalism 15 easier than
muitilaterabism, (i) The sheer number of paruicipant in muitilateral trade
negoliations changes the nature of strategic bargaiming. This mvolves a

reduction 1 the costs of non-cooperatton {a key consideration mn cooparative

MGee for mstance, Bhagwan (1993) and Krugman (1993): De Meto and
Panagarniva, (1993) provide a synopsis.
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game theory) and greater ngidity in negotations. (it} Modern rade barners
are much more varied and much less transparent than the wriffs and quotas
considered in the early GATT Rounds.  This makes bargaiming more
difficult (since there are so many vananis (o consider) and renders mose
difficult the monutoring of any ¢ventual agreements. The latter pomt agim
makes cooperation a less Hkely outcome. {Hi) The reduced cconomic
dominance of the US made the system harder to run (theory of hegemonie
stability). (iv) Socto-politico-cconomic insututional differences between
Atlantic economies and Asia {Japan m particular) make 1 much easier for
the faiter to get away with non-compiiance. Antscipation of this makes the
Atlantie economies refuciant to bargam on an MFN basis.

Assertion #2: US-Conversion  The second assertion 1s that the
conversion of the Unised States from a strong backer of multilateradism 1o
an avid reglonalist 15 2n unportant foree behind spreading regronalism.
Bhagwan (1993). for irstance, goes so far as to say: "The main driving
force for remonalism today 15 the converston of the United States. hitherto
an abstansg party. 1o Arncle XXV "

Some aralysts. such as Bhagwant (1993} link the two assertions by
asserting that frustratron with the GATT process 15 the cause of the US's

CONVEISIOn.

3.1 Crtigue of the Standard Explanation

3.0t Assernon #11s Factually Incorrect
Much of the first assertion's plausibility stems from evenis of the carly

1990s. While the Uruguay Round talks lurched from one crises to another.

“Arucle 24 15 the GATT clause sanctioning the discriminatory
liberalizauion of FTAs and customs anions.
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Europe and North Amenes were sething up regional integration schemes at a
furious pace. From the perspeetive of the mid-1990s. however. this

' One cannot clnm that

regionalism-1s-casier asseruon s hard to justify.”
regionat ntegraton schemes encountered less political resisiance than the
Uraguay Round in North Amerca. Europe or Asia. In Canada, the bilateral
FTA with the US was the key and highly divisive 1ssue 1 o nationat
parliamentary election, while the Uruguay Round emjoved broad support. In
the US. NAFTA faced mueh more oppoesition than the Uruguay Round (as
evidenced., for example. by the 1992 Presidential election debate).

in Europe, onc cannot say whether regsonai or muitilateral liberalizayions
was politically easser. Some regional intiative (eg EC92) caused the EU
members little political problems, while the Uruguay Round's smpact on the
CAP brought the European Umion (o the brink. In contrasi. the Maastricht
Treaty created enormous political problems as evidenced by the near-rmss i
the French referendum and the Damsh rejecuon. For the EFTAns, the EEA
eaused enormous political problems, bul the Uruguay Round was relatively
uncentenous. Even now, European integration continues to divide several
major political parties tn the UK. Norway. Swiizerland and Sweden among
othiers, yel apart from a few narrow ssues (cuitural trade and food trade).
the WTO emjoys strong support from all European parties except those on
the far feft and far nght.

To sum up. 1t 15 factually mcorrect (o sav that peliticians prefer regional
liberalization 1o multilateral liberalization because regional tiatives are
less difficult politically.

Deep-versus-Shallow Arrangements  There 1s certunly some truth to
the second of Krugmarn's reason why regional liberalizatios might be easier.

Many contemporary trade sssues are much more complicated than those (eg

*See Cable (1994) on this poimnt.
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tariff’ Hberalization) dealt with in the early GATT rounds. However. we
need to keep the deep-versus-shallow distinetion firmiy 1n mind when
considenng the relevance of this.

Plamnly this "trade 1ssues are too complex for multilateral tafks" assertion
has fittle relevance to the many shailow regional trade arrangernents that
constitute much of the recent resurgence of regionalism.  Shallow
arrangements {essentially all non-LEuropean integration schemes) are
concerned mawnly with old-fashioned GATT issues like tariffs and quotas.
Indeed. as WTO {1993 p.62) points out the Urniguay Round results went
further down the liberalizanon road than most regional integration
agreements tn a number of areas such as services, mvestment. intellectual
property nights, agnculture. clothing and textiles, and government
procurement. The US-Canada FTA and NAFTA agreements, for example,
are manly Hmited 1o such border measures. They did po some distance
beyond the Uruguay Round agreement on a few issues (eg mvestment),
however 1n many ways the Uruguay Round suceessfully tackled many
tssues that were much more difficult than those addressed in recent North
American regional muiatives. For instance. 1t promises to dismantle the
Muiti-Fiber Agreement - a byzanune guota systern affecting most of world
trade 1 clothing and textiles. It slipped the wedge i on agriculture
protection, forced reforms of antidumping practices and procedures and it
established a credible dispute settlement process.

in sharp conirast. the notion that regional deals are easier 15 ¢learly
relevant to the recent deep integration schemes in Europe. There 15 no way,
for instance. that multilateral agreement could be reached on 1ssues such as
a commion competition policy, a common external tarff and a common
antidumping regame (10 sav nothing of a common monetary policy). While
the assertion helps explaan why the EU limats deep integration to similar

29



countrigs. it 15 not help us explan the resurgence and spread of Evropean
integralion.  As argued above. European mtegration 1s drniven by forees that
are enbirely indigenous o the Old World.

A slight varant of the {irst assertion 15 that regionalism spread dee to
frustration with the Uruguay Round tatks. Here again the facts just do not
fit. Consider the US-Canada FTA. The political decision to siart
negotmlions were taken n the vear before the Uruguay Round was
launched. One would have 1o tetl o very complicated story about Amencan
and Canadian mouves to assert that sluggish progress on the Urouguay
Round n the iate 1980s. prompted Reogan and Mulreney seck an FTA m
1983, The US-Mexice FTA 1alks and NAFTA were started afier the
Uruguay Round talks bogged down, However, the mouves for the
tiggering event, the US-Mexico FTA had virtually nothing 1o do with
global trade. It was pursued on both sides of the Rio Grande as a means of
locking m pro-market reforms m Mexco.

It 1s even more far feiched to propose that European frustration with the
GATT was what trggered the Singie European Act. European economic
mtegration 10 the post WW il period was 2nd 1s driven by mainty by
geopolitical motives -- the desire 1o make European war unthinkable. Who
could believe that EU povernments endorsed Jacques Delors' proposat for
completing the ntemal market because they were unsausfied with the
GATT? Two histoncal faetls back up this assertion. Even when the GATT
muitilateral process was widely percerved as weli-functioming (in the 1930s
and 19605}, West Europe continued to proceed with regional mtegration.
Also, the Single Market programime, which sparked most of the other
deeper 1ntegration schemes, was proposed and adopted long before
frustratson with the Urupuay Round emerged.

To sum up, the frustrator-with-GATT part of the argument 1s not
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applicable to the major regional mitiatives 1n the world. namely those in
Europe and North America. Recall that Eurcpe and North Amenca together
account for two-thirds of worlds trade, and these are the nations that always
have been the driving forces behind multilateral liberalizaton.

We should conclude that the first assertion 15 does not apply to the bulk
of spreading regionalism observed in recent years.  Furthermore, since this
assertion 1s onty conditionaily relevant 1o North Amencan regionalism, we
should reject the assertion as an important cause of regionalism,

Quite simply. asseriion #1 15 factuptly mmcorrect.

First, the claim that the US recently converted to regionalism is false.
The US proclivity for regional integration was shown in the 1965 with the
US-Canada Auto Pact. It contmnued in the 1970s. For mnstance, 1n 1974 the
US Congress {not known for giving up power frivolously) granted the
President authority 1o megotiation a bilateral FTA with Canada (see Section
612 of the Trade Act of 1974). It conunued in the 1980s with the US-
Canada FTA and 1t contimued m the 1990s with the US-Mexico FTA and
MNAFTA.

Seeond, the US 4did not initiate the receni regionalism in North Amenca
- Canada and Mexico did. Hufbauer, Schott and Clark {1994) make this
pomt at length. Whalley (1993} ts more terse; "It was Canada who mnitiated

negouations on CUSTA. Mexico on NAFTA"

3.1.2 Assertion #2 15 Factually incorrect

The second assertion claims that a pancipal force behind recent
regionalism s the conversion of the US from devoted muhilateralist 1o
ardent regilonalist. This clamm 1s based on two misguided readings of recent

history.



First. the 1s not a recent convert to regronalism. US proclivity for
regional ntegralion was shown in the 1963 with the US-Canada Auto Pact.
It continued in the 1970s, For mstance. w 1974 the US Congress {not
known for giving up power {rivolousiy) grasted the President authority to
negetsation a bilateral FYA wsh Canada (see Sectior 612 of the Trade Act
of 1974). Tt conunued m the 1980s with the US-Canada FTA and nt
continued in the 1990s with the US-Mexico FTA and NAFTA,

Second, the US attitude toward regronal had Httle to do with North
Amercan regionalism.  Quste simply. the US did not initiate the recent
regionalism 18 North America - Canada and Mexico did. To quotes
Hufbauer. Schott and Clark (19943, "While the political will for free trade
negonations was apparent in the Unned States as earfy as 1974, Canada was
siow 1o welcome negoniations.” They go on to sav: "Movement toward US-
Mexieo economic miegration proceeded slowly m the 1960s and 1970s.

The debt crisis @ the early 1980s led to a dramatic reonientation of Mexican
economic prionties, mcluding trade polices...In June 1990. President Carlos
Salinas of Mexico proposed free trade negotiations with the Unsted States:
this tnitiative soon prompted Canada to join the talks as well.” Whalley
(1993) 1s more terse in making the same pomnis: "It was Canada who
initiated negouations on CUSTA. Mexico on NAFTA"

Moreover, when 1t comes to other regional arrangements i the Western
Hemusphere (the Enterprise for the Americas Initiauve, WHETA, etc.), the
US-attitude-as-driving-force assertion 15 an unsatisfactory combinaton of
tautology and ethnocentricity. Planty, the US's willingness to engage
regionai liberalization schemes 15 a necessary condition for regronalism 1n
North Amernica.

However, the remarkable point 15 not the US's willingness to jower its

barmers against Laun Amencan exporns. It1s the willingness of Latin
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Amenicans to lower thews. After all. the US already has negotiated away
most of its trade bamers multilateraily. so (Canaca apart) FTAs with the US
1 the Western Hemisphere entail asymmetnie liberalization. with the Latin
Amenicans domg most of the wriff-cuting.  Thus the big change lies m the
attiiude of Latnn American governments, which until recently. resisted al
forms trade liberalization - unilateral, regionai or muiitlateral. It scem
rather cthnocentric to suggest that the US's conversion from multiateratist
10 regronalist 18 the mam reason that politicians 1n South Amencan capitals
have recently embraced regionat and multifateral free wade.

A more likely cause 15 the poor growth performance (refatuive 1o East
Asia} and the debt crises of the 1980s.

Even if one could find an historian to assert that the US was the mitiator
of spreading West Hemisphere regionalism, it 15 impossible 1o argue that
resurgent European regronalism had anything o do with US ausudes.
Anyone who follows European politics knows that the atistude of the US on
trade Bad almost nothing to do with recent ¢conomic micgration, even
though Europeans do worry about US attstudes when 1t comes to deeper
foreign and defense policy mtegration. Be that as it may. the tuming of the
US-leadership assertion s wrong. The resurgence of regionatism in Europe
and the US started at approxmmately the same time (with the 1985 White
Paper in Europe, and the US-Canada FTA in North Amerca), suggesting
that the second parl of the standard explanation aiso has little expianatory
power when it comes to the deep mtegration mitiatives in Evrope.

These lines of argument should be enough 1o reject the second assertion
i the standard explananon. The US's conversion is nol what explaing

recent regionalism in North Amenean or Europe.

4. The Domine Theory of Regionalisimn



The standard explanation 1s appealing at first glance and 1t has won over
many adherents, especially m the US. 1t 1s not. however. consistent with
the facts. Baldwin (1993, 1993) proposes a very different explanation of
the cause of recent regionalism.  Idiosyneratic shocks that produce a new
regional ttiatsve (say. deeper mtegraton of an existing regonal bloc or an
new bifateral FTA) can tnigger & multiplier. or domno effect producing
membership requests from countries that were previously happy 1o be
ponmembers. The basic logic 1s simple. The stance of a country's
government concerning parlicipation m a reglonal arrangement 1s the result
of 4 political equitibrium that balances anti-membership and pro-
membership forces. Among the pro-integration forces are firms that export
to the regnonal bloc. Since closer integration within a bloc 15 detnmental o
the profits of nonmember firms. closer integrabion will stimulate the
exporters 1o engage 1 greater pro-integration political acivity. if the
government was previously close to idifferent {politically) 1o membership.
the extra activity may it the baionce snd cause the coumtry 1o jon the blog.
If the bloc enlarges, the cosl 1o nonmembers Increases since they now face
a cost disndvantage 1n an even greater number of markets. This second
rouad effect witl bring forth more pro-iniegratton political achvity m
nonmembers ang thus may lead o further enlargement of the bloc. The
new political equilibrium will mvoive an enlarged regional trading bloe.
Meanwhile 1t would appear that regionalism was spreading like wildfire.

The recent idiosyncratic event n the Western Hemssphere was the US-
Mexico FTA, which was sself motivated by the unilateral reforms
undertaken by Mexico 1n the [980s. Annocuncement of the US-Mexico FTA
destroyed the status quo of trade relations i the Amernicas, Other countries

in the regton. which are heavily dependent on the US market, were faced



with a fair accompti. Mexico-based producers would gain preferential
access to the US market, thereby increasing the competition facing third
country exporters and diverting foreign investment to Mexico. Despsie
continuing domestic opposition to its first regional liberalization - the US-
Canada Free Trade Agreement - Canada decided that # had to be at the
negotiaung table. Other countries i the Hemisphere, sueh as Chile. Brazil.
Argentina. Uruguay and Paraguay enquired about the possibility of bilateral
FTA with the US. Faced with a flood of requests for bilateral FTAs. the
Office of the US Trade Representauve encouraged South Amencan
countries to form regional groups among themseives before applying en
groupe for an FTA with the US.” Similar pressures explain the booming
tterest the Enterprise for the Americas lmtiative., Note the closer
miegraton of Brazil and Argentina {via Mecosur) seems 10 have triggered
115 own domuno effect among the Southern cone counines.

The idiosyneratic event in Europe was the completion of the Single
Market. Agamn the umsng and mouves for this suggest that this regional
mtialeve was 1 no way a subsutute for mubtilatesal liberalization, nor did 1t
have anyihing to do with the US's attitude towards the GATT system. This
event mggered a domino effect. Ausira. which had been previcusly
restrmned from jomning the EUf by pressure from the Soviet bloc, applied for
EU membership in 1989, The deepening of the EU and pending
enlargement of the U 1o include several large EFTA countries made the
potential loss of competitiveness even more threateming to EFTA natons
that chose to remain ouwtside the EU. That 1. each EFTA nation

individually faced the prospeet of losing m the EU-12 markets gad in the

* § have not found documents supporting this asseriion, however while
working for the Councii of Economic Advisors i 1990-19%1, 1 participated
i meetings where USTR. staff made such assertzons.
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markets of those EFTAns acceding to the EU. Since the combined EU and
EFTA markets on average account for three-quarters of EFTA exports. the
pressure on the hold outs mounted.  Sweden put 1n #ts application m 1991
and Finland. Norway and Swilzerland requesied EU membership m 1992,
The teclandic wovernment, which gave much thought to jonng n the early
16905, was deterred by the EU's common fishery policy. By the ume
leeiand changed its nund 1n 1994, 1t was told by the EU that it was two late
10 parucipate m the 1993 EU enlargement. so lceland did not put i an
application.

Baldwin (1995) was completed before the accession negolations for the
ELFs fourth enfarzement were fimshed. However. additionai evidence for
the domuno effect can be found in the ordenng of the four referendums.
Leaders of Austna, Finland. Sweden and Norway apreed to sequence the
natronal votes m orcer of descending of EU populanty. The heavily
populated eastern part of Austria was occupied by Soviet forees until 1935,
so inlansie resisiance to joiming the West via EU membership was quste
weak m Austria. Also. Ausina is the EFTA country most heavily
dependant on the EU market for us manufactured exports. Due to this, 1t
was decided that Austnia should go first. Fintand held us vote next. Parts
of Finland were tost to the USSR 1z WW Il an¢ the country was
"Finlandized' durng the Cold War. so as with Austria, EU membership
promnsed significant non-econemic gans. Sweden came after Fland and
pefore Norway. It was hoped that the widely anticipated positive resuits in
Austria and Finland would 1ikt the fine batance 11 Sweden towards the "Yes'
side. Norway was iast. MNorway's current exports are dominated by oil and
50 are not threatened by the Singie Market programme. Norwegian exports
of manufactured goods {SITC 5-8) to the EU account for only 19% of its

total exports. The figure nises to 27% when manufactured exports to other



EFTA nations (mainly Sweden and Finland) are included,

Figure 2

Importance of Manufactured Trade with EU and EFTA
and Referendum Resulis
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As figure | shows, there is positive correlation between the fracuion of
the population votng for EU membership and the importance of
marufactured exports to the EU plus EFTA arca as a share of total exports.
The exception. of course, 15 Switzerland whose volers rgjected even the
EEA although about 60% of its exports face disenmination from EU92.

Asymmetric Lobbying: Losers Lobby Harder  The political economy
forces driving this donuno effeet are strengthened by a peculiar tendency of
speciai mnterest groups. They wsually fight harder 1o avoid losses than they
do to secure gamns. In this light it 1s important that jommng the regional
integration in Europe and North America would allow countnes to avoid
damage as well as to gan new commereial opportunities,  While there may

be many explanations for this asymmetric phenomenon. Baldwin {1993}



proposes & stmple economuc mkerprelation based on sunk costs,™

Entrv mato most industries and markets mvolves forge anrecoverable
mvestments m produet development, trasning, brand name advertisement and
production capacity. In such sguations. established firms can earn positive
profits sithout attracting new firms only 1 as far as these profits consutute
a fair retarn on the entry ipvestmenis. Apother way to say this is that sunk
costs create quasi-rents. In such industnes. consider the meentive (o lobby,
If a couniry's exporters obtain additional access to fereign markets. their
sales and profits will typicaliy nse.  The inerease in pure profit. however.
will attract sew compettion, so the size of the pasas must be limited. In
the extreme, entry conunues unzil all pure profit disappears.

Correspondingiy, the mecentive 1o lobby for new expori opportunitics
will be fimited, and in the extreme will disappear ahtogether, Next consider
the reaction of an established firm o an usanheipated policy change (such
as the 1992 program, or the US-Mexico FTA) that would reduce sts relative
competitiveness and profitability. (Note that supply switching aimost
akways harms those excluded from preferential agreements since 1t means
these countries will sel} less for less to the i the PTA markets). To be
conerete, suppose that the change would wipe out half its quasi-rents. Since
1t would not aciually be losing money, the firm would not shat down. More
to the pomnt. the firm shouid be willing 1o spend up to half its quasi-rents on
tobbying for membership, if doing so would reverse the loss of relauve

compeutiveness.

¥ Available from the author upon request Baldwin@herumge.ch. Also
see the extensions by Grossman and Helpman (1996) ang Baldwin and
Baldwin (1996).
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5. Summary and Concluding Remarks

This paper argues that regionatism does not reflect a WTO failure nor
the US's conversion from devoted muitilateralist to ardent regsonajist.

GATT Rounds have always been long, have abways been slow and have
always been difficuit. And the US embraced preferential trade 1 the [960s,
1970s and 1980s. Indeed resurgent regionalism does not even reflect a
sysiemic phenomenon. | propose that the current wave of regionalism stems
from two idiosyneratic evenis -- one 1n the New World and one in the Oid -
- that have been multiplied many times over by a domino effect.

If this explanation of the causes of regionalism 1s accepted, much of the
worry about the implications of regionalism are misplaced.

For nstance Baldwin {1994 Chapter 3) proposes @ modei of the
dynarmics of trade liberalizauen tn which reciprocal trade liberalization
begets more liberalization. The idea is that reciprocal liberalization
systematically raises imports and exports, and this systematicatly strengihens
the power of pro-trade forces (exporters) and weakens the power of anli-
trade forees (import competetors).  The wmplication 1s very much i line with
Larry Summers' aroument that afl the "ism” are good for trade liberalization.
Any liberalization makes further liberalization easier as long as 11 raises
wmports and exports.

The mplications for North-South preferential arrangements 1s even more
smportant, since such preferential agreements are perhaps the best way of
changimg the line-up of pro-trade and anti-trade forees in devetoping
natiens. To sec this. consider how episodic GATT rounds triggered a
powerful liberalization dysamic i mdustnalized nations.  Announcement of

reciprocal trade 1alks strengthens pro-trade forces (by arraymmg the political

wl
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power of exporters - normally are fargely indifferent to domesue prolecon
- apamst the political power of protectiomsts) without ncreasing the power
of anti-trade forces. The new political equilibriem involves more liberal
domestic and foresgn 1import policies.  As the liberalizations are phased in.
export mterests get stronger as they expand cutput and emplovment.
Impori-competitors get weaker as they scale back output and go out of
bussness. A few years down the road another GATT Round 1s launched and
the cvele 15 repeated at a fower wntial jevel of import barriers.

The developing countries. however, were exempted from this dynamic
due to the notion of “special and differential” weatment, That 1s. following
the lome of import substitution (widely supported by trade economusts al the
ume), devefoping countries were not required to make fariff "concessions”,
vet they benefitted from OECD import liberalization, 1n other words,
special and differential treatment meant GATT Rounds had almost no
impact on the line-up of pro-trade and ante-trade forces m developing
nations.

Here 18 where North-Scuth FTAs come in. To be GATT legal, FTAs
require all members to bring their tariffs to zero on substanually all trade:
Special and differential treatment 1s not allowed 1n FTAs. Thus we do see
the export interests of developing countres lobbying their governments to
lower import protection 1 the context of FTAs; We do not see this in the

context of muitiiateral trade taiks.
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