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THROUGHOUT HIS LIFE, Walter Sterling Surrey, former Chair of NPA’s
Board of Trustees, worked tirelessly to promote international trade
and commerce, particularly among nations having different cultural, eco-
nomic, and political systems. He strongly believed that international trade
is the most equitable and efficient means to create and distribute wealth
throughout the world. He maintained that an open and competitive inter-
national trading system leads to greater understanding and mutual respect
among countries and that lasting world peace can be achieved only after
such understanding and respect are established.

Mr. Surrey, a prominent Washington, D.C., attorney, was associated
with the National Policy Association, then known as the National Planning
Association, for almost 40 years. He first came to NPA in the early 1950s
as a member of its International Committee. He joined NPA’s Committee
on Changing International Realities—which has since become NPA’s Global
Economic Council—when it was established in 1975 and remained actively
involved until his death in 1989. He was elected to NPA’s Board of Trustees
in 1965 and served as its Chair from 1977 until 1989,

Following Mr. Surrey’s death, NPA, with the aid of the Surrey family,
established the Walter Sterling Surrey Fund for International Cooperation.
The purpose of the Fund is to expand NPA’s research in international
economic, social, and political policies. Previous Surrey publications have
looked at emerging markets, the role of the private sector in advancing the
economies of the so-called third world countries, how capital markets are
changing international growth, the role of international regimes and agree-
ments in promoting development, and the ongoing changes in the former
Soviet Republics and Eastern Europe.

This series is produced through the Walter Sterling Surrey Fund for
International Cooperation in conjunction with NPA’s Global Economic
Council. This volume of the Surrey Series is made possible through support
provided by the Office of Private and Voluntary Cooperation, Bureau for
Humanitarian Response, U.S. Agency for International Development, un-
der Cooperative Agreement #FA0-0230-A-00-3065-00, and the Carnegie
Corporation of New York. The views expressed in this monograph are those
of the author and not necessarily those of the Government of Jamaica,
USAID, the Carnegie Corporation, or the National Policy Association.



Foreword

___’___

ORTH E PASTFOUR YEARS, the National Policy Association, through its Aid
F and Development Project, has examined the con}plex z_md ever chang-
ing factors that influence global development. Inc.reasmgly liberalized tracllg
and the continuing expansion of open market'reglmes thl"oughout the wor
have made the private sector role in promoting economic growth in d(ivel-
oping countries an even more important one than ever before. Trade b c})Jcs‘E
by allowing the freer flow of goods within a region, are one option tha
developing nations can pursue to increase their economic g'rqwth. Many
argue that the paradigm of development should move from ‘Fhe 1nteract1c})11}s
of a donor/recipient relationship to a mutually .begeﬁmal partners 11p
through trade and investment. Those concemed, with 1ptemat1_onal devel-
opment increasingly emphasize the government’s .role in creating an (zpa-
bling atmosphere for private investmentt bylppemng markets, promoting

ivatization, and developing transparent policies.

pnvatll’f;ge Blocs: A Regri)onilly Specific Phenomenon or a Global Trerlz)d?
analyses the impact of trade blocs on todgy’s global economy. The nulm eg
and size of blocs have grown explosively in recent years in bot_h develope

and developing countries. Moreover, these agreements oﬂ:gn link the tw}c;
This monograph discusses trade regimes from thg perspective of Dr. ng -
ard L. Bernal, Ambassador of Jamaica to the Um_tefl States. After_ examlcrlx-
ing the history and current status of a range of existing and emerging trade
blocs, Ambassador Bernal—who delivered the sixth Walter Sterling Surrey
Memorial Lecture in May 1997—looks at the forces that shape these
agTeegsn]gsérnal also examines the profound implications fox: developmg
countries of the expansion of trade blocs. He ci'tes the potentially serlogs
consequences to economic growth if these c0\.m.tr1es are exgh_ldeq from tra (i
blocs, but recognizes the forces that often iphlblt their participation. Severa
approaches to integrate countries with differing !evels of developmept are
proposed to enable the developing world to share in the benefits of this new

trade regime.

NPA Aid and Development Project

Marilyn Zuckerman, NPA Vice President and Projec_t Codirector
S. Dahlia Stein, NPA Senior Fellow and Project Codlrf;ctor A
Nita Christine Kent, NPA Research Associate and Project Coordinator

NPA would like to thank Professor Robert M. Dunn, Jr., for his review of this monograph.

Introduction
——

TRADE BLOCSARE an important feature of the world economy, but they are
not an entirely new phenomenon. Their antecedents can be traced back
to the mercantilist trading systems operated by Western European powers!
from the 16th century to colonial empires that ended in the mid-20th
century. It can even be argued that colonial empires constituted trade blocs.
After World War II, colonial empires or trade blocs were dismantled by
anticolonial nationalism and the deliberate opening of these “closed” trad-
ing systems through pressure from the United States.? This dismembering
of colonial empires occurred as the Soviet Union was establishing the
Council for Mutual Assistance (COMECON). Beginning in the late 1950s
and continuing into the 1960s, regional trade groups and regional economic
integration came into vogue. By the end of the 1960s, such groups existed
in Europe, Latin America, Central America, the Caribbean, and Africa. But
during the 1970s and early 1980s, most of these trade groups and integra-
tion schemes declined or collapsed, except the European Economic Commu-
nity (EEC), COMECON, and the Caribbean Common Market (CARICOM).

The contemporary world economy, it has been suggested, is already
well advanced toward being dominated by three major trade blocs—Europe,
a U.S.-deminated North America, and a Japan-centered Asia,s—although
some have disputed the formation of an Asian bloc or maintained that
Europe is the only trade bloc.* This so-called Triad could be involved in fierce
competition, economic rivalry, and even political conflict.® In this milieu,
one of the most important questions is whether trade blocs are a systemic
feature of the world economy or whether they are simply a series of
regionally specific developments. This report discusses this issue. Part I
documents existing and proposed or developing trade blocs, and Part II
describes their dimensions and dispersal. Part III discusses the factors that
explain the occurrence of trade blocs. Part IV presents the conclusion, and
Part V briefly surveys some of the principal implications of trade blocs.
Appendix I lists some regional trading arrangements that are not desig-
nated as trade blocs because one country grants nonreciprocal market
access to a group of countries.

The views expressed in this monograph are those of the author and not those of the
Government of Jamaica. This monograph benefited from comments by Donald Mackay,
Ernest H. Preeg, and Peter Morici. The author wishes to thank Colleen Rhyant for her
assistance in preparing this paper.
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Part 1
Trade Blocs
R 4

DEFINITIONS OF the term “trade bloc” vary widely. The Oxford Dictionary
defines a bloc as “a combination of countries, parties, or groups sharing
common purposes or policy.” In economic terms, it has been suggested that
an economic bloc is “an arrangement among certain nations, but signifi-
cantly less than all nations, which tends to affect quantities and prices of
internationally exchanged commodities or factors of production.”! As de-
fined in this report, a trade bloc:

(1) participates in a special trade relationship established by a
formal agreement that promotes and facilitates trade within that
group of countries in preference to trade with outside nations by
discriminating against nonmembers;

(2) has attained or has as a stated goal the deepening of trade
liberalization or integration with the objective of establishing a free
trade area, customs union, or common market;

(3) strives to reach common positions in negotiations with third
countries, with other trade blocs, or in multilateral forums: and

(4) attempts to coordinate national economic policies to minimize
disruption to intrabloc economic transactions.

Trade groups or agreements that meet some of these criteria are the
European Union (EU), North American Free Trade Agreement (NAFTA),
Southern Cone Common Market (MERCOSUR), CARICOM, Central
American Common Market (CACM), Andean Group or Pact, Group of
Three, Closer Economic Relations Trade Agreement (CER), Association of
Southeast Asian Nations (ASEAN), and Asia-Pacific Economic Corporation
(APEC) forum. Attempts are under way to develop a Free Trade Area of the
Americas (FTAA), a South American Free Trade Area (SAFTA), a Transat-
lantic Free Trade Agreement (TAFTA), and subregional arrangements in
Africa, the Middle East, and the Indian subcontinent.

In a review of trade blocs, it is useful to distinguish between function-
ing trade blocs and proposed or developing blocs. The next two sections
briefly describe these types of blocs. '

FUNCTIONING TRADE BLOCS

The principal functioning trade blocs are the EU, NAFTA, MERCO-
SUR, Andean Group, the CACM, CARICOM, Group of Three, and the CER.
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(1) European Union (EU)

The European Union, which was formed as the EEC with the signing
of the T'reaty of Rome in 1957 and became a single market in 1992, was
enlarged to the European Economic Area (EEA)'ln 1994. The EU consists
of 15 industrialized countries: Austria, Belgium, Denmark, Finland,
France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands,
Portugal, Spain, Sweden, and the United Kingslom. It has a market of 373
million é:»eople and an aggregate gross domestic product (GI?P) of US$8.6
trillion.” This regional bloc comprises the world’s largest trading entlty'and
absorbs approximately 21 percent of total U.S. exports of googls and semges,
as well as more than 41 percent of total U.S. direct foreign 1nvestmept.

The EU’s single market reduced or eliminated internal barne.rs _to
trade to make the European market more cohesive, an important shift in
the development of regional trading blocs. Although it may seem that the
establishment of a single market would result in increased barriers to trade,
the converse is true. The removal of internal barriers not only has alloyved
increased access for EU members, but also has fostered a more eﬁileent
allocation of investment among member states, improving their individual
and collective competitiveness.

(2) North American Free Trade Agreement (NAFTA)

In 1988, the United States and Canada concluded the Canada-U.S.
Free Trade Agreement (CUSFTA), and in 1990, Mexico and‘ the .Unlted
States announced their intention to negotiate a comprehensive bllateral
trade agreement. Negotiations between the Uni.ted States and Me?uco were
later expanded to include Canada and resulted in the North Amgr}can Free
Trade Agreement, which took effect January 1, 1994. NAFTA fthtate;s the
freer flow of goods throughout the continent and, over a transition pgrlod of
up to 15 years in some sectors, will eliminate all custqms dufmes and
nontariff barriers to trade among the three member cguntrl.es‘. This agree-
ment supersedes the CUSFTA and provide‘s for wider liberalizing measures
(particularly in investment, services, and intellectual property) than those
of the CUSFTA. .

NAFTA contains provisions for enforcement of intellectual property
rights; liberalization of cross-border trade in energy, energy services, and
financial services; and making administrative procedg:gs more tran.spal"-
ent. The agreement provides for stringent. rules of origin to determine if
traded goods qualify for the preferences enjoyed by NAFTA member coun-
tries. NAFTA establishes rules to eradicate all dlscrlmlnapory measures
governing product standards and testing, investment and business services,
and government procurement. . - ‘ .

NAFTA also seeks to protect countries from potential d1§ruptlons in
their markets that the agreement itself might bring. It establishes trans-
parent rules and procedures that allow any party to the agreement to
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provide temporary protection to industries adversely affected by import
surges. The agreement further seeks to ensure that the parties to the
agreement are not placed at a disadvantage compared with their partners.
Three supplemental agreements deal with import surges (only between the
United States and Mexico), cooperation on the environment, and labor
standards.

NAFTA represents a departure from previous trade agreements be-
cause it integrates countries at different levels of development and with
widely different income and wage levels. Because it goes beyond trade in
goods to include services, Investment, intellectual property rights, and
government procurement, NAFTA is one of the most comprehensive trade
agreements in existence.

(3) Southern Cone Common Market (MERCOSUR)

Since the late 1930s, Argentina and Brazil have periodically sought
to liberalize their trade relationship. In 1990, they signed the Buenos Aires
Act, providing for the creation of a common market between them. On March
26, 1991, the presidents of Argentina, Brazil, Paraguay, and Uruguay
signed the Treaty of Asuncion to establish the customs union, Mercado
Comun del Sur or the Southern Cone Common Market—commonly known
by its Spanish acronym MERCOSUR—by 1994. The bloc encompasses 12
million sq. km., has a population of about 190 million, and has a combined
GDP of $610 billion.* Liberalization will be phased in between January 1,
1995, and 2001. Trade within MERCOSUR grew from $6 billion in 1988° to
$21.0 billion in 1995, an increase of 250 percent. Between 1991 and 1995,
intraregional exports grew at an annual rate of 29.6 percent.* The MERCO-
SUR countries account for an estimated 35 percent of intra-Latin American
trade.” There are, however, potentially disruptive problems arising from
divergence in macroeconomic policy, differences in economic trends, trade
imbalances, and political shifts.® A number of issues are unresolved, in
particular the treatment of high technology goods (mainly automobiles,
computers, and telecommunications), services, and investment.

(4) Andean Group or Pact?’

Bolivia, Chile, Columbia, Ecuador, and Venezuela formed the Andean
Pact in 1969, but Chile withdrew in 1976. The Andean Common Market has
not functioned as well as expected, partly because member countries have
pursued different economic policies. In 1984, Bolivia, Columbia, Peru, and
Venezuela created a free trade zone, which Ecuador entered in 1992. A
number of measures have since been adopted to eliminate restrictions and
to standardize various regulations. A four-tier common external tariff has
been agreed upon, but differences persist, with Bolivia and Ecuador enjoy-
ing certain exceptions and with Peru formally withdrawing in early 1997.
Intraregional trade expanded at 29 percent per year from 1970 to 1979, but
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plummeted by 50 percent between 1980 and 1986. Between 1989 and 1993,
the value of trade tripled from $1 billion to $2.8 billion, an average annual
growth rate of 34.5 percent.'’

(5) Centxral American Common Market (CACM)

Work toward regional integration in Central America began as early
as 1951, and the Central American Common Market was established in
1961. It includes El Salvador, Nicaragua, Guatemala, Honduras, and Costa
Rica. By 1969, intraregional trade accounted for 26 percent of total trade,'?
and nearly 95 percent of trade had been granted duty-free status. During
the 1970s, however, the CACM declined because of economic, political, and
ideological differences among the governments, and the organization con-
tinues to face problems.!® By the early 1990s, the value of intraregional
exports h.ad dropped 40 percent below the 1980 level.* As of 1994, intrare-
gional exports were only 2.8 percent of total exports. Growth ofintraregional
trade has been delayed by the slow and uneven pace of adjustment among
member countries. Policy changes have been somewhat erratic in their
timing, se%uence, and calibration, and there have been important policy
reversals . Several agreements crisscross the CACM among various sub-
sets of member countries. El Salvador, Nicaragua, Guatemala, and Hondu-
ras signed an agreement to establish a free trade zone by 1993, but Costa

Rica did not sign.'®
(8) Caribbean Common Market (CARICOM)

The Caribbean Common Market, which aims to create a common
market among English-speaking countries in that region, is the longest
continuin g regional integration agreement. CARICOM was established in
1973 to fuarther integrate the economies that had previously comprised the
Caribbean Free Trade Association (CARIFTA), which had been in operation
since 1968.) The countries in CARICOM are Antigua and Barbuda, the
Bahamas, Barbados, Belize, British Virgin Islands, Dominica, Grenada,
Guyana, Haiti, Jamaica, Montserrat, St. Kitts and Nevis, St. Lucia, St.
Vincent and the Grenadines, Suriname, Trinidad and Tobago, and the
Turks and Caicos Islands. During the 1980s, intraregional trade declined
sharply due to severe economic recession in several member countries and
divergent national economic strategies. In 1984, however, CARICOM mem-
bers aF'reed to establish a common external tariff, which is now partially in
place.”® Trade liberalization has not been accompanied by the free move-
ment of capital and labor, but a CARICOM Stock Exchange began in 1992.
In 1995, CARICOM admitted the first non-English speaking member,
Suriname,19 and in 1997 admitted Haiti as a member. Also in 1997, CARI-
COM took steps to move from a customs union to a single market and
economy.
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(7) Group of Three

Mexico, Columbia, and Venezuela signed a free trade agreement in
1994. The overall objective is to create a free trade area by January 1, 2004
that includes financial services, intellectual property, public secto,r pur:
chages, and investment standards as well as trade.2’ Only automobiles and
a_gncu}tural commodities have been excluded. The phasing in of liberaliza-
tion will not be simultaneous as Mexico’s liberalization is proceeding faster
than that of Colombia and Venezuela. 2! ¢

(8) Closer Economic Relations Trade Agreement (CER)

' In an attempt to enhance and expand trade between their two coun-
trles, Australia and New Zealand established the Closer Economic Rela-
tlons. Trade Agreement in 1983.22 The CER has abolished all border
restnctlons to trade in goods, including tariffs, quantitative restrictions
import and export prohibitions, export incentives, and export restrictions,
Durmg‘1990—92, intra-CER trade accounted for less than 5 percent of.'
Austr.aha’s trade and about 20 percent of New Zealand’s trade.nghe CER
contains a number of special provisions to encourage the exporters of the
island countries of the South Pacific, including Papua New Guinea, with
whom Australia and New Zealand have a nonreciprocal preferential,trade
arrangement.

PROPOSED OR DEVELOPING TRADE BLOCS

Several trade blocs have been proposed or are in various stages of
development.

(1) ASEAN Free Trade Area (AFTA)

. The Association of Southeast Asian Nations was established in 1967, %
apd it now (;onsists of Brunei Darussalam, Burma, Indonesia, Laos Mala,y—
sia, Repubhc_ of the Philippines, Singapore, Thailand, and Vietnan,l, which
ha_v&_e a ggmbmed GDP of more than $632 billion and a population of 481
million.” Over the past 10 years, the ASEAN countries have recorded
annual growth levels of up to 7 percent. Intraregional trade in ASEAN
expanded 41 percent between 1993 and 1994, amounting to $44.4 billion.2¢

As a further step toward economic integration, the members agreed
to gstabhsh the ASEAN Free Trade Area in 1992.2 Under this agreement
tariff rates on imports of certain goods will be reduced among membeI:
couptnes to5 percent or less over 15 years. AFTA is expected to strengthen
reg_lonal economic cooperation through increased trade facilitated by lower
tariffs. In 1995, the number of items to be reduced to 0-5 percent tariff by
2OQO was significantly increased.?® Singapore has urged ASEAN to move
quickly to remove tariff barriers or risk falling behind competitors in other
parts of the world.?®
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(2) Asia-Pacific Economic Cooperation (APEC)

The idea of an organization encompassing all of the countries of thB%
Asia-Pacific region is not new and has gained acceptance since the 1960s.
However, it was only with the creation of the Asia-Pacific Economic Coop-
eration forum in 1988 that the idea received institutional form. This, in part,
reflects apprehension about the dominance of Japan or the United States.

APEC comprises 18 countries: Australia, Brunei Darussalam, Can-
ada, Chile, Hong Kong, Indonesia, Japan, Malaysia, Mexico, New Zealanc'L
Papua N'ew Guinea, Peoples Republic of China, Republic of quea, Republic
of the Philippines, Singapore, Taiwan, Thailand, and the Uplted3§tates. A
major guiding principle for APEC has been “open regionalism.” Sevet:al
regional arrangements—including NAFTA, AFTA, and the CER—coexist
with APEC. This coexistence shows that regional trading blocs need not be
the antithesis to free trade at the multilateral level. APEC has stimulaFed
trade and investment cooperation among member countries, a growing
cohesion among private sectors, and extensive dialogue among trade and
investment officials.

At their November 1994 summit, APEC leaders agreed to achieve free
trade among member industrialized economies by 2010 and among de\{el-
oping economies by 2020.32 Some business groups such as the P§c1f§c3
Business Forum are pressing for a shorter timetable for reducing tariffs.
A report by the Eminent Persons Group of APEC has called for speeding up
liberalization within APEC and the phase-in of trade liberalization meas-
ures agreed to in the Uruguay Round of the General Agreement on Tarlff_'s
and Trade (GATT),* but Japan has called for special treatment for “sensi-
tive sectors” within APEC.% At its most recent summit, held in 1996, APEC
launched the implementation phase of its free and open trade and invest-
ment agenda.®

(3) Free Trade Area of the Americas (FTAA)

The creation of a free trade area encompassing the democratic coun-
tries in the Western Hemisphere (excluding Cuba) was agreed upon at the
Summit of the Americas in 1994. The governments resolved to begin
immediately to construct the FTAA, in which barriers to trade and invest-
ment are to be progressively eliminated. They agreed to conclude the
negotiation no later than 2005 and committed to making concrete progress
toward attaining this objective by the end of this century. However, because
no single path to the FTAA has been decided on, different paths are already
evolving simultaneously and are likely to continue.

(4) Indian Ocean Rim Association for Regional Cooperation
(IORARC)

In 1995, business leaders and academics from 30 countrie3s7discussed
the idea of an economic grouping of Indian Ocean nations.”’ In 1996,
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IORARC was launched.?® The 14 founding members are Australia, India,
Indonesia, Kenya, Madagascar, Malaysia, Mauritius, Mozambique, Oman,
Singapore, South Africa, Sri Lanka, Tanzania, and Yemen. The members
were motivated by opportunities to expand trade, fear of being marginalized
by the emergence oflarge trade blocs, and lack of membershipin or exclusion
from other trade blocs (for example, for many years India has tried unsuc-
cessfully to join APEC). The group could ultimately include more members,
encompassing 1.5 billion people (one-third of the world’s population), two-
thirds of the world’s oil reserves, and one-fifth of its arable land.

(5) Transatlantic Free Trade Agreement (TAFTA)

Canada has raised the idea of significant trade liberalization between
NAFTA and the EU, but U.S. and Mexican response has been cautious.?®
The EU Commission is also studying the implications of establishing a free
trade agreement with Canada and Mexico or with NAFTA as a whole.*
Further, the EU has endorsed a wide-ranging cooperation pact aimed at
creating closer political and economic links to the United States, including
exploring the possibility of a Transatlantic Free Trade Agreement.*! The
Clinton administration is considering the possibility of a TAFTA between
the United States and the EU.*

The idea of an Atlantic free trade area was first discussed in the early
1960s and seemed the natural culmination of the Atlantic Alliance of the
post-World War IT period*® in view not only of the possible economic benefits
but also of the strength and cohesion of the North Atlantic Treaty Organi-
zation (NATO), common interests in relation to developing countries, and
preservation of Western culture and social values.** However, writing in
1967, Balassa concluded that under the conditions then prevailing, estab-
lishing an Atlantic free trade area appeared neither feasible nor desirable.
The countries on both sides of the Atlantic were not ready or willing to
assume the risks such an arrangement might entail, and thesy did not
possess the degree of solidarity necessary to bring it to fruition.*

As far back as' 1989, 53 percent of U.S. business executives believed
that the United States should sign a free trade agreement (FTA) with the
EU."SAccording to Business Week, TAFTA would be a second-best solution
to genuine multilateralism, but may become the first choice if Asia does not
refrain from creating an all-Asian mercantilist bloc.*’ Since 1995, business
executives on both sides of the Atlantic have continued an informal dialogue,
even in the absence of progress among governments.*®

Some see TAFTA as a way of preserving the standard of living of
industrialized countries. Goldsmith has warned that free trade creates
competition among countries with different wage levels, lowering wages in
industrialized countries. Thus, he argues that countries with similar devel-
opment and wage structure should form free trade areas with mutually
beneficial bilateral agreements between the various FTAs.*



10 TRADE BLOCS

In 1995, then Canadian Trade Minister Roy MacLaren voiced support
for TAFTA, suggesting that a senior-level group from the private sector
should help design it. He further suggested that a new free trade partner-
ship of Europe and North America could set competition in motion to reduce
barriers worldwide because the high level of trade and investment flows
already justified a more structured economic framework—about $250 bil-
lion in two-way trade and $460 billion in investment, reflecting a combined
transatlantic output of more than $2 trillion.’® Prime Minister Jean
Chrétien of Canada pushed the idea, but then U.S. Trade Representative
Mickey Kantor had only preliminary discussions with EU officials.

TATFTA faces major obstacles of the kind that delayed the completion
of the Uruguay Round of GATT, particularly in agriculture, trade, and
market opening for air travel, civil aircraft, and television broadcasting.’
By mid-1997, momentum receded as attention focused on more pragmatic
initiatives.

(6) South American Free Trade Area (SAFTA)

Brazil has proposed extending MERCOSUR to create a South Ameri-
can Free Trade Area that would include all of South America and eventually
be in a position to merge with NAFTA %2 The idea of a SAFTA is not new;
the Latin American Integration Association (ALADI) was started in 1980
and replaced the Latin American Free Trade Association (LAFTA) created
in 1960. ALADI members include Argentina, Bolivia, Brazil, Chile, Colum-
bia, Ecuador, Mexico, Paraguay, Peru, Uruguay, and Venezuela. Support is
growing for SAFTA, with six Andean countries proposing such a free trade
zone in 1995.5% Chile and Bolivia have become associate members of MER-
COSUR, and after they negotiate a more formal arrangement, Ecuador,
Peru, and Colombia would be likely candidates.®

In 1995, U.S. Trade Representative Kantor and Brazil’s Foreign Trade
Minister Luiz Felipe Lampreia agreed that the two countries should “ex-
plore with the other parties to our respective sub-regional trade arrange-
ments the possibility, which we strongly endorse, of holding an initial
meeting between NAFTA and MERCOSUR.”%® Although the United States
and Bra zil agreed to an exploratory meeting between NAFTA and MERCO-
SUR, this did not happen because of objections from Mexico. During a 1995
visit to Chile and the MERCOSUR countries, Canadian Prime Minister
Chrétien reiterated that “We see NAFTA as the foundation for eventual free
trade thiroughout the Americas.”®® There is a possibility that MERCOSUR
could become the core of a Western Hemisphere FTA or a SAFTA because
of the extent of its integration and its size in relation to Latin America.
MERCOSUR represents almost 50 percent of Latin America’s GDP, more
than 40 percent of its population, and about 33 percent of its foreign trade.”’

(7) Association of Caribbean States (ACS)

The Association of Caribbean States was established in 1994, with the
objective of complete economic integration, including the liberalization of
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trade. and investment as well as programs of functional cooperation. The
creation of a free trade area among the 37-member countries would eﬁcoﬁ-
pass a populgtion of 220 million and an annual trade flow of $5 billion.*® It
is the _ﬁrst.tlme in the Caribbean that this comprehensive a grou in. of
countries (including Cuba) has participated in a bloc. Twenty-ﬁvg ingde-
p.endent states have full membership in the ACS, and another 12 signato-
ries—most of them overseas territories of the United Kingdom Frangn tlf

Netherlands, and the United States—have observer status.> , e

(8) European-Mediterranean (Euro-Med) Free Trade Zone

. In mid-1997, the European Union and 12 Middl

African nations laid the foundation for a Europe-Meditf:1'1;3'21511:;11‘1111 If‘l 12:(2: ’II\‘II(‘);(E};
Zoge as pgrt of an economic and political partnership to include free trade
in 1_ndustrlal goods and services by 2010 and increased EU funds for the
region. The Euro-Med program follows the conclusion of bilateral associa-
tl‘0n. agreements between the EU and Israel and Morocco; Tunisia signed a
similar accord earlier in 1997; and negotiations are undér way with other
E'uro-Med partners. The EU intends to build a trade bloc out of these
bllateral_ agreements, underpinned by $6.2 billion in aid and a similar
amount in soft loans pledged for 1995-99.%°

(9) EU-MERCOSUR Inter-regional Association

In mid-1994, the MERCOSUR countri i i
interbloc accord between MERCOSUR andeihl;e%llr} cgrrllfildfr: 3123:31 i)g;:
MERCOSUB Eoreign Ministers and European ofﬁcials, announced plans t(;
beg‘_m negotiations on trade liberalization.®* The EU-MERCOSUR Inter-
zz%?gﬁlEFéaﬁvggg é)t(}%peration Agreement was signed in Madrid in 1995
pith an BU MERCOSO 258;61‘2 regional Association to be established some-

MERCOSUR represents roughly one-half of the EU’s trade with Latin
Ameru;a, and Europe is the largest export market for the MERCOSUR
countries. In 1995, Europe accounted for 27 percent of MERCOSUR exports
compargd to 20 percent for the United States.% The EU’s decision topform,
a bloc with MERCQSUR reflects the EU’s intention to prevent the erosion
of ex_pf)rt markets in Latin America as part of a broad strategy to maintain
traditional relations with Africa and the Caribbean through the Lome

Convention (see Appendix I) and to e
‘ nhance trad i
Russia and Eastern Europe. © arrangements with

OTHER INTERBLOC LINKS AND REGIO TRAD
ARRANGEMENTS naL ¢

' Other interbloc links are emerging. Russia and the EU have initiated
an interim agreement, and the ratification process has been completed for
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the Partnership and Cooperation Treaty signed in 1994.% ’.I‘he. EU ang
Turkey have established a customs union, which became .eﬂ‘ectlve in 1.99(_5.
Within the Western Hemisphere, Chile has expressed interest in linking
NAFTA and MERCOSUR by being the first country to becgme a member of
both trade blocs, and Boliv(i;g has proposed becoming a bridge to MERCO-
the Andean Pact.

SUR %I:)?ne regional trade arrangements, actual and proposed, do not con-
stitute trade blocs because one country grants nonreclproca} markfat‘ access
to a group of countries. These arrangements do not comm1.t participating
countries to the eventual goal of a free trade area, customs union, or common
market, yet a number of such agreements exist (see Appendix D).
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Part II
Dimensions and Dispersal
of Trade Blocs

4

DIMENSIONS OF TRADE BLOCS

Proposition 1. A large and growing share of world trade takes place
within the ambit of trade blocs.

DURING THE PAST DECADE, there has been a resurgence of interest in
regionalism and regional integration. Today, trade blocs are a funda-
mental aspect of the world economy, both in terms of the share of the world
trade they encompass and the number of countries that participate in them.
In 1995, 51 reciprocal, GATT-notified regional trade agreements were in
force and accounted for 50 percent of world trade.! A 1992 survey listed 23
preferential trade arrangements, encompassing 119 countries and account-
ing for approximately 82 percent of international trade in goods.” Most of
these arrangements seem to be moving toward becoming trade blocs, and
they accounted for two-thirds of world trade in 1992.3

The existing trade blocs are the EU, NAFTA, MERCOSUR, Andean
Group, the CACM, CARICOM, Group of Three, and the CER. Table 1 shows
the dimensions of the major functioning and proposed or developing trade
blocs.

Intraregional trade has grown rapidly throughout the world since the
late 1940s and now accounts for one-half of world trade, with a high of 70
percent in Western Europe (see Table 2). This trend reflects physical
proximity, trade liberalization by individual governments, and regional
trade arrangements. Ironically, intraregional trade has grown most rapidly
in Asia—in the absence of any formal integration or trade agreement. This
no doubt derives from the very high rates of growth of countries in the
region. Intraregional trade has attained significant proportions in Asia (see
Table 2), despite the fact that trade blocs have only recently been estab-
lished. The growth of intraregional trade in East Asia has occurred because
of the rapid growth in overall trade as well as unilateral nondiscriminatory
trade liberalization, including reductions in “nonofficial” trade barriers,’
and the expansion of intraregional investment, particularly in manufactur-
ing.® In the European arena, intraregional trade has reached a new high,
as integration has deepened and membership has expanded in the EU,

Trade among Latin American countries was relatively limited before
the 1950s, having grown slowly in the first half of the century. Exports

15
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S
TABLE 1

Profile of the Principal Functioning and Proposed or Developing Trade Blocs

Intraregional
GNP per Exports as a
Population, 1993 GNP, 1993 Capita, 1993 % of Total

Trade Bloc (MilL) (USs$ Bill.) (US$) Exports, 1994
Andean Giroup 97.6 161 1,534 9.9
APEC 2,116.7 13,289.7 6,278 69.0
ASEAN 333.9 427.3 1,280 19.0
CACM 28.3 30 1,106 22.3
CARICOM 6.2 16 3,849 9.9
CER 211 N.A. 15,500 12.5
EU 344.0 6,600 17,741 61.0
Group of Three 141.2 373 2,643 3.0
MERCOSUR 197.7 1,618 3,930 19.2
NAFTA 372.6 7,287 16,390 477

Sources: .S, Department of Commerce, Organization of American States, Inter-American Development
Bank, and APEC Economic Committee, 1995 APEC Economic Outlook (November 1995).

within Latin America as a percentage of total exports were 6.2 percent in
1913 and 9.3 percent in 1948." By the mid-1950s, the volume of intra-Latin
American trade was substantially higher than it had been before World War
II, but it had grown at a lower rate than the growth of total world trade.?
Forecasts in the 1950s for the growth of Latin American exports, including
those to the United States, were pessimistic and served to redirect attention
to the potential of intra-Latin American trade.’

Latin American intraregional trade grew during the 1960s, declined
during the 1970s, and began growing again in the 1980s.1°During the 1980s,
economic integration schemes and regional trade agreements either ceased
to function or existed in name only. Factors leading to the contraction of
trade and the collapse of regional arrangements included the perception of
a polari zation of benefits; policy disparities and limited policy cooperation
due to widely different ideologies and economic development strategies;
internal political crises, including civil wars and coups; and the adverse
impact of oil prices, declining commodity prices, protectionism, external
debt, and exchange rate volatility.

»-
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TABLE 2

Share of Intraregional Trade (Exports Plus Imports) in Total Trade in
Seven Geographic Regions, 1948-95
{Percentage of Each Region’s Merchandise Trade)

1948 1958 1963 1968 1973 1983 1993 1995

Western Europe 418% 52.8% 61.1% 63.0% 67.7% 647% 69.9% 68.9%

Central and Eastern
Europe and the

former USSR 46.4 61.2 71.2 63.5 58.8 57.3 19.7 18.7
North America* 271 315 30.5 36.8 351 31.7 33.0 36.0
Latin America* 20.0 16.8 16.3 18.7 279 17.7 19.4 20.8
Asia 38.9 411 47.0 36.6 416 43.0 49.7 50.9
Africa 84 8.1 7.8 9.1 7.6 4.4 8.4 10.0
Middle East 20.3 121 8.7 8.1 6.1 79 9.4 8.0
World 329 40.6 441 47.0 49.3 44.2 50.4 N.A.

* Mexico is included in Latin America.

Sources: Hege Norheim, Kar Michael Finger, and Kym Anderson, “Trends in the Regionalization of Word
Tradg, 1928 to 1980,” in Kym Anderson and Richard Blackhurst (eds.), Regional integration and the Global
Trading Systern (New York: St. Martin’s Press, 1993), pp. 436-486; and World Trade Organization Annual
Report 1996, Vol. Il (Geneva: World Trade Organization, 1996), p. 23.

L

In the 1990s, trade within the Western Hemis
: R . phere has grown much
more rapidly than trade with the rest of the world (see Ta%lie 3), wui(t:h

?t;?ri%ional trade experiencing significant growth in recent years (see
able 4).

GLOBAL DISPERSAL OF TRADE BLOCS

Proposition 2. Trade blocs do not occur everywhere in the world but
are concentrated in Western Europe, North America, South America,
Cen_tral America, and the Caribbean. They are notably absent in
Africa and Eastern Europe and are embryonic in Asia.

T?ade blocs are not evenly dispersed across the globe, but are concen-
trated in Sopth America (including the Caribbean and Central America)
Nort'h Ame}'lca, and Western Europe. Since World War IL, there has been,
persistent interest in and development of trade arrangements aimed at
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TABLE3

Awerage Annual Growth of Exports
in the Western Hemisphere, 1990-96

Global Extraregionai Intraregional

Exports Exports Exports
Andean Group 51% 3.9% 23.6%
CACM 112 10.4 151
CARICOM 55 5.1 8.0
Group of Three 11.7 11.6 20.9
MERCOSUR 8.3 57 25.6
NAFTA 8.6 71 10.5
Latin America and
the Caribbean 9.9 8.5 18.2
Western Hemisphere 8.4 6.3 10.4

Source: Integration and Trade in the Americas (Washington: Inter-American Development
Bank, Department of Integration and Regional Programs, July, 1997). p. 3.

TABLE 4

Intraregional Exports in Latin America and the Carlbbean, 1990-96

(Percentage of Total Exports)

1990 1993 1996

Andean Group 4.1% 9.4% 10.9%
CACM 16.2 21.8 19.9
CARICOM 11.7 114 131
Group of Three 1.6 3.2 2.6
MERCOSUR 89 18.5 215
NAFTA 429 45.5 475
Latin America and

the Caribbean 11.9 19.0 18.4
Western Hemisphere 48.1 52.2 53.8

Source: Same as Table 3.
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establishing trade blocs. South America and Europe have had the longest
established trade blocs, dating in some cases from the 1950s. The extended
duration of some now defunct blocs, such as COMECON and the European
Free Trade Agreement (EFTA), reflect this interest.

The early development of trade blocs in the 1950s and 1960s was
followed by a second wave of activity in the latter half of the 1980s and the
early 1990s, when MERCOSUR was formed and the European Economic
Community was transformed into the European Union. Thisresurgence and
deepening of economic integration has continued into the 1990s, especially
in the Western Hemisphere with the establishment of NAFTA and in the
Caribbean and South America with a renewed interest in integration and
regional trade arrangements.'! Regional integration has grown out of eco-
nomic liberalization and the shift toward outward-looking economic devel-
opment strategies. The revival of regionalism has also been influenced by
the transition to a world market as national economies merge into trade
blocs. The deepening integration in the EU and the successful implementa-
tion of NAFTA are manifestations of this trend toward the emergence of
trade blocs.

Functioning trade blocs are markedly absent in Africa and the Middle
East, although there have been numerous attempts and brief operations.
While the Franc Zone has existed in French-speaking West Africa since the
colonial era, there has been little progress in trade integration. Apart from
the Southern African Customs Union, trade blocs and integration agree-
ments in this region have failed under the stress of daunting economic,
political, and social problems.'” The Lagos Plan was intended to create a

common market of sub-Saharan countries,’® and efforts continue to bring it
to completion. In the Middle East, seven regional trade blocs were initiated
between 1959 and 1981, none of which now function effectively. The most
recent attempt was the Arab Maghreb Union formed in 1989 by economies
dominated by oil production and trade. The region has little prospects of
formmg a trade bloc, especially given religious, ethnic, and political differ-
ences.

Trade blocs have not been prominent in Asia, but there is a long history
of regional organizations and alliances motivated by security considera-
tions, especially anticommunism. Japan has studiously avoided involve-
ment in trade blocs with its Asian neighbors, being precccupied with global
markets, particularly markets in the United States and Western Europe.
Japan has also refrained from deliberate policies to increase its financial
and monetary influence in Asia or to promote the yen as an international
currency to compete with the U.S. dollar. 15 Japan’s disinclination to form or
join a trade bloc has coincided with some apprehension from its neighbors.
Worried by disparities in size, industrialization, and technology, many
Asian countries have eschewed inviting Japan to participate in regional
trade arrangements. However, perhaps more important in perpetuating
this attitude have been the lingering bitterness over Japanese colonialism
and conduct during World War II and the memory of the Greater East Asia
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Co-Prosperity Sphere.!® Further, most countries in the region practice
unilateral trade liberalization and have benefited from an open multilateral
tradin g system and do not want to jeopardize their existing access to export
markets, particularly the United States.!”

Although trade blocs are not well developed in Asia, regional arrange-
ments ineconomic, security, political, and other areas are firmly established
and quiteadvanced. 18Many of the old hostilities are yielding to the economic
push for increased trade and investment by increasing interaction and
cooperation.’® Some type of free trade zone or arrangement linking the
countries of Southeast Asia, or a grouping that includes Japan, is a distinct
possibility, although some scholars argue against this.?® An Asian economic
group consisting of Japan and the ASEAN countries would encompass 33.9
percent of the exports of these countries. J. apan and the newly industrialized
countries of East Asia have a combined GDP of $3.3 trillion and a population
of 607 mmillion.” The Muslim countries of Asia formed the Economic Coop-
eration Organization in 1992, and there is a proposal for an Islamic free
trade area. The idea of a free trade zone involving Russia, China, and North
Korea has even been discussed.2?

In 1997, Muslim developing nations formed a global economic coop-
eration group known as the D-8.% Bangladesh, India, Sri Lanka, and
Thailand have established the BIST-EC, which will initially concentrate on
infrastructure and transportation.?* The members of the South Asian Asso-
ciation of Regional Cooperation (SAARC)—Bangladesh, Bhutan, India,
Maldives, Nepal, Pakistan, and Sri Lanka—have agreed to establish a free
trade area by 2001.%° In deciding on its role in Asian regionalism, Japan

must ggntinually recalibrate the balance of relations between Asia and the
West.
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Part III
F'actors Explaining the Formation
of Trade Blocs
L 4

THE OCCURRENCE of trade blocs is determined by the interaction of global
and regional factors.

GLOBAL FACTORS

The three factors operating at the global level are globalization,
corporate integration, and U.S. policy toward regionalism and trade blocs.
Globalization and corporate integration are the economic forces pushing the
formation of trade blocs, made possible because of the changed nature of
U.S. hegemony.

Proposition 3. Two major economic forces—globalization and corpo-
rate integration—encourage the formation of trade blocs as a tran-
sition from an atomistic world economy of nation-states to a world
economey devoid of national barriers to international trade.

Globalization

In recent years, international trade and capital flows have grown ata
faster rate than world GDP.! During 1983-93, there was a 71 percent
increase in the volume of world merchandise exports, double the 35 percent
growth in world output.? This reflects the progressive globalization of
production and finance,? which is pushing governments to minimize, har-
monize, or eliminate national barriers (e.g., tariffs, quotas, and exchange
controls) to the international movement of goods, services, capital, and
finance. Efficiency in resource allocation and profit maximization on a
global scale cannot be attained in a world economy that is fractured into
national economies whose policies constrain the degrees of freedom. Trans-
national corporate integration impels multicountry market integration,
initially in a regional context, both as ex post economic rationalization and
as a defense by the nation-state against the inevitable relinquishment of
the vestiges of economic sovereignty.

The speed and extent of the flow of goods, services, capital, and finance
throughout the global economy require a degree of freedom that is not
available if there are national impediments. This fundamental economic
development is the impetus for the dismantling of national barriers and the

22

A REGIONALLY SPECIFIC PHENOMENON OR A GLOBAL TREND? 23

movement toward regional groups where a free market exists for capital
and goods. The thrust toward globalization manifests itselfin the formation
of trade blocs and the impetus to liberalize embodied in the Uruguay Round
Agreement of GATT. Trade blocs are transitional mechanisms that accom-
modate the needs of globalization and facilitate the concentration of eco-
nomic activities in these areas.

The transition to a world market is taking place through the linkage of
national economies and regional trade blocs. For example, APEC’s share of
world exports increased from 38 percent in 1983 to 46 percent in 1993.
Intra-APEC trade also expanded rapidly, with about 70 percent of APEC
exports going to other APEC countries in 1993, compared to61 percentin 1983.*

Globalization is compelling the world economy toward transnational
production and economic activity. Private sector-led, market-driven eco-
nomic catenation, or linkages, are pushing political authorities to reduce
and ultimately eliminate national barriers to the flow of goods, services,
capital, and finance. Although global, transnationalization is uneven in its
development; in its most advanced state, it takes the form of trade blocs,
primarily between highly developed, trade-oriented economies. Globaliza-
tion tends to manifest itself as trade blocs because regional concentrations
of economic activity are outgrowing national economies yet are constrained
by national political barriers. No single country currently performs a
hegemonic management role to ensure a genuinely multilateral system of
free trade, as Britain did in the nineteenth century or the United States did
from 1945 to the mid-1970s. In this situation, nation-states endure as
politically bounded economic spheres.

In some cases, trade blocs are driven by economic tendencies that may
take the form of corporate integration. Corporate integration sometimes
develops momentum after an initial phase of government-led integration.
The formation of the European Union is a case where political vision, driven
by security needs and a common culture and history, preceded transnational
economic links. Liberalization among Western European countries com-
pounded and accelerated the transnationalization of trade and investment.
Eventually, corporate integration developed sufficient mass and momen-
tum to drive the political process and consummate the long-held vision of a
European economy.

Trade blocs also tend to develop where intraregional trade is very
important and is market induced. The exponential growth of regional trade
and investment in Asia emerged from market forces, extremely high rates
of economic growth, and the export-oriented nature of the economic policies
and structures of the economies. Only recently has the complementary
political will begun to coalesce around the idea of a regional economy based
on the market rather than on formal legal and institutional mechanisms.

Concomitant with globalization has been the marginalization of much
of the developing world, whose links with the areas of dynamic growth are
tentative and are being eroded by lack of technology, low productivity, and
inadequate competitiveness. Trade blocs have long been a phenomenon of
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some developing countries, reflecting their attempts to overcome their
margin alization or to cooperate in their relations with the blocs of developed

countries.
Corpor-ate Integration

Economic concentration—that is, the emergence of growth poles re-
sulting from the clustering of industries—intensifies intra-industry trade
and accelerates technological innovation. Corporate integration through
mergers and strategic alliances have been a dominant feature of capitalism
in the United States and Western Europe. Corporate integration, consoli-
dation, and restructuring through cross-border mergers and acquisitions
have become worldwide phenomena for the following reasons: (1) companies
strive for size; (2) to attain economies of scale; (3) market presence; (4) com-
petition forces consolidation and pruning; (5) easing of regulations govern-
ing mergers; and (6) corporations prepare for more intensive competition in
the global market.’

Corporate integration is proceeding rapidly between Argentina and
Brazil, with more than 300 joint ventures in 1995,° and such integration is
pushing MERCOSUR. This is a clear example of how corporate integration
spurs and reenforces the formation of trade blocs. In that same year,
Argentina became the leading recipient of Brazilian foreign investment.’
This type of intraregional investment is the result of a larger market having
been created by a trade bloc as transnational corporations decide where to
locate their plants based on the capacity of a country to serve as a hub in
global or regional production networks. Argentina has attracted Chilean
and U.S. investment, particularly in food processing, with major invest-
ments by Nabisco, Cadbury-Schweppes, Cargill, Danone, and Parmalat.
Chilean firms such as Chilectra, Chilgener, and Endesa have invested
heavily in privatized gas and electricity utilities.®

U.S. Policy Toward Trade Blocs

Proposition 4. The relative decline in U.S. hegemony has allowed the
multilateral trading system to accommodate the emergence of trade
blocs other than the EU. Indeed, the United States is now pursuing
a two-pronged approach that binds multilateralism and regional-
ism and is itself a lead participant in a major trade bloc, NAFTA.

U.S. economic power and political hegemony in world affairs has
changed in the postwar period, as was evident in the prolonged Uruguay
Round of GATT.? The emergence of trade blocs and U.S. participation in
NAFTA partly reflects the difficulties for the United States of enforcing an
open multilateral trading system, as it did immediately after World War II.
Although modifications in U.S. policy toward regional integration and trade
blocs reflect the changes in U.S. power, the U.S. disposition can still
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significantly influence whether a bloc is formed. This is clearly evident in
the U.S. support for the FTAA and in its apprehension over and lack of
acquiescence to the establishment of Asian blocs that exclude the United
States. Indeed, U.S. policy toward such trade blocs has been a factor in
discouraging the formation of a trade bloc in Asia. The perception of U.S.
hostility is sufficient to deter participation in trade blocs, as many countries
in the region are vulnerable to U.S. actions.!® In fact, Japan has had to be
sensitive to the balance of relations between Asia and the West in deciding
on its role in Asian regionalism.

The attitude of the U.S. government toward regional trading arrange-
ments and regional integration has varied with its perception of its national
interest. For example, the United States has supported regional integration
when it regarded a region as being in need of economic development or as a
safeguard against external threats, as in Western Europe in the Cold War
years or in Latin America because of internal destabilization. The United
States has vehemently opposed regional economic arrangements that it
perceived as excluding or diminishing U.S. exports or as making market
access more difficult by protectionism, as in Latin America in the 1950s and
early 1960s and in the EEC as it expanded to a single market in 1992.

In the latter part of the 1980s, the United States became an advocate
of regional trading arrangements, starting with the Canada-U.S. Free
Trade Agreement. In 1990, NAFTA was proposed, with the ultimate objec-
tive of becoming a Western Hemisphere Free Trade Area, reflecting the
importance of markets in the hemisphere at a time when the U.S. economy
had a large, persistent trade deficit and economic growth had become more
dependent on exports.'! This shift in policy coincided with the consolidation
of the EEC, uncertainty about concluding the Uruguay Round of GATT,?
and frustration over access to the Japanese market.

Before 1945, proposals to create a European union were considered
detrimental to U.S. interests and were viewed with suspicion.'® However,
in the aftermath of World War II, the United States vigorously supported
Western European economic cooperation and integration because of a
combination of economic, political, strategic, and security reasons.'* The
establishment of the EEC and the economic recovery of its member states
transformed European-U.S. economic relations from dependence to inter-
dependence.' As early as 1962, the EEC retaliated against U.S. goods after
the United States withdrew concessions on carpets and glass. By the early
1970s, the EEC was regarded as an increasingly closed trading group that
was becoming progressively exclusionary.

In contrast to U.S. support since the inception of the Marshall Plan for
regional cooperation in Western Europe and the active assistance given later
to the EEC, the U.S. attitude toward Latin American integration efforts
during the years preceding the Kennedy administration was discouraging.!’
U.S. support was conditioned by private sector fears that expanding intra-
regional trade would harm U.S. exports.'®However, by the early 1960s, there
was increasing willingness to concede that regional economic integration in



26 TRADE BLOCS

Latin America was not intended to be protectionist to the detriment of U.S.
exports or the multilateral trading system and the principles of GATT.?

The United States has traditionally advocated and used its influence
to promote free trade in the multilateral trading system, but since the
mid-1970s there has been a growing willingness by the United States to
resort to protectionism for selected endangered industries. Bhagwati has
argued that “the overall ethos favorable to protectionism came from the
national psychology produced by America’s relative decline in the world,”?
what he calls the “diminished giant syndrome.”®! Justifications for protec-
tionism include preventing the demise of strategic industries such as iron
and steel; protecting U.S. wages from “cheap labor” imports; maintaining
jobs in sectors such as textiles and apparel; as a sanction against barriers
to U.S. exports, asin Japan; and as a bargaining chip to open markets. There
has been increasing acceptance of the idea that strategic and selective
application of protectionism promotes exports, reduces trade deficits, and
retards deindustrialization. Support for managed trade has come to be
regarded not as short-sighted protectionism, but as practical, patriotic
defense of the national interest.

The growth of protectionist sentiment is linked to the growing recog-
nition that while free trade is a desirable goal, the real world diverges
significantly from it. The argument that free trade is the best option is based
on the Ricardian-Hecksher-Ohlin theory of comparative advantage, which
derives from very restrictive assumptions.”” The validity of the theory has
been increasingly questioned as the reality of world trade has progressively
invalidated the theory’s underlying assumptions. This is clearly expressed
by Dosi et al. who state that “with increasing returns and imperfect compe-
tition, free trade is not necessarily and automatically the best policy. Trade
without barriers and government policies of promotion that distort markets
may improve national welfare. However, government policy to strengthen
the competitive position of domestic producers in world markets may
generate higher levels of national welfare than would result from free
trade.” There are also advocates of “aggressive” bilateralism or “forceful”
unilateralism who justify the use of sanctions such as those provided in
Super 301 (a section of U.S. trade legislation) to lower or dismantle protec-
tionist barriers that hinder U.S. exports in several countries, most notably
Japan, or to deter or compensate for unfair practices not adequately regu-
lated by GATT or its successor, the World Trade Organization (WT0).2* This
milieu of managed trade has made it possible for a two-track trade policy to
emerge in the United States, one supporting multilateralism and the other
permitting regional trade blocs.

Regional Factors

It is the effect of regional factors on the global forces that are propelling
the establishment of trade blocs that determines if and where these blocs

will emerge.
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Proposition 5. The uneven development of trade blocs—that is, their
occurrence or absence and the global dispersal of trade blocs—re-
flects the influence of regional factors and conditions on the global
forces impelling their formation. Trade blocs emerge when the forces
of globalization and corporate integration coincide with conducive
regional conditions.

Four principal factors operate at the regional level that determine
whether the global impulses toward the formation of trade blocs will be
translated into the reality of blocs. These factors are: a history or tradition
of regionalism and cooperation; physical proximity; reaction to the emer-
gence of another bloc; and divisive social, political, or ideological differences.

History of Regionalism and Cooperation

Proposition 6. A history or tradition of regionalism and cooperation
has been an important contributing factor in the formation of trade
blocs such as those in Western Europe, Latin America, the English-
speaking Caribbean, and the Andean Pact.

A history of regionalism and the idea of regionalism as a long-term
goal have been important to the emergence, development, and consolidation
of regional trade blocs. For example, in Western Europe, the idea of some
type of economic union or European community gained wide acceptance
after World War I1.% Similarly, in the English-speaking Caribbean, the idea
pf a Caribbean community has been significant; indeed, present economic
integration was preceded by a short-lived political federation.2

.Latin America is perhaps the best example of a history of regionalism
contrlbgting to the emergence and persistence of trade blocs. The idea of
economic integration in Latin America dates from the First International
Copference of American States in 1889, when the formation of a customs
union was proposed.?” In 1941, a regional conference was convened in
Montevideo at which Argentina, Bolivia, Brazil, Paraguay, and Uruguay
signed a series of agreements covering a range of economic relations.%lé1 In
1960, the Treaty of Montevideo was signed, creating a free trade area
encompassing Argentina, Brazil, Chile, Mexico, Paraguay, Peru, and Uru-
guay and establishing the Latin American Free Trade Association
FLAFTA).%AS noted in Part IT, the Central American Common Market came
into existence in 1961, and the Caribbean Free Trade Association was
established in 1968.

MERCOSUR illustrates the importance of a history of regionalism.
Argentina, Brazil, Uruguay, and Paraguay have long tried to translate their
shared sense of being a separate region into a formal regional arrangement.
In 1939, Argentina and Brazil negotiated a treaty to liberalize trade,*® in
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1940, Argentina proposed the creation of a customs union that would also
encompass bordering countries,® and in 1941, the regional conference noted
above was held.®? In 1991, this long-standing idea of regionalism finally
came to fruition in MERCOSUR.

A history or tradition of regionalism can emerge in different ways: as
a response to the dominance of a country or trade bloc, as in Latin American
reaction to U.S. dominance; in overcoming development constraints, such
as small size in CARICOM or the limits of import-substitution and indus-
trialization in Latin America; from an external threat to national security,
as in Western Europe and Asia; or as a carryover from colonial administra-
tion, as in Caribbean integration, which followed naturally from the British
colonial practice of administering the region as a single unit.

Physical Proximity and Economic Catenation

Proposition 7. Trade blocs are most likely to be formed in natural
physical regions, such as Western Europe, North America, Central
America, and the Southern Cone, because physical proximity facili-
tates the catenation of economies and corporate integration, such
as Mexico-United States, Brazil-Argentina, and Western Europe.

Close physical proximity and adequate infrastructure, transportation,
and tel ecommunication systems facilitate economic activity through trade,
investment, and corporate linkages and can be the forerunners of a trade
bloc. Indeed, these multistate concentrations of economic activity have been
described as natural trade blocs.?® Natural blocs or regions may persist over
very long periods despite the superimposition of formal trade blocs and
nation-states.3* In Western Europe, physical proximity promotes an ease
and frequency of interaction between business and political leaders as well
as cross-border travel by the average citizen, leading to the emergence of
transnational networks and a greater awareness of commonalities.®

Trade tends to be concentrated among countries or regions in close
physical proximity, especially when countries in a regional trade group
share a contiguous land mass. This is evident, for example, among the
MERCOSUR countries, the United States-Canada, Taiwan-Hong Kong-
South China,® and the Singapore-Johore (Malaysia)-Riau (Indonesia)
growth triangle.?” Between 1991 and 1995, exports to MERCUSOR as a
share of total exports increased from 16.5 percent to 32.3 percent in Argen-
tina, 7.3 percent to 13.2 percent in Brazil, 35.2 percent to 56.8 percent in
Paraguay, and 35.4 percent to 47.0 percent in Uruguay.®® As noted, since
1992, the number of joint ventures between Brazil and Argentina has
tripled to 313.%° The close link between Argentina and other MERCOSUR
countries will be strengthened as infrastructure and transportation systems
improve and become less expensive; 60 percent of Argentine-Brazilian trade
is carried by road, mainly because their railway systems use different

gauges. 0
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Trade blocs and formal trade agreements are not confined to regional
arrangements, although these remain the most common and most economi-
?ally viable. Economic interests may dominate over regional proximity, as
in the Lome Convention (see Appendix I), or political interests may tz;ke
precedence over physical proximity, as in the U.S.-Israeli FTA. Ethnicity
may also be a basis for economic linkages. Examples include the Indian
Ocean Rim Association for Regional Cooperation, the D-8 group of Muslim
developing nations, the BIST-EC, and the South Asian Association of
Regional Cooperation.

Exclusion and Uncertainty about Participation

Proposition 8. Blocs may be formed or strengthened as a reaction to
the emergence of another bloc. For example, the transformation of
the EEC into the European Union provided an important impetus to
the formation of NAFTA, and the creation of NAFTA added impetus
to the ACS and the proposal for a SAFTA.

Spmetimes trade blocs are established or expand in response to the
formation and expansion of other blocs. In the formation of the CUSFTA
and NAFTA, Canada and Mexico were partly motivated by the need to
secure ag agreement with the United States to help avoid protectionist
panlers. Concern in Asia has grown over the emergence of the trade bloc
in North America, the consolidation of the European trade bloc, and the
f‘new” regionalism throughout the world, which have contributed to increas-
ingly serious consideration of an Asian trade bloc.*? The formation of
NAFTA and the deepening of integration in the EU were factors in the
creation of the ASEAN Free Trade Area and the acceleration of its schedule
of implementation.* .Developments in ASEAN were influenced by the
establishment of NAFTA and its possible expansion in the Western Hemi-
sphere. As noted in Part I, Singapore has urged ASEAN to act quickly to
remove tariff barriers by warning about the risks of falling behind other
regional trade groups. Japan’s interest in APEC and, to a lesser extent
ASEAN w’f“s prompted by fears that NAFTA might become “Fortress N orth’
America.”™ Similarly, the choice of 2005 for completion of negotiations for
the Free Trade Area of the Americas was influenced by the dates APEC
announced earlier of achieving free trade among member industrialized
economies by 2010 and among developing countries by 2020.

The possibility of exclusion from the EU,NAFTA, and a possible Asian
trade bloc was part of the stimulus for the formation of MERCUSOR, the
re\(italization of the Andean Group, and Malaysian proposals for an East
Asian .Economic Group and later an East Asian Economic Caucus.*® This is
a particular motive in the case of the interest of the small and/or developing
;voIl‘JXX-ies of the Caribbean and Central America in Joining NAFTA and the
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Ar gentina is an example of a country confronted by the dilemma of
weighing the pros and cons of participating in a trade bloc. Although
Argentina has deep and well-founded concerns about participating in
NAFTA dominated by the United States, it is also worried about Brazil’s
domination of MERCOSUR by virtue of its size and more advanced level of
industrialization. Brazil is a new regional power in the world economy and
international politics,*® which chafes against Argentina’s long-held ambi-
tions for- leadership in Western Hemispheric affairs,*” to be an advanced
industri alized economy, and for greater autonomy in foreign policy.** Mean-
while, Chile’s strong interest in MERCOSUR and MERCOSUR'’s accord
with the EU is largely a response to the U.S. Congress’s increasingly
antagonistic stance toward the expansion of NAFTA and the FTAA.®

Discord May Prevent Bloc Formation

Proposition 9. Divisive forces such as ethnicity in the former COME-
CON and former Soviet Union, political turmoil in Africa, ideologi-
cal differences in North Africa and the Middle East, and
long-standing antagonisms in Asia may counteract the market-
induced or policy-directed formation of a bloc.

Differences exist within any group of countries. Some differences can
be overcome by state- or market-led economics or the exercise of political
will, eitheer collectively or by a hegemonic state. Religious, ethnic, political,
or ideological differences can be divisive, just as shared religious beliefs or
shared ethnicity can help bring groups together to form trade blocs or
contribute to their cohesion (as noted above).

Although Asia has experienced the highest rate of growth in intra-
regional trade, it has not established a fully functioning trade bloc. This is
a clear case of historical antagonisms frustrating the market-induced im-
pulses toward the formation of a trade bloc. Japan is turning more toward
Asia’s economies as the result of a deliberate policy realignment, partly
reflecting aggressive U.S. trade tactics, and the rapid growth of Asian
markets. Asia became Japan’s largest export market in 1991, and in 1993
Japan’s trade surplus with the region surpassed its surplus with the United
States.’® Japan’s investment in Asia is estimated at $48 billion, nearly
one-third of its total overseas investment. Japanese direct investment in
Asia quadrupled in less than a decade, increasing from $2.3 billion in 1986
to $9.3 billion in 1994. This trend is likely to continue, especially with the
growth of China. From 1985 to 1995, Asia’s share of Japan’s trade increased
from 27 percent to 38 percent, while the U.S. share dropped to 27 percent.
- Trade is increasingly based on corporate integration. Japan’s imports from
East Asia have doubled from 1987 to 1995 to $91 billion, “much of which
come from its own plants there,” according to the Financial Times.>

But political frictions remain (even though Japan has apologized for
its actions during World War II) as does the traditional fear of Japan’s
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dominance, no longer political but economic. Prime Minister Mahathir bin
Mohamad of Malaysia has complained that Japan is not willing to share
technology, that it has failed to open its market to developing countries by
removing quotas and nontariff barriers, and that it has not supported the
formation of the East Asian Economic Caucus.?
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Part IV
Conclusion
L 2

RADE BLOCS ENCOMPASS a large and growing share of world trade

but are concentrated in Western Europe, North America, South Amer-
ica, Central America, and the Caribbean. They are notably absent in Africa
and Eastern Europe and are embryonic in Asia. Trade blocs have formed
when and where there has been a favorable conjuncture of global and
regionial forces.

"Two major forces—globalization and corporate integration—encour-
age the formation of trade blocs as a transition from an atomistic world
econorny of nation-states to a world economy without national barriers to
intern ational trade and capital flows. In the past decade, the United States
has changed its position toward regional trading arrangements and is no
longer a constraint on global pressures for bloc formation.

The uneven development of trade blocs reflects the influence of regional
factors and conditions on the global forces impelling their formation. Trade
blocs emerge where the forces of globalization and corporate integration
coincide with conducive regional conditions. These regional factors include:

(1) a history of regionalism and cooperation, which has been an
important contributing factor in the formation of trade blocs in West-
ern Europe, Latin America, the English-speaking Caribbean, and the
Andean Pact;

(2) physical proximity, which facilitates the catenation of economies
and corporate intégration such as Mexico-United States, Brazil-Ar-
gentina, and Western Europe. Trade blocs are most likely to be formed
in natural physical regions such as Western Europe, North America,
L.atin America, and the Southern Cone;

(3) a unifying force, as the military in ASEAN; cultural links, as in
Western Europe and in the English-speaking Caribbean; a hegemonic
power treating or administering a group of countries as a single region,
as in the eastern Caribbean by Britain and in Central America by the

United States; or the threat of drug trafficking, as in the Andean Pact _

countries. Divisive forces may counteract the market-induced or policy-
directed formation of a bloc. Such forces include ethnicity, economic
disorder, and inefficiencies, as in the former COMECON and former
Soviet Union, political turmoil in Africa, ideological differences in North
A frica and the Middle East, and long-standing antagonisms in Asia.

Trade blocs therefore are a systemic feature of the world economy and not
a regionally specific phenomenon.
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PartV
Implications
——

THE FORMATION OF TRADE BLOCS and the increased share of global trade
encompassed within these blocs will have profound implications for all
aspects of the global economy and world politics. Four issues are likely to
be very important: (1) the impact on the nation-state; (2) the nature of
international relations; (3) the operation of labor markets; and (4) economic
growth of developing countries.

(1) Although predictions of the demise of the nation-state as a political
entity are premature, countries will lose some control and influence over
economic activity within their own borders and internationally. This is
evident now in the movement of the exchange rates of leading currencies,
including the U.S. dollar. The value of the dollar depends not only on what
the U.S. government is doing, but also on what traders are doing in the
global currency markets, what is happening in the Japanese financial
system, and so on. There is also a disjuncture between politics and econom-
ics at the nation-state level. Both economic transnationalization and glo-
balization are occurring and will increase, but there is also interaction
between the two. Although trade blocs promote economic interdependence,
the continuity of the nation-state is being reinforced by the resurgence of
ethnicity, nationalism, and the need to participate in a community that is
manageable in size.

(2) In international relations in the coming years, the individual
nation-state and its foreign policy will increasingly be subsumed within
regional political alliances, both as a reaction to and an outgrowth of the
formation of blocs. The United States, by virtue of its special position in the
world economy, will be an exception to this trend to some extent. But even
the United States operates in certain regional settings such as the Group
of 7(G-7), NAFTA, and NATO.

(3) Labor markets are being segmented. Indeed, a global labor market
exists in certain professions, although many occupations will continue to
rely primarily on national labor markets. Because business has experienced
a progressive globalization in all aspects of production, management, and
ownership and because trade unions and labor are still primarily nationally
based, there is now a profound difference in the way that business and labor
interact. Ownership has increasingly become transnational even though
global companies may be registered or headquartered in an individual
country. Nationally based institutions are increasingly interacting with
globally based businesses. In this environment, it will be necessary to
rethink the role of trade unions and to develop a new form of labor alliance.
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Becau se workers will be changing their jobs and professions several times
in a lifetime, unions will have to become organizations that people can join
as lifelong members. The new union organization will broaden its role from
bargai ning for wages and working conditions to include advising members
on career changes and helping them to get training and jobs. This expanded
notion of labor organizations would also address the needs of the growing
number of independent, home-based, and part-time workers.

(4) The formation of trade blocs has profound implications for devel-
oping countries. The dilemma for developing countries is whether to par-
ticipate in trade blocs or to remain outside. Given that exclusion can have
serious adverse implications in the form of trade diversion from nonmem-
bers to member states, developing countries cannot in most cases afford to
be excluded.! Most of the exports of developing countries are sold to devel-
oped countries; hence, to maintain market access, developing countries will
have to seek membership in trade blocs that include developed countries,
e.g., Caribbean countries’ interest in NAFTA membership. This will par-
ticularly be the case where special arrangements not involving membership,
e.g., the Lome Convention, are not available.

Membership for developing countries in trade blocs involving devel-
oped countries raises the critical issue of how to address the substantial
differences in levels of development. This problem is well illustrated by the
Free Trade Area of the Americas. The Western Hemisphere encompasses
countries vastly different in size and level of development.” Size ranges from
the United States (9.8 million sq. km.) and Brazil (8.5 million sq. km.) to
Montserrat (102 sq. km.). Population varies from 258 million in the United
States to 11,000 in Montserrat. GNP differs between the United States with
$8,291 billion to Antigua, Dominica, Grenada, Montserrat, St. Kitts, St.
Lucia, and St. Vincent, each with GNP of less than $500 million. Per capita
GNP ranges from $24,750 in the United States to $450 in Haiti.

The integration of countries at different levels of development within
trade blocs will have to be addressed by a variety of measures. These include:
(a) special and differential treatmenton a permanentbasis, e.g., CARICOM,
or for a fixed period of time, e.g., in GATT; (b) special arrangements between
blocs of developed countries and nonmember developing countries, e.g., the
Lome Convention between the EU and the African, Caribbean, and Pacific
group of developing countries; (c) asymmetrically phased implementation
of disciplines, that is, providing longer adjustment periods for developing
countries, e.g., the WTO treatment of least developed countries.
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Appendix I
—

(1) The Caribbean Basin Initiative (CBI), formed in 1983, provides one-way
free trade for 90 percent of the products from Central America and the
Caribbean entering the U.S. market. The drawback to this arrangement is
that many of the exports that have the best prospects for Central America
and the Caribbean are excluded from the CBI, in particular garments,
textiles, citrus products, and leather goods.!

(2) The Caribbean-Canadian Trade Agreement (CARIBCAN) is a one-way
free trade entry for goods from the Caribbean countries into the Canadian
market. Exports from CARICOM to Canada covered by CARIBCAN have
not increased significantly. The range remains limited, and the number of
Caribbean firms exporting to the Canadian market is very small.?

(3) The Andean Trade Preference Act (ATPA), signed in 1991 by President
George Bush, provides duty-free treatment for exports from the Andean
countries over a 10-year period, excluding tuna, rum, textiles, most apparel,
leather goods, footwear, sugar, and petroleum. The objective of the act is to
reduce the dependence of these economies on illegal drug trafficking.?

(4) The Venezuela-CARICOM agreement, signed in 1991, offers duty-free
treatment to imports from the Caribbean countries for five years. N egotia-
tions have begun on phased reciprocity.

(5) The Colombia-CARICOM agreement, signed in 1994, took effect in 1995.
The agreement permitted immediate access to the Colombian market, with
reciprocity to be phased in by CARICOM over a five-year period.

(6) The Lome Convention is between the European Union and former
colonies in Africa, the Caribbean, and the Pacific. The first Lome Convention
came into effect in 1975, and Lome IV is now in place.*
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